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Chapter 1 – Corporate Description
Key:
Following below are the abbreviations that occur in the report and their explanations.
The Company
Gadot
Delek USA
Delek Energy
Delek Belron
Delek Investments
Delek Refining
Delek Israel
Delek Real Estate
Delek Petroleum
Delek Infrastructure
DMR
Dankner
Desalinization Eng.
The Phoenix
Menora
Matav
Avner Partnership
Delek Drilling Partners

Delek Group, Ltd.
Gadot Industries and Biochemicals, Ltd.
Delek US Holdings, Inc.
Delek Energy Systems, Ltd.
Delek Belron International, Ltd.
Delek Investments and Properties, Ltd.
Delek Refining Inc.
Delek The Israeli Fuel Corporation, Ltd.
Delek Real Estate, Ltd.
Delek Petroleum, Ltd.
Delek Infrastructure, Ltd.
Delek Motors Systems, Ltd.
Dankner Investments, Ltd.
IDE Technologies, Ltd.
The Israel Phoenix Assurance Company Ltd.
Menora Holdings, Ltd.
Matav Cable Systems, Ltd.
Avner Oil Exploration – Limited Partnership
Delek Drilling – Limited Partnership

The chapter dealing with the description of the corporation includes forward looking
statements. Forward looking statements should not be construed as providing definite
information about the future of the Company. It is based on information that is
available to the Company or management assessments of it and is correct at the time of
the report. This information may not produce the results anticipated by the Company
and the actual results of the Company could be very different from those expected or
implied at the current time due to, among other reasons, the risks that are detailed
throughout the document in regard to each of the sectors of the Company. This is
specifically true for paragraph 23. In certain circumstances it is possible to identify
sections that include forward looking statements by the phrases "The Company
estimates", "It is the intention of the Company", "The Company forecasts", "In the
estimation of the Company", etc. However, forward looking statements may also be
phrased otherwise.
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Part A: A Description of the General Development of the Company's
Businesses
1.

1

The Company's Activities and the Development of its Business
1.1

Delek Group Ltd, ("the Company") is a holding company that operates as a
parent company for all the corporations that belong to the Delek Group (from
hereon in the Company and its holdings will be referred to as: The Company or
as The Delek Group, or as The Group).

1.2

The Company was incorporated on October 26, 1999 as a public company.1

1.3

Following below is a listing of the main holdings of the Group:

The Company incorporated as part of a reorganization where the groups activities were separated an
divided into three main subsidiaries, over which was established the parent company. Until the
reorganization the company's activities were included in Delek Israel which was incorporated on
December 12, 1951 and is today, after the reorganization, responsible for the fuel sector in Israel.
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Delek Group Ltd.

100%

100%

Delek Investments
& Properties Ltd.

25%
The
Phoenix

10%
Menora
Insurance

61%
Delek
Automotive

100%
Delek
Motors

89%
Delek
Energy
Systems

51%
Anver Oil
Exploration
L.P.

Delek Petroleum Ltd.

64%
Gadot
Biochemi
cal
Inds.

100%
Delek
Infrastructure

69%
Delek
Drilling
L.P.

71.5%

40%
Matav

50%
Desalination
Engineering

100%
Delek
Israeli
Fuel
Corp.

100%
Delek
Hungary
Ltd.

100%
Fuel
Sector
Affiliated
Cos..

A detailed holding chart for the real estate sector can be found in section 12, below. A detailed holding
chart for the Israeli Fuel products sector can be found in section 10, below
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MAPCO
Express,
INC

100%
Belron
Delek
Intl.

100%
Delek
U.S
Holding.
Inc

100%
_______________________________________________________________________

Delek Real Estate Ltd.

100%

MAPCO
Family
Centres

Real Estate
Sector
Affiliated
Cos

100%
Delek
Rafining

100%
Dankner
Investme
nts

1.4

In 2005 the Group entered into two new spheres of activity – the
refinery sector and the insurance sector.
In the insurance sector, on March 13th 2005, Delek Investments acquired 9.99% of
the issued share capital of Menora, by private placement, in return for $44 million.
In addition, Delek Investments received an option – that may be exercised during a
period of 18 months starting December 15, 2004 – to acquire, by private placement,
a maximum of an additional 5% of the issued share capital of Menora.
On December 4, 2005, a transaction was completed for the acquisition of
approximately 25.01% of the shares of the Phoenix by Delek Investments for the
sum of approximately NIS 720 million. As part of the deal Delek Investments was
given a CALL option whereby Delek Investments is entitled to purchase an
additional 8.04% of the Phoenix shares for the sum of approximately NIS 222
million (with the addition of linkage differentials and 5% annual interest subject to
adjustments). The option exercise period is nine months, starting on October 12,
2005.
For further details about these purchases and about the insurance sector in general,
see Section 15.
In the refinery sector, in April 2005 Delek Refineries acquired a refinery and
pipeline for conveying crude oil in the State of Texas, USA, for approximately $72
million.
For further details about these purchases and about the refinery sector in general, see
Section 7.
In the framework of the Group’s activity up to the date of the report, the following
material deals were entered into, among others:
a.
Issuing securities:
In March 2005 the project financing round whereby Delek Investments, Delek
Drilling Partners – Limited Partnership and Avner Oil Exploration – Limited
Partnership, by means of SPC, issued bonds to institutional investors in the
US for a total of approximately $275 million (see Section 10.15.2). In May
2005 Gadot issued securities to the public in return for approximately NIS 119
million (see Section 13); in June Delek Real Estate issued securities to the
public in return for a total (including option exercises) of approximately NIS
737 million (see Note 9j1(a) to the financial statements); during 2005 the
Company issued bonds and option warrants to institutional investors for a total
of approximately NIS 931 million (see Note 22b to the financial statements);
Delek Petroleum issued bonds in private placements for a total of
approximately NIS 454 million (see Note 22c to the financial statements).
On February 9, 2006, Delek US announced the filing of an initial draft
prospectus to the US SEC for its IPO. The scope of the offering has not yet
been determined (see Section 8).
b.
The Telecommunications Sector:
On February 21, 2005, Matav announced that an agreement in principle had
been reached regarding the terms of the merger of the cable companies. If the
merger gets underway, Delek Investments is expected to hold approximately
15% of the shares of the merged company (see Section 14.15.1).
In April 2005 Matav sold Partner Communications approximately 80% of the
Partner shares that it had held (constituting approximately 4% of the shares of
Partner) for approximately NIS 250 million (see Section 14.11.2).
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c.

d.

2.

The Fuel Products Sector in the US
In November 2005 Delek USA entered into a deal for the purchase of rights in
gasoline stations and convenience stores for approximately $36 million (see
Section 8.8).
The Real Estate Sector
On April 1, 2005, a consolidated company of Delek Real Estate acquired
companies that own seven income-generating assets in West Germany for the
sum of approximately €282 million (see Sections 9.3.6 and 9.3.7(d)).
On April 12, 2005, consolidated companies of Delek Real Estate entered into
a deal that included the sale of ownership rights in nine income-generating
real estate assets in England, for approximately NIS 162 million in cash, net
(see Section 9.3.1).
On November 27, 2005, Delek Real Estate and a company fully controlled by
Bank Hapoalim entered into an agreement whereby Delek Real Estate would
allocate to the said company approximately 11% of its shares in return for
approximately NIS 260 million. In addition, Delek Real Estate contracted with
another company controlled by Bank Hapoalim for the purchase of 13.05% of
Industrial Buildings Ltd., for the sum of approximately NIS 256 million, and
received an option to purchase rights in the Bavli Project in return for the sum
of approximately NIS 194 million (see Note 9j1(c) to the financial statements).

Sectors of Operation
2.1

The Group is active in nine sectors, as follows:
2.1.1

Refineries: This sector includes ownership of a crude oil pipeline and
refinery in the State of Texas, USA.

2.1.2 Fuel Products in the USA: This sector includes the sale of fuel and old
products and the operation of gasoline stations and convenience stores
within the stations in the United States.

2.2

2.1.3

Fuel Products in Israel: This sector includes the sale of fuel and oil
products and the operation of gasoline stations and convenience stores
within the stations in Israel.

2.1.4

Energy: This sector includes activities related to oil and gas exploration
and the production of natural gas.

2.1.5

Automotive: This sector includes the importation, sales and marketing in
Israel, of Mazda and Ford private and commercial vehicles.

2.1.6

Real Estate: This sector includes the development, marketing and holding
of real estate in Israel and abroad.

2.1.7

Biochemicals: This sector includes the production of Fructose (sugar
substitute), citric acid and salts for use in the food, the pharmaceutical and
detergent industries.

2.1.8

Telecommunications: This sector includes the cable TV company, Matav
Cable Communication Systems Ltd. (Matav).

2.1.9

Insurance: This sector includes ownership of approximately 25.01% of
the Phoenix and ownership of 9.99% of Menora.

In addition to these sectors, The Delek Group has other activities that are not
included on the list above. These activities include infrastructure projects (the
desalinization plant and electric generating station), holdings in technology
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companies and other financial investments and business opportunities (see Section
16, below).

3.

Equity Investments in the Company and Transactions in its Shares
To the best of the Company's knowledge, in the year 2005 and until shortly prior to the
date of the report, the following investments were made in the company’s equity:
Conversion of Debentures into shares:
Date

Par Value

Reduction of Liabilities
(NIS M)

Q1/2006

4,952

~1.8

Q4/2005

319,794

~123

Q3/2005

476,062

~188

Q2/2005

122,953

~47
Exercise of option warrants into shares:

Date

Par Value

Proceeds (NIS M)

Q1/2006

8,000

~3.3

Q4/2005

95,884

~54.2

Q3/2005

132,856

~64.9

Q2/2005

49,020

~21.1

To the best of the company’s knowledge, in 2005 and until the date of the report, the
following material transactions were made by interested parties in company shares, outside
the stock exchange:
Date

Interested Party

Feb-28-2006

Yitzchak Sharon
Teshuva1
Yitzchak Sharon
Teshuva1
Yitzchak Sharon
Teshuva1
Yitzchak Sharon
Teshuva1
Yitzchak Sharon
Teshuva1

11-Jan-2006
Jan-10-2006
Dec-14-2005
Jan-3-2005

1

Type of
Transaction
Sale

%of Issued
Capital
2.05

Consideration
(NIS K)
150,165

Sale

0.29

21,600

Sale

2.53

185,625

Sale

2.82

184,456

Sale

1.45

50,400

These deals were executed by private companies held in final concatenation (100%) by Mr. Yitzchak Sharon (Teshuva).
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4.

Dividend Distribution
Following below are the dividends declared by the Company in 2005 and until the date of
the report:
Declaration Date

Payout Date

Dividend Per
Share (NIS)

Total Dividend
(NIS K)

28-Nov-2005

Dec-20-2005

13.3

142,647

29-Aug-2005

Sep-22-2005

9

94,131

5-May-2005

4-July-2005

4.35

43,089

30-Mar-2005

3-May-2005

2.67

25,989

8-Mar-2005

31-Mar-2005

8

77,870

On March 29, 2006, the company declared a dividend to its shareholders in the sum of NIS
61 million.
Dividend Distribution Policy
On March 30, 2005 the Board of Directors of the Company decided on a dividend policy
whereby the Company will strive to annually distribute approximately 50% of its annual
net income (after taxes). This decision is dependent upon the following conditions:
The Board of Directors will decide from time to time on the dividend distribution and its
decision will be made according to the law and its limitations.
The decision of the Board regarding the amount of the distribution will depend on the
financing requirements of the Company, its obligations, liquidity and investment plan s
may be from time to time.
The decision of the Board regarding the amount of the distribution will be made such that it
will not harm the Company's third party obligations including to its bank creditors and
bond holders.
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Part Two – Other Information
5.

Financial Information Regarding the Group's Sectors
For financial information regarding the Group’s sectors of operation, see Note 35 to the
Financial Statements.
For details regarding the principal developments that took place in the years 2004-2005 in
the financial data figures, see the Directors’ Report.

6.

The General Environment and Outside Influences
The Company is a holding and management company that comprises a large number of
companies dealing in a wide range of activities.
The financial data and results of the Company are influenced by the financial results and
profits of the companies it holds as well as from the purchase and sales of these holdings.
The cash flow is influenced by, among other things, dividends and management fees that
the holdings pay and distribute as well as the proceeds earned as a result of the sale of
shares in the Company's holdings, from investments made by the Group and from the
dividends it distributes to its shareholders.
The activities of the Company are influenced, amongst other things, from the security and
geo-political situation in Israel and the Middle East as well as by the economic situation in
Israel and the world. The security situation and Israel's economic situation can also
influence the readiness of foreign parties to enter into business dealings with Israeli
companies.
A change in the capital markets in Israel and the world can have an influence on the prices
of the securities of the Company and its holdings and on their ability to produce capital
gains from the sale of their investments. Amongst other things, this might be reflected in
the difficulty in executing private or public offerings by the holdings or in finding
alternative sources of financing. Similarly, the Company and specific holdings are
particularly sensitive to changes in interest rates, inflation and currency rates as well as to
changes in the prices of raw materials, all of which can have an influence on the business
results of the said companies and on the value of their assets and liabilities.
The Company and some of its holdings are limited by law or by government regulation in
their business activities. These regulations include antitrust regulations, regulations
concerning holding of tenders for business contracts, provisions pertaining to insurance
companies, provident funds and pension funds, price controls for goods and services and
regulations of telecommunications activities.
The Company and some of its holdings are influenced by the "Proper Conduct of Banking
Business Directives" law issued by the Supervisor of the Banks (of the Bank of Israel –
Israel's Central Bank) which includes, amongst other things, limitations as to the scope of
loans that Israeli banks can issue to "single borrower", to the six largest borrowers and to
the largest “borrowers group" of the specific bank (as these terms are defined by the
Supervisor of the Banks). The Company and its main shareholder as well as some of its
holdings are considered "one borrowing group". In light of this, the ability of these groups
to borrow money from Israeli banks can be limited.
The Company and its holdings are also influenced by government policy decisions in many
areas (for example monetary policy) and from the requirements of the environmental
regulators. Similarly, a significant rise in Israel's minimum wage, significant changes in
work laws that apply in Israel, strikes and labor unrest can have an influence on the
financial results of the Company and its holdings.

A-9

Some of the Group's companies have activities abroad. Some market and sell products and
services abroad or have their securities traded on non-Israeli stock exchanges. Legislative
and regulatory initiatives by foreign powers and exposure to currency changes can
influence the results of these companies.
For specific information on the general environment and outside influences of the activities
of the Delek Group, see the individual description of each of the sectors.
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Part Three – Business Description of the Corporation by Sector
Following below is a sector by sector description of the Company's businesses:

7.

Oil Refining Sector
On April 29, 2005 Delek USA completed the acquisition of a refinery in the United States
(hereinafter: “The Refinery”) and a 104-km crude oil transportation pipeline (hereinafter:
“The Pipeline”). This transaction was conducted via subsidiaries of the Delek Refining Inc.
subsidiary (hereinafter: "Delek Refining"), that in turn is owned by Delek USA.. The
refinery is located in Tyler, Texas and as of the date of this report possesses a design crude
distillation capacity of 60,000 barrels of oil per day. The investment in the purchase of the
refinery and the pipeline totaled approximately $78 million, it should be noted that after
adjustments concerning prepaid crude inventory assumed crude vendor liabilities the
investment stood at $68.1 million (not including purchasing costs of approximately $4
million).
Delek Refining was incorporated prior to the acquisition of the refinery and commenced
operations on April 29, 2005.
7.1

General Information on the Sector of Operation
7.1.1

What is Refining?
Oil refining is a process whereby the various components of crude oil are
separated into various products such as: Gasoline, diesel fuel, and the like.
The refining process includes a number of principal stages, including: a
separation process whereby crude oil is separated into groups of products,
fractionation processes during which the chemical composition of the
materials that were separated are altered to obtain products possessing a
higher added value, refining processes whose purpose is to purify and
cleanse the products created during the separation process, and finally –
finishing processes whose purpose is to make the products compatible with
the standards and specifications demanded by law or pursuant to
agreements with specific customers (for example: adding fuel additives). It
should be noted that the crude oil market and the refined petroleum
products market are commodities markets.

7.1.2

General Environment and the Influence of External
Factors
As a refining company, Delek Refining is exposed to trends, events and
developments in the regional fuel market in which it operates in the US,
that possess or may possess an influence on the activities of its competitors,
including:
a.

Volatility in global fuel prices in general and in the area of
operations of Delek Refining in particular– The crude oil that Delek
Refining purchases is the main cost component of the refined
products produced at the Refinery. The price of crude oil is dictated
by fuel prices in the international markets. That price also affects
the price of fuel products produced by Delek Refining. Delek
Refining purchased approximately 67% of the crude oil from local
suppliers (in Eastern Texas). The remaining supply is purchased
from suppliers in Western Texas and from international sources.
Among the factors that influence fuel prices are the following:
Changes in the global and local economic situation; the level of
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demand for fuel products within and outside the United States, the
global political situation in general and that of principal fuel
production regions in particular; the scope of crude oil production
and of oil refining operations in the United States and globally;
development and marketing of oil substitutes; disruptions in the
supply lines, local factors including market conditions, weather
conditions, the output capacity levels of Delek Refining competitors,
as well as US government regulations.

7.1.3

1

b.

Legal Limitations, Regulatory Developments and Special
Constraints Incumbent upon the Refining Sector – Delek Refining is
subject to laws, regulations and standards that are set by the
competent authorities in the sector, at the federal, state and local
levels, primarily in the area of environmental controls and standards.
For further details, see Paragraphs 7.16 and 7.17, below.

c.

Economic Slowdown – Most of the Delek Refining products are
intended for transportation (vehicles and planes). An economic
slowdown in the US could reduce demand for flights and the scope
of traffic on the roads, thereby reducing both the volume of demand
for fuel products and the Refinery’s refining margin1

Competition in the Area of Activity and the Main
Success Factors
The Refinery is located in the city of Tyler, in East Texas, USA.
According to the Department of Energy, there were approximately 148
refineries operating in the USA as of January 2005, whereas in 1980, there
were 319 refineries.
Delek Refining is an independent refiner. Its main competitors in the sector
are refineries and terminal operators in Delek Refining’s region.
Petroleum product refining in the United States is subject to extensive
regulation in the area of environmental controls. According to a survey
conducted in 2004 and published in January 2005 by the Department of
Energy Information Administration (EIA) and the Oil and Gas Journal, not
a single large refinery has been built in the US since 1976, even though an
increase has been recorded in the demand for fuel products.
We would further note that the trend in the refining sector in the US over
the last ten years has been characterized by a great number of mergers and
acquisitions in which the larger integrated companies in the market have
been involved, including BP Arco that merged with Amoco, Exxon that
merged with Mobil, Phillips that merged with Tosco and Conoco, and
Chevron that merged with Texaco. Another example of the aforesaid trend
is Valero, that owned only one refinery in 1994 and currently owns 17
refineries in the United States.
Petroleum products like those produced by Delek Refining are traded on
international markets and the prices of Delek Refining products are
therefore prone to high daily volatility. Delek Refining therefore enters into
contracts with its customers on the basis of a price formula that reflects the
changes in market prices, at the actual time of the transaction.

The refining margin is the difference between the sale price of the end products (gasoline, diesel) and the
purchase price of crude oil.
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Delek Refining estimates that the key success factors for the Refinery are
the level of the refining margins, selecting the optimal mix of the types of
crude oil, locating supply sources, availability of capital and the
operational availability of refining facilities, coupled with the location of
the Refinery, the only one offering a full range of refined products within a
115 mile radius.
Industry-wide refining results are driven and measured by the margins
between refined petroleum product prices and the prices for crude oil,
which are referred to as crack spreads: the differential in price between a
representative barrel of benchmark refined petroleum products, such as
gasoline or heating oil, and a barrel of benchmark crude oil. The relevant
crack spread to which Delek Refining compares its operating margins is
the US Gulf Coast 5-3-2 spread which represents the differential between
Platt’s quotations for 3/5 of a barrel of US Gulf Coast Pipeline 87 Octane
Conventional Gasoline and 2/5 of a barrel of US Gulf Coast Pipeline No. 2
Heating Oil on the one hand, and the first month futures price of 5/5 of a
barrel of light sweet crude oil on the New York Mercantile Exchange, on
the other hand.
Delek Refining’s refining operating margins stood at an average of $12.90
(calculated to the moving average method as acceptable according to
Israeli accounting principles) according to the per barrel during the eight
months of its operations in 2005. According to data published by
Bloomberg, the average US Gulf Coast 5-3-2 crack spread stood at $10.58
in 2005, while in previous years the margin was considerably lower3.
7.2

3

Products and Services
The products marketed by Delek Refining include the following petroleum products:
•

Gasoline. Gasoline accounted for approximately 52% of the Refinery’s
production for the period of April 29, 2005 through December 31, 2005. The
Refinery produces four different grades of conventional gasoline (premium —
92 and 93 octane, regular and mid-grade), as well as aviation gasoline.

•

Diesel/jet fuels. Diesel and jet fuel products accounted for approximately 40%
of the Refinery’s production for the period of April 29, 2005 through December
31, 2005. Diesel and jet fuel products include military specification jet fuel (JP8), commercial jet fuel, high sulfur diesel (No. 2 oil), low sulfur diesel, and
ultra low sulfur diesel.

•

Petrochemicals. The Refinery produces small quantities of propane, refinery
grade propylene and butanes.

•

Other products. The Refinery also produces small quantities of other products,
including, anode grade coke, slurry oil, sulfur and other blendstocks.

Statistics for the past ten years regarding the US Gulf Coast 5:3:2 margin, as published by Bloomberg: 2004 –
$6.25, 2003 - $4.48, 2002 - $3.1, 2000 - $4.36, 1999 - $1.67, 1998-$2.34, 1997-$3.21, 1996-$2.91.
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7.3

Segmentation of Revenues and Profitability in Products and
Services
7.3.1 The following is the sum and percentage of the total net sales from the sale of
products and services by Delek Refining, the total net sales of which
represents 10% or more of the revenues of the Delek Group in the eight
months Delek Refining operates: Gasoline sales were 2,231 million NIS,
which represented 11 % of Delek Groups’ revenues in this year.
7.3.2

Delek Refining’s gross profit during the eight months of operation for the
year ended December 31, 2005 was 527 million NIS, representing
approximately 12.4% of the net sales of the Refining Sector.

7.4

Customers
Delek Refining markets its fuel products to the large fuel companies, independent
refiners, fuel distributors, gas station operators, utility and transportation companies,
and independent fuel retailers.

7.5

Marketing and Distribution
A vast majority of Delek Refining’s sales are via the Refinery’s nine lane
transportation fuels truck rack with a wide range of additive options, including
proprietary packages dedicated for use by the Refinery’s major oil company
customers. The Refinery also sells coke primarily via rail, with occasional truck
loading for specialty or excess product and has a petroleum pipeline connection for
the sale of propane. Delek Refining’s remaining transportation products are
distributed through an oil pipeline (owned by a third party).

7.6

Competition
Delek Refining operates, as stated, in the state of Texas in the USA and markets its
products primarily to local customers.
The refinery sector is highly competitive, and includes national and international fuel
companies operating in various areas related to oil, including oil exploration,
production, refining and marketing of fuel products and the operation of convenience
stores. Delek Refining’s main competitors include other local refineries in the Texas
Gulf region, operators of fuel supply terminals and Calumet Lubricants in
Shreveport, Louisiana.
The competition between Delek Refining and its competitors is influenced primarily
by the price paid for crude products, by marketing margins, refinery efficiency and
the mix of products produced by the refinery, as well as the transportation and
distribution costs. Some of Delek Refining’s competitors operate larger and more
complex refineries and their production costs per barrel are therefore possibly lower.
Following are the factors that influence the Refinery’s competitive position:
• The location of the Refinery and its accessibility to local customers provide it
with a relative advantage for those customers located in the region of its
operation.
• Increasing the production capacity of the Refinery .
• Close attention to the quality of its products and improving the quality of the
Refinery’s products such that they uphold the standards and specifications
required under law and by customer demands.
• Selecting the optimal mix of crude oil types and locating supply
sources .
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7.7

Seasonality
The demand for gasoline products is generally higher during the summer months
than during the winter months, because of a seasonal rise in vehicle mobility in the
summer. As a result, Delek Refining’s operating results are usually lower during the
first and fourth quarters.

7.8

Production Capacity
The Refinery’s total production capacity as at the date of this report, totals
approximately 60,000 barrels per day, dependent upon the type of raw material that
is processed and the amount of sulfur it contains.
During the first eight months of its operations (from April 29, 2005 to December 31,
2005), Delek Refining refined approximately 12.7 million barrels, from which it
produced the following products:
Millions of
Barrels
6.6
5.1
1.0
12.7

Gasoline
Diesel of all types
Other Products
Total
7.9

Fixed Assets and Facilities
The Delek Refining facilities in Tyler, Texas are located on land covering an area of
2,643.6 km2 (600 contiguous acres, of which 440.6 km2 (100 acres) are built. Delek
Refining’s facilities include refinery units, fractionation processors, additional
production units (coker), a sulfur treatment plant, infrastructure facilities (buildings,
storage tanks, pipes, etc) and service facilities (including tanker trucks). Delek
Refining also owns a 104-kilometer long pipeline for the transportation of crude oil,
as well as four terminals for crude oil intake and pumping stations.

7.10 Human Resources
7.10.1

As at December 31, 2005, Delek Refining numbered 234 employees,
according to the following division:
Department
Management
Production
Maintenance
Finance and Purchase of Fuels
Support
Environmental Controls
Marketing and Distribution
Engineering
Total
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Refinery
10
116
33
11
19
9
22
4
224

Pipeline
1
8
1
10

7.10.2

Investment in Training –Delek Refining conducts safety training for all
employees. Employees participated in seminars and professional training.
Delek Refining invests resources in the professional training of operation
and maintenance personnel in their areas of employment, while safety,
training is provided to all employees pursuant to relevant laws.

7.10.3

Benefits and Characteristics of Employment Contracts – As of
December 31, 2005, 160 of the Delek Refining employees are members of
a labor union. In January 2006, the agreement with these workers was
renewed for an additional three years.

7.11 Raw Materials and Suppliers
The main raw material used by Delek Refining in its area of operations is crude oil.
The crude oil market and its products are commodities markets and are advanced
markets with a high level of liquidity both in spot and in futures trading, executed in
an organized exchange or with large international entities. Delek Refining purchases
its crude oil from various suppliers in the US. The table below sets forth information
concerning crude oil received at the Refinery from April 29, 2005 to December 31,
2005:
Source
East Texas Crude Oil
West Texas Crude Oil
Foreign Sweet Crude Oil

Percentage of Crude Oil Received
72%
24%
4%

7.12 Working Capital
7.12.1

Inventory Policy for Crude Oil and Finished
Products
The policy of Delek Refining is to hold in inventory crude oil and products
at a level that ensures continuous supply of oil products so as to fulfill its
obligations to customers. The main factors which influence the level of
inventory are as follows:
•
The need for a minimal inventory to fill the lower part of the tanks
and pipelines.
•
The need to maintain a large number of crude oil types for the
refining of the various mixtures.
•
The situation of the crude oil market and the oil products market and
the estimate of Delek Refining regarding the level of expected
demand for its products and its production capacity.
Delek Refining maintains at the Refinery and in third-party facilities
inventories of crude oil, feedstocks and refined petroleum products, the
values of which are subject to wide fluctuations in market prices driven by
world economic conditions, regional and global inventory levels and
seasonal conditions. As of December 31, 2005, Delek Refining held
approximately 1.2 million barrels of crude and refined product inventories
valued under Israeli accounting principles (moving average method) with
at an average cost of $61 per barrel.
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7.12.2

Credit Policy
a.

Customer Credit: Delek Refining provides its customers with total
credit of approximately 3-15 days (10 days is the approximate
average). As of December 31, 2005, the amount of credit to
customers totaled approximately $38 million.

b.

Supplier Credit: Delek Refining receives 35 days of credit from its
suppliers for the purchase of crude oil (Net + 20 days) usually
accompanied by a bank letter of credit. As of December 31, 2005,
the amount of credit from suppliers totaled approximately $96
million.

7.13 Financing
Delek Refining finances its operations through bank credit, non-bank credit, and
through independent means.
7.13.1

Credit Facility
Delek Refining possesses a $250 million asset-backed credit facility for
financing its current operations and for the purchase of oil, granted through
an American bank. This facility bears interest based on predetermined
pricing grids that allow Delek Refining to choose between a ‘‘Base Rate’’
or ‘‘Eurodollar’’ loan. The current interest rate in 2005 was equal to
LIBOR+2%. This facility also includes letters of credit. As at December
31, 2005, Delek Refining had letters of credit outstanding totaling $164
million, but no other borrowings under this credit facility.

7.13.2

Variable Interest Credit
The following is a detailed outline of the variable-interest credit that Delek
Refining was granted, in accordance with the sums of current loans in
2005:

7.13.3

Type of Loan

Variance
Mechanism

Interest
Range in 2005

Long term loan

L+1.375%

4.60%- 5.60%

Interest Rate in
Proximity to Dec. 31,
2005
5.60%

Loans
The acquisition of the refinery was financed in part from an equity
investment by the Delek Group and in part from borrowings from the
Delek Group in the amount of $35.5 million, of which Delek USA repaid
the Delek Group the sum of $17.5 million. In addition, Delek USA
financed the acquisition of the refinery through $50 million in bank loans
from two Israeli banks in the US, guaranteed by Delek Group, and having
rates of interest equal to the spread of LIBOR +1.375% per year fro a
period of two years. The banks were paid $20 million in the fourth quarter
of 2005, so that the balance of the bank loans stands at $30 million.
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7.13.4

Raising of Additional Funds
Delek Refining estimates that at this stage it has no need to raise additional
funds to finance continuing operations; however, a sharp raise in the price
of crude oil could increase Delek Refining’s credit needs. In that case,
Delek Refining estimates that it could raise these sums from bank sources
and/or non-bank sources, although there can be no assurance that Delek
Refining will be able to do so.

7.13.5

Credit Restrictions
The main financial criteria that Delek Refining needs to uphold are as
follows:
•
A minimal adjusted surplus of current assets less financial
obligations (herein: "credit margin") through the entire period of
the loan. If the credit margin is smaller than the minimum required,
Delek Refining has undertaken to raise additional temporary capital.
•
In the event the credit margin is smaller than an agreed upon
minimal sum, then the following measures shall come into effect: (1)
Delek Refining must meet a rate of (Cash flows from continuing
operations (EBITDA) less current investments)/(interest expenses +
principal payment on planned loan + income tax payment) greater
than the amount set in its loan agreement and variable for the entire
period of the loan;(2) There are limits on the scope of Delek
Refining’s investments over the course of the loan; (3) Various
limitations exist regarding the distribution of dividends.
As at the date of the report, Delek Refining is in compliance with all the
restrictions stated above.

7.14 Liens
In order to guarantee the credit agreement, Delek Refining pledged all
of the inventory and payments owing from customers in favor of a
consortium headed by an American bank.
7.15 Taxation
Delek Refining is a wholly owned subsidiary of Delek USA and therefore for the
purposes of taxation its reports are consolidated with those of Delek USA and are
subject to the tax laws that apply to it. For a description of the tax laws to which
Delek USA is subject, see paragraph 33(b)(2) of the Delek Group’s Annual Report
for 2005.
7.16 Environment
Delek Refining is subject to laws, regulations, ordinances and permits regarding
environmental controls, set by the authorized authorities in its area of operations, in
the federal, state and local levels, in particular the US Environmental Protection
Agency or EPA and Texas Commission on Environmental Quality.
7.16.1

The main legislation in the area of environmental controls relating to Delek
Refining’s operations is with respect to the matter of air quality, quality of
liquid waste, solid/toxic waste and the prevention of ground and
groundwater contamination, including the following.
The US federal Clean Air Act and the corresponding state laws that
regulate emissions of materials into the air affect refining operations both
directly and indirectly. Direct impacts on refining operations may occur
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through Clean Air Act permitting requirements and/or emission control
requirements relating to specific air pollutants. The Clean Air Act
indirectly affects refining operations by extensively regulating the air
emissions of sulfur dioxide and other compounds, including nitrogen
oxides, emitted by automobiles, utility plants and mobile sources, which
are direct or indirect users of Delek Refining’s products. In addition,
volatile organic compounds emitted at the refinery are heavily regulated,
including such compounds as benzene.
The Clean Air Act imposes stringent limits on air emissions, establishes a
federally mandated operating permit program and allows for civil and
criminal enforcement sanctions. The Clean Air Act also establishes
attainment deadlines and control requirements based on the severity of air
pollution in a geographical area.
7.16.2

The U.S. federal Clean Water Act of 1972 affects refining operations by
imposing restrictions on effluent discharge into, or impacting, navigable
water. Regular monitoring, reporting requirements and performance
standards are preconditions for the issuance and renewal of permits
governing the discharge of pollutants into water. Texas has a
corresponding statute and regulations, which are more stringent. The
Refinery maintains discharge permits as required under the National
Pollutant Discharge Elimination System program of the Clean Water Act
and has implemented internal programs to oversee our compliance efforts.
In addition, the Refinery is regulated under the federal Oil Pollution Act,
which amended the Clean Water Act. Among other requirements, the Oil
Pollution Act requires the owner or operator of a tank vessel or a facility to
maintain an emergency oil response plan to respond to releases of oil or
hazardous substances. Delek Refining has developed and implemented
such a plan for each of its facilities covered by the Oil Pollution Act. Also,
in case of such releases, the Oil Pollution Act requires responsible
companies to pay resulting removal costs and damages, provides for
substantial civil penalties, and imposes criminal sanctions for violations of
this law. The State of Texas has passed laws similar to the Oil Pollution
Act.

7.16.3

Delek Refining is also subject to Resource Conservation and Recovery Act
(“RCRA”), requirements for the treatment, storage and disposal of
hazardous wastes. Texas has a corresponding statute and regulations,
which are more stringent. When feasible, RCRA materials are recycled
through the Refinery’s coking operations instead of being disposed of onsite or off-site. RCRA establishes standards for the management of solid
and hazardous wastes. Besides governing current waste disposal practices,
RCRA also addresses the environmental effects of certain past waste
disposal operations, the recycling of wastes and the regulation of
underground storage tanks containing regulated substances. In addition,
new laws are being enacted and regulations are being adopted by various
regulatory agencies on a continuing basis, and the costs of compliance with
these new rules can only be broadly appraised until their implementation
becomes more accurately defined.
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7.16.4

Under the Comprehensive Environmental Response, Compensation and
Liability Act (“CERCLA”), RCRA and related state laws, certain persons,
may be liable for the release or threatened release of hazardous substances
into the environment. These persons include the current owner or operator
of property where the release or threatened release occurred, any persons
who owned or operated the property when the release occurred, and any
persons who arranged for the disposal of hazardous substances at the
property. Liability under CERCLA is strict, retroactive and, in most cases
involving the government as plaintiff is joint and several, so that any
responsible party may be liable for the entire cost of investigating and
remediating releases of hazardous substances. As a practical matter,
liability at most CERCLA and similar sites is shared among all solvent
potentially responsible parties. The liability of a party is determined by the
cost of investigation and remediation, the portion of the hazardous
substance(s) the party contributed to the site, and the number of solvent
potentially responsible parties.

7.16.5

The Railroad Commission of Texas, or RRC, has authority over some
environmental matters relating to the Refinery’s pipeline. Regulations
promulgated by the RRC address safety issues relating to the transportation
of liquids, and procedures for responding to and reporting releases of crude
oil.

7.16.6

Ethanol and methyl tertiary butyl ether, or MTBE, are the most commonly
used oxygenated blendstocks for producing cleaner-burning gasoline.
However, the presence of MTBE in some water supplies, resulting from
gasoline leaks primarily from underground and aboveground storage tanks,
has led to public concern that MTBE has contaminated drinking water
supplies, thus posing a health risk, or has adversely affected the taste and
odor of drinking water supplies. As a result of heightened public concern
the U.S. Congress and state legislatures have either passed or proposed or
are considering proposals to restrict or ban the use of MTBE. Delek
Refining currently does not blend ethanol or MTBE into its gasoline.

7.16.7

Material Investments in the Area of Environmental
Controls
a.

Prior to the purchase of the Refinery and the oil pipeline by Delek
Refining the previous owner of the facility had been engaged for
many years in the investigation and remediation of liquid
hydrocarbons and contaminated soil and groundwater at the
purchased facilities. Upon purchase of the facilities, Delek Refining
became responsible and liable for the costs associated with the
continued investigation and remediation of known and unknown
impacted areas at the Refinery. Although Delek Refining is not
currently aware of any soil and groundwater contamination at the
pipeline locations requiring investigation or remediation, in the
future, it may become necessary to conduct assessments and
remediation efforts at pipeline locations including out-of-service
gathering lines. Based upon environmental evaluations performed by
third parties at the time of the acquisition of the Refinery, Delek
USA has also recorded an environmental liability of approximately
$7.9 million at the acquisition date for the estimated costs of
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environmental remediation for the Refinery. Current and future
environmental regulations as well as other reportable conditions are
expected to require additional expenditures for investigation and
remediation, which may be significant. Remediation of groundwater
at the Refinery is expected to continue for the foreseeable future.
b.

In connection with the acquisition of the Refinery, the previous
owner agreed, within prescribed limitations to indemnify Delek
Refining against costs incurred in connection with certain retained
environmental
liabilities.
However,
this
indemnification
arrangement may not prove to be adequate to shield Delek Refining
from such liabilities, as Delek Refining does not have rights of
indemnification for environmental damages that were known to it at
the time of the purchase.

c.

It should also be noted that Delek Refining maintains environmental
pollution policies, which cover certain claims and cleanup costs for
environmental conditions associated with the Refinery (excluding,
among other things, cleanup costs for historical environmental
conditions). To date, no claims have been made under any of the
policies.

d.

In addition to what was stated in subparagraph A above regarding
the rate of expenses that Delek Refining took upon itself with the
purchase of the Refinery, what follows is the estimate of Delek
Refining relating to its expected material investments necessary to
uphold the regulations in the area of environmental controls and the
standards of fuel products in the coming years (in $ thousands):

Year
Low sulfur gasoline
Low sulfur diesel
Electric power
facility
Sulfur
neutralization
facility
Miscellaneous
environmental
needs
Total

2006
2,500
4,668
2,964

2007
9,485
-----

2008
-------

2009
-------

2010
-------

Total
11,985
14,668
2,964

6,650

---

---

---

---

6,650

1,663

750

750

750

750

4,663

28,445

10,235

750

750

40,930

This information regarding Delek Refining estimates concerning the need
for investments in the area of environmental controls is to be considered a
forward-looking statement based on current information and estimates of
Delek Refining relating to expected investments in environmental controls
and which may change in the future.
The Delek Refining estimates regarding investments in environmental
controls and standards are dependent upon estimates and factors regarding
which there is no certainty, for example the complexity and differing
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interpretations of government regulations relating to the area of
environmental controls, the lack of reliable date regarding the exact nature
and extent of the contamination, or that which will be revealed in the future,
the extent of required clean up efforts necessary, and the multiplicity of
possible solutions with varying costs of alternative remediation
requirements, the number of years that remedial and monitoring activity
will be required In addition, the legislation and regulations in the area of
environmental controls change and are updated regularly and the changes
in them can influence the above estimate.
Given the existing date at the report, Delek Refining believes that its
estimate regarding future investments in environmental controls which
were formulated with the help of experts in the field is adequate. However,
in the event that material deviations will occur in the activities of Delek
Refining or there will come into effect new environmental control demands,
it is possible that this estimate will not be realized and that Delek Refining
will incur additional costs.
7.17 Restrictions and Supervision of the Activities of Delek Refining
7.17.1

Business Licenses
Delek Refining operates under the many licenses required, which it
obtained for its operations.

7.17.2

Standards Covering Fuel Products
The EPA possesses the authority to enact regulations regarding production
standards for refined fuels. The EPA promulgated national regulations
limiting the amount of sulfur emissions permitted in passenger vehicles.
These mandate that the average sulfur content of gasoline produced at any
refinery not exceed 30 parts per million, or ppm, during any calendar year,
and that no individual gallon of gasoline exceed 80 ppm, after January 1,
2006. On May 6, 2005, the EPA approved a hardship waiver and
compliance plan for meeting the federal gasoline sulfur standards at the
Refinery by November 2007, provided that beginning June 1, 2006, 95%
of all motor vehicle fuel produced at the Refinery will not exceed a sulfur
level of 15 ppm and will not constitute less than 24% of the Refinery’s
total volume of crude intake. Due to equipment delivery delays primarily
resulting from spikes in manufacturing and refurbishment workloads in the
aftermaths of hurricanes Katrina and Rita, the compliance to the above fuel
requirements cannot be achieved by June 1, 2006 and Delek Refining is
seeking to obtain a three month extention until September 2006. The EPA
also enacted standards for the restriction of sulfur emissions permitted as a
result of the use of on road diesel.

7.17.3

Other
a.

Delek USA is subject to the requirements of The Federal
Occupational Safety and Health Act (“OSHA”) and other similar
state legislation regulating the safety and health conditions of the
workers, including the manner of treatment of hazardous materials.

b.

Delek Refining is subject to state and federal laws in matters of
wage protection, overtime, working conditions and citizenship. It
should be noted that to the best of Delek Refining’s knowledge,
federal bills are proposed from time to time for raising minimum
wage and requiring employers to provide health insurance for their
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workers. If such bills should be passed, they might negatively affect
Delek USA’s results.
7.18 Legal Proceedings
Delek Refining is not involved in any material legal proceedings.
7.19 Business Goals and Strategies
Delek Refining examines its plans and strategic goals from time to time and updates
them in conjunction with developments that occur in the fuel market, the
competition and the macro-economic influences on its activities. The activities of
Delek Refining are expected to concentrate in the coming years in the following
activities:
7.19.1

Actively pursuing additional refinery acquisitions and other
complementary assets such as pipelines and terminals. These assets or
additional refineries that may acquired may or may not be in the same
geographic regions or market areas as our existing refinery operations.

7.19.2

Grow the customer base and improve the profitability of the Refinery. The
Refinery is located in Tyler, Texas, and is the only supplier of a full range
of refined petroleum products within a 115-mile radius. Delek Refining has
increased its customer list, and continues to do so. In addition, Delek
Refining is acting to achieve better contractual terms with its customers.

7.19.3

Increasing the production capacity of the Refinery. The Refinery’s output
has increased from 54,000 barrels a day at the time of the acquisition, to
60,000 barrels a day at the present time. Delek Refining is also examining
the possibility of implementing additional projects that will make better
and more efficient use of its refining facilities, while increasing the
Refinery’s production capacity and the quality of the fuel products leaving
the Refinery.

The above estimates regarding the business goals and strategies are to be considered
forward-looking statements. Not all of the estimates are in the control of Delek
Refining and the realization of the goals and the strategies are dependant also upon
external factors. In addition, the risk factors detailed below in paragraph 12.19 could
influence Delek Refining’s ability to realize the aforesaid goals and strategies.
7.20 Risk Factors
Delek Refining estimates that the main risk factors related to its activities are as
follows:
7.20.1

Exposure to Changes in the prices of raw materials and the products –
Delek Refining is exposed to changes in the prices at which it purchases
raw materials and to changes in the prices at which it sells its oil products
to its customers. Delek Refining from time to time enters into derivative
hedge transactions in order to reduce its exposure to these risks. In this
context it should be noted that among Delek Refining’s competitors are
multi-national companies with much larger integrated capabilities than
Delek Refining who, in light of their size, their integrated areas of
operation and complex refining facilities, are better able to withstand
volatile market situations.
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7.20.2

Refining Margin- Delek Refining is exposed to changes in the refining
margin. If the refining margin increases, then profitability increases,
however, a drop in the refining margin will cause a decrease in the
profitability of Delek Refining.

7.20.3

Legislative Developments and Changes and Issues in Environmental
Controls – Delek Refining is subject to various laws and regulations
related to its activities in the refining sector, mainly in topics related to
environmental controls. Delek Refining is therefore exposed to
developments, changes and new legal requirements and the possibility that
in the future material deviations will be detected or new harsh legal
requirements will be added which will require financial costs.

7.20.4

Operational Risks- The refining operation is exposed to inherent risks
related to the refining of fuels and supply of fuel products. These risks
include, among other things, natural disasters, fires, explosions, leaks in the
oil pipeline, intervention of third parties and other events that are not in
Delek Refining’s control, and that could disrupt the Refinery’s operations,
pollution and damages to the environment and to third party property,
injury suits and even death. As the entire refining operation is performed at
a single refinery, each of the said risks could disrupt the refinery’s activity
and cause significant damage.

7.20.5

Terror Attacks and War – Terrorist attacks in the United States and the
war in Iraq could negatively influence Delek Refining’s operations. As the
owner of a refinery and an oil pipeline, Delek Refining could be exposed to
terrorist attacks to a greater degree. Furthermore, terrorist attacks could
negatively influence global oil prices.

7.20.6

Limited pipeline infrastructure- The crude oil transportation pipeline has
limited capacity, which could become insufficient if the Refinery increases
its output. Moreover, Delek Refining possesses no outgoing pipeline for
the delivery of its fuel products, and most of its sales are performed using
its own terminals. This could render it difficult to recruit new customers.

7.20.7

Delek Refining’s Credit restrictions– As of December 31 ,2005 Delek
Refining utilized $164 million of its credit facility, leaving it an additional
$48 million for use. These undertakings could increase Delek Refining’s
sensitivity with respect to adverse financial changes, while restricting its
ability to purchase crude oil and borrow additional funds.

7.20.8

Insurance– Delek Refining has insurance policies, including a property
policy with coverage of up to $450 million for the refinery and oil pipeline.
At the same time, Delek Refining could suffer from damages that are not
insured, or which cannot be insured within its policies, or that are higher
than the insured amounts in the policies. For example, the business
interruption policy does not apply unless the interruption lasts longer than
45 days.

7.20.9

Dependency on Workers– Most of Delek Refining’s refinery workers, as
well as ten truck drivers, are unionized and subject to collective
employment agreements. The collective agreement with the refinery
workers and the drivers was renewed in January 2006 for a period of three
years. Although these collective employment agreements contain
provisions for prevention of strikes, there is no certainty that there will be
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no strikes or work stoppages. A strike or a work stoppage could potentially
have adverse effects on the Delek Refining operations.
7.20.10 Economic Slowdown in the global and/or local market- A slowdown in
the markets could cause a decline in the purchase of fuel products and
thereby could have a substantially negative effect on the scope of the
orders received and on the price levels of the fuel products and as a result
on the activities of Delek Refining.
7.20.11 What follows is a summary of the risk factors that were described above
according to their type (macro risks, sector risks, risks specific to the
Group) which were rated, in conjunction with the estimates of the
management of the Company, according to their level of influence on the
business of the Company – large influence, medium influence, small
influence.

Level of Influence of Risk Factor on the Company's Operations
Large Influence
Medium Influence
Small Influence
• Economic
slowdown in
global or local
market.
• Terrorist
attacks and
wars
• Insurance

Macro Risks

• Refining
Margin
• Developments
and changes
in legislation
and
environmental
control topics.

Sector Risks

• Exposure to
changes in the
prices of raw
materials and
products.
• Operational
risks
• Limited
pipeline
infrastructure

Risks Specific to Delek
Refining

• Credit
restrictions
• Dependenc
y on
workers

The level of influence of the risk factors on the business of refining are formulated
on the basis of estimates only. The actual levels may in fact differ.
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8.

The Fuel Products and Convenience Store Sector in the United
States
The Company started operations in the US fuel products and convenience store sector in
2001 via Delek US Holdings, Inc. (Delek USA). Delek USA markets and distributes fuels
and oils and establishes and operates retail fuel and convenience stores via a subsidiary,
MAPCO Express (MAPCO Express)1. The operations in the US are concentrated in eight
states in the southeastern part of the USA (primarily Tennessee, Alabama and Virginia).
In addition, on April 29, 2005 Delek USA, through subsidiaries, completed the acquisition
of an oil refinery and crude oil pipeline, all as detailed in paragraph _____ hereunder.
On February 8, 2006, Delek USA filed a first draft registration statement with the SEC (a
registration statement on form S-1), for its IPO. On March 23 2006, Delek USA filed an
amendment to the draft registration statement with the SEC. It should be stressed that this
draft has not yet been approved and there is no certainty that it will be approved. All
securities sold in the framework of the IPO will be offered by Delek USA, and the number
of shares and price range in the IPO have not yet been determined. The draft registration
statement that was filed by Delek USA appears on the SEC website (http:www.sec.gov). It
should be stressed that the draft registration statement is subject to review and comments
by the SEC, and it is reasonable to assume that this review, along with developments that
may take place in Delek USA’s business, will lead to changes in the disclosure provided in
the draft registration statement.
General Information on the Sector
8.1.1

1

General Environment and External Influences
The activity of MAPCO Express in the fuel and convenience store sector in
the US is exposed to trends, occurrences and developments in the fuel
market in the region of the US in which MAPCO Express is active,
including:
a.

Volatility in Global Oil Prices – The price that MAPCO Express
pays for its fuel products is derived from the global oil market,
exposing it to the price changes in this market. The factors affecting
fuel prices include, among other things: changes in the global and
local economic situation; the level of demand for fuel products in the
US and abroad, the global political situation in general and that in
oil-producing areas (the Middle East, the Former Soviet Union,
West Africa and South America) in particular; the level of
production of crude oil and refined oil in the US and worldwide;
development and marketing of fuel alternatives; disruptions in
supply lines, local factors including market conditions and weather
conditions.

b.

Economic situation – MAPCO Express’ sales volume at the
convenience stores, as well as in the domain of fuel product
marketing, is affected by the general economic situation in the areas
where it operates in the southeastern US, so that a deterioration in
the economic situation in these areas could have an adverse effect on
MAPCO Express’ activity.

It should be noted that during 2005 Mapco Family was merged with Mapco Express, and all the activity of
Delek USA in the fuel product and convenience store sector is currently performed via Mapco Express and
subsidiaries.
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8.1.2

8.2

a.

MAPCO Express’ fuel product marketing operations include the
marketing of its products through 349 gasoline stations operated by
MAPCO Express in eight1 southeastern US states. The company’s
activities take place primarily in Tennessee (198 stations), Alabama
(92 stations) and Virginia (36 stations).

b.

In addition, MAPCO Express markets fuel products as a supplier to
over 50 stations operated by third parties, including third parties
without supply contracts.

c.

MAPCO Express also operates convenience stores at all its gasoline
stations integrating the sale of fuel products and the operation of the
convenience stores.

d.

MAPCO Express operates in the same markets as the large oil
companies and the large department store chains, such as Wal-Mart,
whose market share is relatively larger than that of MAPCO
Express, and which also deal in the marketing of fuel and oil
products (see also paragraph 8.6, below).

e.

MAPCO Express markets its products to occasional customers at
its gasoline stations. Through another subsidiary, Delek USA also
operates a trucking fleet credit card service, the scope of which is
not significant.

f.

The sector of operations is influenced, by the extended period of
time required for licensing and setting up fuel stations, the existing
difficulty in locating and setting up new fuel stations, regulatory
restrictions that exist in the market, the competition that exists
between the fuel companies and retail chains in all their spheres of
activity.

Products and Services
The products marketed by MAPCO Express include primarily petroleum and oil
products, retail products sold through convenience stores, state lottery tickets and
money orders.
8.2.1

1

Structure of the Sector and the Changes therein

Fuel Products
MAPCO Express sells mostly "light products" (refined) including various
types of gasoline and diesel, as detailed below:
a.

Various types of gasoline – For automobile use and sold mainly at
gasoline stations.

b.

Diesel – For large trucks and other diesel powered motor vehicles, as
well as for heating and industry.

8.2.2

Retail Products
At the convenience stores various retail products are sold: The main ones
being tobacco products, beer, soft drinks, food, including readymade food
products, snacks, candy and other items.

8.2.3

Lottery Tickets
MAPCO Express has a license to sell lottery tickets at its convenience
stores in certain states.

In addition, Mapco Express distributes fuel products to third parties.

A-27

8.2.4

8.3

Money Orders
MAPCO Express has a license to sell money orders which are checks,
bought in cash, that function as a substitute for personal checks.

Segmentation of Revenues by Products and Services
Following below is the approximate amount and percentage of net sales from the
sale of various products and services which represent 10% or more of the total
revenues of the Delek Group over the last three years:
2005

Total Fuel
Sales
(including
wholesale sold
to third party
gasoline
stations)

2004

NIS
millions

As % of
Revenues

NIS
millions

$3,636)

17.9%

2,674

As % of
Group
Revenues
18.7%

2003
As % of
Group
Revenues
1,725
14.7%

NIS
millions

Mapco Express’ gross profit for the years 2005, 2004 and 2003 were 647 million
NIS, 570 million and 438 million NIS repectively, which represent 13%, 14.8% and
16.6% of the total net sales in this sector for these years respectively.
8.4

Customers
8.4.1

MAPCO Express’ main customers are the retail customers who buy
gasoline and other products at gasoline stations and convenience stores.
In addition, MAPCO Express markets fuel products to over 50 gasoline
stations operated by third parties.

8.4.2

Following below is the approximate distribution of MAPCO Express sales
by groups of customers, for 2004-2005:
2005
95%
5%

Private consumers1
Third party gasoline
stations
8.5

1

2004
95.8%
4.2%

Marketing and Distribution
Following below is a short description of the marketing methods of MAPCO
Express.
8.5.1

Marketing in Gasoline stations – MAPCO Express promotes its products
and services in a number of ways: Regional campaigns and discounts in
specific gasoline stations and the use of sales promotions. MAPCO
Express also advertises in the various media outlets.

8.5.2

Expansion of Gasoline stations and Convenience Stores – MAPCO
Express' senior management looks to find new opportunities to develop or
purchase additional gasoline stations and convenience stores, including the
opportunity to buy chains.

Including sales to vehicle fleets.
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8.5.3

8.6

1

Branded Fuel Agreements – For approximately 23% of stations that
MAPCO Express operates, it has exclusive agreements with Exxon Mobil,
Chevron, Shell and BP for the purchase of fuel products and the use of
their brand names. These agreements are for a period between one and 15
years and are at various stages of the lifespan of the agreement.

Competition
8.6.1

To the best knowledge of MAPCO Express it is one of three companies
with the largest number of gasoline stations in its areas of operation in
Memphis and Nashville in the state of Tennessee, in Richmond (Virginia)
and in Northern Alabama.

8.6.2

MAPCO Express has many competitors, large gasoline station chains,
other convenience store chains, independent local convenience stores and
gasoline stations, megastore chains, various retail chains and fast food
chains. In the main regions of operation mentioned above, MAPCO
Express has many key competitors. MAPCO Express does not have precise
data with regard to its market share and that of its competitors.

8.6.3

The competition in the gasoline station and convenience store sector is
mainly local competition from fuel stations and convenience stores in
relation to the rival businesses in the area. This competition is mainly over
the location, easy access, price, product range and the range of services
offered, customer service, branded fuels, the appearance of the store,
cleanliness and safety.

8.6.4

Following below, is a description of the main methods in which MAPCO
Express deals with the competition and a description of the main factors
influencing its competitive position:
a.

MAPCO Express is working to broaden its geographical presence in
the placement of gasoline stations and convenience stores in its areas
of operations and the areas in proximity thereto. The high
concentration of MAPCO Express's gasoline stations allows it to be
an influencing factor in the local market and to maintain relatively
small and efficient headquarters.

b.

MAPCO Express is working to expand its range of products and
their quality, in accordance with trends that it identifies. Thus
MAPCO Express began selling readymade food products at its
convenience stores in 2005, under the GrilleMarx brand, which it
owns1.

c.

MAPCO Express invests in improving its information technology,
including investments in computerization and management software.

d.

Except for approximately 23% of stations, where it has
commitments to sell fuel of other brands MAPCO Express
independently purchases unbranded fuel products.

e.

Most of MAPCO Express's gasoline stations are located in central
locations which increase the accessibility of the stations.

In addition, Mapco Express has agreements with fast food companies such as Subway for operating stores at a
number of gasoline stations.
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1

8.7

Seasonality
The demand for fuel products and other products is generally higher in the summer
months than in the wintertime, due to a seasonal increase. Consequently, MAPCO
Express’ operating results in the gasoline stations and convenience store sector are
lower in the first quarter of the year.

8.8

Fixed Assets and Facilities
MAPCO Express owns 210 fuel stations and convenience stores. In addition, it
leases another 168 properties, mainly under long-term leases. Of the total fuel
stations and convenience stores owned and/or leased by MAPCO Express, 21 fuel
stations and convenience stores are leased out to third parties.
In 2005 MAPCO Express acquired from BP the rights in 25 retail fuel and
convenience stores (20 ownership rights and 5 leaseholds)1 and also purchased the
rights in four additional undeveloped real estate properties (3 ownership rights and
one leasehold), intended for use as gasoline stations and convenience stores, in
Nashville, Tennessee, in the US. It should be noted that the gasoline stations are
currently operating and will continue to operate under the trade name BP. The total
consideration in respect of the deal totals approximately $35.5 million.
Similarly, MAPCO Express currently operates a fleet of delivery trucks which
deliver approximately 61% of the fuel sold at its retail fuel and convenience stores.

8.9

Intangible Assets
Delek USA has registered or applied to the United States Patent and Trademark
Office (“USPTO”) for the registration of various trademarks and trade names for use
in the retail fuel and convenience store business. Delek USA owns the following
registrations issued by the USPTO: MAPCO Express& Design, EAST Coast, Cafe
Express Finest Coffee in Town, MAPCO & Design, Guaranteed Right! MAPCO
Express & Design, Dave’s All American Hotdogs, and Delta Express. Pending
registrations include Grille Marx , MAPCO Mart, and Fleet Advantage.
In addition, whereas MAPCO Express did not register or file an application for the
registration of the trade name Discount Food Mart. MAPCO Express believes that
according to state common law this name is its Common Law Trade Mark.
It should be noted that MAPCO Express’ right to use the name MAPCO is limited to
the sale of fuel and to the convenience store sector.

Out of the 25 retail fuel and convenience stores, 21 retail fuel and convenience are operated by Mapco Exppress
and four are dealer stations.
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8.10 Human Resources
8.10.1

Following below are the details of the employee payroll at MAPCO
Express for the years 2004 and 2005, by department:
Department
Company Headquarters1
Regional Staff
Distribution
Central Warehouse
Stations/Stores
Totals

Number of Employees as at:
Dec. 31, 2005
Dec. 31, 2004
93
84
79
67
36
26
0
12
2,192
2,193
2,400
2,382

Other than Mr. Uzi Yemin, CEO of Delek USA, MAPCO Express
employees are not employed under personal contracts ("at will"
employees), and are not unionized.
MAPCO Express offers a number of training programs for hourly
employees, store/station managers and regional managers. In addition,
MAPCO Express offers training programs in customer service, marketing,
work safety and other areas.
Most of the MAPCO Express employees are entitled to participate in a
number of programs including social benefits, medical insurance, life
insurance and disability insurance.
MAPCO Express offers a number of compensatory packages,
commensurate with the worker's position, as follows:
a.

Store and regional managers get monthly and quarterly bonuses for
keeping within budget.

b.

The remaining MAPCO Express employees (except store workers)
have reward packages based on achieving goals that are set at the
start of the year.

c.

According to the transaction agreement signed by Mr. Uzi Yemin,
CEO of Delek USA, subject to completion of the offering he
possesses the option to acquire 5% of the share capital of Delek
USA, outstanding prior to the offering, exercisable over a 5-year
period from May 2004 and until April 2009, at an exercise price
based on an assumed market valuation of Delek USA at the time the
option was granted, on May 1, 2004, of $80 million.

d.

Before it completes its IPO, Delek USA intends to adopt a long-term
incentive plan for MAPCO Express employees, giving them either
financial incentives, an option plan (options for a period of up to 10
years), or a combination of the two. The company has not yet
finalized the details of the incentive plan, which, in principle, will be
implemented by a compensation committee to be set up for this
purpose.

8.11 Raw Materials and Suppliers
1

It should be noted that the head offices of Mapco Express also include most of the head offices of Delek
Refining.
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8.11.1

Fuel and Oil Products – MAPCO Express’ main fuel supplier is Valero
Marketing and Supply (hereinafter: "Valero") 1 which supplied
approximately 51% of the 2005 fuel needs. A supply agreement with
Valero is in effect until May 2008.
In addition to Valero, MAPCO Express purchases fuel products from other
suppliers, mainly, Exxon Mobil, Chevron, Shell and BP.

8.11.2

Retail Product Suppliers – MAPCO Express purchased approximately 63%
of the retail products it markets from McLane Company, Inc. in 2005. In
addition, it purchases from Coca Cola, Pepsi Cola, Frito Lay, Gatorade,
Hershey, Kraft/Nabisco, Oscar Mayer and others.

8.12 Working Capital
8.12.1

Finished Product Inventory Policy
MAPCO Express's inventory policy for fuel is to maintain in average a 5
day supply and for retail products is to maintain in average a 26 day supply
at each of the gasoline stations and convenience stores. The value of the
inventories as at December 31, 2005 was $34 million.

8.12.2

Credit Policy
a.

Customer Credit: It is the policy of MAPCO Express not to give
credit to retail customers. Under certain circumstances MAPCO
Express has given credit to car fleet or out of station customers for
relatively small amounts and only for up to seven days. The average
number of credit days in 2005 was five.

b.

Supplier Credit: MAPCO Express receives 30 days credit from
suppliers. The average credit from suppliers in 2005 was 18 days
however MAPCO Express does not receive any credit from certain
suppliers (notably beer).

c.

The credit that MAPCO Express receives from its suppliers is nearly
sufficient in order to finance inventories and credit to customers.

8.13 Financing
8.13.1

1

Credit Limits
As part of loans and credit facilities that MAPCO Express received in 2005,
MAPCO Express committed to maintain certain financial criteria, as
follows:
a.

(Total financial debt)/(cash flows from operating activities
(EBITDA – adjusted)) will be lower than 4.85 in the first two years,
4.25 in the third year, 3.75 in the fourth year, 3.25 in the fifth year,
2.75 in the sixth year.

b.

(Cash flows from operating activities (EBITDA) less current
investments/(interest expenses + the planned loan principal payment
+ income tax payments) will be higher than 1.2 in the first three
years, 1.25 in the fourth year, 1.30 in the fifth year, and so on.

c.

(Cash flows from operating activities) plus rental fees
(EBITDA))/(interest expenses + rental fees) will be higher than 1.90

It should be noted that Valero acquired Premcor Refining, which signed a fuel supply agreement with Delek
USA – in the course of 2005.
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in the first two years, 2.0 in the third year, 2.15 in the fourth year,
2.35 in the fifth year, 2.50 in the sixth year.
d.

(Total financial debt + 8 rental fee payments)/(cash flow from
operating activities (EBITDA) plus rental fees) of the company will
be lower than 5.60 in the first two years, 5.10 in the third year, 4.65
in the fourth year, 4.25 in the fifth year, 3.80 in the sixth year.

e.

The scope of the investments in the existing assets will not exceed
$12 million per annum.

f.

In addition, there are various restrictions on dividend distribution by
MAPCO Express.

g.

Thus far, MAPCO Express has fulfilled
all of the aforementioned conditions.
Liens – MAPCO Express has collateralized all its fixed assets, including
real estate, inventories, cash flows from customers and credit cards.
8.13.2

Credit Facilities - MAPCO Express has a short term credit facility that
totaled approximately $70 million as at December 31, 2005). As at
December 31, 2005, MAPCO Express utilized $39 million of this facility
(including letter of credit of $7 million).

8.13.3

Variable Rate Credit – Following below are the details of the variable rate
loans that MAPCO Express received in accordance with the present loan
agreements in 2005:

Type of Loan

Change
Mechanism

Short-term loan
Long-term loan
8.13.4

L+2.25%
P+1.25%
L+2.75%

Interest Rate
Range - 2004
5.42%-6.76%
7.00%-8.5%
6.21%-7.26%

Interest Rate in
proximity to
Dec-31-2005
6.70%
8.5%
7.26%

Credit Rating – MAPCO Express possesses loans
and a short-term credit facility that received a B+
and B2 rating, from S&P and Moody’s
(respectively) in 2005.

8.14 Taxes
MAPCO Express and its subsidiaries are subject to Federal Income Tax in the
United States.
Mapco Express has not yet had final tax assessments since, according to federal law
tax assessments are only finalized three years after the assessment has been
submitted. In addition, MAPCO Express is subject to various state income taxes and
franchise taxes in the states wherein it operates with the tax being based on the value
of the assets, the turnover and the shareholders’ equity of MAPCO Express. For the
tax rate that apply to MAPCO Express in the US see Note 33.b.2 of the Group’s
financial statements.
Tax rates on capital gains, interest and dividends are affected by tax treaties between
Israel and Hungary and the USA and Hungary.
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8.15 Environment
8.15.1

MAPCO Express operates under various laws, regulations and orders
regarding environmental protection. These laws can be federal, state or
regional and change from area to area. The various states issue permits for
above and/or underground storage tanks on a yearly basis. At the Federal
level, the Resource Conservation and Recovery Act requires that the
Environmental Protection Agency (EPA) formulate a comprehensive
regulatory program for assessing, preventing and cleaning up after leaks
from underground storage tanks. The regulations issued by the EPA enable
the various states to develop, manage and enforce state regulatory programs,
provided that the standards they adopt are no less stringent than the federal
ones. The EPA, as well as most states, have stipulated requirements for the
manner of installing underground storage tanks, upgrading existing storage
tanks, taking remedial steps in cases of leakage, closing underground storage
tanks, saving appropriate data and saving evidence regarding financial
liabilities stemming from remedial measures, and third-party compensation
related to bodily or property damage caused by leakage.

8.15.2

MAPCO Express is a member of State trust funds for sharing the liabilities
for cleaning up certain types of environmental damage. In addition, MAPCO
Express purchased an insurance policy covering environmental damage.

8.15.3

The MAPCO Express operations are subject to the Comprehensive
Environmental Response, Compensation and Liability Act. This law
imposes absolute liability on certain groups of people who are held legally
accountable for discharging hazardous materials into the environment. This
group of people includes the owner(s) or operator of a waste site/landfill
sites, as well as the company/companies who have disposed or organized the
disposal of the hazardous materials. As at the report date, MAPCO Express
is involved in legal proceedings related to the release of fuel products from
underground storage tanks at 21 gasoline stations, four of which are no
longer under its ownership. The expected cost for these 21 cases is estimated
at $3.5 million.

8.15.4

Since environmental issues tend to be highly dynamic, there could be new
and more restrictive rules that MAPCO Express might have to follow, while
incurring additional expenses. However, according to currently available
information as to MAPCO Express's fulfillment of existing environmental
demands, MAPCO Express does not expect substantial additional
environment-related expenses in 2006.
This information regarding an assessment of MAPCO Express’ need for additional
investments is to be considered forward-looking information. It is possible that this
will not materialize in the event that significant deviations are discovered in the
MAPCO Express operations or that new regulations might take effect that will
require additional significant expenditures.
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8.16 Regulations and Limitations on the MAPCO Express Operations
MAPCO Express’ operations are governed by laws and regulations including,
among others, labor laws, regulations in connection with the sale of alcohol and
tobacco products, minimum wage, terms of employment, public access roads,
citizenship and additional laws, including:
8.16.1

Gasoline Station Licenses and Fuel and Oil Sales – The permit for the sale
of fuels and oils is given by the various states in which MAPCO Express
operates (a Regulatory Services Permit). The permits are annual. In
addition, states also give permits for the above and underground storage of
fuel as mentioned above in paragraph 8.15.1. Lottery Permit – MAPCO
Express is permitted to sell automated lottery tickets as well as "scratch
off" tickets in certain states in accordance with licenses that it has obtained.

8.16.2

Sale of Alcoholic Beverages – State or local laws restrict the hours during
which certain products may be sold, the most significant of which are
alcoholic beverages. State and local authorities have the power to approve,
reject, cancel, suspend or revoke applications for the issuing or renewal of
licenses for the sale of alcoholic beverages or to impose various restrictions
and sanctions.

8.16.3

Sale of Cigarettes- The permit to sell cigarettes is also given by the three
authorities: state, county and city. This permit is annual. Mapco Express
needs to obtain an additional permit for the sale of other tobacco products.

8.16.4

Licensing related to the operation of convenience stores – The convenience
stores are subject to various federal, state and local regulations governing
matters involving health and sanitation, safety, fire, and planning and
construction.

8.16.5

In addition, MAPCO Express is subject to federal, state and local
legislation in matters related to wage protection, overtime, working
conditions and citizenship. It should be noted that, as far as MAPCO
Express knows, the federal legislative branch occasionally considers draft
laws for raising the minimum wage and obliging employers to provide
their employees with health insurance.

8.17 Key Agreements
8.17.1

Valero is the major fuel supplier for MAPCO Express, supplying
approximately 51% of its needs. in 2005. MAPCO Express is tied to
Valero through a supply agreement that runs until May, 2008. According to
the contract, Valero will supply a certain amount of refined fuels to
MAPCO Express. The price is determined by a fixed formula. It is possible
that MAPCO Express may be unable to renew this supply contract in the
future on the same conditions and this may affect its financial results.

8.17.2

McLane Grocery Distribution is MAPCO Express’ principal retail product
supplier, supplying it with approximately 63% of these products. in 2005.
The agreement was signed on January 1, 2005 for three years, with an
option for an additional two years.
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8.18 Business Goals and Strategy
MAPCO Express examines its goals and strategies and updates them from time to
time according to developments in the fuel market, the competition and the
economic environment.
MAPCO Express operations in the coming years are expected to focus on the
following activities:
8.18.1

The purchase of new gasoline stations and convenience stores in the areas
in which MAPCO Express is active, as well as in surrounding areas.
MAPCO Express monitors the activity at its gasoline stations and
convenience stores, and examines the conversion of gasoline stations and
convenience stores whose performances s lower than expected.

8.18.2

Increasing its retail activity and product range in the convenience stores,
specifically in the area of prepared foods. As part of this move MAPCO
Express intends to sell premium products at its stores as well. In its opinion
this will attract a new target audience to its stores. Inter alia, MAPCO
Express intends to introduce prepared foods that the customer will be able
to order by means of a touch screen, a wider variety of hot and cold drinks,
flowers, greeting cards, bread and baked goods and more. The range of
products that will be sold at each convenience store will be determined in
accordance with a unique sales strategy for the convenience store, which
will take the store’s location and customer profile into account.

8.18.3

MAPCO Express is working to strengthen its brands and strengthen their
recognition as leading brands in the southeast US, and to renovate and
redesign its convenience stores, with the goal of enhancing its customers’
buying experience. MAPCO Express has begun the rebranding of some of
its convenience stores, under the name MAPCO Mart. MAPCO Express
believes that this move, along with a renovation and redesign of its stores,
will serve to expand its customer audience.

This information regarding business goals and strategy is to be considered forward
looking information. Not all of the estimates are under MAPCO Express's control
and the realization of the goals and strategies is dependent upon external forces.
Similarly, see paragraph 8.20 below regarding risk factors that could have an
influence on MAPCO Express's ability to realize goals and strategies.
8.19 Expected Developments in the Coming Year
Continued expansion of MAPCO Express’ operations in its existing spheres of
activity.
8.20 Risk Factors
8.20.1

MAPCO Express estimates that the main risk factors
associated with its retail operations are as follows:
a.

Competition –High level of competition, including against
superstore chains, specifically in the fuel sector, tends to push
profitability margins downward.

b.

Volatility in Oil Prices – The influence of oil price volatility on the
prices and on profitability margins.
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c.

Deteriorating Profitability – The risk to declining profitability due to
low growth in fuel supply from the refineries in the US and due to
rising global oil prices and difficulty of fully adjusting the retail
price.

d.

Declining Cigarette Consumption – A decline in the consumption of
cigarettes (the biggest selling retail item for MAPCO Express) and
the difficulties of the tobacco companies in the US that have an
impact on the marketing and prices of cigarettes. Future legislation
on the subject of tobacco products, such as raising cigarette prices or
increasing taxation on tobacco products is liable to negatively
impact cigarette consumption.

e.

Environment – The addition of more environmental regulations
could significantly add to the outlays of MAPCO Express.

f.

Dependence on a fuel product supplier – MAPCO Express buys
about half of its fuel products from one supplier, at a discount,
pursuant to a contract that will expire in 2008. There is no guarantee
that MAPCO Express will be able to renew the agreement with this
supplier or other suppliers at preferential terms. A change in the
supplier of products, a disruption in the supply of refined products,
or a change in the company's relationship with the supplier of
refined products may possess an adverse effect on the situation of
MAPCO Express.

g.

MAPCO Express credit restrictions – As at December 31, 2005,
MAPCO Express has loans and credit letters totaling approximately
$203 million. In addition, it can utilize a credit facility totaling
approximately $31 million. These liabilities are likely to heighten
MAPCO Express's sensitivity to negative economic changes; force it
to allocate a substantial part of its cash flow for debt payment; limit
its ability to plan, make changes and react quickly to changes in its
field of activity; and curtail its ability to borrow additional funds.

h.

Recession – MAPCO Express can be influenced by an economic
downturn in the US which expresses itself by a decrease in the
volume of fuel and retail products sold by it.

Following below is a summary of the risk factors by type that were rated according
to the estimates of the management of MAPCO Express.

Macro-level risks
Industry-wide risks

Impact of Risk Factors on Company Operations
Great Impact
Medium Impact
Small Impact
• Economic recession • Insurance
• Exposure to
• Competition
• Lower cigarette
volatility in oil
consumption
• Lower profit
prices
margins
• Environment
• Dependence on a fuel
product supplier
• Credit limitations

Specific risks to
MAPCO Express
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9.

Fuel Products Sector in Israel
The Company's operations in the fuel products sector in Israel are run through Delek, the
Israeli Fuel Company, Ltd. (Delek Israel) which is a wholly owned private subsidiary of
the Company. Delek Israel is active in the fuel products sector in Israel including the
marketing and distribution of fuels and oils and is a developer and operator of gasoline
stations and convenience stores (located in the gasoline stations).
Following below is the structure of holdings of the Group in the Israeli Fuel Products
sector:
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Delek Petroleum, Ltd.

Shoham
Stations &
Properties, Ltd.

Gal Fuel
Corporation,
Ltd.

Delek, The Israel Fuel Company, Ltd.

Delekol
Delek Shoham Fuel Company, Ltd.

100%
100%
60%

Bitum Petrochemical Industries, Ltd.
Delek Heating, Ltd.

51%
100%

Shel-Dal Fuel Service Delivery, Ltd.
Sha'arei Delek Dev. & Man. R.P.

100%
100%

Delek-Belski Partnerhsip for Marketing Fuels and Oils
Delek Menta Roadway Retail Stores, Ltd.

100%
75%

Consolidated Fuel Export Company, Ltd.
Tanker Services, Ltd.
American Israeli Gas Company, Ltd.

75%
39%
7.9%

Orpak
Industries, Ltd
Ltd.
Orpak Insudtries,
Delek Retail Areas, Ltd.(Partnership with Delek Real Estate)
Magal Gas Factory

50%
3%
15.3%

Pi Glilot
Shabach Base Oils Haifa
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11.5%

9.1

General Information on the Sector
9.1.1

General Environment and External Influences
As a fuel company, Delek Israel is exposed to trends and developments in
the Israeli fuel market that influence or may influence the performance of
the company and that of its competitors. These include:
a.

Regulatory Developments in the Fuel Market – Delek Israel is
influenced by regulatory changes that occur from time to time in the
Israeli fuel market regarding wholesale and retail prices that are
under government price controls (95 octane lead free and 96 octane
with lead substitute), the country's policy regarding emergency
reserves of fuels, regulatory changes concerning transition to selfservice gasoline pumps and vast changes in the law regarding
environmental matters and the possibility of further requirements in
this area. In recent years, the requirements in the area of
environmental protection and enforcement have become more
stringent, which primarliy impacts primarily on the investments
required for the construction and maintenance of fueling stations.

b.

Economic Situation – The economic situation in Israel has an effect
on Delek Israel. Delek Israel was influenced by past economic
slowdowns in the Israeli economy resulting in reduced gasoline
sales. This slowdown continues to impact today by an increase of the
customer credit risks.

c.

Volatility in Global Fuel Prices – The price that Delek Israel pays
for fuels is determined by the price for the fuels in the regional
Mediterranean market, exposing Delek Israel to its volatility. The
price of oil has a direct influence on the amount of credit given to
customers. The past year's sharp rise in oil prices was translated into
a sharp rise in credit to customers and to increased open credit
amount by banks. Similarly, the volatility in fuel prices has a direct
influence on the profitability due to realization of Delek Israel’s
operational fuel inventory. During price increases, Delek Israel
profits, during price declines, it records a loss.

d.

Currency and Interest Rate Volatility – Delek Israel has index-linked
NIS and FX denominated loans, some of which are at variable rates.
As a result Delek Israel is exposed to changes in the Consumer Price
Index, changes in NIS/FX exchange rates (especially vs. USD) and
to bank interest rates. Delek Israel is also exposed to currency rates
is that credit from suppliers is linked to the USD.

e.

Excise Taxes – The excise tax (see paragraph 8.14, below)
component of the price of fuels is very significant and is imposed
directly on the oil companies at the time of receiving the fuel, on a
ten day credit, while Delek Israel extendsa significantly longer credit
period to its customers, particularly in the diesel area.

f.

Profit Margin – The profit margin for gasoline is fixed (due to
government price controls) and is not affected by the volatility in
gasoline prices and excise taxes. Similarly, for products that are not
price controlled, the added financing costs and credit risks due to
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rises in prices of oil and excise taxes are not able to be built into the
profit margin.
g.

Competition – There is intense competition in the fuel market
resulting in declining profitability and increased credit to customers.

h.

Regulatory Interference – According to regulations, fuel companies
must gradually convert stations into self-service stations. This
required and will require a large monetary outlay in order to install
necessary computer infrastructure and change equipment. Failure to
comply with the conditions of the order will prevent Delek Israel
from being able to collect the service supplement at stations it
operates. Please see more details in Section 9.16.2 (b) below.
In addition, to the best of Delek Israel’s knowledge, as of the report
date, the National Council for Planning and Building has been
presented with a proposal to amend the provisions of National Urban
Plan (hereinafter, “NUP”) 18, a proposal that would make it possible
to construct "mini" gasoline stations in cities, with shortened
approval procedures and planning concessions (see also Paragraph
9.17.1(f) below.

i.

Break-up and privatization of Oil Refineries Ltd (ORL) – decision of
the Ministerial Committee for Privatization of December 26, 2004
(hereinafter “the decision of the Ministerial Committee) determined
that ORL should be privatized by being broken up into 2 companies,
with a subsidiary of ORL being set up that will be called Ashdod Oil
Refinery Ltd (hereinafter “AOR”), all of whose shares will be sold
privately as one block. On January 12, 2006 the Government
Companies Authority (hereinafter the “Companies Authority”)
published procedures for the sale of the State’s holdings and the
holdings of ORL in AOR, wherein were specified the procedures for
the sale of AOR and its stages. Accordingly, on February 15, 2006,
Delek Petroleum Ltd. (hereinafter “Delek Petroleum”), the parent
company of Delek Israel, submitted a request to participate in the
sale process of AOR, and on March 7, 2006 it received notification
from the Companies Authority that its participation in the sales
process had been approved.
Furthermore, Delek Petroleum was informed by the Companies
Authority that one of the competitors in the aforementioned sale
process, Dor-Alon Energy Israel (1988) Ltd (hereinafter “DorAlon”) had petitioned the Companies Authority claiming that Delek
Petroleum’s participation in the sales process should be invalidated.
Delek Petroleum believes, relying upon the advice of its legal
counsel, that its participation in the sale is without flaw, and that the
chances of Dor-Alon’s claim being accepted and of its preventing
Delek Petroleum from participating in the sale are slight.
According to the information publicished by the Companies
Authority, apart from Delek Petroleum, the Israeli petroleum
companies Paz Petrol Ltd. (hereinafter “Paz”), Sonol Israel Ltd.
(hereinafter “Sonol”) and Dor-Alon, as well as Ampal Fuels Ltd. and
Bianca Oil Refineries Ltd (a company owned by “Manofim
Financim LeIsrael” and the Russian energy company “Russneft”)
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have submitted applications to participate in the AOR sales process.
According to the draft1 process for the sale of the State’s shares in
ORL and AOR, as prepared by the Companies Authority, if there are
no unforeseen delays, the phase of selectiing the preferred bidder by
the Companies Authority is expected to be completed by the end of
April 2006. Following the selection of the preferred bidder, it shall
need to provide the Companies Authority with the approval of the
General Director of the Antitrust Authority (hereinafter the “General
Director”) and the authorization of the Prime Minister and the
Finance Minister. Upon presentation of these approvals, the
agreements for the sale of AOR shares shall be signed.
In accordance with the decision of the Ministerial Committee,
following completion of the above stage of the sale of AOR, the
State will also privatize the Haifa Oil Refinery (hereinafter “HOR”)
by way of a public issue on the Tel-Aviv stock exchange and/or by
way of a private sale of a block of HOR shares, all in accordance
with and as detailed in the decision of the Ministerial Committee.
It should be noted that, according to the opinion of the General
Director as expressed in the Government decision concerning the
privatization of HOR, as opposed to AOR, the participation of Israeli
petroleum companies shall be limited only to those who have about
15% of the local fuels market. Therefore, unless there shall be a
change in the position of the Ministerial Committee or of the
General Director, it would appear that Delek Petroleum and the
other fuel companies participating in the sale of AOR (Paz, Sonol
and Dor-Alon) will not be able to take part in the purchase of HOR.

1

j.

Pi Gelilot tender (storage and distribution activity) – In June 2005,
an agreement was signed between the Government of Israel and Paz,
Sonol and Delek Israel (the three together hereinafter, “the Fuel
Companies”) and “Pi Gelilot” in respect of the liquidation of the
partnership in the Pi Gelilot company. As part of this agreement, Pi
Geliliot shall sell the existing activity (storage and distribution of
fuels). The sales process shall be by tender, in which companies that
own refining activities in Israel cannot participate. Additional
information can be found in Section 9.16.6 below.

k.

Conversion of vehicles to engines using automotive gas – in
accordance with a decision of the Government of Israel it is possible
to convert vehicle motors using gasoline into motors using
automotive gas. The said vehicle conversion is done by installing an
additional component in the vehicle’s engine and by installing an
additional storage tank in the vehicle. The advantage of vehicles
converting over to automotive gas comes from the low costs of gas
(the main reason for the low cost is that there is no high excise tax,
as there is today on gasoline and diesel) and because gas
consumption is more economical. Furthermore, use of gas is more

The decision of the Ministerial Committee of December 16, 2004, the Procedure for the sale of the State’s
holdings and the holdings of Ashdod Oil Refinery Ltd., the list of companies participating in the sale and the
draft process for the sale can be found on the Web site of the Government Companies Authority:
www.gca.gov.il.
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environment friendly. However, there is some uncertainty as to the
government’s future intentions in respect of raising the excise tax on
gas.
Delek Israel is ready to set up gas filling points in some of its
stations.
9.1.2

9.1.3

Structure of the Sector and the Changes in it
a.

There are four main fuel companies in Israel: Paz, Delek Israel,
Sonol and Dor-Alon. Together they hold about 860 public gasoline
stations in Israel and most of the "out of station" activity (as
explained below). In addition, there are other fuel companies that
hold together about 60 gasoline stations and the rest of the out of
station activity.

b.

In this context, it should be noted that, pursuant to an immediate
report published by Dor-Alon on September 7, 2005, Dor-Alon and
Sonol's parent company announced they had signed an agreement
whereby the former would acquire all of the latter's holdings. This
agreement was subject to the approval of the General Director. On
November 2, 2005, the General Director announced his rejection of
the merger request. Dor-Alon and Sonol appealed this decision to
the Antitrust Court. As of the date of this report, to the best of Delek
Israel’s knowledge, this appeal is still pending in court.

c.

Delek Israel operations include the marketing of fuel and oil
products to gasoline stations; operating gasoline stations; the
marketing of fuel and oil products directly to consumers ("out of
station") and the operation of shops within the gas station premises
("convenience stores"). Additionally, Delek Israel operates a fueling
service that works through an electronic identification system
(“Dalkan”), designed for vehicle fleets.

d.

The trend today in Israel is to expand the convenience store business
both regarding the sale of fuels and oil products and to promote
other items to retail customers.

e.

As of the date of this report, Delek Israel markets its products to 234
gasoline stations (including the stations of its wholly owned
subsidiary, Gal-Shoham) and operates 35 convenience stores
throughout the country, within the premises of its gasoline stations.

f.

Of all the stations to which Delek Israel markets its products 31 are
owned by Delek Israel, 161 are leased in secondary leases or are
rented by Delek Israel and 42 stations are independently operated
but have fuel and oil products distribution agreements with Delek
Israel.

g.

Delek Israel operates 110 gasoline stations, 55 gasoline stations are
operated by others for Delek Israel and 69 are independently
operated.

Main Barriers to Entry and Exit in the Fuel Market
The main barriers to entry into the fuel market in Israel are the high costs,
the long period of time (3-5 years) it takes to get a license to open and
operate a gasoline station, the difficulty in locating and establishing new
gasoline stationa, regulatory barriers and the competition with the
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established companies. The main barrier to exit is the existence of longterm leasehold-operating contracts with landowners.

9.2

Products and Services
The products that are marketed by Delek Israel include mainly fuel products as well
as retail items sold in the convenience stores located on the premises of the gasoline
stations:
9.2.1

9.2.2

9.3

Fuel Products
a.

Refined Products ("light products")

b.

Gasoline – Fuel that operates most vehicles and sold via the
gasoline stations
Diesel – Fuel that operates trucks and some automobiles as well as
serving for heating and industry.
Oil – Used as a raw material for the petrochemical industry.
Kerosene – Used for commercial and residential heating.
Liquefied Petroleum Gas – Material used for the petrochemical
industry and for industrial and residential use.

c.

Residues ("Black Products")
Crude Oil – Used as a fuel for industry and the generation of
electricity.
Bitumen (tar) – Used mainly as the raw material for asphalt and as
a sealant. Sold mainly to road contractors.

d.

Oils and Byproducts

e.

Delek Israel sells oils and byproducts for automobiles and industry
from its own production and from imports. These products are sold
to factories, gasoline stations, garages and other outlets.

Retail Products
In addition to oils and fuels, Delek Israel markets food, beverages,
cigarettes and other products at its convenience stores. Similarly, at most of
its gasoline stations its sells soft drinks and snacks from automatic vending
machines as well as automobile accessories.

Revenue Segmentation
Following below is the approximate amount and rate of the revenues of Delek Israel,
divided by product group or services whose revenues are at least 10% of the
revenues of the Delek Group over the past three years (without excise taxes):

NIS
millions
Gasoline
Diesel

1,396
1,587

2005

% of
Group's
Revenues
6.8%
7.8%

NIS
millions
(approx.)
. 1,217
1,411

2004

% of
Group's
Revenues
8.5%
9.8

NIS
millions
966
1,521

2003

% of
Group's
Revenues
8.2%
13%

In addition, see note 35 of the financial reports of the Group.
The gross profit derived from the fuel products sector in Israel in 2005, 2004 and
2003 amounted to approximately NIS469 million, NIS 496 million and NIS 466
million, respectively. The rate of gross profit out of total revenues from this segment
in 2005, 2004 and 2003 is approximately 7.7%, 9.3% and 9.2% , respectively.
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9.4

Customers
9.4.1

Delek Israel Customer Categories:
a.

9.4.2

Consumers at the gasoline stations can be divided into two groups:
(1)

Private consumers who purchase fuel, oils or retail products at
the gasoline stations and convenience stores.

(2)

Car fleets that have the Dalkan automated "fill and bill"
service.

b.

The "out of station" customers: These customers include institutional
clients like the IEC, transportation companies and government
offices as well as smaller customers like kibbutzim, construction
companies, quarries and factories.

c.

Gasoline stations connected to Delek Israel by supply contracts to
purchase fuel and oil products.

Following below are the sales of Delek Israel by customer type in the
years 2004 and 2005 (including excise taxes) in NIS millions.

Private Customers (at Delek
operated stations)
Car Fleets (at operated stations)
Out of Station Customers
Gasoline stations with Supply
Agreements*
*

2005
1,413

2004
1,184

555
2,017
2,058

459
1,664
1,974

Including sales to fleets at these stations totaling NIS 586 million for 2005 and NIS 463
million for 2004.

9.5

Marketing and Distribution
Following below is a brief description of the Delek Israel marketing methods.
9.5.1

Marketing at Gasoline stations
To the Public– Delek Israel promotes its products and services in a number
of ways: Discounts, national or station specific sales or with giveaways
(for example, giving away or discounting a newspaper or car wash with
specific levels of purchases). Delek also advertises with various media
outlets.
Marketing of the Automated Service ("Dalkan")– Delek Israel employs
marketing staff to place the Dalkan automated fill and bill unit on cars of
large corporate and other fleets of cars. In addition, Delek participates in
tenders from companies with large fleets who want the automated service.
In addition, Delek Israel operates a regional automatic service which
enables small businesses to obtain credit and discounts on the purchase of
products at stations near the business.

9.5.2

Development ofNew Gasoline stations
a.

Delek Israel employs a development manager responsible for
identifing potential locations for building new gasoline stations.

b.

In addition, in 2004, Delek Israel and Delek Real Estate established
Delek Retail Areas Ltd. (hereinafter: "Delek Areas"), a private
company jointly owned by Delek Israel and Delek Real Estate (50%
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each). Delek Areas locates and acquires land for building gasoline
stations, convenience stores and commercial centers near gasoline
stations.

9.6

9.5.3

Out of Station Marketing
Delek Israel employs a sales staff for direct marketing to end consumers
and to other sellers of fuel products.

9.5.4

Exclusivity Agreements
Delek Israel is the exclusive representative of Esso International for the
marketing of their oil products in Israel.
In addition, Delek Israel's supply agreements with independent gasoline
stations are exclusive agreements (during the contract period). In this
respect, see also Section 9.16.6 below

Competition
9.6.1

Delek Israel is the second largest fuel seller in Israel and has 26% of the
market share (including the gasoline stations of its subsidiary, GalShoham) for the sale of fuel products at gasoline stations in Israel (not
including the territory of the Palestinian Authority). Its main competitors
are Paz, Sonol and Dor-Alon.

9.6.2

The Israeli fuel sector is characterized by fierce
competition in all areas of Delek Israel's activities,
as follows:

9.6.3

1

a.

Competition with respect to the expansion of gasoline stations and
their location, wether in repsect of loacting and establishing new
gasoline stations or in reaching agreements with independent
gasoline stations with expired supply/operating agreements.

b.

Increasing same station sales is highly competitive. There is a
continuous deterioration of profitability due to marketing expenses
which includes giving discounts and gifts as well as other
promotions.

c.

The competition in the out of station market includes the extending
of relatively long credit, lending of equipment and providing
discounts to customers. It should also be mentioned that the fierce
competition in the out of station market derives, among other things,
from the low transfer costs from one supplier to the next and from
the contracting method with the customers which is done through
tenders or short term agreements.

d.

The entry of gasoline stations into the retail market, via the
convenience stores, is at its initial stage. It is not yet clear how
successful they will be and how the competition will develop.

It should, however, be noted that according the General Director, the
proposed merger between Dor Alon and Sonol, if approved by the
Restrictive Trade Practices Tribunal, will lead to reduced competition in
the fuel industry.1

The decision by the Anti-Trust Commissioner can be found on his Web site: www.antitrust.org.il.
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9.6.4

9.7

9.8

The following is a description of the main ways Delek Israel faces the
competition and a description of the main factors which effect its
competitive position:
a.

Delek Israel is working to further its deployment of gasoline stations
and estimates that its wide national deployment increases the
accessibility of its stations and gives it an advantage regarding the
competition for private customers and Dalkan customers to whom
wide availability is an important factor.

b.

Delek Israel promotes its unique products (e.g. "Dragon" gasoline
which includes additives for more efficient engine use) and works to
establish the Delek brand as a symbol of high quality products.

c.

Delek Israel expands the marketing of additional products and
services at existing gasoline stations with the existing infrastructure.

d.

Improvement of the appearance of the gasoline stations, their
atmosphere and service.

e.

Improvement of the operation of the gasoline stations.

Fixed Assets and Facilities
9.7.1

Delek Israel owns 31 gasoline stations and has long term rents or leases on
an additional 161 nationally placed stations. It has a fuel distribution
facility in Haifa, crude oil distribution facility in Ashdod, a factory for
Bitumen and mixing oil in Lod.

9.7.2

Delek Israel also has equipment and facilities at its gasoline stations or
loaned to out of station market customers, as well as trucks and other
vehicles for the delivery of oil and fuel.

Intangible Assets
Delek Israel operates via a number protected well-known brands:
9.8.1

"Delek" - 212 gasoline stations operate in Israel under this brand.

9.8.2

"Gal" – 22 gasoline stations operate under this
brand.

9.8.3

"Menta" – Delek Israel operates 35 convenience stores under this brand.

9.8.4

"Delkol" – This brand of oil that is produced and mixed at the Delekol
factory, owned by Delek Israel.

9.8.5

"Dalkan Delek" – The name of the automated fill and bill service that
identifies a car and bills electronically.
In addition, Delek Israel markets products with other brands such as Delek Dragon
(a type of petrol), Mapco, Desko and is the exclusive distributor in Israel of the oil
products of Esso. It also markets tar and sealant brands BTI, Multigag and Mastigam.
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9.9

Human Resources
9.9.1

Delek Israel employs 1436 people divided as follows:

Department
Management
Production
Operations
Gasoline stations
Sales & Marketing
Total

Number of Employees
165
83
137
976
75
1,436

9.9.2

Most of the Delek Israel employees are under personal contracts and are
not under collective bargaining agreements. The exceptions are the
workers of two subsidiaries in which about 100 employees have union
agreements.

9.9.3

There has not been a substantial change in the employment situation in
Delek Israel over the last three years.

9.9.4

Delek Israel employs drivers for fuel deliveries who have licenses for the
transport of dangerous materials. In addition, the workers who are
employed at the gasoline stations, or who come into contact with fuel and
gasoline products, undergo training for fire control, hazardous material
handling and environmental controls.

9.10 Raw Materials and Suppliers of Fuels and Oil
9.10.1

In 2005 Delek Israel purchased approximately 77% of the gasoline and
diesel products sold by ORL under an annual purchase agreement.

9.10.2

Delek Israel produces oil products through its wholly owned Delkol
subsidiary. The base oil is purchased by Delkol from Base Oils of Haifa
Ltd. (a subsidiary of ORL in which Delek Israel holds 11.5%) and from
foreign suppliers. In addition, Delkol competes in a range of oil products
by importing them from suppliers from abroad.

9.11 Working Capital
9.11.1

Raw Material Inventory Policy –
Delek Israel inventory policy is to hold base oils for an average of up to 60
days.

9.11.2

Finished Product and Emergency Inventory PolicyDelek Israel is obligated by the Emergency Regulation to hold an
emergency supply of gasoline and diesel fuels for the state. Most of the
costs and financing are covered by the State.

9.11.3

Operations Inventory –
It is the policy of Delek Israel to hold in inventory fuel supplies for an
average 30 days and oil and retail products for an average of 60-90 days.

9.11.4

Credit Policy
a.

Customer Credit: Delek Israel extends credit to its customers for a
period ranging between Net + 5 days (end of the month plus 5 days)
and Net + 90 days – depending on the product and customer. The
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average period of credit to customers in 2005 was about 60 days.
The average annual volume of credit to customers in 2005 was NIS
1,200 million.
b.

Supplier Credit: Delek Israel receives credit from its suppliers
abroad for 30 days. Delek Israel pays ORL on averge in the middle
of the month for that month in which the products are purchased,
and is reimbursed from ORL for an advanced payment interest of 30
days. Payment of excise taxes (which is a significant amount of the
cost of fuel) is remitted ten days after receipt of the fuel, according
to the law.

c.

Working Capital Deficit: The differences between the amount of
credit exteneded to customers and received from suppliers and tax
authorities (Delek pays the government before it receives the
money from the customer) forces Delek to take short-term loans.
As of the date of this report Delek Israel had a working capital
deficit of NIS 60 million. It is Delek Israel's policy to reduce the
deficit by cutting the period of credit given to customers.

9.12 Investments
Delek Israel holds an effective minority 39% share of American-Israel Gas
Company, Ltd. ("Amisragas"), which markets gas to industry, trade, agriculture,
hotels and private homes.
9.13 Financing
9.13.1

Following below is the average interest rate on loans from bank and nonbank sources that were in effect in 2005 and are not intended for an
exclusive purpose by Delek Israel:

Bank Sources

Non-Bank Sources

9.13.2

Shekel (non-linked)
CPI Linked
FX Linked
CPI Linked Bonds
USD Linked Bonds
Non-linked Shekel
Traded Securities
USD Linked Traded
Securities

Average Interest Rate
Short-Term Loans
Long-Term Loans
5.65%
--4.3%
5.3%
4.3%
4.5%
1.0% - 3%
5.0%
--6.0%
4.16%
--2.9%

---

Credit Limitations – Delek Israel has provided binding obligations to a
number of banks:
a.

The equity on the consolidated balance sheet (of Delek Group)
cannot fall below NIS 680 million.

b.

The profit from Delek Group operations has to be greater than
financing expenses for all non-recourse loans that were given to the
Delek Group with the addition of finance expenses for the purchase
of emergency inventory of fuels plus 140% of the other financing
expenses of the Delek Group.
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c.

If these terms and conditions are not fulfilled the banks can require
other guarantees or to reduce the amount of credit given to Delek
Israel. The obligations to each bank are in effect for each period
where the debt to that bank is not less than $50 million (and for
some banks, $50 million or 60% of the open credit approved by the
bank – the lower of the two).

9.13.3

As of the date of this report, Delek Israel is upholding the above
obligations.

9.13.4

Liens
In order to secure the debt to the banks, Delek Israel issued bonds to the
banks collateralizing without limit, all of the inventory, proceeds and rights
as defined in the bond agreement.
Delek Israel is obligated to a number of banks not to collateralize its fixed
assets in any form without getting prior, written approval from the banks
(with the exception which can be used as collateral in favor of the entities
who have financed the assets' purchase).
In January, 2004, through the flotation of bonds by the parent company
(Delek Petroleum), Delek Israel collateralized in a permanent primary
collateralization, without limit to amount, all of its rights in reation to the
loans provided by Delek Israel to the Company (Delek Group, Ltd).

9.13.5

Credit Facilities
Delek Israel's credit facilities from the banks at the date of this report total
NIS 2,000 million, of which NIS 1,000 million has been utilized by Delek
Israel.

9.13.6

Credit Rating
Delek Israel does not have a credit rating. However, the unsecured bonds
that Delek Petroleum (which also holds Delek USA) floated were given an
A+ rating by the Israeli Ma'alot ratings agency.

9.13.7

Variable Interest Rate Credit
Following below is a description of the variable rate credit that Delek
Israel received in 2005:
Method

Interest Rate Range
(2005)

Interest Rate in Proximity to
Date of Report

Index linked
Shekel
Long-term dollar
Dollar
On-call
Euro

3.13% - 6.4%
5.45%
2.8063% - 6.5822%
3.5013% - 5.9375%
4.35%-5.4%
3.77%

3.70%
5.45%
5.6044%
5.85%
5.35%-5.4%
3.77%

9.14 Taxation
Aside from the regular corporate taxes (see additional details in note 33 of the
financial reports) there is the Fuel Excise Law of 1958 and the Fuel Excise Law of
1980 both of which have a set tax on the fuel products detailed in the law which is
updated every three months according to the CPI. In January, 2005 the authorities
issued an order that they were raising the excise tax on gasoline and kerosene tol
equal the excise taxes of diesel fuel to gasoline over a period from 2005 until 2009.
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Delek Israel and its subsidiaries have losses (primarily capital losses) for tax
purposes of NIS 76 million. A tax asset was not included in the consolidated balance
sheet to reflect these business and capital losses, as it does not appear they will be
utilized in the near future.

9.15 Environment
Delek Israel's activities are regulated under various laws, regulations and orders
regarding environmental controls, as follows:
9.15.1

Gasoline Stations
a.

Gasoline stations can be a source of ground, air and water pollution
through leaks of poisonous materials to the ground.
In 1997 the Water Regulations (to prevent pollution of water) went
into effect. The Water Regulations obliged service station owners to
install various protection methods and equipment for new and
existing stations. A sealed floor surrounded with a drainage system
must be installed in new stations to prevent gasoline and oils from
seeping into the ground, a water fuel separation system, and to have
a system for detecting leaks.
Similarly, the regulations oblige the operator of the stations to
maintain regular inspections assuring that tanks and pipesare sealed
and to provide the authorities with tests results.
In addition, the operator must immediately deal with all
environmental problems as they are detected and reported to the
authorities.
Delek Israel must perform ground surveys in order to identify
potential ground and water contamination.
Most of Delek's gasoline stations are located in areas that are at high
risk for groundwater pollution.
Several gasoline stations were found to have soil and groundwater
contamination due to past contamination and leaking fuel
infrastructures. At these stations, experts are conducting soil surveys
and monitoring drilling for the groundwater in order to characterize
the nature of the contamination (its vertical and horizontal stretch).
Once it has a clear picture of the nature of the contamination, the
Delek Isrel will begin rehabilitating the soil and water with
customary technologies, in conjunction with the Water Commission
and the Ministry of the Environment.
The cost estimate for cleaning up soil and water contamination
depends on its size and severity. The financial scopes range from
approx. NIS 100 thousand to approx. NIS 1 million per station.

b.

In November 2005, the Ministry of the Environment published
framework terms for gasoline stations. These terms enable the
Authorities, under certain conditions, to carry out additional station
infrastructure improvements that are not included in the water
regulations published in 1997, e.g. sealing under the dispensers,
installation of overfilling limiters and the installation of means for
preventing cathode protection spillovers. The total cost of fulfilling
these demands is approx. NIS 100 thousand per station.
As of the report date, Delek Israel has received eight demands for
implementation. Delek Israel is preparing to conduct the work

A-51

required in accordance with the timetables set out in the performance
requirements.
c.

A large part of the gasoline stations operated by Delek Israel were
built according to guidelines, regulations and laws that were in effect
at the time they were built and which were updated over the last few
years. Therefore, Delek Israel needed to effect improvements in
many of the existing stations in order to bring them up to standard.
Delek Israel completed the necessary work in most of its gasoline
stations and it is investing additional financial resources in the
remaining gasoline stations.

d.

Delek Israel has been notified by the Ministry of Environment that
they are considering the possibility of obligating operators of
gasoline stations to install a vaporising equipment whch will recycle
fuel fumes at the time of fueling. In parallel, there is a proposal to
install similar vaporing equipment in vehicles. If it will be decided to
require gasoline satation operators to install such vaporing
equipment, Delek Israel and/or the operators will have to make
considerable investments in connection with the installation of this
equipment.

9.15.2

Fuel Distribution Facility
The Ministry of Environment required Delek Israel to install by December
2006 in its distribution facility in Haifa, equipment that will prevent the
escape of fuel fumes into the air while the tanks are being filled. Delek
Israel has entered into an agreement with a foreign systems supplier for the
purchase of the system. The installation will cost about NIS 4 million and
Delek Israel believes it will meet the target date.

9.15.3

Bottom Filling System
According to regulations of the Ministry of Transportation Delek Israel
will need to install a bottom filling system in its distribution facility and its
tanks in order to prevent pollution from the tanks. As of the date of this
report Delek Israel has completed the installation of the bottom filling
system at the facility and its tanks.

9.15.4

Crude Oil Distribution Facility in Ashdod
The Ministry of the Environment has issued Delek Israel with a list of tasks
to be carried out at the Ashdod facility, and stipulated, via the Ashdod
Municipality, that the aforementioned list constitutes additional terms for a
business license. The main "additional terms," as stated above, involve
demands for conducting soil tests and monitoring for soil and/or
groundwater contamination. The company disputes some of the Ministry of
the Environment's demands, claiming that it lacks the technical capability
to fulfill some of them, as determined by the facility's maintenance
engineers, and that they are not essential under the circumstances.
Delek Israel intends to try to get the Ministry of the Environment to rescind
the aforementioned demands, and may even consider submitting an
administrative petition on the matter, if necessary.
The Ministry of the Environment has informed Delek Israel that in the
event that it be discovered that damage has been caused to the environment
during the 40 years that Delek Israel works the Ashdod plant, it shall be
responsible to deal with the environmental damage before it leaves the site.
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The Ministry of the Environment ordered a survey using drill holes to
check the possibility of subterranean pollution to the land or water in the
area of the plant. The results of the survey showed that the ground water
below the plant was not polluted in a significant way and remains
permitted for drinking. Nonetheless, the surveyor recommended carrying
out three monitoring drills, to monitor the ground water. Representatives of
the Ministry of the Environment have not yet responded to the results and
recommendations of the hydrology report that had been prepared.
In the opinion of the management of Delek Israel, based upon its legal
counsel, the risk of having to invest large sums in decontaminating the land
is low.
9.15.5

Hazardous Materials
According to the Hazardous Materials Law, 5763-1993 "the Hazardous
Materials Law"), oil distillates are defined as hazardous materials. The
Hazardous Materials Law stipulates the duty to possess a Toxic Permit
issued by the supervisor who is authorized to do so by the minister of the
environment. Delek Israel has the aforementioned permission to maintain
hazardous materials according to the definitions specified in its permit, and
trade in fuels without storage.

9.15.6

Expenses and Investments
Delek Israel has invested in the last years an average of NIS 3-5 million
per year in environmental activities. Delek Israel estimates that in 20062007 it will need to spend between NIS 10-12 million assuming that there
will be no further requirements wilil be made by the authorities.
This information as to the estimated expenses and investments is to be
considered forward looking information that might not be realized in the
future if Delek Israel is found to be in breach of regulations or if new
regulations issued by the Ministry of Environment will come into force
obliging Delek Israel to allocate additional funds.
It should also be noted that the Association of Oil Companies, of which
Delek Israel is a member, is in discussion with the proper government
offices in order to set up a fund that will cover the costs of locating and
repairing environmental damage that is a result of past dealings of the oil
companies or their gasoline stations regarding leaks, or other pollution.
According to the proposal, each fuel company will pay into the fund an
amount for each liter of gasoline or diesel fuel that it sells. This will require
the price control authorities to raise the price of the fuels. As of the date of
this report, these are only discussions and it is not sure if the proposal will
be realized.
It should also be noted that in March 2005, the Knesset was presented with
a private draft law called "Fund for Rehabilitating Water Reservoirs and
Soil, 5765-2005." The draft law stipulates the establishment of a fund that
will finance detection, location and treatment activities at gasoline stations.
According to the draft law, the aforementioned fund's expenses will be
covered by the fuel companies, so that every fuel company will transfer
NIS 0.01 for each liter of gasoline it sells , and NIS 0.005 for each liter of
diesel that it sells. The aforementioned draft law includes a proposal that
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the control order (which sets the maximum price for 95 or 96 octane gas)
be amended, so that the maximum fuel price will be supplemented with a
"rehabilitation increment" of NIS 0.01 per liter. According to the proposal,
a fuel company that complies with the provisions of the law, should it be
passed by the Knesset, will be entitled, under certain conditions, to be
reimbursed by the fund for expenses it incurs during implementation of the
fueling station treatment program, and will also be exempt from
responsibility for the contamination.
It is not possible for Delek Israel to assess whether the draft law will pass
or not and when.

9.16 Limitations and Supervision of Delek Israel's Operations
9.16.1

1

Legislation Specific to the Fuel Industry
a.

The Arrangements in the State Economy Law (legislation
amendments for achieving the budget and economic policy goals
for fiscal year 2001), 5761-2001 (hereinafter: "the State Economy
Law") – this law stipulates that a fuel company will register in the
registry before it begins its activity and will continue to operate as
long as it is registered in the registry kept by the fuel
administration. A fuel company is defined by the State Economy
Law as a company that refines, exports, imports or markets fuel, as
well as a company that provides fuel infrastructure services. Delek
Israel has been registered in the Fuel Administration Register since
the year of its establishment. It should further be noted that the
State Economy Law stipulates that a fuel company must maintain,
at its own expense, a stock of fuels, as will be determined by the
National Infrastructure minister in consultation with the defense
and finance ministers, and that by virtue of the State Econmy Law,
the state has promulgated regulations1 that establish this matter.

b.

Fuel Industry Law (encourage interest in competition) 1994 The law stipulates limitations on the opening of new gasoline
stations near stations marketing the products of the same fuel
company or operated by the same operator. The provisions of the
law with respect to the aforementioned restrictions were in effect
through January 31, 2006. As of the date of this report, to the best
of Delek Israel’s knowledge, the term of the restrictions has not
been extended.

c.

Fuel Industry Law (forbidding the sale of fuel to specific
gasoline stations) of 2005 – This law, which went into effect in
April, 2005 forbids the sale and supply of fuel to gasoline stations
unless they are on the list that the authorities approve. This list can
include any station that had a building permit or that had a business
permit in the last five years. The sale or supply of fuel not in
accordance with the law will be considered a criminal offense. The
law does not refer to internal stations (which are stations not
located on main roads and which according to their planning or
business permit can only supply fuel products for personal use).

The State Economy Arrangements regulations (legislative amendments for achieving budget and economic
policy goals for the 2001 fiscal year) (holding stock and defense stock of fuel), 5761-2001.
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9.16.2

d.

Infrastructure services given to fuel companies, including storage,
distribution, unloading of fuel products and others are given, as of
the date of this report to all the companies that were recognized as
fuel companies on the date that was set by the price control
authority. This order is to ensure that the same prices will be
charged for the various products and services.

e.

Excise Taxes – See paragraph 9.14, above. It should further be
noted that, according to the Excise Tax Law, no person may produce
and sell fuel unless the Customs and Excise Tax Administration has
issued him a license to do so. "Production" is defined as part of the
Excise Tax Law as a range of activities related to fuel, including the
possession of fuel for the purpose of trading it in wholesale and
filling LPG in tanks. Delek Israel has been issued with such a
production license, which it renews each year.

f.

Water Regulations (prevention of water pollution from gasoline
stations), 1997, which was instituted under the force of the Water
Law of 1959, see paragraph 9.15.1 .

g.

In addition, to the best of Delek Israel’s knowledge, as of the report
date, the National Council for Planning and Building has been
presented with Proposal for the Amendment of National Urban Plan
18 – a proposal that would make it possible to construct "mini"
gasoline stations in cities, with shortened approval procedures and
planning concessions. A mini gasoline station is one that can serve
no more than four vehicles (whose weight does not exceed four tons)
at a time, , and in which it is forbidden to build any structurs other
than an awning for the fueling positions.

Price Controls:
a.

Supply of Fuel Products by ORL to the Fuel Companies- To Delek
Israel's best knowledge, ORL was declared a monopoly in the
refinement of crude oil in Israel. The prices of fuels sold by ORL are
set by the Commodities and Services Control (maximum prices for
fuel products sold by ORL) Order, 1992. The order sets the prices
for various fuel products according to the ORL price (with the
exception of 98 Octane and low carbon crude oil).

b.

Price to the Consumer – Commodity and Services Control
Order (Maximum Prices at Gasoline stations) 2002 – According
to this regulation the maximum price for 95 and 96 octane gasoline
sold in a self service pump is fixed, as are the date and methods of
its update. Fuel Companies can charge an additional fee for full
service and for nighttime and weekend service on the condition that
during these times self-service pumps are made available, at a
certain percentage of the gasoline stations. As of the date of the
report, Delek Israel has complied with the requirements as they were
valid at this time. As of April 2, 2006, the percentage of stations and
pumps that need to be self-service, as a pre-condition for the
nighttime, weekend and full service surcharge at Delek Israel
stations, must be at least 40% of all Delek Israel stations, at which at
least one third of the pumps must be self service. At a station that
has no more than four pumps, at least one pump must be self service.
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In addition, the order stipulates that from April 2, 2006 a gasoline
station whose percentage of self service pumps is either less than 1/3
or has less than two pumps, the higher of the two, and at a station
that has no more than four pumps - less than one self service pump –
these stations cannot add a surcharge for full service even if the sale
was fully serviced.
In order to assure that Delek Israel abides by the order it had to
deposit at the Ministry of National Infrastructure a bank guarantee of
NIS 100,000, an amount that rose to NIS 15,700,000 on April 1,
2004 – amounts that are linked to the CPI. The guarantee is in order
until June 1, 2006.
As of the date of this report, Delek Israel is upholding the
instructions of the order and can charge the surcharge.
9.16.3

Weights and Measures Ordinance of 1947The Weights and Measures Ordinance stipulates standards for weights and
states that the liter is the way to measure volumes. The ordinance appoints
the Minister of Industry to oversee this by appointing official overseers
whose job is to test the accuracy of the pumps.
The Weights and Measures Ordinance stipulates a number of offenses
amongst them the refusal to cooperate with the overseer, the owning for the
purpose of use, of faulty or non-authorised equipment. Furthermore, use or
possession, with intent to commercially use equipment, that does not
comply with the requirements for precision inspection and stamped
authorization constitutes illegal use.
Based on the Weights and Measures Ordinance, the Weights and Measures
Regulations 5723 - 1963 (hereinafter, “Weights Regulations”) were
enacted and stipulate, among other things, how liquid fuel pumps are to be
inspected and calibrated and the obligation to place a calibration seal on
the pumps after they are inspected and calibrated by the inspector.
Regulations issued under the Weights and Measures Regulations specify
certain requirements for equipment that measures fuel in tankers, including
a calibration seal.
The Weights and Measures Order (use of equipment for commercial
purposes) 5723 – 1963 prohibits the use of said equipment, unless they
have been calibrated and sealed in accordance with the Weights and
Measures regulations.

9.16.4

Operational Licenses for operating gasoline stations:
The licensing process for new gasoline stations is a long and complicated
one that requires large financial investments and obtaining many approvals
and licenses from multiple authorities. This process is regulated under
various laws with authority given to various governmental bodies. These
are the main laws:
a.

Planning and Building Law 1965 and the Regulations issued
hereunder – Under this law the National Planning Council
approved a "National Plan for Gasoline stations" stipulating the
criterion and conditions for the building of a service station.
According the Building Law and the regulations hereunder any use
of land for the building of any structure, or use of any structure –
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needs approval. Sometimes, the construction of a gasoline station
requires a change in the permitted use of land.
b.

c.

Licensing of Business Law 1968 and the regulations issued
hereunder –
(1)

Licensing of Business Law (Businesses that require
Licensing) 1995 – according to this rule, gasoline stations are
businesses that need a license from the local authorities.

(2)

Licensing and Business (the Storage of Fuel) 1976 Order
– stipulates detailed instructions regarding the issuance of a
business license for a service station. The order states that
the licensing authority will not give a license unless the
Chief Work Supervisor approves the facility from a security
point of view.

(3)

Licensing of Business (sanitation conditions at gasoline
stations) Regulations of 1969 – has instructions regarding the
sanitary conditions and facilities of gasoline stations.

(4)

Business Licensing Regulations (hazardous plants), 57631993 – according to these regulations, a business that stores,
produces, processes or sells hazardous materials must have a
special license to do so, and must comply with the safety
provisions stipulated in the law or by virtue thereof. Delek
Israel complies with these regulations.

Commodities and Services (garages and vehicle related
factories) Order 1970 – The order which was issued under the
Commodities and Services Law 1957, forbids the opening of a
gasoline station or operating one without a proper license from the
Ministry of Transportation.

9.16.5

In addition, there are other approvals and licenses that are necessary for
opening and operation of a service station, for example from the Ministry
of Health, the Fire fighting department, The Department of Public Works
(Ma'atz - Government Road Building Company) and the Committee for
The Protection of Agricultural Land, etc.

9.16.6

Antitrust Matters
Exclusive Supply Agreements with Gasoline stations:
a.

On October 27, 1997 the General Director and Delek Israel reached
an agreement (hereinafter, “Agreement”) that was presented for the
approval of the Antitrust tribunal (hereinafter, “Tribunal") where the
Gemeral Director reduced the scope of his decision of June 28, 1993
(hereinafter, “Original Decision”), according to which the supply
agreements between the fuel companies and gasoline stations, which
are not owned or on principal leaseholds from the the Israel Land
Administration (the “Administration”), are restrictive arrangements,
so that the Original Decision will only apply to gasoline stations in
which Delek Israel does not have an "accepted lease agreement" (in
other words, a lease agreement where the rental fees paid are above
a certain amount, as detailed in the agreement with the General
Director).
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The agreement also covers the conditions for future dealings of
Delek Israel with gasoline stations, in respect to exclusive
agreements, where Delek Israel can request an extendedexclusivity
period from the Antitrust Tribunal. The agreement commits Delek
Israel to receive the Tribunal’s approval for such agreements. The
General Director indicated that he would recommend to the tribunal
to approve exclusive supply agreements of a period of between 1-14
years, depending on the special circumstances of each gasoline
station.
b.

Delek Israel also agreed that there will be no agreement between it
and Paz or Sonol or partnership between them regarding land rights
for gasoline stations or regarding marketing agreements with
gasoline station operators.

c.

Delek Israel agreed to release 35 of the 65 gasoline stations in which
it didn't have a "proper lease agreement" and the General Director
agreed to recommend “proper lease agreements” with the remaining
30 stations.

d.

On March 29, 1998 the agreement was approved by the antitrust
tribunal. As of the date of this report, 20 of the 35 gasoline stations
continue to market Delek Israel’s fuel products.

e.

After approval of the agreement, Delek Israel requested the antitrust
tribunal approval for supply agreements with 22 gasoline stations.
After the request was submitted, Delek Israel came to an agreement
with 15 of the 22 stations.
On March 25, 2001 the antitrust tribunal ruled regarding the
remaining seven gasoline stations. The tribunal approved exclusive
supply agreements with some of them for a period of between 3-6
years.
As of today, most of the stations were released from their exclusive
supply agreements with Delek Israel. However, most of them
continue to purchase fuel from Delek Israel.

f.

On July 1, 2002 Delek Israel came to an agreement with the General
Director regarding a consensual order according to paragraph 50b of
the Restrictive Trade Practices Law of 1988. The order was
approved by the Antitrust Tribunal.
The main points of the consensual order was that the rental of
gasoline stations by Delek Israel for a period of greater than seven
years which falls under the circumstances stated in paragraph 17 of
the law, will be considered as a merger. This means that such a lease
requires the approval of the General Director.

g.

At the end of February 2003, the distribution facility belonging to Pi
Glilot Oil & Pipe. Terminals Ltd. (hereinafter, “Pi Glilot”) at the
Glilot site was closed. Ownership in Pi Glilot is held jointly by the
State, 50%, and the Paz, Sonal and Delek Israel fuel companies
(hereinafter jointly referred to as, "Fuel Companies"), which
together hold 50% of Pi Glilot. Delek Israel’s share in Pi Glilot is
15.3%. The remaining Pi Glilot facilities at different locations
around Israel continue their operations. In January 2004, an
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agreement was reached between the Administration and Pi Glilot.
The main points of this agreement are as follows:
(1)

Termination of fuel distribution activity at the Glilot facility.

(2)

All of the costs involved in the above termination shall apply
to Pi Glilot.

(3)

The lease entered into by Pi Glilot for the land at the Glilot
facility remains in effect. The Administration is responsible
for initiating a change in the zoning of the land, and Pi Glilot
has the right to use the land under the new zoning, subject to
certain conditions.

(4)

If, as the result of a legal decision, the State of Israel should
be prevented from using the rezoned land or should the
Administration’s plan not be approved by February 1, 2018,
Pi Glilot shall be entitled to a refund of the cost of evacuation
of the facilities and their relocation to an alternative site.

(5)

Costs for purifying the land shall be borne by the
Administration.

(6)

Pi Glilot shall remove its alternative plan for rezoning
(Sfadia Plan) and shall remove its opposition to the plan
proposed by the Administration for rezoning.
In May 2003, Dor Alon (hereinafter, “Petitioner”) petitioned the
High Court of Justice against Pi Glilot and others. The primary
remedy requested by the Petitioner in the petition is to grant a
conditional order to nullify the aforementioned agreement between
Pi Glilot and the Administration. As of the date of the report, a
decision has not yet been handed down and the conditional order not
yet issued.
Given the General Director’s position that the partnership between
the fuel companies that are partners in Pi Glilot must be dissolved,
representatives of the fuel companies have met with government
officials regarding the dissolution of this partnership.
After extended negotiations, in June 2005 the State, Fuel Companies
and Pi Glilot entered into an agreement (hereinafter, “Agreement”)
on the dissolution of the partnership in Pi Glilot. The main points of
the Agreement are as follows:
(1)

Pi Glilot will sell the existing activity at all three of its sites
(Ashdod, Jerusalem and Beer-Sheva) and additional assets,
with the exception of the land at the Glilot site (hereinafter,
“Glilot Land”).

(2)

After the sale of the aforementioned activity, the Gilot Land
will remain with Pi Glilot as well as certain liabilities, and at
this stage Pi Glilot will be dissolved and the rights to the
Glilot Land will be transferred directly to the shareholders.

(3)

As part of the sale of the facilities, arrangements will be made
with respect to the Pi Glilot employees to facilitate their
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transfer, to the extent possible, to the employment of the
purchasers of the facilities.
The main provisions of the Agreement that relate to the sale of the
assets and dissolution of Pi Glilot will only enter into effect (within
60 days which were recently extended through December 15, 2005)
after the following several conditions are met :

(1)

Filing an application with the Tribunal to approve an order
that has been agreed to by the General Director, Fuel
Companies and Pi Glilot. This condition was met on August
15, 2005.

(2)

Receipt of approval of the creditors.

(3)

Passing resolutions by the Board of Directors with an agreed
wording at the General Meeting of Pi Gililot.

Submission of the Pi Glilot Proposal regarding the assignment
of the assets, rights and liabilities of each of the three Pi Glilot
facilities that will be offered as well as a list of all of the
additional assets that will be offered for sale along with all of
their corresponding rights and liabilities.
As of the date of the report, the main obstacle in performance of the
preconditions is related to agreement of the creditors (particularly the
banks), which has not yet been received.
(4)

At the same time as the Agreement was executed, the Fuel
Companies and Pi Glilot gave their agreement to the agreed order in
accordance with Section 50 b of the Restrictive Trade Practices Law
(hereinafter, “Agreed Order”) regarding termination of all joint
activity of the Fuel Companies and Pi Glilot. This order was
approved by the Tribunal on September 5, 2005.
Under the Agreed Order, the Fuel Companies, Pi Glilot and the
General Director agreed on the termination of the joint activity of the
fuel companies in Pi Glilot in accordance with the provisions of the
Agreement. However, if within 12 months from the date of filing of
the Agreed Order to the Tribunal the aforementioned facilities of Pi
Glilot are not yetlsold, the Fuel Companies will transfer their shares
in Pi Glilot (hereinafter, “Shares”) to a trustee so that the trustee will
sell all of Pi Glilot's business activity in the area of fuel products
(with the exception of Glilot Land) or (if the trustee is prevented
from performing said sale) transfer of the shares and all rights of the
Fuel Companies in Pi Glilot (with the exception of Glilot Land).
The management of Delek Israel believes that based, among other
things, on the value of the property at the Pi Glilot site, no provisions
for impairment of the value of the investment are required.
9.16.7

Supplier to the Ministry of Defense
Delek Israel is a qualified participant in tenders from the Ministry of
Defense.

9.16.8

Standards
Israel has standards for the fuels that are marketed in Israel. Delek Israel
markets only those products that meet these standards.
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9.17 Legal Proceedings
A description of the legal issues, obligations and lawsuits appear in note 25A of the
financial reports.
9.18 Strategy and Business Goals
9.18.1

Delek Israel reviews it's strategic and business plans
from time to time and updates them according to
developments in the fuel market, the competitive
environment and the economic situation.

9.18.2

The operations of Delek Israel in the coming years are expected to focus on
the following areas:
a.

The establishment of gasoline stations and convenience stores at
strategic locations and increasing the geographical reach of Delek
Israel.

b.

Establishment of mini gas stations in strategic locations.

c.

Further penetration of Delek Israel's unique products, like "Dragon".

d.

Attempt to reduce the credit given to customers and receiving more
security for the open credit.

e.

Improve problematic leases.

f.

Entry of more profitable products and services at gasoline stations
and convenience stores.

g.

Reducing costs of fuel purchases.

h.

Participation in the tender for the acquisition of the Ashdod
Refinery.
The above estimates are to be considered forward looking information, and
realization of the targets and strategy are also dependent on external factors.
Also, the risk factors that are detailed below in Section 20.19 may impact
on Delek Israel’s ability to realize its said targets and strategy.

9.19 Risk Factors
9.19.1

Delek Israel estimates the following as the main risk
factors facing the company:
a.

Regulatory Intervention- A continued regulatory intervention in the
industry.

b.

Environmental Regulation – Laws, regulations and orders dealing
with various environmental issues that apply to the fuel companies
and the possibility that in the future more stringent laws will require
Delek Israel to invest more money.

c.

Competition – Tough competition in the sales of fuel products and a
deterioration in the profitability and prices of the products including
for large car fleets.

d.

Fuel Taxes – High excise tax levels and further expected tax hikes.

e.

Credit Risk – Credit risks can manifest themselves in a number of
ways:
(1)

For the out of station market Delek Israel sells fuel products to
institutional customers on credit. Some of the credit is
unsecured and therefore Delek Israel is exposed to credit risk.
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Delek Israel estimates that the high diversification of its
customer base reduces the risk a little. In addition, the
company has a policy of trying to reduce the credit it gives to
problematic customers.
(2)

Some of the credit given to the retail customers in the gasoline
stations is unsecured, putting Delek Israel at risk.

(3)

Delek Israel is exposed to credit risk since the credit period it
receives for the payment of excise taxes (10 days of credit) is
much shorter than the credit period Delek Israel generally
extends to its customers. As a result, any increase in the excise
tax rate or the amount of excise tax may increase Delek
Israel’s credit risk.

(4)

In addition, the sector in Israel is characterized by high levels
of penetration of the automated Dalkan services, which
increas the credit extended to customers.

(5)

When oil prices rise, the amount of credit to customers rises
along with it.

f.

Ownership Structure of Gasoline stations – Since some of Delek
Israel's gasoline stations are leased and others are supplied through
exclusive agreements, there is a risk that they will turn to the
competition when the supply agreement or rental lease comes to an
end. In addition, in the stations in which Delek Israel is not the
owner or are not operated by it, Delek Israel is exposed to pressures
from the owners/operators producing a downward push on
profitability.

g.

Short-Term "out of station" Contracts – In the "out of station"
market the contracts are for short terms. This increases the
opportunity for the customer to go to the competition on very short
notice.

h.

Exchange Rate Volatility – As said in paragraph 9.1.1(d), above,
fuel products are bought from suppliers in USD, exposing it to FX
volatility.

i.

Volatility in Oil Prices– As stated in paragraph 9.1.1(c) above, the
prices that Delek Israel pays for fuels is derived from the global and
regional (Mediterranean) free market prices which are often
influenced by the political and security situations of the oil
producing states.

j.

Class Actions – See note 25 to the financial statements

k.

Privatization and Split of the Oil Refineries (ORL) – This can
change the entire makeup of the fuel market in Israel and influence
the sector by allowing the refineries to market these products
directly to consumers.

l.

Mini Gas Stations – Upon approval of the proposed change to the
provisions of National Urban Plan 18, it will be possible to create
mini gas stations in the centers of towns using expedited approval
processes. Setting up these stations is likely to cause a drop in sales
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at Delek Israel stations that will be in close proximity to the mini
stations that are established.
m.

9.19.2

Macro-level Risks

Industry-wide Risks

Specific Risks to
Delek Israel

Automotive gas for vehicles – As stated in clause 9.1.1 (k), the
changeover to refueling using automotive gas that will replace
fueling vehicles with gasoline, will oblige Delek Israel to prepare
ahead of time by setting up gas filling points, costing hundreds of
thousands of shekels per each such point that is integrated into a
Delek gasoline station. It should be emphasized that there is some
uncertainty as to the extent of the transition to refueling with
automotive gas, inter alia due to the uncertainty as to the
government’s intentions in respect of taxation on gas (excise tax)
and bringing up the taxation level to that on gasoline.

Following below is a summary of the risk factors described above
according to their type (macro, industry,and specific to the Group) and
which were rated according to the estimates of the Delek Israel
management according to their influence on the Group’s business:

Influence of Risk Factors on The Group’s Operations
Significant
Medium
Small
• Price Volatility of
• FX Volatility
Fuel Products
• Competition
• Regulatory
Intervention
• Class Action
• Environmental
lawsuits
Regulation
• Privatization and
• Taxes on fuel
split of the fuel
market
• Credit Risks
• Short-term nature
• Privatization of
ORL
of "out of station"
• Ownership
supply contracts
• Mini gas stations
structure of
• Automotive gas
gasoline stations
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10.

Energy Sector
10.1 General
10.1.1

The Company is active in the exploration and production of oil and gas,
and its main activities are in Israel. In addition, the Company participates
in the exploration of natural gas in Vietnam through Delek Energy
(Vietnam) LLC.

10.1.2

Gas and oil exploration and production activities in Israel are accomplished
through its direct and indirect holdings in Delek Energy Systems Ltd
(Delek Energy), and the limited partnerships Delek Drilling (Delek
Drilling Partnerships), and Avner Oil Exploration (Avner Partnerships)
(Delek Drilling and Avner which will be called "The Partnerships" or the
"Limited Partnerships" throughout part 10) and through Delek Investments.

10.1.3

The general partner in Delek Drilling Partnership is a wholly owned
subsidiary of Delek Energy and the general partner of Avner is a
company in which Delek Energy holds half of the shares.

10.1.4

The following is a chart describing the Group's main
holdings in this sector:
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1
2
3

10.1.5

The Company holds, in the aggregate, approximately 68.85% 1 of the
participating units that were issued by Delek Drilling Trusts, Ltd. (a wholly
owned subsidiary of Delek Energy), the limited partner and trustee of
Delek Drilling that grant the right to participate in the rights of the limited
partner in Delek Drilling Partnership (referred to as Delek Units). It also
holds ultimately 51.61% 2 of the participation units that were issued by
Avner Trusts, Ltd. (a company half of whose equity is owned by Delek
Energy), the limited partner and trustee of Avner Partnerships, that grant
the right to participate in the rights of the limited partner in Delek Drilling
Partnership (Avner Units). In addition, Delek Energy and Delek
Investments have overriding royalty rights to Delek Drilling's3 share at a
rate of 3% until a return of the investment and of 13% after a return of the
investment. It also receives royalties at a rate of 1% of Avner Partnership,
from the sale of gas to the Israel Electric Company, LTD (IEC). It should
be noted that, according to the instructions of the Tel-Aviv Stock Exchange
(TASE), the limited partnerships have undertaken to execute exploration
and production projects that are clearly outlined in each of the partnership's
limited partnership agreements. Within the framework agreement of each
partnership, there are definitions of the geographical region which includes
oil assets in which the partnerships have rights and additional regions in
which the partnerships had oil rights in the past. As of the date of this
report, Delek Investments and the Limited Partnerships have rights that
include 52.941% of petroleum leases I/7 Noa and I/10 Ashkelon, where
there are natural gas reservoirs Noa and Mari as well as lease rights,
licenses and preliminary permits as detailed below.

10.1.6

In2004 Delek nvestments and Partnerships first started to sell natural gas
that was produced from the Mari reservoir in the Ashkelon lease.
Accordingly, since 2004 the company has recorded significant revenues
from the energy sector.

10.1.7

The exploration and production of oil and gas in Israel are regulated by the
Oil Law and the Gas Law (see paragraph 10.18 below).

10.1.8

The main barrier to entry in this sector is the need to receive licenses and
permits to perform explorations as well as the high investment and high
relative risk level necessary to for oil and gas exploration activities.

10.1.9

The following is a map of the oil assets of Delek
Investments and Limited Partnerships

The above calculation is done for each holding of Delek Energy Partnership including the minority holding in
Delek Energy
The above calculation is done for each holding of Delek Energy Partnership including its minority holding in
Delek Energy
It should be noted that as part of the agreement with Ratio as described in paragraph 10.3.2 below, Ratio
assumed the liabilities of Delek Drilling Partnership to pay royalties for the oil rights transferred to Ratio.
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10.2 Yam Thetis Project

1

10.2.1

The Company's main operations in the production of gas and the
exploration for oil and gas are through the framework of oceanic licenses
and leases known as "Yam Thetis Project". The operation of the Yam
Thetis Project is managed under the joint venture defined by the joint
operating agreement of February 24, 1999 (see paragraph 10.19.1 below)
whose partners are1: Nobel Energy Mediterranean Ltd. (47.059%), Delek
Drilling Partnership (25.500%), Avner Partnership (23.000%) and Delek
Investments (4.441%).

10.2.2

The Yam Thetis Project partners hold two proven gas reservoirs. The Noa
reservoir that was discovered in June 1999 and the Mari reservoir that was
discovered in February 2000. After discovery of the reservoirs, the partners
in the Yam Thetis Project started developing the reservoirs in 2001 by
building the production infrastructure and a gas transmission pipeline to
the shore.
Stage One of the production facility included the creation of a production
platform and its installation above the Mari reservoir (Mari Well #3) of a
infill drilling for Mari 4, 5 and 6: The completion of a deep sea infill
drilling for Mari 2 and its connection to the platform and the laying of a 42
km gas transmission pipeline from the production platform to the reception
terminal in Ashdod. This was completed in 2003. Stage One also included
the establishment of a permanent reception terminal at the Ashdod shore
As of December 31, 2005 the expenses for Stage One of the production
facility (for 100% of the rights) totaled about $310 million (not including
the permanent receiving station). The establishment of the permanent
reception terminal in Ashdod, which is expected to be completed at the end
of 2006, is estimated at an additional cost of approximately $30 million.
As of the date of the periodic report, the partners in the Yam Thetis Project
are reviewing the operator’s budget of $15 million for development drilling
in the Mari field. The purpose of the drilling would be to increase the gas
production capacity of the Mari field. The operator of the Yam Thetis
Project believes that said drilling may allow for delay in performance of
Stage Two in establishment of a production system (see below).
Stage Two of the production facility, which has yet to start, is expected to
include the completion of the sub-sea facility for the Noa field and its
connection to the production platform. Their cost for the project (100% of
the rights) may cost $150 million without the participation of other groups.
We should note that Nobel and British Gas held discussions regarding the
joint development of the South Noa gas field, part of which evidently lies
in the Noa gas field and the other part of which lies in the areas where
British Gas has received rights from the Palestinian Authority. Furthermore
the partners in the Yam Thetis Project are examining the possibility of
working with British Gas, particularly with respect to transfer of gas from

Nobel informed the Petroleum Commissioner at the Ministry of National Infrastructures (hereinafter, the
“Commissioner”) of its intention to transfer its rights in the licenses of Eli, Guy and Deep Ashkelon (after
implementing certain changes) to the other partners in the Yam Thetis Project and to transfer the position of
operator in Eli, Guy and Deep Ashkelon (but not in the holdings of Ashkelon and Noa) to the Israeli operator,
Avner Oil and Gas Ltd. (the general partner of Avner Oil Exploration – Limited Partnership). As of the date of
this report, said transfer had not yet been made.
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Palestinian fields through the Yam Thetis production and distribution
system.
The estimates of the Company as set forth above regarding the cost of
Stage Two and for the reception station are forward-looking statements
that are based on current general cost estimates and the preliminary
estimates that Delek Investments and Partnerships have received from the
operator. As the project moves forward changes in this estimate are to be
expected.

1

10.2.3

Since the beginning of 2004, the partners of the Yam Thetis Project have
been supplying natural gas to the IEC in accordance with the natural gas
supply agreement of June 25, 2002. Similarly, the partners signed a supply
agreement for the provision of gas to Oil Refineries Ltd. (ORL), American
Israeli Paper Mills Ltd. and IPP Ashkelon Fuel Ltd. (subsidiary).
According to the conditions of the Ashkelon and Noa leases and according
to the Oil Law, the lease owners must develop the oil and gas reservoirs
and produce gas with proper diligence. In addition, the conditions of the
leases include rules regarding breach of contract, insurance against
environmental damage, abandonment plans and observance of international
conventions and state law, coordination with the Ministry of Defense and
rules regarding notification of the identity of the operator.

10.2.4

The joint work plan for the Eli, Guy and Deep Ashkelon licenses stipulates
that the partners must enter into an agreement with a contractor for at least
one drilling by December 31, 2006 and must begin drilling on one of the
licenses in the Mesozoic geological layer no later than December 31,
2007.

10.2.5

While developing the gas discoveries of the Yam Thetis Project, the Yam
Thetis Project partners received permits and licenses given in accordance
with and under the Oil Law and the Natural Gas Economy Law for the
purpose of establishing and operating a production and a transmission
system from the platform to the shore, as follows:
1

a.

License dated April 29, 2002 (as amended November 25, 2002) for
the establishment and operation of a delivery system according to
Section 10 of the Natural Gas Economy Law which deals with the
transmission system leading from the production platform to the
reception terminal near the Eshkol Power Station in Ashdod. The
above license includes various conditions, among them are rules
regarding breaches that will terminate the license, rules regarding the
connection of additional suppliers, connectivity fees, transmission
fees, insurance, guarantees and compensation, supervision of the
laying of the pipeline and rules regarding the handover of control
and means of control.

b.

A license dated February 25, 2002 for the establishment and
installation of the natural gas production platform. The above license
includes various conditions, among them rules regarding standards
and procedures for the building of the platforms, rules regarding
applying plans to the commissioner, coordination with the Ministry

The license was given to Yam Thetis Ltd. which is a wholly owned subsidiary of the partners in the Yam Thetis
Project.
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of Defense, coordination with the shipping sector, indemnification
for the government against third parties, compensation obligations of
the partners obligation to compensate the State for possible acts or
omissions by the partners regarding the operation of the platform
license and rules regarding insurance.
c.

An approval to operate the natural gas production platform dated
July 15, 2003. The approval will remain in effect as lon as the rights
for Ashkelon or Noa leases are in effect. The approval includes
directives, among others, regarding the rules and treaties for the
operation of the platform (American standards), evacuation of the
platform, adoption of security standards, environmental rules, rules
pertaining to the dismantling of the platform at the end of the
approval period, providing services to other suppliers, reports and
delivering of information, the responsibility to coordinate with
security and maritime authorities, as well as other instructions
regarding the indemnification of the State, compensation and
insurance requirements.

10.2.6

Exploration and production activities in the Yam Thetis Project are
performed under the Joint Operating Agreement of February 24, 1999 as
detailed in paragraph 10.2.1, above. The parties of the JOA are the partners
in the Yam Thetis Project.
According to the Joint Operating Agreement, Nobel was appointed as the
operator of the Yam Thetis Project. Nobel is an indirect subsidiary of
Nobel Energy, Inc. which is an US oil company active in the exploration
and production of oil and natural gas. Nobel Energy, Inc. is a public
company traded on the New York Stock Exchange (NYSE) under the
symbol: NBL.

10.2.7

Gas Reserves Discovered in the Yam Thetis Project: The following table
shows the changes in proven1 gas reserves in the Mari and Noa reservoirs
for 2004 and 2005. The changes are due to the sale of gas to the IEC and
from an updated estimate of proven and developed gas reserves in the Mari
reservoir (BCM2):
Proven gas reserves (Mari and Noa reservoirs)3 pre-production
Gas sold in 2004
Gas sold in 2005
Balance of proven reserves as of Dec. 31, 2005 (Noa and Mari
reservoirs)

1
2
3

BCM
31.7
(1.2)
(1.7)
28.8

The data regarding proven gas reserves are only those that have been "proven" (not including amounts that are
"probable" or "possible"). See also paragraph 10.21.7 regarding risk factors.
The data in this paragraph are for 100% of the reservoir (including the rest of the partners and royalties). BCM
is one billion cubic meters.
Pre-production reserves are in line with the reserve estimate report for the Mari and Noa reservoirs of March
2001, that was issued at the request of the operator of the Yam Thetis Project by a leading independent foreign
company that specializes in estimating oil and gas reserves, as was revised in two additional estimate reports
that relate solely to the developed reservoir at the Mari gas field (following the first report, the original
evaluation was reduced by 3.4% and the second was reduced by 0.6%). The aforementioned reports were
received from a different independent foreign company (NSAI), which is also one of the leading companies
specializing in estimating oil and gas reserves.
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It should be noted that in the financial statements of Nobel's parent
company for 2004, the number listed as the pre-production proven gas
reserves in the Noa and Mari reservoirs was 29.9 BCM.
10.2.8

Planned Activities for the Yam Thetis Project:
Throughout 2006 the partners of the Yam Thetis Project are expected to
continue construction of the permanent receiving terminal in Ashdod and
are evaluating additional development drilling, as mentioned above. As of
the date of this report, an exploration plan for Yam Thetis has not yet been
approved.

10.3 Exploration Activities of the Limited Partners outside the
Framework of the Yam Thetis Project
In addition to the production activity of the Yam Thetis Project, the partners are
engaged in exploration for additional oil and gas reservoirs within the framework of
permits and licenses granted under the Oil Law. What follows is a short description
of the oil and gas exploration activities of the limited partnerships in additional areas
that are not part of the Yam Thetis Project:
10.3.1

1
2

Ashdod I/9 Lease
Delek Drilling Partnership has participation interests of 21.766% in the
Med Ashdod lease excluding natural gas rights only. The lease conditions
of Med Ashdod establish mandatory drilling through the Jurassic layer (a
geologic layer found at depths of 5,000-6,000 meters) by May 1, 2007.
There is also a condition for the submission and approval of an
abandonment plan and a closing of accounts, subject to international
treaties and Israeli environmental laws as well as coordination with the
Ministry of Defense and provisions regarding the identity of the operator.
All the rights of Delek Drilling Partnership regarding the exploration,
production and use of natural gas (but not oil) were sold to Ratio Oil
Exploration (1992) – limited partnership 1 in accordance with the
agreement of October 28, 2004. Therefore this paragraph includes the
rights to explore, produce and use oil (not natural gas) and evaluate other
materials. Besides Delek Drilling Partnership that holds 21.766% of the
participation investment (excluding natural gas), the other main partners of
the Med Ashdod lease are Granite-Sonol Oil and Gas Drilling Limited
Partnership (35.0%) and corporations in the Isramco group (about 34.6%).
Isramco, Inc. is acting as the operator (see below, paragraph 10.3 "The
Operator").
Exploration Activities:
a.

Oil and gas exploration activities for 2002-2004 focused on the
location of prospects in the geological layers deeper than Pliocene
level (about 2,000 meters where gas is found). A three dimensional
survey that was performed on the lease area identified a number of
prospects for oil and gas at different geological levels. The operator
executed comparative studies in order to quantify the risk factors for
each prospect.

b.

On September 25, 2005, drilling began at Gad-1 as part of the Gad
enclave2, that was created as part of the Ashdod lease. Drilling was

As of the date of the report, the transfer of the rights has yet to be registered in the Oil Registry.
Following the abandonment of the Gad-1 drilling, the Gad enclave will not be registered in the Oil Registry.
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planned for target production of gas at a sea depth of 100 meters. On
November 13, 2005, the operator announced that Gad-1 drilling had
reached the final depth (2,550 meters). On November 16, 2005, the
operator announced that electrical tests showed that the target layers
were saturated with water, and it was thus decided to abandon the
drill. The Partnership's share in the aforementioned drill was 9%,
and its relative share in the drilling costs amounted to approximately
$1.5 million.
10.3.2

Agreement with Ratio regarding Rights in the Med
Ashdod and Med Yavne Leases
On October 28, 2004 Ratio Oil Explorations (1992) and Delek Drilling
Partnership signed an agreement where Delek sold all of its rights in I/8
Med Yavne lease (8% out of 100%) and all of its rights regarding natural
gas in I/9 Med Ashdod lease (21.766% out of 100%) The agreement with
Ratio was reached in light of the directive form the antitrust commissioner
that future purchases of oil rights in the Yam Thetis Project according to
the September 1, 2000 agreement are contingent upon the sale of Delek
Drilling Partnership's natural gas rights in Ashdod and Yavne leases. In the
framework of the agreement there are definitions of the method in which
future activities in Med Ashdod will be acted on – specifically regarding
the division of rights as indicated above (among other things, regarding
decision making on work plans in the lease area). In exchange for the
rights, Ratio assumed all of the obligations of Delek Drilling Partnership,
according to existing agreements, for the payment of royalties of its part of
the lease areas mentioned (including royalties to Delek Investments and
Delek Energy). In addition to the said royalties, Ratio is obligated to pay
Delek Drilling Partnershipoverriding royalties at a rate of 0.625% from its
part in any future production from the above oil lease areas. On February 7,
2005 the antitrust commissioner approved that he does not see any reason
to intervene in the agreement between Delek Drilling Partnership and Ratio,
so long as a number of conditions detailed in the February 13, 2005
immediate report are upheld. Among these conditions are that Delek
Drilling Partnership will give up the right of first refusal it has with Ratio
should Ratio decide it is no longer interested in participating in the natural
gas drilling.

10.3.3

308/Michal and 309/Matan Licenses
On May 3, 2005, the Limited Partnerships entered into a farm-out
agreement with Dor Chemicals Ltd., Dor Gas Exploration LP (jointly
referred to as: the “Transferors”) and Isramco Negev 2 LP (Isramco)
according to which the Transferors agreed to transfer to each of the limited
partnerships, without consideration, 15.1975% of the participation rights in
the 30/Michal and 309/Matan licenses (in this section - the “Licenses”).
The rights transferred are rights the Transferors received when British Gas
exited the licenses. The additional principle partners are Isramco
(approximately 30.4%) and STX (approximately 30.6%). It was further
stipulated in the agreement that in light of BG’s exit from the licenses,
Isramco Inc. would be appointed as the temporary operator of the licenses
for an interim period of up to 60 days, during which Isramco and the
limited partnership would act to identify an operator with international
experience who would be added to the Licenses (in this section – the “New
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Operator”) and have up to 25% rights in the licenses (to be transferred to it
by Isramco, Delek Drilling LP and Avner, according to their proportional
shares). Furthermore, it was agreed that if one of the other partners to the
Licenses gives up rights to the Licenses (in this section - "Returned
Rights"), half of the Returned Rights will be transferred to the limited
partnerships (in equal parts) and half of the Returned Rights to Isramco. In
such as case, it will be possible to increase the New Operator’s rights in the
Licenses up to 49% of the rights in the Licenses (following the decision of
the partners on the rights to Tamar drill. As outlined below, the rights of
the Operator will not exceed 40%).
In accordance with the approval of the Petroleum Commissioner given on
May 26, 2005, the term of the Licenses was extended through December 2,
2006. Under the terms of extension of the Licenses, it was determined that
by June 2, 2006, the partners must submit an agreement with an operator or
a contractor for performance of drilling to the Commissioner, and the
operator must be approved by the Commissioner. It was further determined
that if said conditions are met, the Commissioner would act to extend the
term of the Licenses for the maximum term allowed by law, meaning
through December 2, 2007. The extension of the Licenses was granted
following notice the partners to the Licenses gave to the Commissioner of
their intention to drill at the Tamar 1 well, subject to the addition of a
professional operator with experience in deep-water drills and provided
that the cost of drilling does not exceed $40 million.
In meetings between the partners in the Michal and Matan licenses held in
December 2005 and January 2006, the partners approved, as a work
assumption, a drill budget for Tamar of $60 million (including production
tests). Based on the aforementioned work assumption, a different
distribution of the rights in the Licenses was determined, following which
the share of each of the limited partnerships will grow to 20.975%. During
the aforementioned partners’ meetings, budgets were approved for the
employment of an external consultant to locate an experienced
international operator and agreement in principle to enter into an
agreement with an international consultant for engineering and drill
management. The partners to the Licenses even approved in principle to
order long-term items, such as well head, reinforcement pipes, etc., as will
be defined when planning the drilling.
10.3.4

License 325/West Rishon
Each of the limited partnerships has 40% of the rights (out of 100%) in
License 325/West Rishon (”West Rishon License”). Federman Enterprises,
Ltd holds the remaining rights in the aforementioned license. (20%).
According to the conditions of the West Rishon License, the partners of the
aforementioned license must, among other things, drill to a depth of 1,800
meters by no later than January 1, 2007. As of the date of this report, the
partners have decided not to advance any additional activities under the
License and to endeavor to find new partners for the aforementioned
project.

10.4 Oil Exploration in Vietnam
10.4.1

Delek Vietnam, a wholly owned subsidiary of Delek Energy holds 25% of
the participation rights in an oil exploration project in Vietnam
(hereinafter: “The Project”) that includes oil assets in Blocks 12W and
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12E, which are located 400 km southeast of the Vietnamese coastline at a
water depth of 100 meters.
10.4.2

Premier Oil Vietnam Offshore, BV (hereinafter: “Premier Vietnam”), a
subsidiary of Premier Oil, a British company active in the field of
international oil and gas exploration and production, holds the remaining
75% of the project and acts as the project operator.

10.4.3

The rights of Delek Vietnam and Premier Vietnam in the project are
subject to an option held by the Vietnamese government's oil company
(Petro-Vietnam) for the purchase of 15% of the rights. It is also subject to
an overriding royalty of 3.8% to Texas-based US company, Opeco.

10.4.4

As part of the agreement Premier Vietnam has undertaken to execute a
total project work plan that includes, among other factors, a seismic survey
and a verification or exploratory drill. It is further obligated to take upon
itself Delek Vietnam's part in the work plan.

10.4.5

The oil and gas exploration project in Vietnam is currently in Stage Two of
the agreed upon work plan in Block 12E, scheduled for completion on
Sept-19-2006.

10.4.6

The Project Operator, premier Vietnam, has proposed – for time and cost
savings considerations – to conduct the verification drilling in the area of
the Dua oil field, as a first drill. The drilling is scheduled to begin in April
2006. In the event that the drill results are positive, the partners are
planning to conduct a sidetrack drill as well, to examine the southern part
of the Dua oil field.

10.4.7

Upon the completion of the verification drill in the Dua oil field, the
exploration drill in block E12 is expected to begin, down to a depth of
4,000 meters.

10.4.8

The second stage of the work plan in block 12W, which consists of a
seismic survey as part of the supplemental seismic coverage of blocks 12E
and 12W, will begin at the end of the second quarter of 2006. The overall
budget for the seismic operations (100%) totals approximately $1.6
million.

10.4.9

To date, the partners in the project have approved a budget for 2006
amounting to $16.9 million, including only the performance of the
verification drill at the Dua oil field. According to this budget, the
company’s expenditures on account of the operations in this project until
the end of 2006 were expected to amount to $950 thousand, due to the fact
that Premier Vietnam is assuming full responsibility for the entire project
costs until the completion of the first drill. In view of the expected changes
in the work plan, the Project Operator is currently formulating the updated
budget for 2006. The additional budget, on account of the supplement to
the work plan that includes the sidetrack drill at the Dua oil field, the
exploration drill in block 12E an the seismic work, is currently estimated
(100%) at a total of $24 million, of which the company’s share (25%) is
expected to amount to $6 million. In view of the above, and in the event
that the updated budget for 2006 is approved, the company’s share in the
project’s budget for 2006 is expected to amount to $7 million.

10.4.10 In addition, the company is also working to locate additional investment
opportunities in oil and gas exploration worldwide.
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10.4.11 The company's estimations regarding the execution of these activities in
the Vietnam project is forward-looking information based on estimates
regarding the obligations of the operator and the keeping of timetables as
well as the costs associated with oil exploration in Vietnam. These
projections may not come to be if technical difficulties arise in the
execution of the drill and/or if the drilling rig does not get to the location
on time; and/or if Premier Vietnam will decide not go through with the
drill and/or if other non-foreseeable circumstances relating to oil and gas
exploration.

10.5 Products and Services
On the date of this report, the partners in the Yam Thetis Project are supplying
natural gas to IEC and ORL from the Mari reservoir. IEC and ORL use the natural
gas as an energy source. As more gas and/or oil is discovered the Company will look
to sell it.
10.6 Segmentation of Revenues and Profitability - Products and Services
Regarding the revenues and the profits of the Company from the sale of natural gas
as well as royalties, see Note 35 to the financial reports
10.7 Customers
As of the date of the report, the partners of the Yam Thetis Project have signed four
agreements for the sale of natural gas to various customers.
10.8 Marketing and Distribution
10.8.1

The Yam Thetis Project partners are making efforts to market the natural
gas from the Mari and Noa reservoirs to potential customers. Similarly, to
the best of the Company's knowledge there are negotiations between the
partners and the IEC to increase the amount of natural gas purchased by the
IEC from the fixed amount sold according to the agreement. It should be
noted the progress of other negotiations and the actual consumption of
natural gas is dependent upon the progress of the construction of a national
transmission system that will allow the transmission of natural gas to the
interior of the country.

10.8.2

As natural gas is discovered in the Vietnam exploration project, Delek
Energy and its partners will have to market the gas to the local Vietnamese
market and to reach agreements for the use of the delivery systems owned
by third parties from the gas exploration area in Vietnam to the coast.

10.9 Order Pipeline
Regarding the binding natural gas supply contracts of Delek Investments and the
limited partnerships, see paragraph 10.19, below. On the date of the report, it is not
possible to estimate, at a high level of certainty, the consumption of gas based on the
existing supply contracts, particularly in light of the uncertainty of when the Reading
Power Station will begin operating on natural gas and the delays that may affect the
schedule for connecting the power stations and additional consumers to the gas
transmission system.
10.10 Competition
At the date of this report, the Yam Thetis Project partners are the only entities
supplying natural gas in Israel. The partners believe that the other potential suppliers
include:
10.10.1

The EMG Group, which holds import licenses for Egyptian gas and has
entered into an agreement for the supply of natural gas to the IEC.
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10.10.2 British Gas, which as reported, has found reservoirs off the Gaza coast of
similar scope to the Mari reservoir.
The company believes that these groups are capable of supplying substantial
amounts of gas to the Israeli market. However, due to the extended period EMG will
need to build the infrastructure required to supply gas from its gas reservoirs, the
partnership believes that the Yam Thetis Group will remain the sole supplier of
natural gas in Israel through at least 2007.

10.11 Seasonality
The demand for gas by the IEC fluctuates with seasonal change in the demand for
power and with the IEC's maintenance plans. In the third quarter (summer months),
the demand for electricity increases substantially, translating into greater demand for
natural gas.
10.12 Facilities and Production Capabilities
As of the date of this report the Yam Thetis Project partners have entered into
binding agreements for the sale of approximately21.5 BCM of gas, about 68% of the
total estimated reserves in the Yam Thetis Project reservoirs. The production
capabilities of the project include, among others, a production platform, an
underwater pipeline of 42 km for the transmission of gas, a temporary reception
terminal at the Ashdod shore (construction of a permanent terminal to replace it has
began). The production facilities are constructed for natural gas production capacity
of 600 million cubic feet of gas per day (equal to 6 BCM per annum).
10.13 Human Resources
The company's operations in the Energy Sector are managed by a CEO, joint CEO in
Delek Energy Systems, a manager in the general partnership Delek Drilling
Partnership as well as the general partnership of Avner Partnership. In addition, the
company is assisted by the company's employees and outside consultants (among
others, geologists) as required. It should be noted that in the operating agreement of
the Yam Thetis Project, where most of the Company's energy activities are
performed, Nobel was appointed as operator. Nobel employs the necessary
employees for the management and operation of the project (including those
employed to operate the production platform). The general partner of Avner
Partnership was appointed as the Israeli operator who is responsible for representing
the project before the relevant authorities in Israel.
10.14 Working Capital
Payment from the sale of gas to the IEC is received the month after the gas is
supplied, no later than the 20th of the month that the bill is sent or 15 working days
from the date the bill is sent. Payment from the sale of gas to ORL is received no
later than thirty days from the date of the billing period (as defined in the agreement
with ORL) or 20 days from the date of receipt of the monthly bill for the previous
billing period. The payments by the limited partners and/or Delek Investments
and/or Delek Energy to the operators of the joint ventures are paid in accordance
with the conditions detailed in each joint operating agreement. According to the gas
supply agreements, the suppliers are responsible to uphold the natural gas
specifications detailed in the agreements.
10.15 Financing
10.15.1 Bank Financing:
On May 22, 2003 Delek Investments and the Limited Partnerships entered
into agreements with Bank Leumi LeIsrael, BM . and Bank Hapoalim Ltd.
(the Banks) for interim credit to finance their part of the expenses in the
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development of the Yam Thetis Project. The loan was due, according to the
agreements mentioned above, on March 31, 2005. On March 9, 2005 the
loans were repaid from the financing sources of the project financing, as
described below. In should be noted that the interim financing was backed
by guarantees form companies in the Delek Group for the full value of the
loan.
10.15.2 Project Financing:
a.

On March 9, 2005 a Special Purpose Company (SPC) formed by
Delek Investments and the partnerships called Delek and Avner
Yam Thetis, Ltd (the "SPC") issued bonds to institutional investors
in the US.

b.

The SPC sold the bonds totaling $275 million to institutional
investors in the US according to SEC rule 144A (herein "the
Bonds"). $175 million were at a fixed annual rate of 5.326% and
$100 million were issued at a floating rate based on 3 month LIBOR
plus yearly interest margin of 1.1%. Delek Investments part of the
bonds is $25 million, Delek Drilling Partnership's part is $130
million and Avner's part is $120 million.

c.

The bonds pay quarterly until August 1, 2013 according to the
payment schedule set forth in the bond documentation (based on the
estimate of the expected supply of gas to the IEC). Notwithstanding
the payment schedule, , in the event the actual gas sales to the IEC
exceed the forecast, it will be possible to pre-pay the floating rate
bonds after two years from the issuance of the bonds, without an
early redemption penalty. However, in the event the bonds are not
paid according to the payment schedule due to diminished IEC gas
consumption, such non payment will not be considered a breach of
the bond, provided however that a certain minimum is held.

d.

The bonds were issued as non-recourse loans for Delek Investments
and the Partnerships except for the right of refund by the charged
assets backing the bonds as described in paragraph 10.15.3.

e.

In addition, Delek Investments and the partnerships took upon
themselves a number of covenants which include the following
obligations:
(1)

Not to sell any of their holdings in the Ashkelon Lease.

(2)

Not to vote in the operating committee for the execution of
additional operations that are not for the purpose of gas
production for the use of the IEC, subject to a number of
conditions, mainly,: (1) That they have available the monetary
resources necessary for the full financing of the additional
operations and they have given assurances to the trustee of the
bonds that the monetary sources are available and are
earmarked for the additional operations, until they are fully
completed; (2) The vote for additional operations have been
approved by a majority of the bondholders; (3) Approval by
the ratings agencies that the additional obligations will not
negatively effect the ratings of the bonds.
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(3)

f.

g.

Not to agree to obligate to change or expand the production
system except under the following conditions that are detailed
in the financing agreement, whose main points are: (1) The
trustee to the bondholders received an opinion indicating that
the changes will not negatively effect the supply of gas to the
IEC; (2) The necessary changes were made to the insurance
policies; and (3) The changes are not in breach of the law.

According to the financing documents, the monies received from the
IEC for the sale of gas will be deposited in an account that will be
charged to the bondholders, such that all necessary payments for the
operations and the production of the gas will be paid from the said
account. The transfer of access cash to Delek Investments and the
Partnerships, from the said accounts are subject to the following
conditions as detailed in the financing documents, mainly:
(1)

There was not breach of the financing documents;

(2)

Reserves were deposited, in full;

(3)

The cover ratio for three months and for 12 months prior to
the distribution date did not fall below 1:1.25.

(4)

The cover ratio for three months and for 12 months
subsequent to the distribution date will not fall below 1:1.25.
Regarding sub-sections 3 and 4 above, the cover ratio of the
debt will in principle be the ratio between the net revenues
(after expenses and royalties) and the debt that needs to be
repaid during the same period.

(5)

The cover ratio for the rest of the loan cannot fall below 1:1.3.
In this paragraph 5, the cover ratio for the rest of the loan is,
in principle, the ratio between the current value of all expected
net revenues (after expenses and royalties) until full
redemption of the bonds and the balance of the loan fund.

It should be noted that on March 7, 2005, Moody’s gave a final Baa3
rating to the bonds, and on April 22, 2005, Standard and Poor’s gave
them a final rating of BBB-. On February 22, 2006, S&P published a
second update to the credit report, according to which the bonds
were rated as having a stable outlook. The reports of the ratings
agencies can be inspected by the public at the Company's internet
site – www.delek-group.com.

10.15.3 Charges:
In order to guarantee payment of the above bonds, Delek Investments, the
Partnerships and the SPC have charged the following assets: Ashkelon
lease and the license to operate the platform, the agreement with the IEC,
the joint operating agreement (regarding the agreement with the IEC, the
rig and the rest of the equipment used for the production of gas for the
IEC), the insurance policies, shares in Yam Thetis Ltd. (the license owner
for the delivery pipeline), hedging agreements and bank accounts of the
SPC (including, among other things, the account where the receipts from
IEC will be deposited, as well as where the monterey security will be
deposited for the service of the debt and the building of the receiving
terminal).
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10.16 Taxation:
10.16.1 The Partnerships are not assessees according to the Income Tax Rules (new
version), of 1961 (the Order). Revenues, expenses, profits and losses of
each of the partnerships are assigned to the general partner (according to
his part of the partnership) and to the holders of the Participation Units
who are the "eligible holders", according to their relative share in the
partnership. The "eligible holders" are those who hold Participation Units
as of December 31 of the tax year.
10.16.2 The Eligible Holders are subject to paragraph 63 of the Order and
paragraph 13 of Tax Law (the Inflation Adjustment), 1985. Accordingly,
each Eligible Holder is responsible for his portion: Of the revenues for the
tax year: Of the partnership's search and development (according to the
regulations of the Income Tax Authorities -1956 regarding deductions from
revenues for holders of oil rights): Of the revenues and/or expenses of the
respective Eligible Holder which is to be included in the reports that he is
obligated to submit according to the Rule: Of the deduction of the depleted
reserves according to Income Tax Regulations (regarding deductions for
oil rights holders) of 1967, as explained below:
a.

When determining the income liable for tax of the owner of the
benefit in a certain year (as defined by the regulations) there will be
allowed a deduction of depletion of the reservoir in the same tax
year and from the same benefit (herein "Depletion Allowance").

b.

Depletion Allowance will be the larger of the two, as follows:
(1)

By percent – 27.5% of the gross income for the tax year,
meaning sale proceeds less royalties, but not more than 50%
of the net income attributed to the relevant filer for the same
tax year.

(2)

Cost depletion, as follows: Divide adjusted cost (cost, less
accrued depletion allowances to date) at the beginning of the
tax year, by the number of units of gas each relevant filer has
in "reserve" at the beginning of said year, times the number
of units of gas for that filer, that was produced and used,
during the tax year.

10.16.3 Delek Energy and its consolidated companies had final tax assessments up
to and including the year 2000. As of December 31, 2005, Delek Energy
has accumulated tax losses of NIS 300 million.

10.17 Environment
Drilling activities have environmental risks associated with them which could result
in an oil blowout or spill and/or gas leak. The Oil Law and its regulations stipulate
that, among other things, the drilling shall be accomplished with caution such that
there will not be uninhibited liquids and gases flowing from one geological layer to
another. In addition, wells need to be sealed before they are abandoned. During the
execution of a drill and/or during the production of the oil and gas, insurance against
environmental damage must be attained against unsupervised spills of oil and/or
leaks of gas, at unacceptable amounts.
As stated above, the licenses and the permits that the Yam Thetis Project partners
received, include obligations of the partners to comply with the environmental rules
that were set.
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10.18 Supervision and Restrictions in the Energy Sector
10.18.1 The Israeli Petroleum Law – 1952 ("Petroleum
Law")

1

a.

Oil exploration in Israel is regulated mainly under the Petroleum
Law as amended (the Law), as well as the Petroleum Regulations 1953 that were set up in accordance with the Law (the
Regulations).

b.

The Law stipulates, among others, that oil exploration can only be
done with "preliminary permit", a "license" or a "Lease Certificate"
(as determined by the Law). No person may produce oil except
without first obtaining a license or a lease certificate.

c.

Early tests (not including test drills) in any area in order to evaluate
the prospects for the discovery of oil in the area are contingent upon
receiving a "preliminary permit". The Law allows preemptive rights
to a holder of a preliminary permit on that particular area on the
condition that he commits to execute early tests and investments for
the exploration of oil as determined by the proper authorities.

d.

A "license" allows the holder, in conjunction with the law's
instructions and the conditions of the license, the rights to explore
for oil in the area of the license in conjunction with a plan that needs
to be submitted to the petroleum commissioner, according to the
Law. The license holder also has exclusive rights to execute test
drills and development drills in the license area and to produce oil
from it. The license is given for an original period of three years and
can be extended, according to the Law, for a period that will not
extend beyond four years.

e.

If the license holder finds oil reserves he can get an extension for
enough time that will allow him to set the boundaries of the oil field,
but not more than two years and for a specific lease that includes the
special right to explore and produce for the entire duration of the
lease. The "lease" is given for a period of up to 30 years from the
period first given, but if the lease was given as a result of a
discovery of oil via a license, the original expiration date of the
license is the start date of the lease. Leases can be extended,
according to the Law for an additional 20 years. The lease can expire
after a proper notice is given by the minister responsible for the
Law, if the owner of the lease did not produce or stop producing oil
in commercial amounts.

f.

The Law obligates, among other things, the lease holder to pay the
State royalties at a rate of one-eighth of the amount of oil produced
from the lease area (excluding the amount of oil the holder used to
operate the area)1. However, the royalties will not be less than the
minimum royalties as determined by the law.

g.

The Law also determines that the "commissioner" (as defined by the
law) is authorized to cancel the oil rights or the preemptive right if
the rights holder has not fulfilled the instructions of the Law or the

Regarding the agreement with the petroleum commissioner for the calculation of the royalties, see note 36g of
the financial reports.
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conditions of the oil rights or of the preliminary permit: Or that he
did not act in accordance with the work plan as submitted or if he
was late with its execution: Or if he did not invest in oil exploration
the amounts promised. In any event this can be done after a warning
in writing that was passed to the rights or preliminary permit holder
sixty days prior.
10.18.2 Natural Gas Economy Law – 2002
a.

In January, 2002 the Natural Gas Economy Law was passed and
published. The law deals with rules and regulations for the
transmission, marketing and supply of natural gas.

b.

The law's goals are, among others, the creation of conditions for the
development of the natural gas sector in Israel through the private
sector and the establishment of competition in accordance with
government policy. It also sets the operational standards of the
industry.

c.

The Natural Gas Economy Law asserts that, among other things, the
following activities are not permitted unless specifically allowed in
the license as given by the National Infrastructure Minister (the
Minister), according to his conditions:
(1)

The establishment and operation of a transmission system or a
part of it.

(2)

The establishment and operation of a distribution system, or a
part of it.

(3)

The establishment and operation of a liquid natural gas
facility.

(4) The establishment and operation of a storage facility.
The Natural Gas Economy Law states that a license can only be
issued to an Israeli corporation that was incorporated under the
Israeli Companies Law – 1999.
d.

The Law states that the following shall not sell or market natural
gas:
(1)

The holder of the transmission license.

(2)

An electricity producer or anyone who deals with oil
refineries at a rate of greater than 10% of the oil refined in
Israel.

(3)

Whoever is a controlling shareholder (as determined by the
banking law – 1981) or whoever is a linked to those stated in
sub-section (2), above.

(4)

A corporation in which of those stated in section one or two
above, is a controlling shareholder or has an interest to one,
excluding a corporation that the Minister allows to deal in
the sale or marketing according to this law.

(5)

A corporation whose controlling shareholder or one who
holds the control in such corporation (as determined in the
Companies Law, 1999) which holds a transmission license
or controlling corporation.
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(6)

A corporation whose controlling shareholder is the
controlling shareholder in the corporation stated in section 2,
above.
The instructions of paragraph 'd' above do not pertain to the holder
of a transmission license that was issued according to paragraph 10
of the Natural Gas Economy Law that the Minister can issue, in
consultation with the petroleum commissioner, to a supplier of
natural gas, without a tender, permission to construct and operate
pipelines and relating gas facilities for the sole purpose of
transporting natural gas of the supplier or other gas suppliers to the
facility for the processing of the gas for the connection to the
transmission system of another transmission license holder. The
transmission license may include conditions for the fulfillment of the
goals of the law and for the establishment of its rules, including the
capacity of the pipeline for other natural gas suppliers and for the
construction of additional pipelines for them. The license must set
the terms regarding a return of the costs of constructing the
additional pipelines.

e.

A transmission license will be assigned via tender that the
government appointed tender committee will publish. The Minister
will determine the term of the license as long as it is not more than
thirty years – non-extendable. (There is nothing to prevent a current
holder from applying for a tender for a new license). The Minister,
in agreement with the Finance Minister is permitted to determine in
the license given under the tender the amount of royalties or the
license fee to be paid to the State treasury, as well as the method of
calculating the royalties and the method of payment. If these items
were part of the tender, they will be as the tender determined. The
Minister is also permitted, in agreement with the Finance Minister
and with the approval of the Finance Committee of the Knesset
(Israel's parliament), to determine the payments and royalties of a
license holder if the license was attained without a tender.

f.

The Minster is permitted to give the lease holder, without a tender or
other public announcement, as long as the lease in effect, a gas
storage license for gas that has not been produced by the gas
reservoirs in his lease area. Similarly, the Minister is permitted to
instruct the lease holder, as long as the lease is in effect, to give
others storage services in the reservoir that is in the lease area and to
determine the conditions for the services, after the lease holder has
been permitted to argue his case – if an ordinance was given then the
lease shall be deemed as holding a storage license.

g.

A holder of a transmission license cannot deal in the sale or
marketing of natural gas except under the conditions determined by
the Law. The law stipulates that a corporation whose controlling
shareholder or one related to a controlling shareholder, holds a
distribution license is authorized to sell or market natural gas in
amounts that does not exceed one-third of the amount that can be
transferred through the transmission system and will be authorized
to market an additional quantity of gas so long as it is not more than
one-half of the use of natural gas in Israel, not including the amount
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of gas that the IEC uses during the same period. The holder of a
distribution or transmission license according to paragraph 10 of the
law is permitted to sell and market gas according to the terms of
their license, so long as it is from a separate corporation and has
separate management and financing between corporations.
h.

The Law allows the Minister, with the approval of the government,
to instruct government companies that purchase more than half of
the natural gas transmitted by the transmission system during a
specific period to purchase the natural gas from a specific lease
holder. The instruction will include reference to a specific time
period and quantity that will be purchased from the lease holder and
at a price and under the same conditions as the company purchases
or can purchase natural gas from other suppliers during the same
period.

i.

A lease holder who received a license, before the commencement of
the Natural Gas Economy Law, according to paragraph 35-b of the
Petroleum Law (for the building of pipelines) will be authorized to
receive a transmission license according to paragraph 10 of the
Natural Gas Economy Law, regarding pipelines that need approval –
this license will replace the approval that was issued under
Petroleum Law.

10.18.3 Antitrust
a.

On October 11, 2000 the antitrust commissioner (the Commissioner)
gave his consent to conclude the purchase agreement by Delek
Investments and the Limited Partnerships of rights of Reading &
Bates in the Yam Thetis Project. This consent, as updated, was
subject to the following conditions:
(1)

At a date not later than that determined by the Commissioner
(a date which has been postponed several times), Delek Group
will not hold (including groups associated with it), directly or
indirectly, the rights in the offshore oil and gas exploration
project known as Med Ashdod, The Ashdod Enclave, Med
Yavne (the Med Project): Or that the holding of the Delek
Group in Yam Thetis will be reduced to a level that is not
greater than its Yam Thetis holdings as of August 1, 2000. In
discussions held with the Commissioner, the Commissioner
confirmed that the sale of the natural gas part of the Med
Project will fulfill the conditions.

(2)

There will be a separation of personnel such that information
will not be exchanged relating to natural gas between the Yam
Thetis and the Med projects (that is, Med Yavne and Med
Ashdod).

(3)

Any purchase of holdings by the Delek Group (including
groups associated to it) at a level of 5% or more in a
corporation dealing with the exploration, production,
distribution, marketing or sale of natural gas in Israel, requires
the prior approval of the Commissioner – if the corporation
has natural gas reserves. As stated in this subsection three, this
does not pertain to the Yam Thetis Project.
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As described in paragraph 10.3.2 above, on October 28, 2004 Delek
Drilling Partnership entered into an agreement to sell its part of the
natural gas rights in the Med Yavne Lease and the Med Ashdod
Lease to Ratio (the sale of the lease Med Ashdod was restricted to
natural gas only).
10.18.4 Approvals by the Income Tax Authorities.
By the authorization of the income tax authorities that was given to the
Partnerships at the time of their establishment, the limited partnerships
committed not to take loans for more than 2-3% of the amount raised from
investors in the partnership without prior approval from the income tax
authorities.

10.19 Material Agreements
Delek Investments, Delek Energy and the Partnerships entered into certain material
agreements that were in effect as detailed below throughout the period of this report.
10.19.1 Joint Operating Agreement for Yam Thetis Project
Below is a summary of the main provisions of the joint operating
agreement for the Yam Thetis Project:
a.

The goals of the agreement are to determine the mutual rights and
responsibilities of the sides relating to activities of the licenses for
Yam Thetis as detailed in the agreement, including exploration,
estimation, development and production of hydro-carbon reserves in
the area.

b.

The agreement states that Nobel will be the operator according to the
JOA and will be exclusively responsible for the management of the
joint operations. The management of the joint operations will require
the operator to, among other things, execute the joint operations
according to the conditions of the marine licenses and the rules that
pertain to them, the JOA and the instructions of the operating
committee: To manage all the joint operations with diligence and in
a secure and efficient manner according to the good and prudent oil
field and conservation practices that are accepted in the international
oil industry, under similar circumstances. The operator will also be
required to submit to the insurance arrangements and instructions
detailed in the joint operating agreement. The agreement states that
the operator is obligated, after receiving reasonable prior notice, to
permit representatives of any side at any reasonable time and at their
cost and responsibility, access to the joint activities including the
right to view the operations, to evaluate the joint equipment and to
perform financial audits according to the accounting procedure set
forth in the agreement.

c.

The operator will determine the number and identity of the workers,
their work hours and the salary that will be paid to them regarding
the joint operation. The operator will employ only those workers,
consultants and agents that are reasonably necessary for the
performance of the joint work plan.

d.

Except as otherwise set forth, the operator (and for this matter all the
directors and officers, the related companies and their directors and
officers – the "Indemnified Group") will not bear responsibility
(except for their portion of the marine licenses) for any damage,
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loss, costs, expense or liability that arise due to the implementation
or non-implementation of the functions and job of the operator. The
indemnified group are released from liability to the parties that are
not the operator, from damage, loss, costs, expenses and liabilities
that are a result or are due to the implementation or lack of
implementation of the work plan even if it were caused by a
previous deficiency, negligence (exclusive, joint or parallel, gross
negligence, complete responsibility or any other legal fault of the
operator or any Indemnified Group).
e.

The operator is due an operating fee calculated from the overall
expenditures of the joint venture as detailed below:
Annual Expenses

Rate Paid to Operator
(as % of Direct Expenses)

Up to $4 million

4%

From $4-7 million

3%

From $7-12 million

2%

Over $12 million

1%

Regarding the expenses relevant to development and production
activities of the Yam Thetis Project, it was agreed between the
parties that these expenses that started January 1, 2004 will be paid
1% to the operator until a limit of $20 million and 0.85% for the
amount that exceeds such amount.
f.

Except as otherwise stated herewith, the parties of the joint operating
agreement, relative to their participation in the Yam Tethys licenses,
will defend and indemnify the operator and the Indemnified Group
of all damages, losses, costs, expenses (including legal costs), and
unforeseen costs that will arise from lawsuits or other legal demands
made by any person, or legal entity that are a result of the joint
actions even if they were caused, in full or in part, by a prior defect
and negligence (exclusive of joint or parallel, gross negligence,
complete responsibility or other legal fault of the operator or other
member of the indemnified group, as stated).

g.

Nothing stated in the JOA releases the operator from his portion
relative to his rate of participation from any damage, loss, cost,
expense or unforeseen causes or that was the result of joint
operations. Notwithstanding the above, if as supervisory officer or
the operator or the other companies are involved in gross negligence
that causes the parties damage, loss, cost, expense or unforeseen
lawsuits or other legal demands, as stated above, then in addition to
his part as a participant in the licenses, the operator will only be
responsible for the first $1 million in damages, loses, costs or
expenses.

h.

According to the joint operating agreement Avner Oil and Gas Ltd
was appointed as the Israeli operator to fulfill tasks, functions and
services in Israel for the benefit of the joint operations, with
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coordination from Nobel. The functions of Avner Oil and Gas
include, among others, coordination with the governmental
authorities, management and accounting services for the payment of
local bills, advancing the project for all related to downstream
infrastructure, and in general to fulfill the same tasks and provide the
same services that are normally provided by a local representative,
as well as all other reasonable services that Nobel or the operating
committee may request. As consideration for these services, Avner
Oil and Gas Ltd. will receive operating fees of $20,000 (plus VAT)
per month.
i.

The parties established, as part of the agreement, an operating
committee whose tasks and authority is to oversee and approve the
joint operations as needed to fulfill the conditions of the licenses that
are subject to the operating agreement. The operating committee is
composed of representatives of the parties such that each has voting
rights equal to its share in the project unless otherwise stated in the
joint operating agreement. All other decisions, authorizations and
activities of the operating committee regarding any suggestion
brought before it, will require a positive vote by two parties or more
(that are not affiliates of each other) who hold together at least 51%
of all of the participation rights in the license area to which the
decision relates.

j.

The joint operating agreement set procedures regarding the approval
of a work plan, budgets and approval for expenditures. The operator
is required, as and to the extent practicable, to issue tenders for
contracts for all services above $100 thousand.

k.

The agreement stipulates rules regarding activities that are sole risk
(in which not all the parties participate).

10.19.2 Agreements for Project Financing
The Partnerships and Delek Investments entered into financing agreements
whose main conditions are set forth in paragraph 10.15.13, above.
10.19.3 Agreement with the IEC

1

a.

On June 25, 2002 the Yam Thetis Project partners (sellers) and the
IEC entered into a natural gas supply agreement.

b.

The term of the agreement is until the earlier of (1) July 1, 2014; or
(2) the amount of gas provided reached the equivalent of 643 million
MMBTU1 (about 18 BCM, or the entire contractual amount).

c.

Either the sellers or the IEC are authorized to terminate the
agreement if either of the parties (and for the seller, any of them) to
the agreement performs an act of bankruptcy (as detailed in the
agreement) at least 30 days ahead of time, indicating difficulty
executing the terms of the agreement. The parties have agreed not to
use this tool for the ending of the agreement except in circumstances
where there are significant problems for continuing the terms of the
agreement – and only 90 days after one side has breached the

MMBTU equals one million BTU
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agreement (or less time if indicated in the agreement concerning the
breach).
d.

Subject to the terms of the agreement, the sellers agree to supply and
sell and the buyers agrees to consume and pay for, and in a period of
non-consumption, to pay for the gas in the amounts, periods and
methods as detailed in the agreement.

e.

The agreement also states that the buyer will not be limited in the uses
it makes of the gas that it purchases via the agreement or for the
purposes for which it purchases the gas. Similarly, it is determined
that without breaching its obligations regarding gas reserves, the
sellers will not be limited to sny particular sources of the gas which
they supply (either from Israel or abroad) to the IEC, according to the
agreement

f.

The sellers will make sure that during the term of the agreement they
will have remaining reserves in their reservoirs of at least 130% of the
remaining TCQ (the total contracted amount remaining after
deducting gas which was supplied by sellers according to the
agreement). The agreement sets instructions for the reporting on and
supervision of the remaining reserves regarding specific instructions
and adjustments in the agreement in case that the sellers don't have
enough reserves to satisfy the reserve percentage stipulated in the
agreement.

g.

The agreement stipulates the annual contracted gas quantity which
changes over the period of the agreement according to the pace at
which the transmission system is completed and connected to the
power stations of the buyer in a way that allow delivery of the gas at
the specific power stations (the annual contracted amount).

h.

The supply of gas according to the agreement is on an hourly basis
with a minimum and maximum amount set per hour, in accordance
with the procedures and mechanisms as detailed in the agreement.

i.

Minimum Bill Quantity: The agreement sets the minimum bill
quantity annual amount, at a level of 80% of the annual contracted
amount (subject to adjustments) for which the buyer is committed to
pay even if the buyer did not consume the above quantity subject to
the agreement provisions ("minimum bill quantity"). There are also
instructions regarding the calculation and the adjustments of the
minimum bill quantity, among others, for reasons of force majeure or
the non-supply by the sellers. The agreement also sets a mechanism
for the accumulation of excess amounts which the buyer consumed
over a year such that they can be used to deduct the IEC's minimum
quantity obligations for coming years. Similarly, instructions and
mechanisms are set to allow the IEC to receive gas without further
payment if it has paid for gas which was not used due to the minimum
bill quantity mechanism, as mentioned above.

j.

Monetary Scope of the Agreement: The Company estimates that the
total net receipts (excluding royalties to the State and third parties,
including parties in the Delek Group) to Delek Drilling Partnership, to
Avner Partnership and to Delek Investments, as of the beginning of
production for relating to their part only, is estimated at $330 million,
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$300 million and $60 million, respectively, based on the hedge
agreements that the Israeli partners have executed (see paragraph k
below). The estimates above are forward-looking statements based on
the expert professional opinion that Delek Investments and the
partnerships have received regarding the future gas consumption by
the IEC. The estimates may not be realized if the actual gas
consumption by the IEC is lower than the projections aforementioned.
k.

The contracted price for the gas is set in USD per gas unit BTU and is
linked to the basket of fuels and the US Producer Price Index
according to the mechanism in the agreement, which includes a
minimum and maximum price. It should be noted that in light of
hedge agreements entered into as detailed in Note 35d to the financial
reports, after the execution of the contract with the IEC, Delek
Investments and the partnerships have fixed the price of the expected
gas quantities to be sold according to the agreement with the IEC, at
$2.47 per million BTU.

l.

Gas Quality: The natural gas designated for delivery needs to be, at
the time of delivery, in conformity with specifications that are set in
the agreements and according to the demands of the transmission
company as approved by the applicable authorities, from time to time.
The buyer has the right to refuse to accept substandard gas until the
deficiency is corrected. Any disagreement by the parties over the
quality of the gas will be determined (at the request of either party) by
an expert.

m.

Breaches and Compensation: According to the terms of the
agreement, if the sellers will not supply in any given hour, the gas
quantities which were ordered by the buyer according to the
agreement and the non-supply is an amount above the standard
deviation allowed in the agreement, the sellers will compensate the
buyer by selling to the buyer gas at a discounted price in the quantity
that was not supplied, in the following month. Similarly, the
agreement sets specific breaches of each of the parties for which high
compensation is to be paid (including cash compensation). The
agreement also sets responsibility limitations for each of the parties
regarding breach of certain provisions of the agreement.

n.

Securities and Guarantees: The agreement provides for the provision
of security(ies) that each of the sellers needs to provide and maintain
for the benefit of the buyer to guarantee such sellers obligations
according to the contract, all at times, conditions and amounts set in
the agreement. The total part of Delek Investments, Delek Drilling
Partnership and Avner Partnership in the aforementioned security, is
$15.9 million until July 1, 2005 and $26.5 million starting with July 1,
2005. The security above is in the form of bank guarantees.

o.

Relationship between the Sellers and the Seller's Representative: The
sellers jointly act in the development of the reservoir, the seller's
facilities and gas production, its delivery and supply according o the
agreement. Notwithstanding, the buyer declared that the provisions of
the agreement will not be considered as creating mutual responsibility
among the sellers and that each seller will be responsible vs. the buyer
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only for that portion relative to his part in the oil rights as set in the
agreement. Notwithstanding the aforesaid, the buyer is authorized to
order gas quantities via a single notice to the seller's representative,
the quantity that will be deemed as ordered from each of the sellers
will be the portion of each of seller from the total quantity ordered.
The quantity of gas that will be supplied by each seller, at any hour, at
the delivery point will be equal to each of the sellers relative portion
of the gas. If the amount supplied is less than the amount ordered by
the buyer, the deficit will be assigned relatively to each of the sellers.
10.19.4 Agreement with ORL:
a.

On September 3, 2004 an agreement was signed between the Yam
Thetis Project partners and ORL, for the supply of gas to the ORL oil
refinery in Ashdod.

b.

The total contracted amount that the Tam Tethis Project partners are
required to supply to ORL is 1.3 BCM.

c.

The term of the contract is ten years from the end of the trial period
set forth in the contract or until ORL consumes the total amount,
whichever is earlier.

d.

ORL has undertaken to "take or pay" for a minimum annual quantity
of gas as set forth in the agreement.

e.

The monetary scope of the agreement (for all Yam Thetis Project
partners) is estimated at $120 million. The actual revenues will be
affected by several conditions, primarily the price of crude oil and the
pace and quantuty of consumption of gas by ORL.

f.

As of November 2005, the partnerships and Delek Investments supply
gas to ORL.

10.19.5 Agreement with IPP Ashkelon Fuel Ltd.1
In August 2005, the Yam Thetis Project partners and IPP Ashkelon Fuel
Ltd., a company controlled by Delek Group (hereinafter, “Delek IPP”)
entered into an agreement for the provision of gas to Delek IPP's power
station near the desalination facility in Ashkelon. Supply of the gas under
the agreement will begin when natural gas reaches Delek IPP's power
station, in accordance with the conditions stipulated in the agreement, and
will end at the earlier of the following dates:
1. Fifteen years from the end of the power plant’s operation.
2. June 30, 2022.
The amount of gas to be purchased each year by Delek IPP is
approximately 0.12 BCM. The total revenues under the agreement (for all
of the Yam Thetis Project partners) is estimated at approximately $160
million.
10.19.6 Agreement with American Israeli Paper Mills Ltd.
On July 29, 2005 the Yam Thetis Project partners and American Israeli
Paper Mills Ltd. (AIPM) entered into an agreement for the supply of gas to
AIPM. Supply of the gas under the agreement will begin upon completion
of the pipeline and the required facilities and will end on the earlier of the
following two dates: (1) Five years from the date supply of gas begins, or
1

Previously Mishor Rotem – Delek Energy and Infrastructures.
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(2) purchase of a total of 0.43 BCM, but no later than July 1, 2011. The
formula for the price of gas stipulated in the agreement is based on the
price of crude oil with a discount component and includes a maximum and
minimum price. AIPM has a take-or-pay obligation for a minimum annual
amount of gas according to the mechanism specified in the agreement. The
total revenues under the agreement (for all of the Yam Thetis Project
partners) is estimated at $40 million. Actual revenues will be influenced by
a variety of conditions, particularly the price of crude oil and total gas
consumption.
10.19.7 The Limited Partnership Agreements of Delek
Drilling and Avner :
Delek Drilling Management (1993), Ltd., and Avner Oil and Gas Ltd., are
a party, as general partner to the limited partnership agreement of Delek
Drilling Partnership and Avner Partnership. Most of the provisions of the
limited partnership agreements are similar in their main points.1 Below is a
summary of the main provisions of the above mentioned agreements (the
"Limited Partnership Agreement"):
The limited partnership agreement was signed between the general partner
on one side and the limited partner and trustee on the other.
The goals of the partnerships are to participate in oil and/or gas exploration
activities in those geographical areas that were outlined in the limited
partnership agreement.
The main expenses of the partnerships will be "exploration and
development expenses" as that term is defined by the income tax
authority's rules (for the calculation of tax on the holding and sale of
participation units in an oil exploration partnership) of 1988.
The general partner of each of the partnerships is due 0.01% of the
revenues and to pay out 0.01% of the expenses and losses of the limited
partnership and for expenses and losses of the limited partnership that the
limited partner is barred from taking, due to his limitations.
According to the rules of the limited partnership agreement, the general
partner will manage all businesses and dealings of the limited partnership
according to his judgment and to the best of his ability and shall make his
best endeavors in order to execute the goals of the limited partnership as
detailed in the agreement. Each partnership appointed an overseer with
certain specified oversight authority whose goal it is to protect the interests
of the holders of units in the partnerships. The general partner is entitled to
receive a monthly management fee of $40,000 and for a refund of certain
direct expenses that were allowed according to the limited partnership
agreement.
The limited partnership agreement determines that all profits that are
alligable to be distributed to the partners according to the law and after
deducted amounts (that are not included in the profit calculations) will be
divided, according to the partner's rights, as determined in the limited
partnership agreement.
1

The limited partnership agreement of Avner Partnership determines that the general partner will be allowed to
act as operator for oil exploration operations in areas in which the limited partnership has interests and will be
allowed to act as operator in areas where it will have participation interests in the future. In addition, the
partnership agreement of Avner determines the royalty rights of the interested parties in the general partner at
the date the limited partnership was formed (Dr. Rosenberg and Cohen Development and Industrial Buildings,
Ltd.)
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The general partner and/or his workers and/or his managers will not be
responsible to the limited partnership or the limited partner for any act,
including omission that was done in the name of the limited partnership
according to the authority granted to the general partner by the agreement
or by law, unless the said acts were done by malice or fraud of were the
result of gross negligence regarding the aforesaid. The agreement also
elucidates the insurance and indemnification of the general partner.
The limited partnership will remain in effect as long as it has un-expired
direct or indirect oil/gas assets or rights in such assets. The limited
partnership will cease before the above dates if it is disbanded before by
instruction of the agreement or by law or by the partner's consent.
10.19.8 The Agreement for the Payment of Royalties
Between Delek Energy and "Delek" Israel Fuel Company, Ltd, (hereinafter
the "Transferors"), and between the general partner of Delek Drilling
Partnership in the name of Delek Drilling Partnership, was signed in 1993
a rights transfer agreement. According to the agreement mentioned above,
the transferors transferred to the Delek Drilling Partnership, rights for
specific oil licenses. In connection with the transfer of the rights mentioned
above, Delek Drilling Partnership is obligated to pay to the transferors (the
rights of Delek Israel Fuel Company, Ltd. were transferred on March 30,
2000 to Delek Investments and Properties, Ltd., within the framework of
the reorganization of Delek Group) royalties at the rate detailed below
from every oil and/or gas and/or other material asset lease of the
partnership that will be produced and used from the oil assets, that are in
the interest or will be in the future (before deducting for royalties from any
type or after depreciation of the oil that will be used for the purpose of the
production itself). And these are the royalty rates: Until the date of a return
of the investment of Delek Drilling Partnership, royalties will be paid at a
rate of 5% of land oil assets and 3% of marine oil assets and after the date
of the return – from the land oil assets 15% and from marine 13%.
According to agreements between Delek Drilling Partnership and the
transferors an expert was appointed in 2002 to determine the proper
significance of the terms and stipulations regarding royalties that Delek
Drilling Partners needs to pay. This is specifically so regarding
determination of the "investment return date". The expert, an attorney from
London decided on the proper calculation method as well as which
elements should or should not be counted towards the investment return
date.

10.20 Goals and Business Strategy
The goals of the Company in this sector are, as follows:
10.20.1 To enter into agreements for the sale of all of the gas reserves of the Yam
Thetis Project.
10.20.2 To increase the available gas reserves and to continue to execute
exploration activities for oil and gas within the framework of the existing
oil rights and to examine the possibility of exploration in other
geographical areas.
10.20.3 The continuation of the activities in Vietnam and to search for other
prospects in Israel and abroad.
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10.21 Operational Risk Factors
Oil and gas exploration and the development of oil and gas discoveries are subject to
considerable monetary expenses with a high financial risk as set forth below. These
risks are more considerable in offshore oil and gas exploration and production
activities.
10.21.1 Fluctuations in the USD Rate:
The revenues of Delek Investments and the Limited Partnerships according
to existing agreements to sell natural gas (and the hedge agreement for the
IEC agreement) are in US dollars and therefore a decline in the value of the
USD will cause a drop in the New Israeli Shekel (NIS) revenues. On the
other hand, some of the sector's expenses (including oil exploration
expenses) are in USD and therefore a rise in the value of the USD
increases the NIS expenses.
10.21.2 Dependence on the Global Price of Fuels:
The prices paid by consumers for gas in the Company's reservoirs are
linked to the prices of alternative sources of energy like oil and coal.
Fluctuations in the prices of alternative fuels could influence the prices that
can be received from the Group's customers for the gas and can influence
the economic feasibility of producing gas from other reservoirs that might
be discovered, if so.
10.21.3 Competition for Gas Supply:
To the knowledge of the Group at the time of this report there are three
main groups that are relevant in terms of competition for the supply of
natural gas to the Israeli market (see paragraph 10.10, above). In light of
the relatively small Israeli gas market, competition could cause a decline in
prices and as a result could be hamper the Group's potential to market its
known or future reserves. Also regarding the oil exploration in Vietnam,
Delek Energy might have to compete with other gas suppliers in the local
natural gas market in Vietnam.
10.21.4 Uncertainty Regarding the Construction of the
National Gas Transmission System:
The ability of the partners in the Yam Thetis Project to supply gas to the
other potential customers and to increase the amount of gas supplied to the
IEC is dependent upon, among other things, the construction of a national
gas transmission system. As of the date of this report, there remains
uncertainty regarding the timeline for the completion of the transmission
system.
10.21.5 Insurance:
Even though insurance policies have been purchased to cover damages that
might be caused in the Yam Thetis Project, not all the possible risks are
covered by the policies and therefore the insurance coverage might not
cover all possible losses. Similarly, there is no certainty that it will be
possible to continue purchasing insurance in the future at reasonable rates,
if any.
10.21.6 Operational Risks:
Oil and gas exploration and production are subject to many risks, such as
uncontrolled eruption from the drilling pit, explosion, collapse and
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inflammation of the drilling hole. Each of these can cause damage or
destruction to the oil or gas wells and/or reservoirs, production installations,
exploration equipment as well as bodily and property damage. An
additional risk is the loss of equipment in the drilling hole in a way that the
continuance of the drilling is impossible or entails significant expenses to
remedy the situation. Should any of these events occur at sea consequences
can be severe and can cause considerable damages. Furthermore, there is a
risk of responsibility due to damage via pollution caused by a leak, or
eruption of oil or gas. It is not certain that it will be possible to obtain
insurance coveragefor all of these possible risks nor is there a way to
assure that the policies that will be in hand will provide sufficient coverage.
It should be noted that decisions made regarding the scope and type of
insurance are different and separate for each drilling project taking into
consideration, among other things, the cost of the insurance and the risks
involved. The general partner or the operators can decide not to obtain
certain insurance coverage.
10.21.7 Dependence on Contractors, Equipment and
Professional Services:
Currently there are no contractors in Israel who arecapable of performing
drills or seismic surveys of the type that are required by the limited
partnerships at sea. Therefore, the Partnerships need to retain the services
of foreign contractors. Further, the number of floating rigs and other
vessels capable of drilling offshore in general and in deep water in
particular is small compared to current demand. There is no guarantee that
the proper vessel and equipment will be available during the timetable of
the exploration activities. Due to this, offshore oil exploration (in Israel and
abroad) might entail high costs and/or could cause significant delays in the
timetables that were set in the work plans. Not all of the equipment or
manpower necessary to execute specific tasks of oil exploration and oil
tests are found in Israel or can be obtained at short notice. Therefore, often
it is needed to look abroad for the necessary equipment and manpower.
This adds to the expense and to the timeframes of the operations.
Contracting with foreign contractors for offshore oil explorations,
development and production operations (including maintenance and repairs
contractors) may be at times difficult due to the security and political
situation of Israel.
10.21.8 Partial Data, Estimates and Assumptions:
Oil and gas exploration is not an exact science and therefore involves great
financial risk. The geological and geophysical means and techniques are
not advanced and cannot provide an exact picture as to the placement,
shape, characteristics or size of an oil or gas reservoir. Therefore, the
determination of the locations for the exploration activities and the
estimates as to the size of the existing proven gas reserves are based on
partial and estimated data and on unproven assumptions. It is obvious that
it is not possible to be sure that oil or gas will be found at all or that if it
will be found that they will be found in commercial amounts. Further, there
is a lack of direct geological and geophysical information regarding some
of the offshore regions of the Company's oil assets. This is partially, among
other things, because of the small number of drills and limited information
and data that can be gathered from them. Therefore, changes can occur
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from time to time in estimating the scope of the reserves in the proven
reservoirs. Estimates of the proven and developed gas reserves, currently
solely in the Mari field, are used to determine the depreciation rate of
assets in the financial statements of the limited partnerships and Delek
Investments. Depreciation of the investments related to discovery and
production of proven and developed gas reserves is done through the
depletion method, meaning that in every accounting period the assets are
depreciated at a rate determined by the number of units of gas produced,
divided by the proven and developed gas reserves remaining according to
the estimates. The estimated amount of gas in reservoirs producing gas
during the reporting period is determined each year, based on criteria
including the opinion of external experts on estimating gas and oil reserves.
The estimation of the proven and developed gas reserves according to the
aforementioned principles is a subjective process, and the estimates of
different experts may be significantly different. Given the fundamental
importance of the depreciation expenses, the changes described above may
impact significantly on the results of activities and the financial situation of
the limited partnerships.
10.21.9 Costs and Estimated Timetables and a Possible Lack
of Resources:
Estimated costs and estimated timetables for the execution of exploration
activities are based on general estimates and could change substantially.
Exploration plans could change significantly in light of facts that are
discovered during various activities, causing delays and additional
expenses. Problems and technicam malfunctions during exploration and
production operations as well as other factors can affect the delay the
timetable and the costs necessary to complete the exploration activities
could increase well beyond the planned budget. Similarly, suggested
exploration activities can entail costs that the Limited Partnerships may not
be able to cover. According to the joint operating agreement for the
offshore licenses, default in payment by part of the companies or limited
partnerships to an approved budget for the approved work plan may result
in a breach of the agreement and could forfeiture of oil assets covered by
the joint operating agreement. Since each party to a joint operating
agreement is responsible to pay his pro-rata share of the expenditures on
time, any amounts not paid by a party could cause the other partners to pay
additional sums, relative to their portion of their participation in the oil
asset(s), and if payment is not made on time they risk loosing their rights
in these oil assets. Due to the high costs of offshore drilling and
development, budget overruns - expected and unexpected – may cause the
Partnerships not to be able to meet their financial obligations and as a
result, loose their rights in certain oil assets.
10.21.10 Field Development in Case of a Discovery:
The decision making process regarding continued investment in a field and
commercial production and intermediate operations until commercial
production (if decided that needed) can take a long period of time and are
dependent upon high financial expenses. It should also be noted that
production in deep water (as in the Noa lease) is a complicated operation
requiring advanced technology for the construction of special development
equipment.
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10.21.11 Receiving Permission from External Factors:
Operating in certain regions requires different official permits. To the
Group's knowledge, the official approvals necessary in Israel are:
approvals granted in accordane with the Petroleum Law, the Natural Gas
Economy Law, approvals from the Ministry of Defense and the Israel
Defense Forces (IDF) permits, the Nature and Parks Authority, Civil
Aviation Authority, Local Councils and/or Building and Planning
Authority, Agriculture Ministry- Fishery Department and the Ports and
Railways Authority of the Ministry of Transport. Getting these approvals
could be dependent on costs over and above the budgeted ones or could
cause delays in the execution of the planned activities. Dependence on the
permission of the Defense Ministry could disrupt the plans of the partners
and therefore disrupt the ability to execute the planned activities, on time
and at the budgeted costs in the sector.
10.21.12 Regulatory Changes:
In the scope of operations in the sector in Israel approvals are required,
mostly those stipulated by the Petroleum Law and the Natural Gas
Economy Law as well as the from the usual state authorities such as the
Ministry of Defense, the Ministry of the Environment and the Building and
Planning Authorities. Over the last few years there have been a number of
proposals for amendments to existing laws and regulations that are relevant
to the activities of the Group. Regulatory changes as aforementioned can
have an adverse effect on the Limited Partnership's operations and
activities.
10.21.13 Dependence on Weather and Sea Conditions:
Rough seas and difficult weather could cause delays in the timetables that
were set for operation plans at sea. These delays could raise expenses
beyond the budget and could even cause large delays.
10.21.14 Tax Risks:
The tax issues dealing with Limited Partnerships have yet to be examinded
and resolved by the Israeli tax and legal system and it is impossible to
determine or to foresee how the courts will rule in these issues, if and when
these issues are brought before them. Similarly, regarding some of the legal
issues there is no way to foresee the position of the tax authorities.
10.21.15 Financing Obligations:
Delek Investments and the Limited Partnerships have entered into
financing agreements as detailed in paragraph 10.15, above. The
agreements require Delek Investments and the Limited Partnerships to
charge their rights in the Ashkelon lease, in the agreement with the IEC, in
the hedging agreements dealing with the IEC deal, in the joint operating
agreement for the Yam Thetis Project, in facilities and rights and insurance
policies. Breach of the financing agreements could lead to the immediate
prepayment of the financing loans as well as the realization of the assets
that have been charged.
10.21.16 Dependence on a Main Customer:
Delek Investments and the Limited Partnerships have entered into an
agreement with the IEC for the supply of natural gas. IEC is the largest
single consumer of natural gas in Israel and as of today the main gas
customer of Delek Investments and the Limited Partnerships. The
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payments received from the IEC are the main revenue source of the group's
activity in the sector. The inability of IEC to make payments when due
under the agreement, may lead to a breach of the financing agreement and
thereupon to the immediate repayments of these loans. In addition, the
conditions of the IEC's license end in 2007. It is not possible to foresee the
changes in the IEC's operating license (if it will be extended) and how such
changes will influence the economic situation of the IEC. It should be
noted that the government's policy to increase the competition in Israel's
electricity market by introducing new, private producers, as well as the
government's intention to privatize the IEC could bring to financial
instability of the IEC and could effect its ability to uphold its obligations
according to the agreement. The agreement with the IEC has several force
majeure provisions that releases the IEC from its obligations top continue
and execute payments.
10.21.17 Dependence on the Operator:
The Company has a large degree of dependence on Nobel, the operator of
the Yam Thetis Project, due to the provisions of the joint operating
agreement, and due to Nobel's vast experience in managing projects of this
scope in various places around the world and also due to the relative
inexperience of the Company in such projects. The resignation of Nobel as
operator or a change in its status in a way that could not allow it to remain
as operator may adversely effect the ability of Delek Investments and the
Limited Partnerships perform their obligations according to the gas sales
agreements and therefore could affect the costs of production. Also, in the
exploration project in Vietnam, the Company is dependent upon an
operator, Premier Vietnam. Also, its dependence is due to the fact that the
Company has limited experience in such projects, and it does not have
representation in Vietnam.
10.21.18 Arrears in payments in the Joint Operations:
According to the agreements with the other partners in the oil assets, a
party that does not pay in full the amounts it owes might loose his rights in
the oil assets without any compensation.
10.21.19 Lack of Resources for the Purpose of Development
and Production and the Participation in Operations:
Additional commercial discoveries will require the Limited Partnerships to
invest additional sums in order to develop and produce such discoveries,
monies beyond what the partnerships have today. These additional
investments, especially regarding offshore discoveries are considerable and
the activities necessary will also be subject to risks, including operational
risks. Even if the discovery is of commercial value there is no assurance
that charging the oil license in which the discovery is found will be
sufficient to attain financing for its development and production. It should
be noted that due to the royalty payments to the State of Israel and to others,
there is no assurance that the discovery will be enough to consider it
commercially viable and will therefore not be economically adequate for
develop. A sharp rise in the cost of production or a sharp drop in the price
of oil could have an influence on the feasibility of production operations.
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10.21.20 Cancellation or Expiration of Rights and Assets:
Oil rights are given according to the Petroleum Law for a specified period
and their validity is dependent upon fulfilling obligations on time as
stipulated in the rights conditions. If the conditions are not met, the rights
can be cancelled. An extension of the oil rights is the decision of the proper
authorities according to the Oil Law. The authorities can refuse an
extension, reduce the rights or add other conditions. The ability to use the
oil assets is dependent on having the limited partnership able to finance its
activities and in finding the proper equipment and manpower. A lack of
equipment or manpower can result in the project being more expensive and
harm the effort to fulfill obligations. This could cause a cancellation of the
rights or a shortening of the rights period. Regarding the above it should
be noted that in certain offshore areas, the Ministry of Energy released in
1994 a document titled "Operational Principles for Deep Sea Exploration"
where it was established, among other things, that rights to search for oil in
deep water is dependent upon a 10% (minimum) partner with prior
experience in drilling and producing oil in deep water. Non-compliance
with these conditions could cause the cancellation of rights in that area and
all the monies invested in the said project can be lost.
10.21.21 Unitization:
It is possible that gas from natural gas reservoirs that are discovered or will
be discovered in the areas in which the Group has rights, will be part of a
reservoir (geological structure of the reservoir and its size) part of which is
located in areas where the Group has no rights, and vice versa. and/or to
areas outside of the continental shelf of the State of Israel. In such an event,
the sides might have to come to unitization agreements , in order to achieve
maximum efficiency.
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The table below represents the risks that were described above (Macro risks,
industry risks and special risks), which were rated, according to the estimates of the
Company as large, medium or small:

Impact of Risk Factors on the Company's Operations
Significant
Medium Impact
Small Impact
Impact
Macro-level risks
• Volatility of the US$
• Dependence on
global Oil Prices
•
Industry-wide
• Competition from
• Insurance
risks
other gas suppliers
• Operational Risks
• Uncertainty
• Dependence on
regarding National
Contractors
Transmission System • Estimated Timetables
and Costs
• Incomplete
Information
• Oil Field Discovery
• Regulatory Changes
Development
• Dependence on
Approval from
Outsiders
• Dependence on Weather
and sea conditions
Risks Specific to • Dependence
• Financing
• Tax Risks
the Company
on a main
Obligations
• Dependence on
Customer
Operator
• Arrears in Payments
• Lack of Production and
Development Resources
• Cancellation or
expiration of oil right
and assets
• Unitization
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11.

Automotive Sector
The automotive sector is based on the activities of Delek Motor Systems Ltd. and its
subsidiary corporations (Delek Motor Systems Ltd. And the subsidiary corporations shall
be referred to herein as DMS).
DMS has been operating in Israel since 1994 as importer and distributor of Mazda vehicles
and vehicle parts. In 1999 it started to import and distribute Ford vehicles and vehicle parts
in Israel. DMS also operates a central automotive garage where it provides maintenance
and repair services to its customers as well as giving support and guidance to the
authorized garages and dealerships for “Mazda” and “Ford” situated across Israel (for
details see paragraphs 11.2.1 and 11.2.2, below). DMS also has the rights to sell, market
and distribute Lincoln vehicles and vehicle parts in Israel. At the date of this report DMS
does not sell Lincoln vehicles and vehicle parts. In addition, DMS holds 33.3% of A.D.C.
Holdings Ltd. (formerly Shagrir Towing Services Ltd.) (hereinafter: “A.D.C. Holdings”)
which provided alternate vehicle and towing services until the date of the selling of its
operations.
At the date of this report, DMS is a public company and its securities are traded on the TelAviv Stock Exchange Ltd..

11.1 General Information about the Sector
11.1.1

Structure and Changes in the Sector
The Israeli automotive market is different than most other automotive
markets in the world due to its geographical isolation and the high import
taxes on the vehicles. The automotive level in Israel is low in relation to
western countries, due to a relatively low standard of living, high prices
due to high import taxes, poor road infrastructure and high population
density.
The automotive market in Israel is comprised of a relatively great number
of importers of vehicles (compared to other sectors in the economy) that
import vehicles manufactured in different parts of the world. Most
importers imports only two or three brands.
The development of the market in Israel is characterized by volatility
caused, inter alia, by changes in the macro-economic environment.
Following below are the trends and characteristics of the market as it
influences DMS and its competitors: (a) High dependence on suppliers –
the business success of vehicle importers is dependent upon the financial
and business positioning of the vehicle producers and in new product
strategies, worldwide brand management, pricing policy and marketing
support. (b) Changes in the tastes of the Consumers – The volatility of the
Israeli vehicle market is caused by preference of certain models due to
technological advantages, price, availability of the vehicle and its resale
value. (c) Customs Taxes – In Israel, there are purchase and import taxes
on the importation of private vehicles that amount to about 100% of
vehicle prices. These tax rates are of the highest in the world. The high tax
rate has an effect on the purchasing power of private consumer in the
purchase of new vehicles and therefore may effect DMS's sales. For a
description of the reform in the purchase tax, which applies to all private
vehicles, see Section 11.14.2 below. (D) Fuel prices – the prices of fuel
may have an effect on the tastes of consumers and the scope of vehicle
sales in Israel.
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11.1.2

Legal, Regulatory and Unique Constraints In the
Sector
The automotive market is influenced by legislative and regulatory
requirements, which constitute a significant factor that may affect the
supply of and demand for vehicles in Israel. In 1999 the government
started a reform of the Israeli automotive market. The Finance and
Transportation Ministries formed a committee in order to remove barriers
and eliminate centralization in the automotive market and to open the
market to competition. The committee recommended a series of steps upon
which legislation was based. The main reform was the elimination of
exclusivity in the import of brands. An additional report was issued in
December, 2003. The report recommended that a direct contact between
manufacturer and dealer no longer be required, allowing the importer to
deal with authorized dealer of the brand as long as there’s a mechanism
that makes sure of the following- the existence of appropriate technical
standards, technical suitability of the vehicle to Israel, warranty
requirements, parts availability and support services, financial ability of the
authorized dealer as stipulated in the committee’s report (herein: "parallel
import"). After publishing their report the committee’s members held a
hearing that gave interested parties the opportunity to state their minds on
the committee’s conclusions. At the end of the hearing the committee
decided to make a validity test of the parallel import. As of the date of this
report, validity tests are being held for the parallel import, it is still unclear
whether legislative action will come to effect regarding parallel
importation of vehicles. DMS estimates that under existing market
conditions there will not be an economic justification for parallel import
except for luxury and niche cars. Similarly, according to an agreed upon
order by power of section 50b of the Restrictive Trade Practices Law 1988, which came into effect on April 24, 2003, and included restrictions
for the purpose of preventing vehicle importers from entering into
restrictive arrangement and opening the importation of vehicle spare parts
to competition. For further details on the limitations and legal
arrangements relevant to the importation of vehicles and vehicle parts, see
paragraph 11.15, below.
In 2005 a further reform was started in the automotive market in Israel,
relating to the changes in the purchase tax imposed on vehicles. As part of
the above reform, a graduated (multi-annual) step was initiated in respect
of vehicle taxation, which includes: (1) a graduated decrease of the tax
burden on vehicles; (2) an enhancement of the incentives for installing
safety accessories beyond the basic safety accessories; (3) a reduction in
the tax rates on private vehicles, equalizing them with commercial vehicles.
As part of the above reform, the effective purchase tax on vehicles will be
reduced by some 15% over five years. According to the Ministry of
Finance, at the end of the process, an average reduction of some 10% is
expected in the price of private vehicles that will be fully accessorized.

11.1.3

Changes in the Scope and Profitability of the Sector
Following the growing trend in vehicle sales in 2004, a further rise of
about 2% occurred in 2005 in the sale of vehicles on the Israeli market,
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which amounted to some 150,215 sales compared with 146,826 in 20041.
This notwithstanding the fact that that a far more significant growth could
have been expected in light of the improvement in the market conditions,
the convenient rates of exchange, and the fierce price competition. The
market that grew in the first half of the year stopped growing during the
second half. To the best of DMS’s knowledge, this change stemmed from
the cancellation of the permit to offset VAT in respect of commercial
vehicles at the end of the first half of the year, and from the announcement
regarding the cancellation of stamp duty at as of January 1, 2006, which
affected sales in the last quarter of the year.
The changes in the scope of activity in the automotive market occurred in
particular due to changes that occurred in the operational leasing market
Therefore, the leasing companies have a dominant part in the spare parts
market and in the type of parts used for the repair of vehicles. Most of the
leasing companies do not turn to DMS's Central Garage and therefore this
does not have a big influence on DMS's spare parts sales.
11.1.4

Key Success Factors in the Sector and the Changes Therein
In DMS's view there are a number of main factors upon which the success
of companies operating in the field of vehicle and vehicle parts import, is
based: (a) new models and their branding on the consumers. (b) The
importer's high marketing ability. (c) The reputation and the level of
service of the importer, the spare parts supplier and of the garage. (d) Good
relationship with the manufacturer. (e) Commercial relationships with the
leasing companies and rental companies. (f) The business environment in
which DMS operates and specifically the foreign currency exchange rates
according to which the importer buys vehicles and the exchange rates his
competitors are subject to. (g) the resale value of the vehicles in the used
car market. (h) Spare parts prices, since each of the spare parts can be
obtained from a large number of suppliers. (i) Availability of spare parts.

11.1.5

Principal Entry Barriers in the Sector
In DMS's view the entry barriers into the sector of vehicles import in Israel
are relatively high, this, inter alia, for the following reasons: (a) The strong
ties between the importer and the manufacturer. (b) The high economic
strength required from the vehicle importer. (c) The significant importance
of the level of service provided by the importer and its past experience with
customers.
However, In DMS’s view, there are no entry barriers in the import market
of spare parts into Israel, among other things in light of the fact that in
order to trade in spare parts one requires a license to trade in transport
products from the Ministry of Transport, and obtaining a license as
aforesaid does not involve the investment of excessive resources and
efforts.

11.1.6 Competitive Environment and Changes thereto
For details, see paragraph 11.6, below.

1

These data are to the best of DMS knowledge and are taken from reports of the Association of Vehicle
Importers from January 26, 2005 and January 22, 2006.
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11.2 Products and Services
11.2.1

Vehicles manufactured by Mazda and Ford
DMS imports, markets and distributes a wide range of private and
commercial vehicles manufactured by Mazda and Ford, via agreements
with the said vehicle manufacturers. For a description of the concession
agreements see paragraphs 11.16.1 and 11.16.2, below.
Following below is the quarterly segmentation of deliveries of vehicles by
DMS in units in the years 2005 and 2004 divided according to
manufacturers:

2005

Manufacturer
Mazda

Ford
Total

QI
4,669
1,912
6,581

Q II
6,064
3,553
9,617

Q III
6,703
3,435
10,138

Q IV
4,439
3,297
7,736

Total
21,875
12,197
34,072

QI
6,037
1,883
7,920

Q II
7,770
3,056
10,826

Q III
5,536
3,184
8,720

Q IV
5,257
3,069
8,326

Total
24,600
11,192
35,792

2004

Manufacturer
Mazda

Ford
Total

The main models marketed by DMS, at the date of the this report are:
Mazda 3 , Ford Focus, Mazda 6, Mazda 5, Ford Connect, Ford Mondeo,
Mazda MPV and Ford Transit.
DMS's total market share for 2005 and 2004 was 23.5% and 25%,
respectively of the total of vehicles delivered to clients in Israel.
In addition, DMS has the concession for the marketing and distribution of
Lincoln Continental vehicles and spare parts. At the date of this report
DMS does not sell such vehicles.
11.2.2

The Importation of Spare Parts and the Supply of
Garage Services
DMS markets and distributes every kind of accessory and spare parts for
the vehicles it imports.
In addition, DMS provides maintenance and repair services to its
customers and support and guidance to the official Ford and Mazda dealers
and authorized garages via its central garage in Holon. DMS is planning, in
the course of 2006, on moving its central garage to its main logistics center
in Nir Zvi (see paragraph 11.7, below).
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11.3 Revenue and Product Segmentation
Following below is data regarding revenues from the sale of automotive related
products by DMS, that were at least 10% of the company's revenues in 2005, 2004,
2003 (in NIS million and in per-cent of revenues):

Mazda 3

2005
NIS
%
millions
-

2004
NIS
millions
1,674

%
11.2%

2003
NIS
%
millions
-

The gross profit arising out of the Automotive Sector amounted in 2005, 2004 and
2003 in 441 millions NIS, 466 millions NIS and 446 millions NIS, respectively. The
rate of the gross profit out of the revenues of the Sector in 2005, 2004 and 2003 is
11.4%, 11.8% and 13.85%, respectively.

11.4 Customers
11.4.1

DMS has two types of customers: Private and institutional. ”Institutional
clients” include leasing companies, car rental companies and the
government's automotive (purchase) manager. In 2005, revenues from the
overall DMS sales to private customers about 42% and to institutional
customers about 58%, in accordance with the general trend in the vehicle
sector in 2005.

11.4.2

DMS customers who purchase spare parts and garage services are mainly:
Customers of the central garage, authorized garages, distributors, private
customers and insurance companies who provide services for their clients
in the framework of the insurance and institutional customers.

11.5 Marketing and Distribution
11.5.1

DMS markets and distributes the vehicles it imports via nine showrooms
owned by DMS as well as through eight showrooms belonging to
independent dealers. Most of DMS’s sales are committed through it's own
showrooms. DMS also sells directly by applying to institutional customers.

11.5.2

DMS's showrooms are distributed throughout the country and are rented
from third parties, with the exception of the Mazda showroom in Tel-Aviv,
which DMS owns and a Ford showroom in Tel Aviv that was leased from
Delek Investments.

11.5.3

DMS has six independent agents that maintain and operate showrooms in
the main urban cities in which the vehicles imported by DMS are
presented. The agreements with the said dealers are not exclusive.
Therefore, DMS can contract with other dealers at the same or better
terms. However, DMS agreed in specified areas not to put more than one
dealer (although DMS itself can act in any area, regardless). The
agreements with the dealers are for one-year periods and are renewed
automatically for periods of one year unless one side gives three months
written notice of his wish to discontinue the agreement. The payments
made by DMS to agents are made through commissions, determined by
DMS and only after it has received full payment for the sale of the vehicle.
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11.5.4

The marketing of most of the spare parts produced by Mazda and Ford is
done by DMS's logistics center in Nir Tzvi through selling to 61
authorized garages across Israel that were allowed to give service to Ford
and Mazda vehicles(herein the “Authorized Garages”). DMS also sells
parts through dealers and distributors of spare parts in Israel. According to
the agreements with the authorized garages, garage owner must locate,
operate, maintain and manage their garages according to rules and
instructions of DMS and according to the law. The garage owner is also
required to use parts and accessories that are up to the standards of the
automobile manufacturer. DMS is authorized to instruct the authorized
garages to use specific parts, as detailed in the agreements. The garage
owner is required to purchase and hold in inventory the parts in quality,
type and number that will satisfy the level of service required for DMS
customers as defined by DMS from time to time. The garage owner also
commits to fix, without charge to the customer all work in respect of
which a DMS warranty will be presented thereto, according the
manufacturer warranty agreement or any other service contract save that
the said repair and/or parts are included in the warranty and/or service
agreement and subject to the prior approval of DMS. DMS will pay the
garage owner for the services according to the warranty and/or the service
contract which includes the price for parts minus a discount that will be
decided from time to time by DMS, with an addition of labor costs as
determined by the agreement. The period of the agreements are for one
year from signing and are renewed automatically for one year periods.
Each party can end the agreement with three month's written notice of their
wish to discontinue the agreement.

11.5.5

DMS markets its products through advertisements in the various media
outlets, according to the judgment of DMS management and maintaining
the rules stipulated by the manufacturer.

11.6 Competition
The Israeli automotive market is characterized by an oligopolistic structure, which
includes a number of importers that represent various manufacturers. The
competition in the vehicle market is between the various importers and finds
expression in the large number of vehicle types imported from various regions of the
world: Europe, USA and the Far East, but is not manifested in the comparative
representation of a particular manufacturer by more than one importer. The
competition is based on brand, models, prices, payment terms, service quality and
the vehicle’s resale value in the used car market. There are external influences on the
Israeli market such as: Competition in the Global automobile markets, vehicle
manufacturers and currency rates according to which the vehicles are purchased.
Internal influence comes from the activities of the other importers in the Israeli
market. To the best of DMS's knowledge, their main competitors are: Union Motors
(Toyota importers), Kolmovil-Kolmotor (Mercedes, Hyundai and Mitsubishi
importers), David Lubinski (Peugeot and Citroen), Moshe Carasso & Sons (Nissan
and Renault), Champion Motors (VW, Audi and Seat) and UMI (importers of
General Motors – Opel, Saab and Isuzu). In 2005 DMS's market share was 23.5% of
the total deliveries of vehicles in the automotive market, 25% of the deliveries of
private vehicles and 60% of vehicle deliveries imported from Japan.
The competition in the spare parts and garage service markets is heavy. There are
other parallel importers of original parts and generic spare parts. Available also are
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counterfeit parts, parts from used cars, reconditioned parts and stolen parts. The
service competition is between authorized garages and non- authorized ones. DMS
cannot estimate its market share in the service and spare parts markets, since there
are no official data in this field, due to the multiplicity of service providers,
distributors, and medium and small merchants. .

11.7 Fixed Assets and Facilities
Following below is a short description of the main real-estate and other main fixed
assets of DMS:
DMS has a new logistics center near Moshav Nir Tzvi that includes a warehouse and
offices totaling 85,000 square meters (herein the “Logistics Center”). At the date of
this report the activities in the Logistics Center include the storage of vehicles,
preparation and handover of the vehicle to the customer and marketing and sales of
spare parts by DMS. Similarly, the management of DMS and the service staff are
located in the Logistics Center. Today, the Logistics Center is capable of storing up
to 2,500 vehicles and will be able to store an additional 1,000 in the future. As of
the date of this report, DMS utilizes 80% of the maximum current storage area.
Throughout 2005, DMS invested NIS 19 million in the said property.
In addition, DMS owns 16.8 acres of land near the Logistics Center. In 13.1 acres of
the said real estate, DMS had leasing rights (from the Israel Lands Authority – ILA)
that expired in 2002-3. By the date of this report, DMS has approached the ILA to
extend the lease, but the ILA has yet to respond. The lands are designated as
agricultural and tilling the land is one of the conditions of transferring the lease
rights. Some of the land is to be appropriated for the sake of building an access road.
As for the rest of the land, 3.7 acres have a valid ILA lease until 2042 with rights of
extension for an additional 49 years. On this land, DMS is constructing its central
garage, to which it intends to transfer the garage service provision operations by the
end of 2006.
Between 2002 and 2006 the Logistics Center was granted a construction permit, the
last one having been granted on January 10, 2006 to the overall real estate of the
Logistics Center for changes in the buildings located in the area, as well as for the
erection of an additional building, which contains the central garage. The aforesaid
building permit was granted subject to the terns determined therein, part of which are
being handled by the DMS.
As at the date of the report, Form 4 (completion of construction) has not yet been
issued to the Logistics Center and DMS is handling the receipt thereof.
On February 6, 2006 an improvement levy assessment was submitted to DMS from
the local Planning and Construction Committee “Lodim” (hereinafter: “the
Committee”) for the provision of a building permit for the Logistics facility in the
amount of approximately NIS 21,600 thousand. DMS Assets paid half of the
assessment and deposited a bank guarantee for the balance of the amount with the
Committee, which is in effect until August 13, 2006.
DMS acts for the reduction of the said assessment.
11.8 Intangible Assets
DMS has import concessions for the sale of Mazda and Ford , from the
manufacturers as detailed in 11.16.1 and 11.16.2, below. DMS is dependent upon
these concessions.
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11.9 Human Resources
11.9.1

AS of the date of this report, 236 employees are
employed by DMS, as detailed below:
Department
Number of Employees
Management
7
Finance, Computers, Administration
22
Garage workers
59
Service Workers
33
Sales
37
Logistics
40
Spare Parts
38
Total
236
It should be noted that Ford has the right to end DMS's concession if there
is a change in the management of Delek Motors Ltd. (a wholly owned
subsidiary of DMS) (herein “Delek Motors”)according to which Gil
Agmon’s employment as the CEO of Delek Motors is terminated without
Ford’s agreement (see paragraph 11.16.2, below)

11.9.2

Terms and Conditions of the Employment Agreements and Benefits
In general, DMS employees including the senior office holders are
employed under employment agreements. According to DMS policy and
the provisions of employee Notice (employment terms) Law, 2002, each
new DMS employee receives a detailed written notice describing the terms
of his employment. The employees receive all the rights due to them
according to Israeli labor laws. Most of the DMS employees have
manager's insurance policies that include allocation for retirement and
severance pay according to DMS’s.
In addition, by virtue of Delek Motors being a member in the Association
of Vehicle Importers, which constitutes a part of the Chamber of
Commerce Association Delek Motors employees are covered by the
collective bargaining agreement for import, export, service and trade sector
workers of February, 21, 1977 (as amended June 11, 1980 and October 27,
1983) that was signed by the Histadrut Trade Union, the clerks union, the
management and services workers (herein the “Workers Union”) and the
Tel-Aviv Jaffa Trade office. In addition, extension orders applied some of
the provisions of the aforesaid collective agreement to all the employees in
the import and export wholesale sectors by an order of the Labor Secretary,
and therefore, it seems that they apply to all DMS employees..

11.9.3

Investments in Training and Guidance
DMS has regular training sessions for its employees, as needed. Amongst
the rest, DMS sends it professional employees to trade exhibitions and
workshops on relevant topics.

11.9.4

Employees Compensation
DMS compensates its employees according to job and seniority. The
compensation is not part of the general employment agreement and may
differ from year to year.
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11.10 Suppliers
The vehicles and spare parts are supplied to DMS by vehicle manufacturers Mazda
and Ford, from various factories around the world at the manufacturer's discretion.
Most of the Mazda products come from Japan and most of Ford's products from
Europe. DMS is dependent on these suppliers. Mazda comprises 55%-63% of the
import value of vehicles and parts imports and the rest Ford (37%-45%). For a
description of the agreements with Mazda and Ford see paragraphs 11.16.1 and
11.16.2, below.
Vehicles and spare parts are available within 90 days from the time they are ordered
according to the respective work plans prepared with the manufacturers.
11.11 Working Capital
11.11.1 Vehicle Inventory Policy
DMS customary orders vehicles once every two months. The vehicles
arrive in Israel 2-3 months after the order. DMS policy is to have in
inventory for an estimated two months. On average, a vehicle was held in
inventory in 2005 for 2.5 months.
11.11.2 Spare Parts Inventory Policy
According to the order of supervision on Consumer Services (Vehicle
Import and Service) Law, 1978 the supplier needs to supply a spare part for
any transportation product of any model that the importer sold, within
seven days of the receipt of the order. However, the importer is protected if
he can prove that he followed proper procedures for the order of
transportation product from every source available and that the delay was
beyond his control, as long as the part is supplied within 14 days.
The spare part inventory policy of DMS is based on the experience of
Mazda and Ford as well as DMS experience as to the needs of the Israeli
market.
The delivery time to DMS of spare parts to be delivered is about three
months from the time of order. Therefore, in order to provide good service,
DMS maintains a six month inventory of parts. In cases of immediate
orders where it is not possible to supply the part via its regular inventory,
DMS normally purchases the part from Mazda and Ford's central parts
facilities in Europe and flies it to Israel. The spare parts inventory totals
about 60,000 items and its value, according to the financial reports, is NIS
55 million.
11.11.3 Warranty Policy
DMS provides a three year warranty to all vehicles it sells, in accordance
with manufacturer's warranties. In the supplement to the warranty book
was determined that the manufacturer grant warranty in terms defined in
such book. The warranty that Mazda and Ford provide for all their models
is three years or 100,000 km, whichever is the earlier. In the agreement
between DMS and the manufacturers, DMS has committed that only
authorized and approved garages will provide the necessary warranty
services as determined in the warranty book . DMS is due compensation
for the performance of the warranty services. Therefore, since DMS gets
back all its warranty related outlays it does not record these services as an
expense. The agreements stipulated the manner of which DMS gets
compensation. DMS is obligated to report on each repair within 90 days
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and needs to keep the parts for 30 days after payment. Similarly, the
manufactures may demand that the faulty parts that were replaced be
returned to them. Regarding repairs made by the authorized garages with
accordance to the warranty, see paragraph 11.5.4, above
DMS provides full warranty on the spare parts installed in the vehicles it
sells for a period of three months or until the vehicle exceeds 6,000 km
(according to the product), the earlier of the two, as required by the spare
parts commerce license that DMS holds.
11.11.4 Credit Policy
Average credit for suppliers is 90 days. The average effective credit days
with regard to import taxes cost is 45 days. The average credit that DMS
extends to customers is 58 days. The total credit to customers in 2005 was
NIS 713 million and that from suppliers was NIS 360 million. The
difference above is due to the tax issue which is included in the customer
balance but not in the supplier's balance.

11.12 Investments
In April 2002, August 2003, and December 2005, DMS purchased some 4.33% of
the capital shares of Mobileye N.V and about 3.8% at full dilution for approximately
$7.2 million. Mobileye N.V. deals with the development of advanced technology
sensing systems for the automotive industry.
11.13 Financing
11.13.1 Following below is the average interest rate on loans from bank and nonbank sources that were in effect in 2005 and are not intended for the
exclusive use of DMS.

Bank
Sources

Shekel Credit
Euro/Swiss Franc Credit
USD Credit

Non-bank sources

Average Interest Rate
Short Term
Long Term
Loans
Loans
4.5%
5.4%
Libor+0.8%
Libor+0.8%
Libor+1.8%
4.1%

11.13.2 Credit Limitations
The credit framework that DMS receives from the banks commits it to the
following financial criteria, as follows:
a.

End of calendar year equity will not be less than 20%-22%% of total
assets for the year.

b.

DMS undertook towards one bank that its share will not be more
than 30% of DMS total bank credit and the ratio of bank credit to the
balance sheet will not exceed 55%.
In addition, DMS committed to Israeli banks not to collateralize its
property and assets to other people or body and not to sell or transfer in any
way (except in the regular DMS business), its assets to a third party
without prior written consent from the banks.
As of December 31, 2005 DMS has not complied with the obligation
aforesaid in sub-section A (the aforesaid rate amounted to about 20.5%).
The DMS management estimates that the aforesaid non-compliance is
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temporary and will not harm its continued ability to obtain credit from
banks or from other sources, if necessary.
11.13.3 Between the date of the balance sheet and that of the report, there has been
no significant change in the bank credit volume and no new loans have
been received.
11.13.4 DMS Credit Facility and its Conditions
DMS has a credit facility on the date of the balance sheet and of this report
that totaled NIS 1,500,000 thousand. Of this, DMS utilized about NIS
900,000 thousand as of the date of the balance sheet. The credit facility
was granted for a term of one year.
11.13.5 Variable-Interest-Rate Credit
Following below are the details of variable rate credit that DMS utilized as
of the date of the balance sheet:
Change Mechanism

Interest Range

Bank of Israel Rate+
Euro Libor+

0.4%-0.6%
0.65%-1.5%

Rate near the Date of
Report (Mar-5-2006)
5%
-

USD Libor +
Japanese Yen Libor +

0.7%-2.4%
0.2%

1.4%
0.2%

11.13.6 Credit Rating
On February 17, 2004, Ma'alot the Israeli securities ratings company Ltd.
announced DMS that its rating committee granted on February 11, 2004
the rating of "AA" to DMS’s debt, based, inter alia, on DMS's finance
policy. To the date of this report there have been no changes to the rating.

11.14 Taxation
11.14.1 For details regarding taxation, see Note 33 to the Company’s financial
statements.
11.14.2 Purchase tax applies to vehicles imported by DMS. In September 2005, the
reform of the purchase tax imposed on the purchase of private and
commercial vehicles came into effect. As part of the aforesaid reform,
there will be a gradual, multi-annual reduction in the rates of purchase tax
imposed on private and commercial vehicles. The effective purchase tax
rate currently applying to private vehicles that are the principal mass of
vehicles imported into Israel (which constitute DMS’s principal sales) is
85%, and will decrease over four years to about 70%. Concurrently there
will be a reduction in the tax benefits extended on existing safety
accessories (an ABS system and two air cushions) until their total
cancellation in 2008, which will offset the effect of the reduction in the tax
rate as aforesaid. Furthermore, tax incentives will be granted to encourage
the installation of safety accessories over and above the existing
accessories. In addition, the effective purchasing tax rate for commercial
vehicles will increase over the next four years until its equalization with
the purchasing tax rate for private vehicles. As of June 2005, the permit to
offset VAT in respect of commercial vehicles whose weight was below
3,500 kg was cancelled. DMS expects that the effect of the aforesaid
reform on the market segments within which DMS operates is not
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significant.1 Furthermore, changes in the charging of the income for the use
of a vehicle may affect the ratio between sales to institutional customers
(leasing and rental companies) and private customers.
11.14.3 Vehicles sold by DMS in Israel are subject to VAT at the rate applicable
on date of the sale (the current rate of VAT – 16.5%).
11.14.4 Vehicles imported from Japan by DMS into Israel are subject to customs at
a rate of 7% of the value of the vehicle.

11.15 Restrictions and Supervision on DMS Operations
Following below are the details of the legal restrictions and other legal arrangements
regarding material part of the operations of DMS:
11.15.1 Legislation in the Automotive Import market in Israel
The order of supervision of Products and Services (Vehicle Import and
Services) Law, 5738- 1978, determined that no importer or agent may sell
a new vehicle unless he received a proper license from the authorized
authority. DMS has licenses that allow it to import the vehicles it now
imports until December 31, 2006. The licenses are given for a year and are
renewed for periods of one year. The above order also stipulates that a
condition to the granting of such license is that the holder of a such license
must also provide maintenance services through licensed service garages
that operate under the order for supervision on Products and Services
(Vehicle garages and workshops) Law, 5730- 1970, and which include at
least one garage in the following regions: Tel-Aviv, Jerusalem, Haifa and
Be'er Sheva as well as one central garage (which can also be one of the
regional garages). DMS has one central garage as mentioned in paragraph
11.2.2, above, that is a Mazda and Ford garage authorized by the Motor
Vehicle Department of the Ministry of Transportation. An additional
condition for receiving a vehicle import license is that the holder of such
license provides a warranty for his maintenance services for not less than
two years after purchase, where the first year needs to be under
manufacturer warranty and where the warranty terms stay the same
throughout the entire period. The order further stipulates that the importer
must give his customer a certificate of warranty, signed by the importer, in
the Hebrew language that includes all of the manufacturer warranties. For
DMS's warranty policy see paragraph 11.11.3 above. The order imposes
additional obligations on the importer, including, inter alia, the marketing
of transportation products and accessories in four selling points in the
regions of the country: Tel-Aviv, Jerusalem, Haifa and the south, supply in
a set period etc. (see paragraph 11.11.2, above).
11.15.2 Price Controls
The motor vehicle’s prices, the spare parts prices and the prices of services
giving by the service garages are not under supervision deriving from any
price control law.
11.15.3 Business Licenses
1

This is to be considered a forward-looking statement and it is calculated in accordance with a DMS
management assessment, which is based, inter alia, on the information existing in DMS as at the date of the
report. This forward-looking information may not be realized, as the assessment of DMS as aforesaid is not
certain and may change, among other things due to the risks and factors that may affect these data and that
include, inter alia, the risk factors detailed in Section 8.19 below.
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DMS's activities require a business license under the Business License Law
1968. At the date of the report, some of DMS’s activities have yet to attain
the proper business licenses and DMS is working on receiving them.
The vehicle and spare parts sales business requires a permit from the
Ministry of Transportation in line with the order for supervision of
Commodities and Consumer Services (the manufacture of transportation
related products and their trade) Law, 1983. DMS has a valid license from
the Ministry of Transportation for the trade in transportation related
products.
11.15.4 Antitrust
According to an agreed upon order deriving from section 50b of the
Restrictive Trade Practices Law 1988, that came into effect on April 24,
2003, vehicle importers are forbidden from, amongst other things, limiting
service garages from acquiring transportation related products (as defined
by the order) or using them except in events outlined in the order. Similarly,
if the importer offers warranties beyond the time period deriving from law
or beyond the time period that the manufacturer offers on a global or
regional basis, according to the longer term (herein “extra warranty”) he
must present its worth and offer the consumer the option of buying the
vehicle without it. Also, it is forbidden for the importer to restrict the
warranty by way of limiting the choice of garages to authorized ones,
limiting the repair to specific kinds of transportation related products or to
only original products, or for limiting service to a specific garage or
specific worker except by the terms indicated by the law. Similarly, the
order forbids, subject to exceptions, an importer to request from services
garages or to cause them to give him information regarding the quantity of
transportation products the garage uses in a certain time period or to
receive any information regarding transportation products that were not
purchased from the importer – except when the information is needed for
the looking into of legal actions taken against the importer regarding his
warranty of the vehicle and subject to exceptions detailed in the order. The
order also forbids the importer to limit the service garages in any manner,
as to price of service given by them except for maximum prices collected
for vehicle services provided according to the consumer warranty. The
order also obligates the vehicle importer to determine standards and clear
relevant criteria for giving license to a garage to operate as an authorized
garage of a vehicle importer. As demanded by the order, DMS has made a
list of rules and criteria and delivered it to the general director of the Israel
Antitrust Authority. The order also forbids the receipt of a guarantee for
exclusivity from the garage operator as stipulated in the order and under
the restrictions determined in the order. The period of the order is for five
years.
11.15.5 Standards
The Standards Department of the Transportation Ministry's vehicle branch
annually sets the changes in mandatory requirements for different vehicles
for the next model years with attention to changes in European Standards
and in addition the special requirements of the State of Israel. The Israeli
mandatory requirements are based on EU standards as well as American
federal standards. The main standards deal with air pollution and the safety
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of the vehicle, passengers and pedestrians. A vehicle that does not comply
with this standardization is not permitted to be imported to Israel.
In 2004 the Standardization Department in the Ministry of Transport
determined that as of January 1, 2006 vehicles imported into Israel whose
weight does not exceed 3,500 kg, must comply with the Euro 4 air
pollution standard. DMS estimates that vehicles imported by DMS into
Israel as of January 1, 2006 will comply with the Euro 4 standard.

11.16 Material Agreements
The key agreements DMS signed are as follows:
11.16.1 Mazda Agreement
Since 1992, DMS imports and sells Mazda vehicles and spare parts
according to an agreement from April 1, 2005 between Mazda Motor
Corporation (herein: the “Manufacturer”), Delek Motors and the Itochu
Corporation (herein: the “Exporter”) (herein: the “Mazda Agreement”)
whereby the manufacturer committed to supply to Delek Motors for the
purpose of marketing and sale in Israel specific models of Mazda vehicles
detailed in the appendix to the agreement And also spare parts and vehicle
accessories (herein: “vehicle and spare parts manufactured by Mazda”).
Fllowing below is a summary of the main conditions of the Mazda
Agreement:
The supply of vehicles and spare parts from Mazda manufacture to Delek
Motors according to the agreement will not prevent Delek Motors from
purchasing other vehicles or spare parts from other suppliers that are nor
the manufacturer for the purpose of sales in Israel, as long as the said sale
will not have a significantly negative effect on the sale of Mazda vehicles.
The Manufacturer has the sole discretion in determining whether the said
sale has a significantly negative effect on the sale of Mazda manufactured
vehicles. Delek Motors must inform Mazda on its intent to sell vehicles or
spare parts of another manufacturer at least 90 days in advance.
Similarly, the manufacturer is not prevented from providing vehicles or
spare parts that are not manufactured by mazda to any other party for sale
in Israel.
Notwithstanding the aforesaid, the Manufacturer has the right to sell and
export Mazda manufactured vehicles in Israel not via Delek Motors, to a
number of parties detailed in the Mazda Agreement. These parties include,
amongst others, governmental bodies, diplomatic representatives,
international bodies such as the UN, Japanese companies who purchase
more than ten vehicles per year, companies controlled by the manufacturer
and/or their employees and others. Delek Motors was forbidden to sell,
directly or indirectly vehicles and spare parts outside of Israel.
The agreement period is three years, starting April 1, 2005 and ending
March 31, 2008.
Orders of vehicles and spare parts are carried out by means of specific
agreements between Delek Motors and the exporter and between the
exporter and the manufacturer. Agreements as aforesaid will enter into
effect on receipt of the order by the manufacturer. The manufacturer will
make every effort to fulfill orders as aforesaid, but it is not obligated to do
so.
Delek Motors has undertook not to use spare parts for any purposes other
than to equip and service vehicles in Israel.
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Delek Motors is obligated to purchase a minimum amount of vehicles each
years as detailed in the agreement. Delek Motors has lived up to the
minimum purchase amount stated in the agreement. The Manufacturer and
the Exporter are permitted to change the above amounts provided they
receive the agreement of all the parties to the mazda agreement and in
order to live up to the demands of the Israeli market and/or to act in concert
with the strategic plan of the Manufacturer. If Delek Motors does not
comply with the above minimum quantity, the Manufacturer will have the
right to end the mazda agreement by a written notice to Delek and the
Exporter.
The Mazda agreement sets the legal and commercial terms relating to the
distribution of vehicles and spare parts of Mazda including amongst other,
the establishment of a marketing and distribution array and the execution
of marketing and sales activities. Also, the establishment of a service
facility for vehicles and of a customer service management system. It also
requires the establishment of a storage facility suitable for vehicle
inventory, Providing costumer warranties according to the manufacturer’s
warranty, the submission of regular reports to the manufacturer and
exporter, obligation regarding confidentiality, the protection of intellectual
property, an arbitration mechanism for solving problems between the
parties, all as set in the Mazda Agreement.
Each party to the agreement has the right to bring the Mazda Agreement to
an end at any time by written notice to the other parties, in a case were one
or the other parties have breached the agreement and have not fixed the
said breach within two months after receiving a written notice demanding
the correction of the breach by breaching party.
Each party to the agreement can terminate the agreement by a written
notice to the other parties in one of the following events as set in the
agreement, which includes amongst other: Foreclosure, request for
liquidation, receivership, request to reorganize, insolvency, delay in
payment, transfer of the majority or substantial part of the businesses
obligations and assets of DMS, the freezing of DMS's business, merger, etc.
The manufacturer is authorized to end the agreement at any time by a
written notice to the exporter and to Delek Motors if the manufacturer
decides that he cannot continue business with Delek Motors because of the
death, incapacity or inability or any change in Delek Motors management
or as a result of a change in the legal or organizational structure of Delek
Motors or in the case of a significant change in the shareholder base or
investors of Delek Motors.
In the event, where as a result of force majeure (as defined in the
agreement) any party to the agreement is prevented from fulfilling its
commitments for a period of more then 6 months, any party to the
agreement shall then have the right to terminate the agreement immediately
by a written notice to the other parties to the agreement.
The exporter and Delek Motors are not authorized to transfer their
obligations and rights according to the agreement, in part or in full, to any
third party without the prior agreement, in writing of the manufacturer.
11.16.2 Ford Agreement

A-112

Delek Motors imports and sells vehicles and spare parts of Ford
manufacture since 1999, according to an agreement signed on June 1, 1999
between Ford Motor Company (herein: “Ford”) and Delek Motors (herein:
the “Ford Agreement”). The following are the main provisions of the Ford
Agreement:
According to the Ford Agreement, Ford appointed Delek Motors as a nonexclusive authorized dealer in Israel of vehicles and spare parts produced
by Ford or for it and other products as determined by Ford from time to
time. Delek Motors agreed not to act directly or indirectly, for another
business enterprise and shall act only as a Ford dealer unless Ford agrees
differently in writing. Delek Motors undertook not to act in any manner in
the sale of new vehicles or spare parts of competitors of Ford unless given
prior written consent from Ford. in the Ford Agreement, Ford agreed to the
DMS concession of Mazda products and even set rules for the integration
Mazda and Ford concessions in Israel.
Any change in the control of Delek Motors or any change in the
management of Delek Motors where Gil Agmon will no longer manage the
Delek Motors will depend upon the prior consent of Ford.
In the event that Ford does not provide its agreement to the said change,
Ford shall have the right to terminate the Agreement.
The Ford agreement is in effect from the date of the signing until it is
ended by one of the parties in accordance with its provisions.
The agreement stipulates the commercial and legal conditions regarding
the distribution of Ford products by Delek Motors in Israel, including the
marketing and distribution operations, the setting up of a service array in
line with Ford standards, the employment of suitable work-force and its
instruction, the provision of warranties for Ford products, providing
maintenance and repair service, the use of trade names and trademarks and
an arbitration mechanism for dispute resolution between the parties and all
as set in the Ford agreement.
Delek Motors has the right to end the agreement at any point by 30 day
advance written notice.
Ford has the right to end the agreement immediately in one of the events
detailed in the agreement that are controlled by Delek Motors including,
amongst the others: The transfer by Delek Motors of the rights or
obligations under the agreement; the transfer of Delek Motors essential
assets necessary for the management of its business; a change in the
ownership or management of Delek Motors without Ford's prior written
consent; if it is discovered that Delek Motors gave false presentations
regarding the agreement; if Delek Motors is insolvent; the failure of Delek
Motors to act properly during regular business practices; if Delek fails to
stay open during regular business hours as defined in the agreement; a
conviction by court of Delek Motors, DMS, Yitzchak Sharon Teshuva or
Gil Agmon for breach of law; the disagreement between the parties, that
Ford feels can negatively influence on Delek Motors business, the good
name of Ford or Delek Motors or any of its affiliates; the breach of certain
parts of the agreement by Delek Motors; non-payment or non-timely
payment to Ford or any of its affiliates after prior notice was given and the
breach was not corrected in 15 days after receipt of the notice; if the
necessary license for the proper operations of Delek Motors is either
suspended or revoked.
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Similarly, Ford has the right to end the agreement with 60 days prior notice
in cases were Delek Motors did not fulfill its obligations under the
agreement and Delek Motors did not amend of the breach after receiving
60 days prior notice.
Ford and Delek Motors both have the right to bring the agreement to an
end by 15 day written notice in the case of the death or physical or mental
incapacitation of the owners of Delek Motors as stated above. Ford will
delay this right for three months to a year if the spare or inheritor will ask
Ford to do so and convinces Ford that he or she has the capabilities fulfill
the terms of the Ford Agreement.
Ford has the right to end the agreement at any time, by 120 day prior
written notice.
Ford has the right to end the agreement at any time by 30 days prior notice
if Ford offers a new agreement or an amended agreement to its authorized
dealers.
In the case where there will be a change in the ownership of Delek Motors
or in the case of a transfer of most of the assets of Delek Motors to any
person, that is conditioned upon Ford contracting with such person in the
framework of a new distribution agreement, Ford will have a right of first
refusal for the purchase of the ownership in Delek Motors or the offered
assets on the conditions agreed upon with such person. Ford has the right
to give its right of first refusal to a third party. The right of first refusal can
be enforced upon any transferee of Delek Motors.

11.17 Business Strategy and Goals
The main goal of DMS is to increase its operations and profits through a continual
improvement of service. The completion of the Logistics Center by DMS, that was
established with an outlook for future developments of the automotive market in
Israel, allow it to improve its customer service and improves its efficiency.
Construction of the central garage, which will be spread over an area of some 15,000
square meters is being carried out in compliance with international standards.
Furthermore, the company is improving the appearance of its authorized garages and
is establishing unified standards for the appearances of its chain of authorized
garages.
At present, DMS is launching the Ford Explorer SUV, which constitutes, for DMS,
an entry into a new and developing market segment in the vehicle market. This
market segment is the highest developing one in the past two years. In 2007, DMS is
expected to launch a variety of new models, some of which will constitute an entry
into segments in which DMS is not operating at present.
11.18 Risk Factors
A number of risk factors can be stated that could threaten the operations of DMS as
detailed below:
11.18.1 Dependence on Manufacturers
DMS is dependent upon the manufacturers of the vehicles it imports.
According to agreements contracted with them, DMS must operate under
certain conditions. Similarly, the said agreements can be cancelled by the
parties as described in the agreements. In addition, DMS is dependent upon
the models manufactured by the manufacturers and their price that is
determined by the manufacturers. If the manufacturers produce expensive
models DMS financial results may be influenced.
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11.18.2 Changes in Currency rates at importing countries
Since most of DMS's expenses are in foreign currencies- Yen, Euro and
USD, DMS is exposed to fluctuations in the currency rates.
11.18.3 Changes in Currency rates at Competitors importing countries
The overall component of the foreign currencies from DMS product prices
sums up to About 85-90% of the sale price of the products. Therefore, If
the exchange rate of the foreign currencies in which the competitors
imports their products does not change in contrast to the exchange rate of
foreign currencies in which DMS imports its products, DMS’s ability to
compete with its competitors may suffer.
11.18.4 Changes in the banking system Interest Ratein Israel
and Abroad
A large portion of DMS's bank credit is in variable interest rate that derives
from the banking system interest rates in Israel and abroad. DMS is
therefore is exposed to changes in the global and local banking systems
interest rates.
11.18.5 Customer Credit
DMS sales to institutional customers are partially accomplished through
the use of credit, as is common in the automotive sector. This credit is not
secured and is concentrated amongst a few customers that have large
purchase volume. Therefore, the non-payment of this credit by such
customer can affect specifically the cash flow and financial results of DMS.
11.18.6 Reduction of Centrality in the Automobile Market
As detailed in Section 11.1.2 above, lately the Ministries of Finance and
Transport worked toward a reduction of the centralization in the vehicles
market in Israel, and to remove its barriers by examining reforms in the
area of taxation, standardization and regulation of the import of vehicles.
DMS estimates that in the short term, these changes will have no
significant effect on the operations of the DMS, since there is no economic
viability to parallel imports except in respect of luxury and niche cars
11.18.7 Economic Slowdown
Over the last several years there have been changes in the scope of
financial activity in the Israeli economy, due to political, security and
economic factors. However, DMS has successfully based its standing as
the largest vehicle agency in Israel. These changes may have an effect on
DMS’s commercial results.
11.18.8 Regulatory Changes
Changes in regulatory arrangements that apply to the automotive sector,
such as changes in the government taxation policy, changes in the policy
pertaining to the classification of vehicles as private or commercial for tax
purposes, or changes in the policy pertaining to the usage value of a leasing
vehicle provided for the employee’s use, may lead to changes in the
demand for various types of vehicles and affect the results of DMS’s
activity. In the opinion of the DMS management, it is not possible to
estimate how these changes will affect the results of DMS’s activity.
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Risk Factors and their Influence
Medium
•
• Changes in the
exchange rates of
currencies of the import
countries
• Changes in the banking
system Interest Ratein
Israel and Abroad
• Changes in the
•
exchange rates of
•
currencies of
countries frim
whichcompetitor
import
• Dependence on
Manufacturers
High

Macro-level
Risks

Sector-wide
Risks

DMS-specific
Risks

Low
Economic
Slowdown

Customer Credit
Reduction of
centrality in the
market

The above analysis of the level of risk of the above risk factors on the
operations of DMS are based only estimates. In reality, the level of
influence of the risk factors can be different.
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12.

Real Estate Sector
12.1 General

1

2

12.1.1

The company’s operations in the real estate sector are run through Delek
Real Estate, Ltd. (hereinafter: Delek Real Estate). The company holds
71.5% of Delek Real Estate’s share capital1.

12.1.2

Delek Real Estate is the owner of Delek-Belron International, Ltd.
(hereinafter: Belron).2 Belron and its subsidiaries concentrate on long
term real estate investments in western countries. The investments of Delek
Belron are done via investments in foreign companies that hold real estate
properties. They act independently in all their purchases, management and,
on occasion, sale of assets.

12.1.3

Delek Real Estate operates in Israel as a developer of residential projects. It
also operates in Israel in developing and purchasing office and commercial
projects, and rents out properties it owns.

12.1.4

During 2004 Delek Real Estate purchased all of the shares owned by
Danker Investments Ltd. ("Dankner"). Delek continued Dankner’s
activities and Dankner became its operations’ arm in the residential
construction sector.

12.1.5

In June 2005, Delek Real Estate Ltd. issued securities that included shares
and bonds and options for purchasing bonds. A total sum of NIS 755,000
thousand was raised, of which NIS 124,000 thousand were assigned to
capital (for additional details see clarification 9(j)(1)(a) of the financial
reports. The issued securities are traded on the TASE.

12.1.6

In January 2006 Delek Real Estate Ltd. allocated 11% of Delek Real Estate
Ltd.’s share capital to Tarshish – HaPoalim Holdings and Investments Ltd.
(hereinafter: “Tarshish”) (a company wholly owned by Bank HaPoalim
Ltd.), in return for $57.2 million.

12.1.7

For reasons of convenience, the description of the real estate operation will
be split geographically. The first description will be of foreign operations,
followed by the Israeli operations. There are some topics that are covered
jointly.

12.1.8

Following is a diagram outlining the corporations directly held by Delek
Real Estate:

The remainder of shares are held as follows: 12.35% are held by a subsidiary and various funds of Bank
Hapoalim, 6.51% are held by Mivtachim – Workers Social Security Company, Ltd., 1.58% by the CEO and the
rest by the public.
Delek Belron issued non-convertible bonds in 2000 which trade on the TASE.
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Delek Real-Estate Ltd.
100%

100%

Delek Belron International Ltd.

45%
50%
50%
17.3%
17.3%
25%

Associated
Delek Real Estate Biranit Galil
Tahton (Lavie) Ltd.
Delek Daadon
Entrepreneurship and
Development Ltd.
Delek Retail Zones (hod
Hasharon) Ltd.

Dankner Investments Ltd.

100%
50%

Relatively Consolidated
Delek Real Estate Hod Haharon
(Shamtan) Ltd.
Commercial Center Company
Delek BLG Ltd.

Associated on Cost Basis
35.32%
Cap Ventures Ltd.

100%

45.21%

100%

Nonestop Ventures Ltd.

Relatively Consolidated
Dankner Building & Development
Ltd.
Dankner Assets Ltd.

100%

Delek Poleg Ltd.

15%

Swiss ort Israel

100%

Neot Dankner Maitnace & Services
(1982) Ltd.

50%

Delson Investments & Properties
Ltd.

25%

SL Properties Kft.

100%

Dankner Assets
Haifa (1996) Ltd.

Hof Carmel Vacation &
Tourisem 89 Ltd.

50%

Ein-Yahav Delek Ltd.

42.50%

Budan Kft.

32%

Company of Mall
Management DHF Ltd.

Delek- Nir Zvi
Partnership

50%

Orhan Mei-Megido Ltd.

33%

SL 10 District Kft.

75%

Drorim Mall Ltd.

50%
50%
50%

Bozner
Parkner Ltd.
GDAD Etlit Development
Ltd.

Hof Hacarmel 88 Ltd.

50%

Big- Delek Real-Estate Ltd.
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Delek Belrom International Ltd. & United Israeli Companies

Foreign

England & Scotland
Associated
40%

Rosemore Ltd
(Kinnaird house)

32%*

Quarry town Ltd
(Dundee)

35.5%

Roseadel Ltd
(Farrigton court)

35.5%
35.5%
43%
45%
45%
45%
45%

Supreme Limited
(Mitre house)
Sofina Ltd
(Stonecutter
court)
Powerfocal
(Linchfield)
Padwick
Properties Ltd
(Sim Chem)
Old forge Inc.
Sarl (City plaza
Sheffield)
Shatto Holdings
Sarl (City Center
Atrium)
Major belle Ltd
(NLA Tower,
Croyden)

England Consolidated

70%

Botley Properties
Ltd (Bagingham
gate)

Holding

Sweden Associated

45%

40%

Canada Consolidated

BHM Stockholm
Rep AB & BHM
Properties Sweden
AB (Rapslagaren
BHM
Centrumfastigh
eter
AB
(Jakobsberg)

Germany Associated

100%

Navigator trust
(Place Elgin)

47.5%

Admirality
Holding
Ltd
Gibraltar (Celle)

45%

100%

Corsa
trust
(Place Chatel)

40%

7 Assets rent to
Deutsche
Telekom

45%

100%
100%

Mondego trust
(Toronto 5001Young st.)
Orion
trust
(Bell tower)

40%
40%
40%

England Cost Basis

17%

Master
(Hiton)

Finland Associated

Jput
45%

**Pomiratum
(Teliasonera)

Swiss Consolidated

**Tower
green
property
gmbh
(Walzunhile)
**Frebba
(Mulhein)
**Broomsteas Inc.
Ltd (Adidas)

Canada Associated
Oy
45%

*partly owned
by an affiliate

Explorer Trust
(Jean Coutu)

**purchased after
the 31.12.2005
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Trafalgar
property AG
(Zurich
University)
Dubenforf
property AG
(Dubendorf)

12.2 General Information on Real Estate Sector Operations Overseas
12.2.1

Structure of Foreign Operations
Delek Real Estate Ltd. operates abroad in England, Canada, Sweden,
Germany, Switzerland and Finland, among others.
S&P has given England an international AAA rating mainly reflecting its
developed and stable economy and political system.1 England's rental
property is one of the central ones in Europe in regard to location, size,
liquidity, and high rental and property prices.
S&P has given Canada an AAA international rating, mainly reflecting its
advanced economy, large volume of export in its main industries, its
upward improvement in fiscal performance and political stability. These
positive factors are mitigated by a high government debt and high debt
levels in the private sector
S&P has given Germany an AAA international rating, mainly reflecting its
wealthy, modern and diverse economy, political stability with a history of
careful macro-financial policies, and resilience in the face of large financial
crises, as has been proven by the reunification of East and West Germany.
Its weaknesses are a high tax burden, structural limitations, failures in the
labor market and a generous social policy that constitutes a burden on the
level of unemployment and fiscal conditions.
S&P has given Sweden an AAA rating. Its strengths are a continuing
reduction in the general government debt, a competitive, diverse and
flourishing economy, and ongoing export surplus. Its weaknesses are a
large public sector restricting its fiscal flexibility, large foreign debt of the
banks in Sweden.
S&P has given Switzerland an AAA rating, mainly reflecting the long-term
political stability, free and diverse economy, stable cash flow and high
level of fluidity.
S&P has given Finland an AAA rating. Finland constantly represents
balanced economic management, supported by widespread political and
institutional consent.
Laying down restrictions on deviations in
government expenses allowed control over government expenditure, which
places Finland as one of the strongest countries in the EU. Continued
political stability and balanced economic management are expected to
continue positioning Finland in a strong credit status. Despite its relatively
small size, the Finnish economy is considered one of the most competitive
in the world. Negative demographic changes could become somewhat of a
threat in the long run, however, the Finnish government is expected to
remain dedicated to current policies of budget control, and allow flexibility
in order to contend with future challenges.

12.2.2

The markets in which Belron operates may be
characterized as follows:
the equity capital required from the purchaser while purchasing property (if
the property is rented out) is as follows: in England 5%-15% of the
purchase price of the property; in Canada – 25%-30% of the purchase price
of the property; in Germany – 10%-20% of the purchase price of the

1

For comparative purposes, S&P rates Israel A-.
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property; in Switzerland – about 10 of the purchase price of the property;
in Finland – 10%-15% of the purchase price of the property; in Sweden –
about 15% of the purchase price of the property.
Financing of the rest of the purchase price, except equity capital (if the
property is rented out), is mainly done through non-recourse loans, where
the loan guarantee is the property itself, company shares and rental
agreements. Occasionally, there is a cross-collateralization of several
properties.
Rental agreements are generally for a period of 5-10 years. Some rental
agreements in the English real estate market are for longer periods of time
(10 – 20 years).
Rental fees are adjusted once every few years, with variations existing
between agreements. In England, rental fees are adjusted, in general, every
five years according to the level of rent in the area of the property at the
time of the adjustment, but not less than the rent already existing in the
rental agreement (Upwards Only method), or according to an Upwards
Only method as agreed upon in the rental agreement.
In England, rental agreements are generally FRI (Full Repair and
Insurance) and include a commitment of the lessees to conduct repairs and
improvements in the property during the rental period, so that the property
owner does not have to incur any significant expenses on the property
during the rental period, including insurance of the property which is
imposed on the lessee.
The lessee is generally not required to give any guarantees to ensure his
undertakings according to the terms of the agreement. When the lessee is a
subsidiary of a well-known company, guarantees are occasionally required
from the lessee’s mother company.
12.2.3

Belron’s foreign operations are influenced by shifts in the property markets
in the counties in which Belron operates. In order to minimize this
exposure, Belron has a policy of purchasing properties while they are
already rented out under long-term leases. Belron is exposed to changes in
short-term and long-term interest rates in the international markets in
which it operates, In order to neutralize these changes, most loans taken by
Delek Real Estate in order to purchase these properties are with fixed
interest and in cases that Delek Real Estate must take loans with varied
interest, Delek Real Estate conducts “protective deals” to limit its exposure
to changes in interest rates.

12.2.4

Changes in the Scope and Profitability of the Sector
a.

England
After several years of drop in demand (mainly in 2002-2004), 2005
has shown a recovery in the office market. There is a rise in the
demand also for medium-size office, indicating to the improvement
in demand for office-space. Demand for first rate office space
reached its highest level in six years. The number of empty first rate
offices fell in 2005 by about 15% as opposed to statistics from 2004.
At the same time, the number of buildings under construction rose to
its highest level in 18 months. Rental prices rose for the first time in
four years.
With this, the following should be noted: 1) The low interest rates
that pulled investors to perform leveragedtransactions, has started to
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rise in England; 2) The German investors who were important
players in the market have become interested in other markets; 3)
There has been a revival in the equity market; 4) There has been a
trend towards shorter rental leases which could harm the investor's
hedges against short term volatility in rental prices.

1
2
3
4
5

b.

Canada1
2005 showed a momentum of rise in demand for office space.
Vacant properties declined to a rate of 8.7%, the lowest since 2000.
In light of the small number of vacant offices renters can anticipate
to find less vacancies, which could cause a rise in rental prices.

c.

Germany2
The number of properties rented in most large cities rose in 2005 by
a rate of 10%-15% in comparison to 2004, except in Düsseldorf,
where there was a 5% fall in properties rented out as compared to
2004.
Rental prices in Berlin, Frankfurt and Hamburg for luxury properties
rose, whereas in Munich and Stuttgart, prices remained without
change, compared to 2004. The average price rose in Munich and
fell in Berlin and Düsseldorf.
The number of vacant properties in Berlin, Hamburg and Munich
fell by 11% in comparison to 2004.

d.

Sweden3
The economy continues to rise with a trend towards improvement,
and a 2.4% GNP in 2005
Stockholm – no marked improvement in 2005, and rental prices in
Stockholm remain stable. There are many empty properties, and
despite this, construction has begun on many new buildings.

e.

Switzerland4
There are clear signs of early improvement, mainly in Zurich.
There is demand for offices in the center of the cities, however there
are still many areas with low demand.
The main demand is for offices of up to 1000 square meters. Prices
have risen in Geneva, and fallen slightly in the Zurich and Bern area,
but remained stable in Basel.

f.

Finland5
The peak in demand for offices in 2001 dropped significantly, but
2004 showed signs of recovery and which grew significantly
through 2005 The number of vacant offices in Helsinki dropped
from 9 to 8%.

The information on Canada is based on the 2004-5 Colliers International Canadian Real Estate Review, a
global real estate internet site and the Investment Strategy Annual (regional outlook for 2005).
The information on Germany is based on: German Office Market in 2005, Colliers International, December
2005.
The information on Sweden is based on: The Property Investment Market – Nordic Real Estate Review,
Colliers International, Autumn 2005.
The information on Switzerland is based on: Office Market Report Switzerland 2006 – Colliers International,
January 2006.
The information on Switzerland is based on: Office Market Report Switzerland 2006 – Colliers International,
January 2006.
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12.2.5

Important Sources of Success in Foreign Operations
and their Changes
According to Belron estimates, the main sources of its success in the
foreign real estate market are: 1) Finding long term rental properties to rent
to financially stable leaseholders; 2) the ability to gain good financing
sources and conditions to allow rental yields in excess of financing costs;
3) Financial stability allowing the investment required; 4) Geographically
diverse investments; 5) Belron conducted a series of deals that have been
classified as “Deal Closer”.

12.2.6

Barriers to Entry and Exit in Foreign Real Estate and
the Changes Occurring to it
The barriers to entry are: 1) Financial stability in order to have the equity
required to make the investments; 2) The establishment of an autonomous
management structure in other countries abroad.
Barriers to exit are: The often long and complicated nature of selling
properties.

12.2.7

Competition and the Changes in it
Belron operates in markets where its market share is small. Because of the
nature of Belron's operations its competitors are not readily identifiable.
However, Belron operates in markets where the demand of real estate is
higher than the supply, and competition for specific properties is, therefore,
generally strong.

12.3 Details Regarding the Real Estate Assets in the UK
12.3.1

1

As of the date of this report, Belron holds various rates of shares in
associated companies (not consolidated in Belron’s balance sheets, and
included in Delek Real Estate’s balance sheets on an equity basis) that hold
9 properties in England (see details in table below). Belron also holds 43%
of the Linchfield Ltd. company (hereinafter – “Linchfield”)1, that at the
time of this report holds 132 parking lots, through a British company,
leased to the NCP (National Car Parking) company. In addition, a
consolidated company (70%) holds shares of a foreign company that owns
one property in England. Belron also invested in the fund that purchased 16
hotels in England run by the Hilton chain, a move that indirectly gave
Belron 17% of the units in the fund (in this matter see section 9.10 below).
Following is a detailed outline of Belron’s investments in associated
companies with British real estate holdings:

On 31.12.2005 Belron held 40%. After the date of the balance sheet, Belron increased its holding in Linchfield by
3% and now holds 43% of Linchfield’s shares.
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Holding%/
date of
investment

40%1
11/03

Name of
associated
company

Linchfield
Ltd.

Name of
property/Lo
cation

Parking lots
in England
Linchfield
company

Farringdon
Road,
London

35.46%

(purchased
5/02)

Stonecutt3er
London
(purchased
Shalati Ltd.

Rosemore
Ltd.

40%
9/03

31.875%
12/04

Quarry
Town
Ltd.
Major Belle

45%
12/97

6/03)

Description of
property held
by Delek Real
Estate
associate and
size in square
meters
(excluding
parking)
Parking lots
throughout
England (see
section
2.6.5(c))
Office building,
ground + 5
floors, 2
basement floor
16,000 m2
parking for 24
Corner office
building &
shops, 15,000
m2

Investment
in associated
company in
NIS K as of
Dec. 31,
2005

Name of
principal
Lessee /date
of end of
lease/%
rented

Cost of
prop. In
associate
books in
NIS K as
of Dec.
31, 2005

Rental
income by
Delek Real
Estate
associate in
NIS K for
asset in 2005

Belron
share in
associate
company’s
profit for
2005

179,684

NCP until
2037

4,894681

479,495

27,590

Merrill
Lynch until
29.9.2015
100%
occupancy

706,713

50,695

92% leased
to Deloitte
until 2019
94%
occupancy

746,416

54,321

Leased to
CMS until
26/7/2015
100%
occupancy
75%leased to
McKinsey
until
24.3.2018
100%
occupancy
Leased to
NCR until
15.11.20261
00%
occupancy

841,704

64,929

397,030

28,743

19,206

178,664

12,553

6,772

154,585

6,8086

672

45,547

Mitre
London4
(purchased
9/02)

Office
Building, 7
floors, 17,436
m2,

Kinnaird,
House 5
London

7,000 m2 office
bldg & parking

46,439

The
Discovery
Center,
Dundee,
Scotland

Office bldg in
Dundee, east
coast of
Scotland 12,500
m2, three stories
+ ground + 400
parking spaces
Office building,
23 floors,
15,000 m2, 1
underground
parking level
for 170 cars

9,868

NLA Tower
Croydon

26,341

1

Various
renters
occupancy
87%
Leases from
10-12-2006
until 12/2004

(1,709)2

An additional 3% in Linchfield were purchased after the date of the balance sheet by a foreign subsidiary of
Belron.
2
Loss due to one-time expenses of NIS 19,000 thousand from breaking loan due to re-financing.
3
Leasing fees to the amount of ₤200,000 were paid in 2005
4
Leasing fees to the amount of ₤530,000 were paid in 2005
5
Leasing fees to the amount of ₤566,000 were paid in 2005
6
the data regarding the rent fees and Belrons part in the profits of the company holding the property are as of the 15
July 2005, which is the date when a foreign company of Belrons control sold 55% of its holdings in the company
holding the property (and remained holding 45%). Since that date the financial statements of the company holding
the property are not united with Delek Real-Estate’s financial statements.
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Holding%/
date of
investment

Name of
associated
company

Name of
property/Lo
cation

Description of
property held
by Delek Real
Estate
associate and
size in square
meters
(excluding
parking)
Office building,
20 floors,
19,254 m2, 3
underground
parking levels
for 220 cars

Investment
in associated
company in
NIS K as of
Dec. 31,
2005

Name of
principal
Lessee /date
of end of
lease/%
rented

Cost of
prop. In
associate
books in
NIS K as
of Dec.
31, 2005

Rental
income by
Delek Real
Estate
associate in
NIS K for
asset in 2005

Belron
share in
associate
company’s
profit for
2005

21,101

different
lessees
various dates
from 20062014
82%
occupancy
lessees
various dates
from 20062016
96%
occupancy
SimonCarves Ltd.
lease ending
11.4.2021
100%
occupancy

187,674

9,1011

(2,286)2

118,624

5,0033

(501)4

60,355

2,5445

(315)6

268,8538

14,523

13,270

Shatto Ltd

City Center
Atrium,
Birmingham

45%
3//99

Old Forge Ltd.

City Plaza,
Pinfold St.,
Sheffield

office building,
9 floors, 11,050
m2

15,687

45%
12/2000

Padwick

Sim Chem
House

2 office
buildings, 6 & 7
floors 7,380 m2,
parking for 167
cars

8,001

Corner
building, office
+ shops
3,690 m2

34,109

45%
11/98

Warren Road
Manchester

49%
11/02

1

2

3

4
5

6
7
8

Kristwood
Properties Ltd.

Eagle House
London7

the data regarding the rent fees and Belrons part in the profits of the company holding the property are as of the
15 July 2005, which is the date when a foreign company of Belrons control sold 55% of its holdings in the
company holding the property (and remained holding 45%). Since that date the financial statements of the
company holding the property are not united with Delek Real-Estate’s financial statements.
The loss amounts out of the spreading of the costs of obtaining credit and an increase in the volume of
financing expanses as a result of an increase in the volume of loans amounting from a refinancing action and
from one time expanses deriving from preparing empty spaces for new lessees.
the data regarding the rent fees and Belrons part in the profits of the company holding the property are as of the
15 July 2005, which is the date when a foreign company of Belrons control sold 55% of its holdings in the
company holding the property (and remained holding 45%). Since that date the financial statements of the
company holding the property are not united with Delek Real-Estate’s financial statements.
The loss amounts out of the spreading of the costs of obtaining credit and an increase in the volume of
financing expanses as a result of an increase in the volume of loans amounting from a refinancing action.
the data regarding the rent fees and Belrons part in the profits of the company holding the property are as of the
15 July 2005, which is the date when a foreign company of Belrons control sold 55% of its holdings in the
company holding the property (and remained holding 45%). Since that date the financial statements of the
company holding the property are not united with Delek Real-Estate’s financial statements.
The loss amounts out of the spreading of the costs of obtaining credit and an increase in the volume of
financing expanses as a result of an increase in the volume of loans amounting from a refinancing action.
The property was sold on Octobre 2005.
As of 30.9.2005, since the property was sold on October 2005.

A-125

1

12.3.2

Consolidated company – a consolidated company (70%) holds a property
located at 1 Buckingham Gate in the center of London, a 4 building office
complex next to Buckingham Palace, including basement, ground floor,
six higher floors with an area of 16,554 square meters and 11 parking
spots. The property was purchased in February 2000. The property is
leased to a British government office until Sept. 28, 2020. Occupancy is
100%. Rental fees for the property, recognized in Delek Real Estate’s
financial statements for 2005 were NIS 36,422 thousand1. The lower
cost of the property in Delek Real Estate’s books as of Dec. 31, 2005
amounts to NIS 477,143 thousand. The above data includes the minority
holding of 30%. The leasing agreement includes regular costs and the
average rate of recognized income in Belron’s books.

12.3.3

Leased properties in England – as of Dec. 31, 2005, approx. 95% of the
real estate properties in Englnad owned by the abovementioned associated
companies and the consolidated company (not including the parking lot in
the NCP deal) were leased. There were no substantial changes in the rate of
occupancy of the British properties in 2005.
British leases are FRI leases which obligate the lessee to pay repairs and
improvements throughout the term of the lease, so that the owner has
almost no expenses, including insurance paid by lessee, during the leasing
period. In addition, some of the leases include clauses that automatically
adjust rental charges for predetermined periods of time. Such adjustments
are always an increase in cost.

12.3.4

Financing for purchase of British real estate properties – Most purchase
transactions for property in England are eligible for financing of between
85% - 95% of the purchase price. As a condition for such financing, in the
company purchasing the property undertake to pay the balance of purchase
cost via resources other than the foreign financing. Loans are usually
guaranteed only by the company purchasing the property only. As each
company usually holds only that property itself, without other properties,
and the lender’s rights are vis-à-vis to the property purchaser only, the
loans are non-recourse loans (despite this, one Belron foreign company
holds shares in three companies holding three properties in England, and
in fact have cross-collateralized between the three properties as well as
there are four cross-collateralized between four properties of which re
finance had been taken ) The following table gives details of loans to
foreign companies who hold properties (the above data relates to foreign
companies who hold properties, while Belron owns various percentages of
these companies, as detailed in section 12.3.1 above:

After deduction of NIS 7,000 thousand leasing fees.
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Name of
company

12.3.5

Amount of
loan in
thousands
of £

Shalati Ltd.

275,000

Rosmore
Ltd.
Quarry
Town Ltd.
Major Belle
Ltd.
Shatto Ltd.
Old Forge
Ltd.
Padwick Ltd.
Botly Ltd.

37,510
16,750

Balance of
outstanding
principal as of
Dec.31,2005
in thousands of
£ (NIS K)
275,000
(2,183,940)
35,772
(284,054)
16,572
(131,589)

Annual
interest
rate

Final
payment
date

Balance of
outstanding
principal on final
payment date in
thousands of £

6.2%

7/2012

252,593

5.35%

7/2010

33,020

6.04%

8/2012

14,000

77,588

76,038
(603,781)

5.92%

3/2010

77,588

57,156

57,156
(453,852)

6.69%

7/2020

41,932

Parking Lot Transaction – NCP
In November 2003 Linchfield purchased full rights in a English company
that as of the purchase date owned 138 parking lots throughout England.
As of the date of this report, the English company holds 132 parking lots.
The chart below shows details of the parking lots purchased:

Type of property
ownership

Number of
parking lots

Out
of
total

No. of
parking
spaces

Out of
total

Permanent
ownership/ private
ownership

62

47%

16,91
5

36%

Long term lease

65

49%

28,86
1

62%

Short term lease
(less than 50 years)

5

4%

1,101

2%

total

132

100%

46,87
7

100%

The parking lots are leased to National Car Park Limited (NCP), the largest
car park operator in England, under lease agreements until 2037. NCP
operates car parks on road sides and at airports. According to the NCP
website, it employs 4,000 workers, operates over 600 car parks, and holds
170 lots in England worth approximately £400 million.
The lease agreements between the English company and NCP are without
exit possibility. The lease period began on June 29 2002. Annual rental
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fees from all lease agreements, as of the date of purchase, came to £41
million, and are paid on a quarterly basis. Adjustments of various rates
were fixed. No securities were given on the part of the lessees in these
leases. As of Dec. 31, 2005, annual rental fees stood at £42 million1.
Following recognition of the fixed component in the rise in rental fees in
annual financial statements, rental fees will be recognized on the basis of
average annual rental fees to Linchfield for each year of the rental, in the
amount of £ 57.2 million per year (Belron’s portion £24.6 million)
(assuming full payment of the rental fees has been made by the lessee).
50% of the rental fees from the leases rise each year during the lease period
by a rate of 3%, and rental fees of about 50% of the lease agreement rise
each year during the lease period by a fixed rate of 2.5% as follows: 1)
rental fees under lease agreements for 42 parking lots rise once a year on
the 29th of June at a fixed rate of 3%; 2) rental fees under the lease
agreements of 52 parking lots rise one a year on the 29th of June at the
rate of the rise of the index, but by no less than 1.5%, and no more than 5%.
A SWAP deal was made between the company, that holds the property,
and the Royal Bank of Scotland (hereinafter: RBS), under which the
parties determined that at each point of rental payment to the property
owner (once a quarter), the property owner will pay RBS an amount
equivalent to the increase factor in the rental fees according the rise in the
index (with a floor price of 1.5% and maximum price of 5%), and will
receive from RBS a sum equivalent to the increase in rental fees in a fixed
amount of 2.5%. The difference between the sum the property owner is
meant to receive, and the sum it is meant to pay will be credited to a
separate account in the property owners name at the RBS; 3) rental fees
under lease agreements of the 40 remaining parking lots rise once a year in
such manner that 50% of the total rental fee increase by a fixed rate of 3%,
and 50% rise at the rate of the rise in the index as set out above. These
agreements also fix the increase factor of the rental fees linked to the index
by means of a SWAP agreement, at the rate of 2.5%.
The overall rental fees were last adjusted on June 29, 2005, and today total
£ 42 million per year. The remaining lease period is approximately 31.5
years. Beyond signing the agreement, the lessee put forward no other
securities for guaranteeing the fulfillment of undertakings under the terms
of the lease.
The transaction was financed by Linchfield via RBS, in three non-recourse
loans, in an accumulated amount of £ 543.2 million, and the balance
(approx. £ 56 million) came from independent resources (Belron’s portion
– approx. of £ 22.4 million). The property purchasing company, performed
an interest swap agreement and fixed the interest of each loan at an average
rate of 7.3% (not linked). Some of the interest is accrued to a loan fund,
and is not paid in a current manner. The remainder of the loan as of
31.12.2005 is ₤ 557,000 thousand and the remainder of independent
sources is ₤ 35,000 thousand (Belron’s part stands at ₤ 14,500 thousand).
According to the loan agreement, RBS has the option of receiving the
remainder of profits from selling properties.

1

The sale of one car park after the date of the balance was calculated into the annual leasing fees.
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There is a draft agreement between the Linchfield shareholders, which has
not yet signed, regarding the management of Linchfield. In effect, the
parties act under what appears in the draft agreement. According to these
terms, an advisory committee was established, with one representative for
each shareholder, and 2 representatives for shareholders owning more than
35%,. The advisory committee advises the directors, however, the directors
are not bound to act under these recommendations. Each transaction for
sale of assets or sale of holdings bearing profits, will be approved by
members holding at least 59% of Linchfield’s share capital, and if such
sale causes a loss, it shall be approved by members holding at least 90% of
Linchfield’s share capital. The shareholders have a right of refusal and
right of joining for the sale of Linchfield shares. Three members of the
advisory committee may demand the convening of Linchfield’s general
meeting .
A foreign subsidiary company of Belron that holds Linchfield shares and
another company that holds 8% of Linchfield’s share capital have an
agreement with regard to their joint holdings in Linchfield, under which
they will act as follows: 1) in the event that one party desires to convene a
general meeting of shareholders, representatives of the other party in the
advisory committee shall support the convening of such a meeting; 2) each
party will support the appointment of representatives of the other party in
the advisory committee; 3) the parties will meet seven days before the
convening of a general meeting or the convening of the advisory
committee, and will make all possible efforts in order to agree on the
matter of voting between them. In the event the parties come to an
agreement, both parties will vote on their common position. In the event
the parties do not reach any agreement, each party will vote according to
its position, however, if the matter up for a vote is distribution of dividends,
the parties will vote in accordance with the position of Belron’s foreign
subsidiary, even if they have not previously reached an agreement between
them. This agreement will expire automatically in the event that the parties
transfer their shares to a third party. As long as shares have not been so
transferred, the agreement will remain in effect until June 15, 2005, save
for those portions dealing with distribution of dividends, regarding which
the agreement will continue to remain in effect until December 31, 2010.
12.3.6

Details about Delek Real Estate’s Properties in
Europe (not including England)
The following table gives details of holdings of Belron’s foreign subsidiary
companies in companies with property in Western Europe (not including
England):
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Country

Holding %/
date of
investment

Germany

Name of
associated
company

Name and
location of
property

47.5%
2/05
Admiralty

Sand Stone
Real Estate
GMBH
40%
4/05

Cellle
Near Hanover,
Germany

Deutsche
Telekom
Berlin
Deutsche
Telekom
Düsseldorf

Deutsche
Telekom
Hamburg

Deutsche
Telekom
Carslen

1

Description of
property held by
the associated
company + square
meters (excluding
parking)

Investments
in associated
company in
NIS K as of
Dec. 31 2005

Name of
principal
lessee/rate of
holdings/date
of end o f
lease

Shopping center
23,000 square
meters 13 shops
760 parking spots

22,252

Office complex 7
& 5 stories +
basement 27,525
square meters 121
parking spots
4 story office
building +
basement 20,821
square meters +
130 parking spots
5 story office bldg
+ basement 29101
square meters +
outdoor 635
parking spots + 38
underground
7 story office bldg
+ basement 28,153
square meters +
523 parking spots

108,393

Various
lessees 78%
leased until
2017, other 510 years
100%
occupancy
Deutsche
Telekom until
12/2019
100%
occupancy
Deutsche
Telekom until
12/2019
100%
occupancy
Deutsche
Telekom until
12/2019
100%
occupancy
Deutsche
Telekom until
12/2019
100%
occupancy

Belron’s part in the profits of the associated company are calculated from the date of its purchase in April 2005.
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Cost of
property in
associated
company’s
books in NIS
K s of
31.12.2005
201,521

Rental
income for
Delek Real
Estate, 2005

Belron’s %
in associated
company NIS
K during
2005

14,696

6,136

1,550,914

84,876

47,8541

Country

Holding %/
date of
investment

Name of
associated
company

Name and
location of
property

Deutsche
Telekom
Landshut

Office &
residential build +
storage 22,869
square meters +
250 parking spots
5 story office bldg
+ basement 6,589
square meters +23
parking spots

Deutsche
Telekom
Munster

4 story office bldg
8,603 square
meters + 86
parking spots

Deutsche
Telekom
Cologne

Sweden
45%
5/04

BHM
Stockholm

Description of
property held by
the associated
company + square
meters (excluding
parking)

Repslagaren
31 Stockholm

5 story office bldg
+ basement used
for parking in heart
of business section
4,635 square
meters

Investments
in associated
company in
NIS K as of
Dec. 31 2005

14,408
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Name of
principal
lessee/rate of
holdings/date
of end o f
lease
Deutsche
Telekom until
12/2019
100%
occupancy
Deutsche
Telekom until
12/2019
100%
occupancy
Deutsche
Telekom until
12/2019
100%
occupancy
80% to one
lessee until
3/09
100%
occupancy

Cost of
property in
associated
company’s
books in NIS
K s of
31.12.2005

131,320

Rental
income for
Delek Real
Estate, 2005

9,378

Belron’s %
in associated
company NIS
K during
2005

9,090

Country

Holding %/
date of
investment

Switzerlan
d

1
2

Name of
associated
company

Name and
location of
property

40%
12/04

BHM
Centrumfastigh

Jakobsberg
Center,
Stockholm

45%
8/05

Dubnedorf
Property

Dubendorf
Zurich

45%
11/05

Trafalgar
Property

Zurich
University
Zurich,
Switzerland

Description of
property held by
the associated
company + square
meters (excluding
parking)

Investments
in associated
company in
NIS K as of
Dec. 31 2005

Name of
principal
lessee/rate of
holdings/date
of end o f
lease

Commercial center
including shopping
center, commercial
areas, 350
residential units &
1,250 parking
spots, total 70,000
square meters
26,000 of these
residential
22,800 square
meters
bldg+ underground
parking
21,000 square
meters bldg 6
floors + 3 parking
basements 109
parking spots

42,831

180 different
office lessees
for different
periods
96%
occupancy

20,290

20,503

Credit Suisse
until9/2012
100%
occupancy
Zurich
University
until 12/2015
100%
occupancy

Belron’s part in the profits of the associated company are calculated from the date of its purchase in August 2005.
Belron’s part in the profits of the associated company are calculated from the date of its purchase in November 2005.
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Cost of
property in
associated
company’s
books in NIS
K s of
31.12.2005
572,715

Rental
income for
Delek Real
Estate, 2005

Belron’s %
in associated
company NIS
K during
2005

61,279

15,476

395,452

9,444

2,4351

427,331

3,284

1912

Subsequent to the balance sheet date, the following acquisitions were made
in Western Europe:
One of Belron’s foreign subsidiary companies purchased 40% of the share
capital of a foreign company owning a property in the city of Mulheim,
Germany - an office building of 12,800 square meters. The property in its
entirety was purchased for the sum of €25.7 million. Purchase of this
property was financed through a non-recourse loan given by a banking
corporation in the amount of €23.8 million, and the balance was paid with
shareholders’ equity (Belron’s portion of the shareholders’ equity totals
€1.6 million). The entire property is leased to a German communications
company until June 2015. Net annual rental fees total €2 million.
One of Belron’s foreign subsidiary companies purchased 40% of the share
capital of a foreign company owning a property in the city of
Ludwigshafen, Germany - a complex containing a commercial center and
office building of 41,000 square meters. The property in its entirety was
purchased for the sum of €64.5 million. Purchase of this property was
financed through a non-recourse loan given by a banking corporation in the
amount of €61 million, and the balance was paid with shareholders’ equity
(Belron’s portion of the shareholders’ equity comes to €4.3 million). The
principal lessee of the property is METRO, a leading company in the retail
business under an agreement until 2019. Net annual rental fees come to
€4.9 million.
One of Belron’s foreign subsidiary companies purchased 45% of the share
capital of a foreign company owning 2 bordering properties in the business
region of Vallila in Helsinki, Finland. The properties in their entirety were
purchased for the sum of €44 million. Purchase of this property was
financed in part (89%) through a long term non-recourse loan given by a
banking corporation in the amount of €61 million, and the balance was
paid with shareholders’ equity (the foreign subsidiariy’s portion of the
shareholders’ equity comes to €2.62 million including expenses). The
property is used for offices on a total constructed area of 22,500 square
meters. The entire property is leased to a public Finnish communications
company whose shares are traded in Sweden and Finland. The lease runs
until February 2012 in one building, and in the other, until December 2010.
One of Belron’s foreign subsidiary companies purchased 40% of the share
capital of a foreign company owning a 5 building complex on 22,500
square meters, on a 4.7-acre plot in central Germany. The property in its
entirety was purchased for the sum of €20.15 million. Purchase of this
property was financed through a long term non-recourse loan given by a
banking corporation in the amount of €18.34 million, and the balance was
paid with shareholders’ equity (Belron’s portion of the shareholders’ equity
comes to €1.4 million). The entire property is lease to the Adidas company
for a period ending in February 2017. Net annual rental fees come to €1.5
million, and costs involved in maintaining the property devolve upon the
lessee.
conditional transaction – One of Belron’s foreign subsidiary companies
purchased 45% of the land and project to build a modern commercial
center in Matran, western Switzerland. The construction began several
months ago, and is planned to be completed in November 2006. The
commercial center will be on an area of 16,699 square meters, and will be
leased to three lessees, with 85% of income from rent coming from the
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main lessee Coop. Coop is one of the largest retailers in Switzerland. Coop
will be responsible for the current running and maintenance of the property.
Annual rental fees for this property are 3,378,460 Swiss Francs. The
property was purchased for 51 million Swiss Francs and funded by capital
equity and a seven-year loan of 48 million Swiss Francs. The deal is
dependent on condition precedents.
Rental in Western Europe
As of December 31, 2005, 99% of Belron’s associated companies’
properties in Western Europe were leased. There were no major changes in
the tenancy rate of properties in Europe during 2005.
Financing of Property Purchases in Western Europe
In most of property purchase transactions in Europe, financing of 80% to
95% of the purchase price can be obtained. As a condition for such
financing, the company purchasing the property undertake to pay the
balance of purchase cost via resources other than the foreign financing.
Loans are usually guaranteed by the company that is the purchaser of the
property only. As each company usually holds only that property itself,
without other properties, and the lender’s rights are vis-à-vis the
purchasing company only, the loans are non-recourse loans. One of
belron’s subsidiaries holds seven properties in Germany, so in fact there is
cross-collateralization between the seven properties). Part of the loans is at
a fixed interest rate and part at a non-fixed interest rate. If the loan is at a
non-fixed rate, the purchasing company take part in hedge transactions
that limit its exposure to fluctuations in interest rates. The following table
gives details of loans for foreign property owners (this data relates to
foreign companies that own property, while Belron has a varied holdings in
these companies, as detailed in section 12.3.6(b) above):
Name of
company

Amount of
loan in
thousands
of NIS

Admiralty

€28,000

Sandstone

€255,000

BHM
Stockholm

156,700
Swedish
krona
750,000
Swedish
krona
104,500
Swiss
Francs
111,700
Swiss
Francs

BHM
Centrumfastigh
Dubendorf
Trafalgar
Property

Balance of
outstanding
principal as
of
Dec.31,2005
in thousands
of NIS
€27,543
(150,013)
€237,342
(1,292,685)
154,149
Swedish krona
(89,175)
734,920
Swedish krona
(425,151)
102,649
Swiss Francs
(359,121)
111,700
Swiss Francs
(390,782)
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Annual
interest rate

Final
payment
date

4.65%

2/2012

Balance of
outstanding
principal
on final
payment
date in
thousands
of NIS
€24,750

4.90

7/2011

€227,109

4.25%

6/2009

4.10%

3/2010

2.17%

7/2009

3.12%

11/2010

138,600
Swedish
krona
695,000
Swedish
krona
96,100
Swiss
Francs
103,000
Swiss
Francs

12.3.7

Existing Agreements between shareholders in
associated companies in England and in other
European countries
In the matter of agreements between the shareholders in the car park deal,
see section 9.3.5 above.
There is an agreement between the share holders of four foreign companies
(Major Belle, Shatto, Old Forge and Padwick) that own four properties in
England, and which Belron holds 45% of their shares, that includes
protection of subsidiary minority rights and adoption of business plan for
the management of their combined property. This agreement also includes
the right of first refusal, dilution possibilities in light of the need for
additional investment, and the option for one of the parties to purchase the
shares of the other party (separation) in the case of a dead lock.
There has been agreement (not yet formalized under contract) between the
shareholders in the associated companies (not including companies
mentioned in section (b) above and not including companies in the car park
deal) by which resolutions will be passed by majority vote, except for the
matters set out below, with regard to which there must be agreement of all
the shareholders, or other specified procedures : a) resolutions regarding
refinancing (at a different bank) of loans taken with regard to a property ;
b) a resolution related to the approval or refusal of a lessee’s request to
renew a lease; c) regarding sale of a property – it has been determined that
3 years after the closing of an agreement, any shareholder may announce
his intention to request assessment of the property with the intention of
selling it. In the event that a market price buyer is found (at a price higher
by a certain sum than the shareholders’ investments) the property shall be
sold to that buyer, unless one of the shareholders objects to the sale, in
which case he shall purchase the shareholder’s shares at a price reflecting
the shareholders’ equity of that company, and in consideration of the sums
required for payment of loans granted for purchase of the property,
including fees for early payment, and for payment of any other loan taken
by Belron. It has been further agreed that there will be no transfer of shares
by associated company shareholders except under the terms set out in this
section.
In January 2006, the shareholders of a foreign company1 holding 94% of
the foreign company which holds seven properties in Germany (see section
9.3.6(a) above) signed an agreement that was in existence since the
purchase of shares by Dorea in September 2005, which states that the
appointment of the directors in the foreign company shall be as follows:
Delek Real Estate’s subsidiary– two directors; Electra Properties Ltd. –
two directors, and Dorea – one director. Resolutions of the General
Meeting or Board of Directors will be passed by majority vote.

12.4 Details About the Canadian Properties
12.4.1

1

As of the date of this report a foreign company is the beneficiary of four
Canadian trusteeships that hold four real estate properties in Canada, as
well as a Canadian trusteeship that holds 45% of a foreign company that

The share holders are a subsidiary of Belron – 42.6%, Electra Properties Ltd. – 42.6% and Dorea Investments and
Development – 14.8%.

A-135

in November 2005 purchased a property portfolio containing 30 Canadian
shopping centers.
12.4.2

16

The purchase of properties in Canada is performed in such manner that
each of the Canadian companies purchasing properties in Canada declares
that it has purchased the Canadian assets for a trust residing in Canada
(hereinafter in this section: the Canadian trust). The Canadian trusts are not
held by Belron. Each of the Canadian Trusts signed separate Declarations
of Trust for each of the properties. These Declarations are generally similar
and state, among others, that Bel Finance (BVI) Ltd. (a subsidiary
company fully owned by Belron) is the beneficiary under the various
Declarations of Trust. According to the Declaration of Trust, the Canadian
trust is the holder of the property (Trust Fund) and the income deriving
there from is for the benefit of the beneficiary. The beneficiary is entitled
to receive, among others, the property and/or income deriving there from
and/or any part of it, during the trust period, at the sole discretion of the
Canadian Trust. . A trustee is appointed for each of the trusts, and it is his
responsibility to manage the trust in accordance with the provisions of the
Trust’s Declaration.16 Notwithstanding the aforesaid, all the trustee’s
decisions in regard to change of beneficiaries or any significant decision
regarding properties of the trust require written confirmation of the trust
protector. According to the trust’s declaration, the Belron’s subsidiary is
authorized to change the identity of the protector.

A third party of the company was appointed as trustee in one of the trusts. The trustee in three trusts is an
employee of the company held by the ownership company.
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12.5 Details of Canadian Holdings:
a.
Name and
Location

Bell Tower,
Montreal
Purchased on
November 7,
2001

5001 Young
Street, Toronto
purchased June
28, 2001

Office Rentals in Canada

Description

Name of
Lessee

End of
Lease Date

Office building in
complex of two buildings.
28 floors and storage.
Jointly managed
commercial space
including shared
equipment, three story
underground parking with
708 parking spaces and
commercial areas.
The commercial areas
and parking are jointly
managed by the parties
under a cooperation
agreement2.104,000
square meters (excl.
parking).3
Office building including
20 floors and 400 parking
spaces, 4 level
underground parking.
30,411 square meters (not
incl. parking)

Bell Canada,
18 floors4, 5.5
floors leased to
AON
(insurance
company)6, 2
floors leased to
National Bank
of Canada, 1.5
floors leased to
the UN airport
authority, one
vacant floor

Various dates
for Bell Canada.
Other floors
vary starting
from March
2008 until
March 2018.
AON – until
June 30, 2022
(with the option
of early release
in 2017 with
compensation)

65% to
Canadian
Internal
Revenue, 15%
to Royal Bank
of Canada,
remaining
areas leased to
other parties.5

Internal
Revenue, most
of the areas until
April 2012,
Royal Bank of
Canada, until
Aug. 2011.6

Total

1
2

3
4
6
5
6

Rental Income
recognized in
company
financial
statements
2005
(NIS '000) 1

Depreciated
Value of
Property in
company books
as of Dec. 31,
2005
(NIS '000)

120,795

803,358

47,886

301,337

168,681

1,104,695

Canadian rental income includes expense reimbursements from lessees.
According to the joint agreement the company has a right to 79.2% of the revenues for the commercial space
and 63% for parking. Belron is responsible for expense at the same rate. As for other space with only expenses,
the rates are detailed in an agreement between the sides.
Of the space, 95,000 sqm are office space.
Bell Canada lease includes 200 parking spaces and storage of 1,250 sqm.
Rental agreement will actively begin in June 2006. The lessee has been given six months grace during the first
year and seven months during the second year, for paying the rent.
One of the lessees is under the control of the main shareholder in the Company.
The Royal Bank of Canada has two options for renewal – every five years, at the prevailing market price.

A-137

b.

Residential Rental Properties in Canada

Name and
Location1

Description

Place Elgin,
Montreal
Purchased
March 30, 2001

14 story building, two level 228
space underground parking. 28
parking spaces outside. All
apartments for residential use,
except one for commercial use.
26 stories. Residential apartments
and 23 offices

The Chattel,
Montreal,
purchased
April 30, 2001
Total

No. Of
Apartments.

Rental Income
recognized in
company
financial
statements
2005
(NIS '000)

Depreciated
Value of
Property in
company books as
of Dec. 31, 2005
(NIS '000)

291

15,7442

102,739

300

14,7373
30,481

204,730

In November 2005, a foreign subsidiary of Belron (together with partners)
completed the purchase of a Canadian property portfolio containing 30
shopping centers in an overall area of 70 thousand square meters in the
Montreal area (16 centers), in Quebec (10 centers) and in Ontario (4
centers). Belron has a 45% portion of the deal. The properties were
purchased from a drugstore chain owned by the Jean Coutu group4, who
continues to lease a major part of the portfolio under agreement until 2020,
and six shopping centers until 2025.. Rental fees paid by the group
constitute 45% of the rental income for this portfolio. The remaining areas
are leased to a large number of lessees for various periods. The average
occupancy rate for 2005 was 95%. Annual rental fees total 8.4 million
Canadian dollars (net). Rental fees paid by Jean Coutu increase each year
by a 1.4% fixed rate throughout the lease period.
A sum of 111.7 million Canadian dollars was paid for the portfolio. 75% of
the purchase price was financed by a loan from a foreign banking
corporation through a non-recourse loan for a period of 10 years with 5%
fixed interest and with principal returns according to a payment scheme
over 30 years. Rental fees of the associated company that were included in
the financial report for 31.12.2005 are for a total of NIS 7,159 thousand
and the cost of the property in the associated company’s books for
31.12.2005 are for a total of NIS 448,270 thousands.
12.5.2

1
2
3
4

Lease of properties in Canada
As of December 31, 2005, 94% of the Belron Canada office space was
rented out. Occupancy on 31.12.05 of the two residential buildings owned
by the group was as follows: about 98% of Place Elgin, and 92% of The
Chattel. Occupancy at the shopping centers at the aforesaid time was 95%.

The rights purchased are ownership rights. A consolidated company of the Company holds the trust for the
Canadian properties.
Rental fees include repayment of current expenses by tenants – NIS 172 thousand.
Rental fees include repayment of current expenses – NIS 503 thousand.
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12.5.3

Property

Bell Tower

Financing for the purchase of properties owned by
the companies held by the Belron in Canada
Most purchase transactions for property in Canada are eligible for
financing of 70% - 75% of the purchase price. As a condition for such
financing, the purchasing company undertake to pay the balance of
purchase cost via resources other than theforeign financing. In most cases,
foreign financing is performed through a group of banks and pension funds.
Some loans have cross-collateralization between the property purchasing
companies. Below are details regarding financing of the Canadian
properties:

Amount of loan
in thousands of
Canadian
dollars

145,000

5001 Yonge
Street

55,094

Place Elgin1

25,487

The Chatel2

22,490

Jean Coutu

83,812

Outstanding
balance of loan as
of Dec.31,2005
In thousands of
Canadian
dollars(NIS 000)

Annual interest
rate

Final payment
date

6.45%

1.1.2008

7.54%

1.7.2011

4.18%

1.6.2010

23,672

22,490

4.48%

1.1.2011

20,974

83,812
(332,250)

5.05%

1.11.2015

68,044

137,417
(544,747)
47,373
(187,800)
25,323
(100,387)

Outstanding
balance of loan
for final
payment in
thousands of
Canadian
dollars
131,072
46,073

12.6 Customers Abroad
The customers of the associated companies abroad are those renting the properties
owned by the abovementioned associated companies. As is explained below, the
policy of these associated companies is to purchase rental properties that have long
term leases to high-quality and financially stable lessees. Therefore, a large number
of the lessees of the properties belonging to the associated companies are large
groups such as insurance companies, government offices and telephone companies.

1
2

As part of the refinancing for the property, guarantees given by the controlling share holders in regard with the
loan for purchasing the property were released and exchanged with guarantees of the companies in the group.
The property was re-financed in January 2006 and the data presented here are after the refinancing. The sum of
the loan totaled 18,774 thousands Canadian dollars and the annual interest rate was 5.48%. Guarantees given by
the controlling shareholders in regard with the loan for purchasing the property were released as part of the
refinancing for the property and exchanged with guarantees of the companies in the group.
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12.7 Expected Revenues from Foreign Properties1:
12.7.1

2006
1st
quarter
41,435

2nd
quarter
39,571

12.7.2

Following are details of the expected income from abroad from signed rental agreements (only
associated companies and including the minority part):2, 3

3rd
quarter
42,131

4th
quarter
42,354

2
3

4

2008

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

2019

2020

142,830

137,265

126,557

120,053

114,523

89,826

82,385

82,315

82,009

82,122

76,350

46,671

37,806

31,828

Following are details of Belron’s part in the expected revenue from rental agreements signed by the
associated companies of Belron abroad: 45, 4:

2006

1

2007

1st
quarte
r

2nd
quarte
r

3rd
quarte
r

4th
quarte
r

95,552

95,427

95321

94,651

2007

2008

2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

2019

2020

372,661

366,859

357,497

352,528

341,726

335,822

326,394

323,214

308,388

272,796

267,255

257,565

243,670

190,342

In cases where the rental fees include fixed rises, recognition is conducted on the basis of the average of expected rental fees. Calculation of the expected fees is based on
the manner in which the rental fees are presented in the financial reports of the company, i.e. on the basis of the expected average throughout the rental period.
In addition to the information in this table, the expected revenue for 2021 totals NIS 14,315 thousand. Data in the table does not include: 1) income from the associated
companies; 2) refunds to the lessees for incurred expenses.
Data is subject to the following assumptions: 1) no new rental agreements are signed: 2) lessees will leave on their first opportunity awarded them according to the rental
agreement, even at the cost of paying and exit fine (this fine has not been taken into account); 3) the possibility of selling property or purchasing new property has not been
taken into account; 4) the exchange rate as of 31.12.05 will remain as is; 5) as the rental agreements in the residential units are generally for a period of one year, an
estimated revenue period of one years only was taken into account; 6) this data does not include rent review.
There exists an estimated revenue from associated companies past 2020, ending in 2037 at a total of NIS 2,972,187 thousand.
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12.8 Marketing and Distribution Abroad
As stated above, Belron's real estate holdings are rented for long periods and
therefore no large marketing efforts are required. When new renters are required,
the foreign companies who manage the properties are responsible.
12.9 Competition Abroad
Belron operates in large markets where its market share is negligible. Due to the
nature of Belron's activities, they don't have recognized competitors. Because the
demand for properties in those countries where Belron operates is generally
greater than the supply, Belron operates in markets where the competition on a
specific property is generally high.
12.10 Regulatory Barriers
The province of Quebec has rental laws that are applicable to Belron’s residential
properties (as opposed to office properties). From September 1, 1996, except in
rare circumstances detailed in the law, the lessee has protection against eviction
from the property. The period of rent is decided by the parties according to the
lease and is renewed automatically for the same period of time. The owner
cannot prevent the renewal of the rental agreement. The lessee can opt not to
renew the rental agreement so long as sufficient notice as required by law is
given to the owner of the property. In the case that the rental agreement is
renewed, the owner can try and change the rental terms (including rental fees)
and he must inform the lessee of such, who can oppose these new terms. If the
lessee opposes the new terms in the agreement, the owner can bring the case to a
special tribunal called Regie du Logement, that deals with relations between
property owners and lessees. Property owners submit their request to the Regie
du Logement on a specific form, where they mention, among others, the existing
rental terms, maintenance expenses (taxes, insurance, electricity, gas, heating,
etc.) and major renovations made in the building during the previous year. Rental
fees may be raised only once a year.
12.11 Investments Abroad - Hilton Transaction
Purchase of rights – during December 2005 the Unit Trust (trust fund)
(hereinafter: the Fund) purchased 16 hotels in England managed by the Hilton
chain. The hotels include 3,124 rooms that were purchased including all contents
thereof. The foreign subsidiary of Belron indirectly holds 17% of the rights in the
Fund. The Fund paid £417.8 million for the hotels, including expenses. Belron’s
part totaled ₤71 million. The Fund received a long-term non-recourse loan from
a foreign banking corporation for financing the purchase, in the amount of
£331.3 million, with 5.83% per year fixed interest. Belron’s foreign subsidiary
provided shareholders’ equity in the amount of £14.7 million.
Management agreement with the Hilton Chain - A 30-year management
agreement was signed between the Fund and the Hilton chain’s management
company (hereinafter: the “management company”). The management company
was given two options for extension of the agreement, each option for a period of
10 years. The management company’s undertaking is to manage the hotels at the
same standard as other hotels of the Hilton chain in England , with the aim of
maximizing operational profits deriving from the hotels’ operations. The
approval of the Fund is required in certain matters as defined in the agreement
before contacting the management company. These matters include, among
other things, cancellation of debts, deals exceeding certain amounts or certain
periods prescribed, sub-letting, purchase of items bearing the Hilton trademark in
places it is difficult to remove upon termination of the engagement, and other
matters deviating from normal management operations. Employment will be
conducted in general by the Fund, save from a number of employees in various
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positions whom the management company may, if it so desires, employ. The
Fund has a the right to twice veto candidates who are proposed by Hilton to
serve as general manager of the hotels. In return for fulfillment of these
undertakings, the management company shall be entitled to a basic fee, at a rate
derived from the income of the hotels and an incentive fee at a rate derived from
the operational profits of the hotels. A fixed portion of the hotel’s income will be
transferred every month for purposes of equipment renewal, installation of safety
equipment as required, and insurance payments. The management company may
demand that the Fund perform other investments in improvements in the hotels
in order to bring them up to Hilton standards as may be from time to time.
The Fund undertakes to maintain the hotel building and equipment at the same
standard as is at the time the management agreement was signed. The Fund will
be charged for all payments necessary for performance of improvements needed
under law.
Agreement between partners – An MOU was signed between the partners in the
Fund on Dec. 14, 2005 with regard to investment. Vision, an English company
specializing in supervising hotel management companies and representing hotels
to the management companies will manage this investment. A managing body
will be established in London, which will appoint three people to supervise
Vision’s work, submit routine reports and give instructions and orders. This body
will make decisions from time to time, and receive instructions from the advisory
board mentioned below, in any matter deviating from ordinary and routine
management. A seven-member advisory board will be appointed, (the identity of
whom has been determined by the investors in the Fund). This board will
convene in London once or twice a year and will receive financial and material
reports regarding the deal from the management board. This board will vote by
majority vote on any substantial matters of management related to the deal, and
will also be entitled to give instructions to the management body and to
recommend new appointments to the management body. Belron does not have a
right to appoint a representative to the advisory board. Certain matters will be
decided only by the general meeting of the shareholders of the companies
holding units in the Trust Fund, to be convened as necessary. All resolutions will
be passed by a 60% majority vote. Matters requiring approval of the general
meeting are: 1) amendments to the Trust’s documents of corporations, or to the
documents of corporations of the Trust shareholders; 2) approval of sales
transactions of holdings (shares of the companies holding shares of the units in
the Trust); 3) sales of Trust assets (assets worth 20% or more of the value of
Trust assets or whose income derived there from constitute 20% or more of all
Trust income); 4) substantial refinancing; 5) partners’ investment of additional
shareholders’ equity in the deal, except investment of shareholders’ equity
required for payment of loans in the event of a lack of cash flow; 6) liquidation
of the Fund or of any corporation among the Fund holders; 7) issue of additional
rights in the Fund, or in any corporation among the Fund holders.
Sale of shares (or holdings) by partners and the dilution mechanism – any partner
desiring to sell his shares to a third party (including to another partner), will offer
all other partners the right of first refusal to purchase the shares at the same price
and under the same terms. Should a number of partners wish to purchase these
shares, they shall together purchase the shares according to their relative portion
in the holdings. Sale to a third party shall be subject to a test of the reasonable
personality of the purchaser, and shall be brought before the general meeting of
the shareholders for approval. Any Israeli institutional body as defined below
shall be deemed appropriate in the matter of this test. An “Israeli institutional
body” is one of the following: provident fund, trust fund and insurance company.
One of the partners, who is a company owned by the body that initiated the
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investment, will not be permitted to sell its part in the deal, unless within a
general deal that includes the other partners selling their part.
12.12 Business Strategy and Objectives for Overseas Operations
Belron's policy regarding yielding investments in real estate property is to
purchase properties in financially stable countries, in companies that have longterm high-yielding leases from high quality, long term financially stable
customers and strategic locations.
Belron's investments are in long term yielding real estate deals in Western
countries and are done either through consolidated companies investing in
yielding real estate or via associated companies investing in yielding real estate.
However, the management of Belron believes that the market conditions are ripe,
they will sell or refinance properties, accordingly.
In order to reduce Belron's exposure to the volatility of the markets in which it
operates, the company tries to purchase properties in high-quality locations with
long term leases already in place.
The professional specialty of Belron is to invest in companies that hold long term
yielding real estate in Western Europe and North America. It is the intention of
Belron to continue concentrating in those areas where it is possible to receive
financing of large non-recourse loans.
Following are the details of Belron's goals:
12.12.1 Purchase of yielding real estate in North America and Europe, mainly
England, Canada, USA, Sweden, Germany, Finland and Switzerland
via foreign companies according to Belron’s guidelines. Belron’s
strategy is to purchase property together with partners. Investment with
partners allows Belron to minimize risks, by investing a smaller
portion in each deal, and by having the opportunity of investing in a
larger number of assets, thus Belron can variant investments and
minimize any potential risks. Belron’s part is 25%-49% of each deal.
Belron operates in regard to each deal according to the quality and
profitability of the deal, and occasionally will not implement the
abovementioned strategy of purchasing property within a partnership.
12.12.2 Evaluating investments in companies that hold the properties according
to Belron’s guidelines.
12.12.3 Continue to finance purchases through non-recourse loans and
refinancing existing properties through non-recourse loans.
12.12.4 The purchase of shares in foreign real estate companies by foreign
subsidiaries.
12.12.5 The development of properties owned by foreign companies,
particularly assets of the foreign company which holds parking lots in
England, with the intention of improving them through realization of
trhe full potential of the properties held by the foreign company,. This
improvement includes making use of additional construction rights or
changes in the use of land within existing rental agreements for those
properties.
12.12.6 Belron is evaluating the possibility of further investing in yielding real
estate (other than offices and residential units), mainly in trade and
logistics, so that Belron will not focus on one area of real estate
activity, but will vary its investments in yielding real estate properties.
12.12.7 Delek Real Estate is considering the possibility
of issuing Belron’s properties/investments on the
London stock exchange.
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Not all evaluations are under Belron’s control and the realization of the
company’s goals and strategy are also dependent on external factors. In addition,
the risk factors mentioned below might have an effect on Belron’s ability to
realize its goals and strategy as mentioned above.
12.13 Expected Developments in the Coming Year in Operations
Abroad
It is the intention of Belron to continue checking additional investment
opportunities and invest in such properties in Canada, Sweden, Finland,
Switzerland and Germany as well as evaluating other Western European and
North American countries, according to the business principles laid out in
paragraph 9.11, above.
It is Belron's intention to check on refinancing opportunities for some of its
properties, thus creating the possibility of freeing up funds for additional
investments.
Delek Real Estate is considering the possibility of issuing Belron’s
properties/investments on the London stock exchange.
12.14 Belron’s investments in Yielding Real Estate Abroad are
Exposed to the Following Risks:
12.14.1 Price Risks
Belron is exposed to volatility in real estate prices in England, Canada, Sweden,
Germany Switzerland and Finland. In order to reduce this risk Belron's policies
are to purchase properties that already have long term leases from high quality,
financially stable lessees1.
It is Belron's view that this policy of purchasing property in high demand regions,
combined with its emphasis on high quality customers and long term leases,
reduces the price volatility risk.
Belron is highly exposed to price shifts in properties owned by its associated
companies since these properties are listed on Belron's financial reports by their
current fair value (according to international accounting rule 40). Changes in the
current fair price of the properties show up on the P&L. (Profits and losses
Report) In 2005, Belron’s share in the increase in the value of Belron’s
associated companys’ properties totaled NIS 68 thousand.
12.14.2 Currency Risks
The associated companies abroad finance their purchases and
investments in associated companies by short and long term loans in
local currencies, from banks (through collateralization of the property)
and interested parties. As of the date of the balance sheet, about 30% of
the loans taken by Belron from banks were in Pounds Sterling, 62.8%
in Canadian Dollars and 6.9% in US dollars. The rental income from
properties purchased in Sterling is 26% while the income from
properties purchased in Canadian dollars is 73.3% . Income for the
companies from the yielding properties, which are intended to finance
capital returns and interest payments, is in local currency, as are all
other property owned by the companies. Therefore,that Belron is not
financially exposed to changes in the exchange rate of foreign
currencies.
12.14.3 Interest Rate Risks
For some of the properties purchased and investments made, Belron is
exposed to cash flow changes resulting from changes in interest rates in
the local markets in which it operates. In order to reduce this risk, the
1

High quality lessees are generally well-known lessees with proven financial stability (or financial backing)
who are willing to sign long term rental agreements. These lessees are generally government bodies,
financial institutions, insurance companies, etc.
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management of Belron has instituted a policy of long term fixed rate
loans. In the case that Belron is required to take loans at varied interest
rates, the company conducts hedge transactions in order to minimize
exposure to changes in interest rates.
Changes in interest rates effect on the value of the properties of
associated companies which presents their investments in yielding real
estste according to their current fair value.
12.14.4 Single Lessee in Significant Properties
One associated company held by Belron (NCP), rents out all car parks
in a long term rental agreement to one tenant. Belron’s part in profits of
the associated company totaled NIS 27,590 thousand in 2005.
An integrated company of Belron in Canada (Bell Tower), has a lessee
who rental payments comprise 33.8% of Belron’s income in 2005.
These payments total NIS 29,368 thousand.
An associated company held by Belron (Sandstone) rents out all
properties (7 buildings) to a single lessee (Deutsche Telekom 1 )
according to a long term rental agreement. Belron’s part in the
associated company’s profits for 2005 totaled NIS 36,506 thousand
(from the date of purchasing the associated company in April 2005).
12.14.5 Derivative Financial Instruments
Belron makes use of financial derivatives in order to reduce currency
risks and is therefore exposed to changes in the prices of the derivatives.
12.14.6 Accounting Exposure
As of January 1, 2004 the accounting Standard 12 came into effect
ending the practice of linking financial statements to the CPI. Also,
Standard 13 came into effect denoting changes in accounting for
changes in exchange rates of foreign currency. As a result, the
financial statements of the foreign subsidiaries, which operate
autonomously, were not changed to reflect their local CPI before they
were converted to NIS. This has caused the profits of Belron from
2004 and onwards to be substantially less than in previous years;
however, it has not influenced the cash flows of the company. The
level of the influence of this risk will depend on the inflation rates, the
structure of the holdings and the financing sources of Belron.
Similarly, due to the significant scope of real estate properties held by
the company’s holdings abroad, the differences in currency as they are
quoted on the financial statements of these companies have been noted
in a separate paragraph in the equity of Belron(Changes Resulting from
translation of financial statements) and changes in the currency’s
exchange rate can have a significant accounting influence on the equity
of Belron. For fluctuations in the prices of yielding real estate
properties that were purchased in associated companies using
international standards, see details below.
12.14.7 Bank of Israel Restrictions.
12.14.8 The control share holder in Delek Real Estate, Delek Group, is affected
by the directives of the appropriate banking management of the
commissioner of the Israeli banks which includes among other things
restrictions on the scope of the loans that the bank of Israek can extend
to a “soul borrower” and to the six biggest borrowers ( the “Borrowers
Group”). The Delek Group, the control shareholder of Delek Group
and its subsidiaries are considered as one borrowers group. This
1

Additional properties were purchased after the date of this report, which are rented to Deutsche Telekom.
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directive only applies to credit taken in Israeli Banks. Given that most
of the credit in this sector comes from foreign banks, at this stage this
restriction does not constitute a substantial threat to Delek Real
Estate’s activity .Following below is a summary of the risk factors that
were described above according to influence (macro, industry, specific
to Delek Real Estate), rated according to Delek Real Estate’s
management, according to their influence on the operations of Delek
Real Estate – large, medium, small influence:

Macro-level Risks
Industry Risks

Delek Real Estate
Specific Risks

Influence of Risk Factors on Delek Real Estate Operations
Large
Medium
Small
- Interest Rate Changes
- Changes in the local
- Currency Changes
economies
- Changes in Real Estate
Market Prices
-Accounting Exposure
Bank of Israel limitations
- Significant lessees at
two associated companies
(NCP in the car park deal
and Deutsche Telekom
regarding property in
Germany) and a
significant lessee in an
incorporated company
(Bell Canada)

The measure of influence of risk factors on Delek Real Estate’s
operations is an estimate only. The true risk factor levels may in fact be
different.
12.15 Real Estate in Israel
12.15.1 Structure of the Sector and volume of operations
Israel's real estate sector has undergone a dramatic slowdown over the
last few years. The security situation has deteriorated since 2000 and,
along with a local recession and global economic downturn,
contributed to a decline in the real estate sector. A positive turnaround
began in May 2005 in the construction of new residential apartments.
From May 2005 until July 2005 there was a cumulative rise of 3.9% in
total constructions started for residential buildings in Israel, from a
monthly level of 2,509 apartments per month in May to 2,725
apartments per month in July (based on estimates of the Central Bureau
of Statistics and of the Ministry of Construction and Housing). This
followed a sharp fall in construction beginnings at a rate of 10.1%
during the first quarter of 2005, of 5.3% in 2004 and 6.6% in 2003.
Completion of the construction of new residential apartments rose since
May 2005 by 0.2% for the first time since the outbreak of the Intifadeh,
as opposed to a 14% decline in the first quarter of 2005, and following
steep declines of 5.2% - 11.4% in each of the previous four years.
There was a 1% rise over the first seven months of 2005 in the total
new constructions in Israel, as opposed to the parallel months in 2004.
At the same time, Ministry of Housing statistics showed that the scope
of new constructions in 2005 was lower than the multi-annual needs
indicated by various models.
The supply of new apartments offered for sale on the market continued
to fall also during 2005. Furthermore, it seems that the slowdown in the
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rate of new and completed construction over the past few years is
relatively fast compared to the slow-down in the rate of sales.
Until 2005 the yielding real estate market in Israel suffered a severe
drop in rental prices (mainly offices in the central area), a drop in
occupancy and in income from invested equity, a rise in interest rates
for loans taken to fund projects and a limitation on long term banking
resources. The main causes for the recession in yielding real estate
derive from the general recession in the Israeli economy, the hi–tech
sector crisis and the security situation. A significant improvement in
the past year resulted from, inter alia, a general improvement in the
Israeli economy, and an improvement in the hi-tech sector as well. The
passing of the new Reit Law (Amendment 147 to the Income Tax Act,
in which was included a new chapter relating to an investment in realestate fund(REIT)) has given rise to a new interest in purchasing
yielding real estate by financially stable companies that creates a rise in
the prices of some of the yielding real estate.
Israeli government policies regarding construction, including the
amount of public and private building for residential purposes, its
policy for selling government lands owned by the Israel Lands
Authority (ILA), the pace of planning and licensing new projects,
policies regarding subsidies and grants to home buyers in certain
regions of the country, may influence the demand for housing units and,
therefore, the prospects for Delek Real Estate's investments in Israeli
residential projects.
12.15.2 Critical Success Factors in the Israeli Sector and
Changes
According to Delek Real Estate’s opinion the critical success factors
for developing residential projects are: 1) Financial stability that allows
financing for projects; 2) performing of projects in demand areas
combined with proper geographical distribution of projects; 3)
Reducing the financial risk in projects by partnering with other
developers and taking part in combination transactions; 4) Reputation,
experience and professional knowledge; 5) Making profits from proper
planning; 6) The reputation and situation of Delek Real Estate as a
financially stable company (Delek Real Estate) with a reputable name
in construction field(Dankner).
According to Delek Real Estate easement, the critical success factors
for its activities in the yielding real estate sector are: 1) Locating
suitable lands for the projects; 2) Financial stability that enables
investment of equity and suitable financing terms for implementation
of projects; 3) Providing long-term leases to financially stable lessees;
4) the location of properties has a significant influence on the levels of
demand, while properties located at attractive areas have a higher
demand and higher rental fees can be required.
12.15.3 Main Barriers for Entry and Exit of the Israeli
Sector and the Changes
According to the estimates of Delek Real Estate, the main barriers to
enter residential and commercial real estate in Israel are: 1) Financial
stability that enables the investment of the required equity, and
receiving banking loans on good terms for carrying out the projects; 2)
Knowledge and experience in developing and carrying out projects.
12.15.4 Competition in Israel
The competition in the development of residential real estate is
centered on finding proper land for the projects and while marketing
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the project since there is competition from adjacent projects. The
developer is usually exposed to competition from large companies and
other small developers who often carrying out projects in the same area.
Similarly, there is competition, in certain circumstances, from the sale
of second-hand apartments. In general, the competition is great as there
are many companies (in various volumes) who work in residential
development.
The yielding property market is characterized by intense competition,
which has brought a decline in rental fees. There is a large number of
companies in this market and excess supply in recent years has lowered
prices.
12.16 Residential Development
12.16.1 Delek Real Estate operates in Israel as a developer of residential real
estate. Delek Real Estates activities in Israel are conducted directly and
through joint ventures (partnerships or jointly owned companies) or
third parties. As stated, throughout 2004 Delek Real Estate purchased
Danker, which became the construction arm of Delek Real Estate.
12.16.2 Delek Real Estate contracts with banks for financing on a project–byproject basis, as is common in the Israeli real estate market. The land
rights, assets and prospective income from sales and rentals of the
project are collateralized in the loan agreements.
12.16.3 The revenues of Delek Real Estate from sales of residential units in
2005 totaled NIS 164,250 thousand.
12.16.4 At the date of this report Delek Real Estate was in the process of
building 321 residential units in 8 housing projects (several of which
were new phases of existing construction projects that began a number
of years ago)
12.16.5 Delek Real Estate is also the holder of lands that has valid city plans
that allows building for housing purposes. Following is a table
showing lands that have valid city plans for construction of housing
and/or are in advanced stages of approval (and are not yet in the
construction stage or are in the early construction stage):
Location of
project/date of
contract for
purchasing
land
Nes Ziona
Valley
2/00

No. of housing
units in
construction In
the project

Delek Real
Estate’s
part in
Project

Rights in the land

Comments

Cost as of
31.12.05
(NIS
Thousands)

213 housing units
+ 600 square
meter for square
meterscommercial
use

100%

Right to lease /
development contract
with the Israeli land
administration

76,483

Petach Tikva –
Lev
Hasavyonim
1/02

730 housing units

50%

Ownership rights

Shavei Tzafon

136 housing units

33%

Leasing from the

Project for
building 596
housing units.
383 units have
been built or
under
construction.
Remaining
land for
construction of
213 housing
units.
Project for
building 1288
housing units.
558 housing
units have been
built or under
construction.
Part of a larger
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77,143

7,915

Location of
project/date of
contract for
purchasing
land
– Nahariya
2/96

No. of housing
units in
construction In
the project

Dankner in the
Sharon,
Netanya
3/00

403 housing units

100%

Leasing
rights/development
agreement with the
Israeli land
administration

Bavli
11/871

Property on area
of 3,500 square
metersquare
meters, suitable
for residential
buildings of 28 –
38 stories each.
That will include
a total 650
housing units.

50%

Ownership

Azur
10/05

182 housing units

75%

Administration /
development contract

Ir Yamim,
Netanya
6/05
Tel Aviv,
Bezalel Market
10/05

120 housing units

100%

Administration /
development contract

124 housing units

100%

Ownership

1
2

Delek Real
Estate’s
part in
Project

Rights in the land

Israeli land
administration

Comments

project that has
been completed
in the past.
Project for
building 649
housing units.
246 units have
already been
built or under
construction.
Combination
and cash
agreement
according to
which 26% of
income will be
given to land
owners2.
additional
trespassers
must be
evacuated from
the land. Other
than the
evacuation of 2
synagogues
(which is not
expected to
cause
problems), the
evacuation
does not delay
construction of
the first stages
of th project,
including
building of 382
housing units.
Return deal
with land
owner,
according to
which the land
owner will
receive 29% of
income from
the project.

Cost as of
31.12.05
(NIS
Thousands)

78,182

64,671

566

45,602
Evacuations
still to be
conducted from

37

There was a need to evacuate trespassers from this property, a process that lasted several years since the
purchase of the land.
On December 4, 2005 Delek Real-estate gave Dior BP Ltd. an option allowing it to force Delek Real-estate
to purchase its rights for 26% of the revenues of the project for the sum of 25.2 million US Dollars. Delek
Real-estate also gave Roim Ofakin Hadashim (1983) Ltd. that is a land owner in the project an option
allowing it to force Delek Real-estate to purchase from it the said land for the sum of 17.3 million US
Dollars. The perios of the said option will expire on 15.6.2006.
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Location of
project/date of
contract for
purchasing
land

No. of housing
units in
construction In
the project

Delek Real
Estate’s
part in
Project

Rights in the land

Tel Aviv, Ein
Zeitim
7/05

115 housing units

67%

Ownership

Ganei Tikva
07/05

220 housing units

Approx.
60%

Ownership

Kfar Saba
2002

230 housing units

Approx.
60%

Ownership

Comments

the site.
Return deal
with land
owner,
according to
which the land
owner will
receive 20.5%
of income from
the project.
Valid regional
construction
plan. Building
permits require
approval of a
city plan by the
local
commitee.
Terms
of
combination
agreement to
be
decided
adjacent
to
receiving
building permit
City plan prior
to publication
for validation

Cost as of
31.12.05
(NIS
Thousands)
19,849

8,691

1,028

12.16.6 Delek Real Estate has several sites for the construction of residential
units that do not have valid city plans.
12.16.7 In addition, Delek Real Estate is handling seven projects for the urban
renewal program "Clear and Build". These projects are in various stages
of development, planning and approval of current residents for the
implementation of the plans. Since these plans have yet to be approved
and since they need the approval of the residents there is no certainty
that these projects will be completed.
12.17 Yielding Property Operations In Israel
12.17.1 Delek Real Estate's yielding properties in Israel are made up of: a)
historical properties that Delek Real-Estate holds; b) contracts with
others to plan, develop and build commercial or office space across the
country; c) yielding rental properties held by Dankner before their
purchase by Delek Real Estate; d) Delek Real Estate’s purchase of new
yielding properties.
12.17.2 Delek has properties that are intended for rental, as detailed below:
Description of
Property

Kanyon Haifa
1

52,400 square

Delek Real
Estate’s part in
property

Income for 2005
(NIS Thousands)1

31.5%2

5,9633

Decreased cost for
property in Delek
Real Estates
financial report for
31.12.2005
(NIS Thousands)
89,559

If Delek Real Estate’s part in the property is less than 100%, the stated income represents Delek Real
Estate’s income from the property.
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Kanyon Drorim

Areas in Beit Gibor,
Tel Aviv
Fuel Stations6
Paris Square,
Haifa10

Rishon installation

Kfar Neter

1

2
3
4
5
6
7
8
9
10

metersquare meters
– including
commercial and
services on 29,000
square metersquare
meters at the
southern entrance to
Haifa1
Commercial center
– 3,500 square
metersquare meters.
adjacent to garage,
of which Kanyon
Drorim’s owner
own 51%. Building
permit for additional
floor of the same
size.
1,800 square
metersquare meters
– offices + 26
parking spaces
6 Fuel Stations,
rented out to an
affiliate
Car park – 4,000
square meterssquare
meter + 563 square
metersquare meters
commercial area.
Shelter for garage +
3,000 square meter
buildingsquare
meters and car park
on plot of 10,714
square metersquare
meters in Western
Rishon Lezion
Approx. 5,000
square metersquare
meters in office
building on an area
of 6,500 square
metersquare meters.
building is part of a
complex owned by
company that is to
include another two

75%4

3,0405

33,986

100%

749

4,337

See footnote7

5,0378

55,4859

100%

452

8,316

100%

768

14,212

100%

419

55,729

Dankner and other owners of the land are checking the possibility of extending construction rights so that
they can build offices and/or housing units next to the mall. They are currently preparing their plan, but
this has not yet been submitted to the relevant planning committees.
Dankner gave the liquidator a one time time-limited offer to purchase Pritzker’s part in the mall and
purchase the control in the mall. The offer is dependent upon a court order.
In light of the mall’s activities in 2005, the management was replaced with a new company that will
acquire benefits based on its success in managing the mall.
Of which 13% are for affidavits received from holders of 13% of the project for the implementation of any
action in regard to their part in this land and the assignment of their rights in the land to the company.
Income reflects 50% maintenance in 2005, as maintenance in Kanyon Drorim was raised after the date of
the financial report.
Includes the fuel station Haturim, whose lowered costs in the companies books for 31.12.05 is NIS 2,377
thousand. Building rights have been approved for this site.
Hako’ach, Haturim – 100%, Ein Yahav, Megiddo, Sa’adon – 50%, Biranit – 45%.
Including income from the associated companies totaling NIS 659 thousand.
Including the cost of properties in associated companies, totaling NIS 6,791 thousand.
Regarding additional building rights.

A-152

Beit Adar

Migdalei Ziv, Raul
Wallenberg Street,
Ramat Hachayal

Commercial and
office center, Acco4

office blocs.
Building with
offices and
commercial
facilities on 17,024
square metersquare
meters1
Office areas –
19,000 square
metersquare meters
+ 353 parking
places, storage
spaces of 2,800
square metersquare
meters, and 50%
commercial area on
2,800 square
metersquare meters
Commercial center
– 12,100 thousand
square metersquare
meters

70%

2,6162

52,878

50%

2,4383

122,064

75%

0

0

For details regarding the combined expenses submitted by the company
and a third party for purchasing of Kanyon Givatayim, which were
found to be the winning bid after the date of the balance sheet, see
reference 10(a)(4) of the financial statements.
12.17.3 Delek Real Estate owns lands designated for construction of yielding
real estate projects as follows: 80,000 square metersquare meters that
has approved city plans for trade and offices, and 2,000 square
metersquare meters for trade and 8,000 square metersquare meters that
does not have approved city plans, which Delek Real Estate is currently
trying to get approved.
12.18 Customers in Israel
In the residential sector – revenues from Delek Real Estate come from a large
number of individual apartment buyers.
Yielding Rental Properties – Delek Real Estate rents its Israeli properties to a
wide range of businesses. The commercial areas are generally rented for a period
of one to 25 years.
12.19 Marketing and Distribution in Israel
Residential units are sold by outside agents who are paid commissions and are
given exclusivity for the individual projects. The agents can be changed on a
regular basis at almost no cost.
Delek Real Estate sets up sales offices in the areas of the large projects
themselves. Advertisements in the local and national media are also taken out.
Delek Real Estate takes part in housing exhibitions abroad; to date in France and
Belgium.
12.20 Expected Revenues
Balance of revenues from units that have yet to be recorded on the P&L is, as of
December 31, 2005, NIS 62,605 thousand.
1
2
3
4

An area of 3,660 square metersquare meters of a building rented to a company and to companies noted in
the ownership of the company.
Income from date of purchase only (July 1, 2005) and not for the entire year of 2005.
Income from date of purchase only (October 1, 2005) and not for the entire year of 2005.
Delek Real Estate purchased the land after 31.12.2005 for the sum of 54 milion NIS as well as the
acquisition of an option to purchase land of 7,881 square meter that are designated for housing for the sum
of 1.8 million US Dollar, Delek Real Estate will realize this option if the designation of the land is changed
by its owner to a commercial designation.
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The expected revenues from rental properties, according to signed contracts for
2006-2020, are as follows (the following data include only the part of Delek Real
Estate in the rental fees from the total sum of the rental fees generated from the
properties that are owned by the partners in the projects) 1 (data is in NIS
Thousand):
2006
2007 2008 2009 2010 2011 2012 Each year from 2020
20131st
2nd
3rd
4th
2019
quarter quarter quarter quarter
9133
8932
8557
7860
22989 17628 16422 14318 8726 7580 approximately 6734
7000
12.21 Competition in Israel
Competition in the Israeli real estate market is highly decentralized, although
there are a few large construction firms, such as Africa-Israel, Azorim and
Shikun Ovdim. In addition, there are a large number middle and small sized
developers and contractors working in areas where Delek Real Estate has
projects under construction. Despite the high level of competition, Delek Real
Estate has a good reputation in the industry, stemming from financial stability
and vast experience.
12.22 Raw Materials and Suppliers
Delek Real Estate uses "turn-key project" subcontractors for many of its projects,
which gives the contractor the responsibility to turnover a building ready for
occupancy. Remuneration is fixed after negotiation between Delek Real Estate
and the contractor, and payments are made at certain points in the construction
process.
12.23 Real Estate Investments in Israel
12.23.1 Hof Carmel Project - Delek Real Estate owns 17.33% of Hof Carmel
Leisure and Tourism 89, Ltd., and Hof Carmel 88, Ltd. (hereinafter
together referred to as: Hof Carmel Companies), who own the land in
Haifa, on which the Hof Carmel project was built. In the Hof Carmel
Project, two buildings were built so far, consisting of 474 residential
units of various sizes, as well as a commercial area, on the main 41,000
square meterssquare meter lot. The building rights in this area allow
the construction of hotel-apartments on a lot of 128,600 square
metersquare meters (gross) and approximately 95,000 square meter
square meters(net), not including parking and storage areas. The
continuation of the building (besides the Almog building and the
northern part of the Pnina building that are complete is possible if the
sea is dried up in a manner that will increase the shore area near the
project). According to the estimates of Delek Real Estate, the cost of
shore work will be between $2.4-2.9 million.
As a result of the court's ruling of the district court on January 15, 1998 and
appeals on the ruling in the lawsuit filed by the environmental "People and
Nature Union" (PNU), it was determined that the Pnina apartment hotel is to be
used for hosting and that it must be opened to the general public. All apartments
must be of public use and therefore the apartment owners must allow their
apartments by the general public (if by means of the apartment reserve or by
other means), for most of the time meaning in aggregate six month of the year.
1

There exists data for beyond 2007. the information is according to the following assumptions: 1) There will
be no monthly leases; 2) the occupants will leave at the first opportunity even if they need to pay an exit
fee (the exit fee was not taken into acount); 3) Sale of properties or purchse of new properties are not taken
into consideration 4) the currency rate will stay as it was at the end of 2005.
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the said ruling will not effect apartments purchased before the date of the court's
ruling.
The Hof Carmel Project was financed from loans by the owner and from banks.
Delek Real-Estate collateral for the debt was 34% of total debt and 78% of the
exposure to Hof Carmel's interest rate and currency transactions that it is
involved in from time to time. The total guarantee will not be more than the NIS
value of $30 million. The balance of the credit that the banks have given the
company as of December 31, 2004 is NIS 330,000 thousand. In addition, the
banks have given guarantees according to the Apartments Sale Law for the
purchase of apartments in the sum of NIS 5,000 thousand.
Hof Hacarmel Companies has a capital deficit of NIS 139 million and a deficit in
working capital of NIS 327 million. Regarding the comment of Hof Hacarmel’s
Companies account about the need to receive credit for the company to ensure its
continued activity, see reference 9(j)(1) in the company’s financial statments.
Delek Real Estate is currently conducting negotiations with share holders in the
Hof Hacarmel companies to purchase their shares in the Hof Hacarmel
companies. As an inseparable part of the agreement, Delek Real Estate is holding
advanced negotiations with Bank Leumi to finance the purchase of shares and
totally terminate all guarantees given by Delek Real Estate to Bank Leumi on
behalf of Hof Hacarmel’s Companies debts to the bank.
12.23.2 Mivney Ta’asiya
On 26.1.2006 Delek Real Estate completed a purchase of 13.04% of
Mivney Ta’asiya shares (outside the stock exchange) for a total of
US$54 million. Delek Real Estate has an agreement with the Economic
Company of Jerusalem Ltd. (owner of the Mivney Ta’asiya) according
to which Delek Real Estate has the right to appoint two directors to the
Mivney Ta’asiya if and when Delek Real Estate holds at least 15% of
Mivney Ta’asiya shares. In March 2006 Delek Real Estate purchased
an additional 2,000,000 regular shares of Mivney Ta’asiya for a sum of
NIS 7 per share, and together with the shares Delek Real Estate already
held, Delek Real Estate holds, as of the date of this report, 14.02% of
Mivney Ta’asiya.
12.24 Legal and Regulatory Limits on the Sector
12.24.1 Construction and Planning Law
The Construction and Planning Law of 1965 forbids building without
receiving a permit from the authorities. Building without a permit or
with abrogation of such permit is a criminal offence according to
paragraphs 203-255 of the Construction and Planning law.
12.24.2 Apartment Sale Law
All residential housing construction falls under the Sales Law
[Apartment] of 1973 that includes various details regarding the
specifications attached to the sales contract, responsibilities regarding
correction of defects as well as certain buyer's rights, until the period of
occupancy, and the registration of the housing unit with the Israeli
Land Authority or the land registry.
12.24.3 Contractor Licensing Law
All work done in residential housing units must be done by licensed
contractors, as defined by the Contractor Licensing law.
12.24.4 Requirements of the Standards Institute
Buildings and materials must be up to the standards that are published
by the Israeli Standards Institute.
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12.24.5 Real Estate Taxes
Delek Real Estate deals in the purchase and sale of real estate, and
therefore may incur tax liabilities under the Real Estate Tax Law
(improvement. Sale and purchse) of 1963 and regulations pertaining to
this law.
12.25 Goals and Strategy for Israeli Operations
The strategies of Delek Real Estate for its Israeli operations are as follows:
1) Identifying the right lands and projects in the high demand areas for
residential projects; 2) Geographical diversification in the various high-demand
regions; 3) Working with partners and taking part in combination transactions
which reduces risk; 4) "Early marketing" –construction after early marketing of
some of the residential units and commercial lands has commenced; 5) Branding
of Delek Real Estate – turning Delek Real Estate into a well known and
respected brand and by using the "Dankner" brand to expand activities in Israel;
6) Using "key contractors" in construction; 7) Professional expertise in building
fuel stations and malls rented to well known brands while branding these centers.
The strategic information given above is forward looking information. Not all the
assumptions are under the control of Delek Real Estate and the realization of the
goals and the strategy are dependent on outside forces. Similarly, the risk factors
detailed in section 12.26 below could negatively influence the actualization of
the management's strategy.
12.26 Expected Developments in the Coming Year
In the residential real estate market Delek Real Estate plans to continue building
and marketing its projects in Nes Tziona and Eli, Dankner in the Sharon, Lev
Hasavyonim and Shavei Tzafon, depending on market conditions and the
possibilities of early marketing of several housing units. The company also plans
to begin construction of Danker on the Sea (Ir Hayamim in Netanya), Azur,
Ganei Tikva and Ein Zeitim (in Tel Aviv).
In the yielding property market Delek Real Estate will complete construction of
office buildings and malls started with its "early marketing" strategy. In addition,
Delek Real Estate is examining the purchase of other yielding properties in Israel.
Delek Real Estate through DMK Ltd. (a joint company with Delek the Israeli
Fuel Corporation) intends to develop and build convenience stores attached to
the fuel stations through the early marketing strategy. Delek Real Estate is also
considering the option of investing in Real Estate Investment Trusts (REIT).
The information given above is forward looking information. Not all the
assumptions are under the control of Delek Real Estate and the realization of the
goals is dependent upon outside forces. Similarly, the risk factors detailed in
12.26 below could negatively influence the actualization of expectations
stipulated above.
12.27 Risk Factors in Israel
The operations of Delek Real Estate in the Israeli real-estate sector, exposes it to
the following risk factors:
12.27.1 The demand for residential housing and rental space are influenced,
inter alia, by the volume of activity in the Israeli economy, which, in
turn, is influenced by the security situation. The continuing recession
in recent years has had a negative influence on the Israeli real estate
market, including a decline in: building starts, demand for apartments,
purchase prices of residential units, a fall in the demand for rentals and
in rental prices.
12.27.2 The residential housing construction market can be influenced by
government building policies, including the amount of public and
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private building for residential purposes, the policy of selling lands
from the Israel Land Authority, the pace of planning and licensing new
projects and changes in government policy regarding grants and
subsidies to home buyers in certain regions of the country.
12.27.3 The mortgage rate for homebuyers and the change of the stance of the
banks regarding the amount of equity and security demanded from the
purchaser may influence demand for housing units.
12.27.4 Changes in the security situation in Israel and policies leading to the
decrease of foreign construction workers allowed into the country may
influence the ability of Delek Real Estate and its subcontractors to
have enough manpower to complete projects on time.
12.27.5 Changes in the prices of the raw materials necessary for building, such
as concrete, cement and iron, can lead to higher construction costs and
influence future profits of Delek Real Estate.
12.27.6 Fluctuations in the Bank of Israel's (BOI) monetary policy as well as
the currency rates and interest rates that influence the level of inflation
in Israel. These factors have a significant influence on the demand for
apartments. It is not possible to currently estimate the long term
monetary policy and its influence on the economy in general and the
building sector in particular.
12.27.7 Delek Real Estate finances some of its activities via bank financing. It
is not possible to guarantee that the company will find the necessary
financing or reciving it in convenient conditions.
12.27.8 Following below is a summary of the risk factors that were described
above according to type (macro risks, sector risks and Delek Real
Estate specific risks) rated, according to the views of the Delek Real
Estate’s management of their possible influence on the Delek Real
Estate – large, medium, small influence:.

Macro-level Risks

Industry-wide Risks

Delek Real Estate
Specific Risks

Influence of Risk Factors on Delek Real Estate
Large
Medium
Small
- Government
Building Policy
- Changes in
-Economic
Mortgage Rates
slowdown
- Security Situation
- Bank interest rate
- Govt. policy
changes
regarding foreign
workers
- Raw Materials
prices
- Bank Credit

The measure of influence of risk factors on Delek Real Estate’s
operations is an estimate only. The true risk factor levels may in fact be
different.
Joint Issues for Israeli and Foreign Operations:
12.28 Human resources
As of the date of the report, Delek Real Estate and its subsidiaries employ
35position holders, as follows: CEO, deputy CEO, 4 operations mangers in the
position of assistant CEO, Company Secretary and Legal Counsel, Company
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Engineer, four managers of different departments, CEO's assistant and head of
Human Resources and logistics. There are also employees in accounting,
inspection, legal services, economics, and housing company and office services.
Delek Real Estates employees are employed under personal contracts. Delek
Real Estate receives advisory services on a part time basis from Mr. Rami Naor,
former CEO of Delek Belron. Regarding allocation of options for senior workers
and directors of Delek Real Estate, see reference 9(j)(3) of the company’s
financial statments. Regarding Delek Real Estate’s agreement with the company
owned by Mr. Rami Naor for the payment of a grant, see reference 36(d) of the
company’s financial reports.
12.29 Working Capital
Delek Real Estate had a working capital deficit of NIS 114,003 thousand as of
31.12.2005, deriving mainly from current rises in long term expenses taken for
financing long term projects that are to be realized in the coming year. Delek
Real Estate’s management estimates that the company will be able to receive
additional long- or short-term loans to finance its investments and repay its
obligations.
In the yielding properties sector credit is rarely given to customers since they
usually pay rent in advance. When the lessees do not pay in advance, the
amounts of credit given are usually negligible.
In the residential housing market, the monies received for apartments usually
match the pace of building.
Regarding credit to/from suppliers, Delek Real Estate receives credit from its
suppliers (mostly contractors) 30-90 days of credit. The average number of days
for credit in 2005 was 90 days.
12.30 Financing
12.30.1 Following are the average interest rates on loans from bank and nonbank sources that were in effect for 2005 and are not intended to be
used exclusively by Delek Real Estate:

Bank Credit
Non-Bank
Credit

Average Interest Rate
Short Term Loans
Long Term Loans
5.6%
6.3%
(foreign currency/index-linked/non(foreign currency/index-linked)
linked)
---5.1%
(only index-linked)

12.30.2 Credit Limitations
In the a framework of the issuance by Delek Real Estate of bonds to
institutional investors in Janyary 2004, Delek Real Estate undertook to
maintain certain financial criteria relating to a specific ratio between
independent cash sources of Delek Real Estate and the "recourse" loans.
It must also maintain a specific ratio between the cash flows from
current operations of Delek Real Estate and its “recourse” loans.
For loans taken from a banking corporation the company undertook to
maintain certain financial criteria regarding the equity it maintains and
the ratio of equity in its balance sheet.
In the framework of the allotment of bonds by Delek Real Estate’s to
the public in June 2005, the bonds were rated by Maalot (see 12.29.4
below). The ratings are contingent upon maintaining the financial
criteria determined in the Maalot report.
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12.30.3 Delek Real Estate’s Credit allowance and its
Conditions
As of 31.12.2005 Delek Real Estate had credit allowance equal to NIS
1,800 million, and at the time of this report NIS 1,892 million. From
this allowance, the company utilized NIS 1,247 million as of
31.12.2005 and NIS 1,392 million as of the date of the report.
12.30.4 Credit Rating
The bonds issued by Delek Real Estate were given an -AA rating by
Ma'alot for the Secured Debt “A” series and an A+ for the “B” series
debt.
The bonds issued by the company according to the prospectus in June
2005 (series C and D) were rated A+ by Maalot.
12.31 Liens on Delek Real Estate Assets
12.31.1 In conjunction with the issuing of Delek Real Estate bonds (A series)
in January, 2004, the bond issue committed Delek Real Estate not to
create additional mortgages of any type on any of their properties in
Israel. However, Delek Real Estate can collateralize properties in order
to gain financing to develop those properties. The company also
committed not to transfer real estate assets to companies it controls
except in cases where the transfer is done in order to gain financing or
if there is a trustee who, to his satisfaction, is given assurances from
Delek Real Estate not to create additional liens on the transferred asset
except for the purpose of obtaining additional financing or registering
this guarantee with the State Registrar. The trustees must receive
copies of any financing agreements in which the said property is
collateralized.
12.31.2 All of the rights of the associated companies abroad, including for
rental income, proceeds from sales in the future or from insurance
policies, are collateralized for the sake of those financial institutions
that financed the properties. The associated companies that purchased
the land pledged their rights to the property in a first charge to the
financial institutions.
12.31.3 As part of a loan agreement signed by Delek Real Estate and Delek
Belron they committed to an Israeli bank not to create additional
charges on their assets (a negative pledge). Even so, This pledge does
not pertain to specific projects and/or properties that were promised
only the loan given.
12.31.4 For the purpose of financing the Israeli projects of Delek Real Estate,
the company mortgages the project and all future earnings from this
project.
12.32 Taxes
12.32.1 Delek Real Estate had final tax assessments for all years up to and
including 2001. Belron and its subsidiaries in Israel had final tax
assessments until and including the year 2002. Dankner had final tax
assessments until and including the year 2001.
12.32.2 Regarding tax laws pertaining to company activities in Israel, see
reference 33 in the financial reports.
12.32.3 As part of its activities, Delek Real Estate enters land purchase/sales
deals, and must therefore, undertake its obligations according to the
Law of Land Taxation (Purchase and Sale) – 1963 and regulations
pertaining to this law.
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12.32.4 On August 4, 2002 the Amendment to the Law of Income Tax (no.
132) – 2002 (hereinafter: Amendment) came into effect, determining
that as of 2003 income from dividends and interest from associated
companies require taxes, even if that income was not initially received
in Israel. It was also determined that under certain conditions an Israeli
resident who held a foreign company, whose main income was passive
income (as defined in section 2a of the Law of Income Tax) will be
obligated to pay tax (25%) on this income, as if the amount was
distributed as dividend in Israel, and will be credited for the tax
applying abroad as if it was paid in fact (hereinafter: Foreign
Company).
12.32.5 Taxation of Real Estate Properties in England
The real estate holdings in England are under the ownership of foreign
companies that are incorporated in Gibraltar, Guernsey, Jersey and
Luxembourg. These companies are required to pay income taxes in
England of 22% on their rental income. Taxes in England are on rental
income with deduction allowances for all direct expenses, including
interest paid on loans for properties, the cost of raising capital to
purchase properties, maintenance expenses and depreciation (varied
levels depending on the property).
There are no capital gains taxes for the sale of real estate that is owned
by foreign registered companies in England, as long as the purchase
was a long term investment. On these matters the Israeli Tax Ordinance
rules regarding foreign controlled companies shall apply in Israel.
12.32.6 Taxation of Real Estate Properties in Canada
The purchasing of real estate property in Canada all follows the
Canadian practice to purchase a property in the name of a company that
is registered for that purpose. The rights to the property are held by a
local company for the shareholders who are the Canadian trustees that
were appointed for the purpose of the purchase. A company under the
complete control of Belron is the beneficiary of that trust.
The main taxes in Canada are as follows:
The profit from rental income after deductions for expenses which
include interest and depreciation is taxed at a rate of between 39-46%,
depending upon the location of the asset or of the trust’s registration.
Expenses paid by the trustees to Canadian residents do not require tax
deduction in Canada. Capital gains from the sale of real estate in
Canada requires effective capital gains tax on the portion of the
property not depreciated, at a rate of 22-23% according to the location
of the property.
The Canadian trusts are taxed at rats discussed above and the profits of
the beneficiary, which is a foreign company, are not taxed in Israel, in
accordance with the provisions of the Income Tax Order in the matter
of a foreign controlled company.
In dividing the profits of the trust from a beneficiary that is not a
resident of Israel as distributed in a dividend to the company in Israel,
taxes will be 25% or alternatively the israli corporate tax rate on the
entire income, minus the capital gains taxes paid in Canada, in Israel
and tax credit deducted at source in a foreign country.
12.32.7 Taxation of Real Estate Properties in Germany
Income on rental payments of the associated companies in Germany is
taxed at a rate of 26%. This tax is applicable on income, after deduction
of expenses directly related to the property, including devaluation and
interest.
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Regarding the sale of real estate by the associated companies in
Germany, a rate of 26% capital profit tax is imposed. If the property
holders shares are sold, and if certain requirements exist, this tax will
not be imposed in Germany.

12.32.8 Taxation of Real Estate Properties in Sweden
Income on rental payments of the associated companies in Sweden is
taxed at a rate of 28%. This tax is applicable on income, after deduction
of expenses directly related to the property, including devaluation and
interest.
Regarding the sale of real estate by the associated companies in
Sweden, a rate of 28% capital profit tax is imposed. If the property
holders shares are sold, and if certain requirements apply, this tax will
not be imposed in Sweden.
12.32.9 Taxation of Real Estate Properties in
Switzerland
Income on rental payments of the associated companies in Switzerland
is taxed by a Federal Tax (8.5%), Canton Tax (according to each
canton) and capital tax at a total rate of 18.5-27.5%. This tax is
applicable on income, after deduction of expenses directly related to
the property, including devaluation and interest, with certain limitations.
Regarding the sale of real estate by the associated companies in
Switzerland, a capital profit tax is imposed. If the shares of the Swiss
companies are sold, under certain requirements, this tax will not be
imposed in Switzerland.
12.33 Legal Procedures
12.33.1 For details regarding legal procedures to which Delek Real Estate was
a party, see reference 25(a)(6) of the company’s financial reports.
12.33.2 Criminal Offences in Planning and Construction
A. Delek Real Estate was convicted in a plea bargain on 16.3.2005 at
the Magistrates Court in Netanya of violating the Law of Planning and
Construction regarding the building of a 10,000 square meters car park
without a permit in the Grand Netter project, near Kfar Netter in the
Sharon area. Delek Real Estate was made to pay a fine of NIS
1,500,000, and the car park was sealed. The implementation of the
order was delayed by 12 months.
During February 2006 the head of the Hof Hasharon Regional Council,
head of the local council for planning and construction, and others,
were interrogated by the police regarding suspicions of bribes in the
Grand Netter project. The CEO of Delek Real Estate was interrogated
under warning. Delek Real Estate expressed is faith that after all details
are clarified, it will be proven that there are no real claims against
Delek Real Estate and its CEO.
B. Dankner, convicted with others (third parties to the company) on
24.11.2004 regarding irregular use of planning and construction
regulations in the Beit Gruner project in Ramat Gan. On 9.5.05 a court
decision imposed a NIS 460 thousand fine on Dankner. Dankner was
also obligated to sign an obligatory note of NIS 70,000 to avoid any
construction felonies – building without permit, or diverting from
permit – for a period of three years. (For additional information see
reference 24(d)(2) of the financial reports.)
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Delek Real Estate’s management believe that this conviction will not
have significant implications on its real estate business, because: a) this
conviction can affect the company’s ability to participate only in a
certain number of tenders; b) even though this conviction can affect
Dankner’s registration with the Contractor’s Registrar, most of
Dankner’s work is in entrepreneurship and not construction, and
therefore it will not affect materially Dankner’s activities.
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13.

Biochemical Sector
The biochemical sector is based on the activities of Gadot Biochemical Industries Ltd
and its subsidiary corporations (hereinafter "Gadot").
On May 25, 2005 Gadot first issued to the public shares and convertible bonds
according to the prospectus published. The total amount received for the issue
amounted to NIS 19 million (net).
Gadot produces products using biochemical and chemical processes under the
following two main categories: (a) Crystalline fructose, which is manufactured,
marketed and sold only to the food industry in Europe (hereinafter “Fructose”); (b)
Citric Acid, salts and other products, mainly for the food, pharmaceutical and detergent
industries in the US and Europe.
13.1 General Description of the Sector
The description of the sector below refers only to the niche of products Gadot
produces.
13.1.1

Structure of the Sector
All Gadot’s Fructose sales are made in Europe. Therefore, these
operations are seriously influenced by regulations applicable in Europe,
and in particular by the European agricultural protection policy
applicable in the European Union countries, including the “Sugar
Regime”. At the same time, in light of Gadot’s agreement with a
European county, described in section 13.18 below, Gadot is protected
from changes in the sugar regime regarding 50% of its Fructose
production until September 2007.
Citric acid in the Western world is produced by a small number of large
manufacturers and some smaller factories, mostly in China, producing
an overall scope equivalent to the amount produced by the large
manufacturers. Production methods differ between the United States
and Europe, and the level of positioning of citric acid differs
accordingly (see also section 13.6, below).

13.1.2

Limitations, Legislation, Regulations and
Special Constraints regarding the Sector
For a description of legislative restrictions, regulations and special
constraints regarding the Sector, see sections 13.2.1, 13.16, 13.17
below.

13.1.3

Changes in the Scope and Profitability of the
Sector
The Fructose market in Europe grew by 12% annually between the
years 2002-2005. Starting from the second half of 2006, the Sugar
Regime will go into effect under its new format, and as a result, there
may be changes in price levels in the market (see also paragraph 13.2.1.
below).
The citric acid and salts market grew over the last two years as a result
of macro economic changes which could be felt in rise in the standard
of living and economic growth particularly in Eastern Asia. At the
same time, Gadot’s income from citric acid over the past two years has
not changed, in light of Gadot’s policy to focus more on value added
products.

13.1.4

Principal Entry Barriers in the Sector and
Changes therein
In the opinion of Gadot, the principal entry barriers into the
biochemistry industry in the niche of Gadot’s products are as follows:
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13.1.5

a.

Unique knowledge and long term experience in basic
biotechnology and chemical processes and the ability to produce
products under specific orders by customers.

b.

Resources - Large capital investments with high technology risk.

c.

Standards – For the purchase and maintenance of high standards
necessary in the food industry there is a need for high quality
manpower as well as to wide investments in infrastructure.

Structure of Competition in the Sector and the
Changes Therein
The competition in Europe in the manufacture of Fructose is influenced
by the Sugar Regime and changes thereto (see section 13.2.1, below).
The citric acid market in the world is influenced by the growing world
population, global economic development and the fact that citric acid is
a product for an advanced standard of living. On the other hand, we are
witnessing the competition amongst western manufacturers and
Chinese manufacturers who are the largest source for this product
today (for details of conditions of competition in products, see
paragraph 13.6, below).

13.2 Products
13.2.1

Crystalline Fructose
Fructose (fruit sugar) is a simple sugar. Gadot manufactures Crystalline
Fructose ("Fructose" or "Crystalline Fructose") for two purposes: As a
premium sweetener and as the raw material in the manufacture of sugar
substitutes.
Fructose as a "Premium Sweetener"
Fructose has properties that make it preferred over the other sugars
(sucrose) for the following reasons: It has a more concentrated
sweetness than sugar; it breaks down in the digestive system at a
slower rate and is emphasize taste of fruit. Due to the unique
characteristics of Fructose it is used as a premium sweetener
("Premium Sweetener") in the food industry, especially for candies,
jams, baked goods, ice cream and other products. Food products based
on Fructose have fewer calories than those based on sugar with the
same level of sweetness. In certain countries like Germany due to local
regulation they are deemed good products for use by diabetics because
of the slow pace at which it breaks down.
Fructose as a Raw Material in the Production of Sugar Substitutes
White sugar is made from two ingredients: Fructose and glucose.
Therefore, by combining glucose and fructose it is possible to create a
glucose/fructose blend with a sweetness level that is identical to sugar
or is different than it, by regulating the amount of Fructose in the blend
("Sugar Substitute"). Due to the high price of sugar and the excess
supply of glucose in the world (as a secondary product in the
production of starch) there is an economic justification to use the
excess glucose to produce sugar substitutes. The main method in the
world to produce sugar substitutes out of glucose is through a chemical
process called isomerization which switches part of the glucose to
fructose to create the sugar substitute (main process). Another method
which is done only in Europe, because of the Sugar Regime that will be
explained below, is to mix glucose with Crystalline Fructose (blending
process).
EU Sugar Regime
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As part of the policy of protecting the agricultural sector, the EU
maintains quotas for the production of sugar and sugar substitutes by
the "main process" described above. Therefore there are high quotas on
the import of sugar (except import quotas for developing countries and
lately for the Balkan countries as well), and on sugar substitutes that
are made by the main process. In addition, there are minimum prices
for sugar (government intervention prices- prices the government
bought a quantity of sugar offered) that are significantly higher than the
international commodities market price. However, according to the
Sugar Regime there are no quotas for the manufacture of sugar
substitutes by the "blend process" and the import of Crystalline
Fructose from countries with trade agreements with the EU, like Israel1
are not under quota.
As a result of the factors described above, Israel can export to Europe
the Fructose it manufactures and used to the blend process without
quotas or taxes. Therefore, it is economically worthwhile for Gadot to
produce Crystalline Fructose as a raw material for the production of a
sugar substitute.2
The price in Europe for sugar substitute is linked to the price of sugar,
and slightly lower. A blend with an equivalent sweetening level to
sugar contains glucose (58%) and fructose (42%), and therefore, in
light of the fact that the price of glucose is usually significantly lower
than the price of sugar, a ton of crystallized fructose can be sold to the
European blend market at a price higher than a ton of sugar in Europe.
Any change in the price of sugar and/or in the price of glucose,
therefore, could influence the price of Crystallized Fructose.
The Sugar Regime of Europe in its current form will expire on June 30,
2006.
About a year ago the World Trade Organization (WTO) decided that
subsidies for the export of sugar from Europe are contrary to
international trade treaties. An appeal was filed on this decision by the
European community. On April 28, 2005 the appeals court found that
the European Community must change the sugar regime in a manner
corresponding to the community’s undertakings in accordance with the
WTO’s Agreement on Agriculture. From the moment the appeals court
decision is adopted by the European Community (by May 28, 2005) the
European Community will have reasonable time to adapt itself to the
recommendations.
After discussions in the European market institutions over 2004-2005,
resolutions were taken regarding changes in the Sugar Regime, and as
of July 1, 2006 changes in the Sugar Regime will go into effect,
bringing about in the end a reduction in the amount of sugar produced
in Europe and a significant fall in the market price of sugar in Europe.
The main points of the new structure of the Sugar Regime are:
a.

1
2

changing the main support mechanism for the price of sugar
from intervention price to reference price – (a threshold price
that when the market price of sugar falls to that level,
manufacturers have the option to store quantities of sugar until
the next production year). At the same time, production quotas
will be reduced for the following year. The intervention

The only two countries that produce crystallized fructose and can export to Europe without quotas and
taxes are Turkey and Israel.
The trade agreement between the EU and Israel is not time limited, yet each side can end it with six months
notice.
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mechanism will remain in effect for a restricted quantity of
600,000 tons and at a price of 80% of the reference price.
b.

Reduction in the reference price in two phases: on October 1,
2008 by 17.1% and on October 1, 2009 by an additional 18.9%,
reaching a reduction of 36%.

c.

Encouragement of manufacturers to stop manufacture and waive
production quotas by granting significant monetary
compensation to be financed by taxes on manufacturers who
choose to continue production.

d.

Initiation of compensation and support mechanisms for farmers
harmed by the changes.

e.

Support and financial aid to countries having quotas for export
of sugar to Europe (developing countries in Africa, in the
Caribbean and in the Pacific), harmed by the changes.

f.

A sharp reduction in quotas for export of sugar from Europe,
until its complete cancellation in 2010.

The Sugar Regime in its new format will come into effect by the
2014/2015 production year.
The changes in the Sugar Regime could significantly influence the
prices of sugar in Europe, and as a result, the price of Fructose. It is
almost certain that a reduction in the price of sugar in Europe will
cause a similar reduction in the price of high reached Fructose blends
which are sugar substitutes and as result, a reduction in the price of
Fructose in the blends market. The measure of influence of the
reduction in the blends price on the price of Fructose is not clear, as the
price of glucose (the second element of the blend) is also an important
factor. At the same time, one may assume that the price of Fructose
will fall at a similar rate at least to the reduction in the price of sugar.
However, as sugar is not a substitute product for premium sweeteners,
the influence of the fructose market on the premium sweetener market
cannot at this stage be estimated, but one may presume it will be more
moderate.
The reference prices according to the new Sugar Regime will come into
effect in October 2008. At the same time, a situation wherein prices the
sugar market in Europe will fall lower than the reference price before
October 2008, in the event that manufacturers response to waiving
production quotas as against compensation is low. In this case,
production surpluses will be created at which point manufacturers will
prefer to sell at lower prices than the reference price rather than store
sugar, and market prices will fall lower than reference price.
Following the WTO ruling and changes in the Sugar Regime,
availability of sugar from Europe for Gadot as a raw material for the
production of its products will fall starting in 2007. Therefore, import
of sugar from alternative countries that are further away (such has
Brazil, Thailand, South Africa or Australia), will lead to an increase in
transportation costs of sugar, as a raw material, for Gadot.
In summary, there is great uncertainty regarding the scope of influence
of the changes in the Sugar Regime on the price of sugar for the
consumer in Europe, and on the rate of reduction in production
quantities of sugar in Europe and the continued export of sugar from
Europe to Israel. A significant reduction in prices of sugar and reduced
availability of sugar from Europe for Gadot could have substantial
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negative influence on Gadot’s business. In addition to the Sugar
Regime, the policy of opening the European market to free trade from
49 developed countries, wherein the sugar market will also be opened
to free import from these countries starting in 2009, could bring about a
fall in sugar prices, and a fall in Fructose prices would follow.
13.2.2

Citric Acid
Pure citric acid is the most available acid in the food industry
(specifically for the production of soft drinks) and is used as a raw
material in the detergent and pharmaceuticals markets and for other
applications.
Gadot produces pure crystalline citric acid in a biochemical process
that ferments a white sugar solution enriched with glucose (which
comes from the fructose production facility which produces synergies
for Gadot). Gadot uses most of its crude citric acid produced in the
production of citric acid mineral (Tri-Sodium Citrate) (as is described
below), and the rest is going through a purification process and used
after it becomes a pure crystalline citric acid as a raw material in the
production of other citric acid minerals as described below, as well as
for sale as a final product in the free market. Following the drastic rise
in the price of sugar in international commodities markets, Gadot is
preparing itself for the option of using starch for the production of
citric acid, and is at this time examining the feasibility of technology
for citric acid production using starch.

13.2.3

Salts
Gadot produces citric acid salts and phosphoric acid salts, as follows:
a.

b.

13.2.4

Citric Acid Salts
Gadot produces various salts from citric acid in a chemical
reaction of citric acid with various bases (mostly potassium
hydroxide and caustic soda). The citric acid salts can be divided
into two main categories:
(1)

Simple citric acid salts – salts that are not differentiated
by their quality or chemical or physical makeup from
parallel products of other producers and are therefore
considered almost a commodity. In this category are
found Tri-Sodium Citrate (TSC) that is the main product
in this category and Tri-Potassium Citrate (TPC), which
are designated mostly to the food and detergent industries.

(2)

Special Minerals– salts used for food enrichment and are
also used in the production of food additive essences
which are sold over the counter in vitamin and health
stores.

Phosphoric Acid Salts
Gadot produces three different types of phosphoric acid salts that
are used mainly for the food industry (for soft drinks, calcium
enrichment and for other uses).

Other Products
Gadot produces fumaric acid soluble in cold water and invert sugar in
small amounts. The fumaric acid is produced by Gadot is sold to one
main customer in the US who produces powdered soft drinks.
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13.3 Customers
13.3.1

Most Fructose manufactured by Gadot is sold as a raw material for the
production of a sugar substitute to the EU and mainly to Roquette
Freres Group (hereinafter: "Roquette Group") (according to the
agreement described in section 13.18 below, and according to another
agreement signed with this group for the supply of Fructose over 4.5
years). Some of the Fructose is sold as premium sweetener to Galam
Ltd. (as described in paragraph 13.4.1 below) and the rest is sold
directly by Gadot to customers in Europe, and Gadot has no certain
knowledge regarding its use.
Those who purchase Fructose from Gadot are regular customers who
have supply agreements with Gadot.
Citric acid is sold by Gadot to dozens of customers by annual supply
contracts.
The special minerals generally have a relatively small market, thus
Gadot is involved in producing the product as part of the customer’s
production process. Gadot also usually customizes the product with the
various physical aspects as required by the customer.

13.3.2

Gadot feels that it is not dependent on its customers. At the same time,
in light of the changes in the Sugar Regime, starting July 2006, as
described in paragraph 13.2.1, it is possible that the Fructose prices in
the contract with Roquette Group will be higher than market prices,
which may cause dependence on contracts with the Roquette Group. In
this context it should be mentioned that the contract with the Roquette
Group is binding for the entire term.

13.4 Marketing and Distribution
13.4.1

Fructose
Most of the Fructose as a premium sweetener is jointly marketed by
Gadot with Galam, Ltd. (hereinafter: "Galam"), where Gadot supplies
crystalline Fructose to Galam for its sale by Galam to customers in
Europe.
The agreement is a four year agreement, commencing on December 1,
2002 and ending on December 31, 2006, unless terminated earlier
under the provisions set out in the agreement or by law. The agreement
defines amounts to be purchased by Galam for sale to customers in
Europe and the price Galam will pay Gadot is based on the average
price that Galam gets for its sales of Fructose (as premium sweetener),
minus the costs associated with the export and care of the Fructose, and
minus an agreed upon profit margin prescribed in the agreement.
The agreement with Galam is not an exclusive one and will not be
interpreted as preventing Gadot or Galam from selling the Fructose
directly to customers (even Galam customers) in any territory, as they
lawfully compete against each other.
According to a legal opinion Gadot has obtained, as of the date of the
report, the said agreement fulfills the terms of the European Union’s
Anti-trust Law. At the same time, it should be noted that in the event
Gadot’s market sector in Europe, or Galam’s scope of sales increase
beyond the threshold level prescribed in the European Anti-trust Law,
the agreement could fail to fulfill these terms.
Marketing of Fructose to the blends market is done mainly by the
Roquette Group (according to the agreement described in paragraphs
13.18 below and an additional agreement for the supply of Fructose for
about 4.5 years).
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The marketing of the rest of the Fructose to other customers (after sales
for Galam and Roquette Group) is done directly by Gadot marketing
staff in the premium and blends market.
13.4.2

Citric Acid
Gadot markets citric acid and its salts to the United States directly to all
its customers via a main selling agent who promotes sales of Gadot by
himself and through distributors. Between Gadot and its agents in every
country there is an mutual understanding that Gadot market its products
either by itself or through them – not through other agents.
The marketing, sales and distribution activities of citric acid and salts
in Europe are done through Gadot’s salesmen, while the rest of the
sales are executed through a group of distributors spread out through
the various European countries. Some of them have exclusivity in their
region.
The marketing in Israel, Asia and South America of citric acid products
is done primarily through Gadot salesmen.

13.5 Order Backlog
In light of the agreements for Fructose sale with Roquette Group, Galam and one
more customer, expected revenues from the sale of Fructose in the years 2006
and 2007 (in thousands of NIS) are as follows:
2006

2007

Q1
29,439

Q2
29,439

Q3
30,003

Q4
28,708

45,109

13.6 Competition
13.6.1

1

Crystalline Fructose
Global Fructose Market1:
To the best of the knowledge of Gadot, the annual global crystalline
Fructose production is approximately 350,000 tons while 320,000 tons
is consumed worldwide. The geographical distribution of Fructose
production is as follows:
The USA produces 215,000 tons a year, Israel 60,000 tons (by Gadot
and Galam), Europe produces 30,000 tons per year, Turkey 40,000
tons and Japan 5,000 tons.
The use of Fructose is different in the rest of the world than in Europe,
in all matters related to the sugar substitute market, as a result of the
Sugar Regime in Europe.
In the US and East Asia markets, Crystalline Fructose is used mainly as
a premium sweetener for the food industry because of the unique
characteristics that were described above. In the US, for example, high
fructose corn syrup used as a sugar substitute is produced by the main
process.
In the EU, on the other hand, less than half of the manufactured and
imported Fructose for the food industry is used as a premium sweeter,

To clarify, all the data for the global fructose market are to the best knowledge of Gadot and are taken from
various information sources including: Official import/export data from Israel, Europe and the USA and
publications from Customs and VAT, Japanese import/export data published by the Japanese Ministry of
Finance, other publications from the EU located, inter alia, in the formal web site of the Commissioner and
publications from the United States Department of Agriculture (USDA) and which Gadot never verified its
genuineness.
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while the rest is used as sugar substitutes and is produced by the
blending process. The total EU Fructose market for its both uses is
estimated at 115,000 tons. The premium sweetener market is about
55,000-60,000 tons and grows at over 10% annual pace over the past
few years. The price of Crystalline Fructose as a premium sweetener is
10%-20% higher than the Crystalline Fructose blend market price.
In Gadot's estimation, its share of the global market in the year 2005 is
8%-9% and 24% of the EU market while its main competitors abroad
are ADM and Tate & Lyle of the US, Danisco Sweeteners (of Western
Europe) and Amylum (of Turkey). The competition between those
producers and Gadot is influenced by the EU Sugar Regime such that
Amylum competes directly with Gadot (in light of the trade agreement
between the EU and Turkey and the EU and Israel) and with Danisco
Sweeteners (as a European producer) . US producers are not in real
competition with Gadot because of high customs deriving from the
Sugar Regime and since the Fructose they manufacture is often base on
genetic engineering.
13.6.2

1

Citric Acid and its Derivatives1
a.

To the best of Gadot's knowledge, citric acid is produced in the
western world by five large producers with 12 plants capable of
manufacturing 700,000 tons.
Besides those, there are number of lead Chinese manufacturers
and over 45 plants (most in China), who can produce an
additional 850,000 tons a year (Chinese citric acid is cheaper
than that produced in western countries because of problematic
manufacturing processes and problems with supply and delivery).
To the best of Gadot’s knowledge, the world demand for citric
acid and its salts (citric acid based) is about 1,290,000 tons a
year while the global capacity is 1,550,000 tons annually.
The difference in the production methods of citric acid between
the US and Europe may cause that changes in the price of one of
the raw materials may effect the competitive position of Gadot
vs. its competitors who use other raw materials. In light of the
rise in sugar prices in the international commodities market,
Gadot’s competition capacity could be prejudiced as opposed to
other citric acid competitors in the market who do not use sugar
as a raw material in the production of citric acid.
Gadot estimates that its share in the global crystalline citric acid
market is 1% (as a final product with regard to actual
manufacturing). Notwithstanding, in the citric acid salts market,
Gadot’s market share is more significant and reaches up to 12%13%. Gadot estimates that in 2005 it was the world leader in this
sector, with a market share of 13.5%.

b.

Gadot is the only citric acid manufacturer in Israel and competes
with importers that imports citric acid from China, such as the
Chinese corporation BBCA and other chinese manufacturers. In

It is clarified that the information regarding the market for citric acid and its derivatives are to the best
knowledge of Gadot, and are taken from various sources, including, inter alia, statistic data of the
European organization of citric acid producers affiliated with the European Chemical Industry Org. (the
data is based on actual sales data as reported by members in the said organization), official Chinese
import/export statistics (China Chemical Reporter), from USA (the USD Foreign Agricultural Services
unit, and International Trade, Office of Trade and Economic Analysis of the US Dept. of Commerce, and
Europe (EC Eurostat) and other professional journals and publications and which Gadot never verified its
genuineness.
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Israel, like the rest of the world, there has been a significant
increase in the amount of citric acid imported from China due to
its low prices. Gadot estimates that its part in the Israeli market
is 40%-45%
c.

In Israel, Gadot's advantages in competition with the importers
are its availability of Kosher for Passover citric acid for its
costumers, and its ability to store the citric acid it manufactures.
Abroad, Gadot's competitive advantages are due to the flexibility
of its production process, its ability to produce small amounts
and other logistical advantages.

d.

In light of the fact that the manufacture of citric acid special
minerals is based on a process specifically adapted to the
customer (as opposed to a shelf commodity), competition
regarding these products is smaller. In Gadot’s estimate, it is one
of the four large manufacturers of citric acid special minerals
marketed to the US.

13.7 Production Capacity
Gadot's annual production capacity potential for Fructose is between 28,00030,000 tons. Gadot produces 100% of its capacity.
The maximum production capacity of crude citric acid at Gadot’s factory is
30,000 tons per year. The amount of annual production stands at between
29,000-29,500 tons per year of crude citric acid. From the above yearly amount,
about 10,000 tons is sold on the free market as pure granulized citric acid, the
remainder is used as a raw material for the production of citric acid salts and
other salts. There is some flexibility in the use of raw citric acid, between the
process of turning it into pure crystalline citric acid and using it for a trisodium
citrate (citric acid salt). The flexibility is used according to economic parameters
and production constraints.
The potential production capacity of minerals and citric acid salts is between
30,000-35,000 tons a year, while it actualy produces about 32,000 tons of these
products, annually.
Today, Gadot produces in full capacity for most of its products. Gadot has the
ability to increase its capacity of special minerals. Gadot has production
flexibility, which is not unlimited, that enables it to switch from the production
of citric acid to Tri-Sodium Citrate and also the ability to separate the production
process of Fructose from the production process of citric acid, in line with the
changing market conditions. Gadot determines its production levels of its
different products according to orders it receives for such products, according to
financial profitability and in accordance with economic feasibility, thus utilizing
its production facilities to maximum efficiency.
13.8 Fixed Assets and Facilities
Gadot owns the 54,548 sqm of land, which hold its production factory and other
facilities and is located at the Haifa port near the Kishon stream. All of the
production facilities are in the above location including the facilities for the
production of fructose, citric acid, salts and other products.
According to a decision dated December 14, 2000 of the court of local affairs in
Haifa an order was handed down to dismantle Gadot's container for sewage
treatment built by Gadot. In December 26, 2000 a caveat regarding the above
order was registered with the Land Register concerning Gadot’s property. In
September 2003 a construction permit was issued by the Haifa municipality for
the construction of a sewage treatment facility, stage B, that includes the
containers which were due for dismantlement according to the set Court order.
As of the date of this report, Gadot is working to cancel the caveat registered at
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the Land Register. These containers were built according to environmental
standards regarding to sewage.
The fructose plant is relatively new. Its construction was completed in June,
2002 and was expanded in 2004. Gadot also has an isomerization facility
allowing full flexibility in the operation of Gadot operational facilities according
to feasibility deriving from volatile market conditions. Some of Gadot’s other
production facilities are about 40 years old. Notwithstanding, all facilities are
maintained properly, are active and used for production.
13.9 Product Development
Gadot's product development is combined with quality control by employees
with degrees and advanced degrees in chemistry and chemical engineering
(BA/MA) as well as by outside advisors.
The main development activities are in two main channels:
- New product development in salts and specifically specialty salts.
- Development of applications for special salt products according to
the demands of the market.
Similarly, Gadot is operating to improve its production process in order to bring
more efficiency so as to lower costs of production and/or increase capacity and
production.
The costs of development do not constitute a substantial outlay.
13.10 Intangible Assets
Gadot's knowledge in the production of fructose and citric acid is not patented
and is therefore not protected as a patent. The non-tangible assets of Gadot are its
knowledge, which is not quantifiable.
Gadot has its senior employees and contractors, who have access to the knowhow, sign confidentiality agreement. The special collective agreement of Gadot
includes confidentiality and fidelity clauses.
13.11 Human Resources
Gadot employs, as of the date of this report, 161 employees, as follows:
Department
Management
Production Management
Production
Maintenance
Laboratory
Warehouse
Shipping and Packing
Commercial admin & Purchasing
Human Resources
Projects and Technical Office
R&D and Quality Control
Accounting/Bookkeeping
Marketing
Finance
Information Systems
Total

Employees
3
12
59
27
21
4
6
6
3
2
4
5
4
3
2
161

An additional 20-30 workers are employed in the factory by contractors, mostly
for packing, shipping , production and maintenance.
In the year 2005 their have not been major changes in Gadot’s manpower needs
and employment terms.
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66% of the Gadot’s employees are employed under a special collective
agreement between Gadot, the Histadrut Trade Union, Haifa branch, and Gadot’s
employees committee, in effect until the end of 2007. The agreement is
applicable to the factory and all other employees expect senior employees,
employees which are employed under special contracts (personal contracts),
temporary employees, trainees and students (that are employed in the summer
months in student employment programs). The agreement includes, amongst
other things, provisions regarding being accepted for employment, work hours,
instructions regarding special calls to work, on call, shift work, annual leave,
convalescence fees, pension fund, sick days, confidentiality and fidelity to Gadot,
resignation and termination of employment, severance payments, bonuses and
arbitration. The agreement had been registered on May 18, 2003 according to the
Collective Employment Agreements Law, 1957 .
Gadot’s remaining employees are employed under personal agreements. Gadot
traditionally grant bonuses to its employees according to their performance and
subject to approval by Gadot’s board of directors.
13.12 Raw Materials and Suppliers
The main raw material used in the Sector is white sugar, which is purchased
mainly in England and the rest of Europe. White sugar is a commodity and its
price is determined according to the commodities market in London. Changes in
the Sugar Regime as described in section 13.2.1 above, including a significant
decrease in the export quotas of sugar from the EU to countries entitled to
subsidy will bring about a decrease in the availability of EU sugar for export and
bring an availability problem for Gadot which uses the sugar for producing its
products. If this happens, Gadot will need to purchase sugar form other places
that are further away, which will increase Gadot's shipping costs. It should be
noted that sugar prices in international markets rose by about 40% since
November 2005 (about 60% since December 2004), and reached a 25 year peak.
Gadot’s policy is to engage in long term contracts for the supply of sugar, in
order to enclose the costs of sugar, thus reducing the volatility in Gadot’s profits.
Gadot has contracted to purchase all the sugar it needs according to plans, for
2006. The price Gadot’s pays for sugar is fixed on the day the contract is signed.
As of the date of this report, the average price of sugar for 2006 under Gadot’s
Agreements is 45% lower than the price of sugar on the London commodities
market today.
Contracting with sugar suppliers are done on yearly contracts while the
deliveries are made over the course of the year.
There is no correlation between the price of white sugar on the commodities
market and the price of the Fructose or citric acid Gadot produces. Therefore,
Gadot’s profitability could be significantly influenced by fluctuating sugar prices
if Gadot fails to fix the price of sugar under its long-term agreements as
previously noted. To remove any doubt, as the supply of sugar for 2006 has
already been purchased, and the price for the said purchase has been fixed,
fluctuating market prices for sugar in 2006 will not influence Gadot’s profits in
any way. . Notwithstanding, in light of the rise in sugar prices in the last two
months and in light of the fact that Gadot has not fixed prices of sugar for 2007
onwards, the purchase of sugar at current market prices will drastically increase
the Gadot’s cost of sugar by about 80% as compared to 2006, and by about 95%
as compared to 2005, which could have significant negative influence on Gadot’s
business results and on the scope of citric acid and salts production. Gadot has
prepared itself for the option of use of starch in the production of citric acid and
its salts (as is done in other places in the world), and at this stage examining the
feasibility of technology for citric acid production using starch.
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As a solution for the loss of offer on the part of European sugar manufacturers
(following the changes in the Sugar Regime) Gadot has entered into negotiations
and already signed an MOU with a large international company for the
establishment of a joint venture with the goal of providing sugar for Gadot (on
the basis of raw sugar) from other sources (such as Brazil) at a price
comparatively lower that the alternative of import of white refined sugar from
these sources (for a description of the MOU, see section 13.19 below).
Citric acid is used as a raw material for the production of citric acid salts. In
order to complete the quantity of citric acid as a raw material in the production of
salts, Gadot usually imports citric acid from other manufacturers, (mainly from
China) which their products are in the required standard.
The rest of the raw materials needed for the production of Gadot’s products are
purchased on the local market in periodic agreements with local suppliers.
Gadot has an agreement with Oil Refineries Ltd. (hereinafter “ORL”) (which
holds an interest in Gadot) for the supply of steam for a period of 15 years
commencing October, 2001. As of January 1, 2003 each side had the right to
inform the other of the termination of the agreement. The agreement will end 30
months after receipt of the said written notice. There is no free market for the
production of steam except for steam produced by ORL. As of the date of this
report, the only alternative to ORL will be self-production, which will be more
expensive than its contract with ORL. Gadot, therefore, is dependent on ORL for
the supply of steam. On January 23, 2006, following a strike called by ORL
employees, the steam supply from ORL to Gadot was stopped for one day.
Gadot’s operated in a partial manner on that day, based on Gadot’s independent
steam producing installations.
13.13 Working Capital
13.13.1 Raw Material Inventory Policy
Gadot holds almost no inventory of sugar at its factory. At the same
time, however, the sugar suppliers are contractually obligated to keep
at least one month’s supply for Gadot. Supply of other raw materials is
on a continuing operational basis, according to needs.
13.13.2 Finished Product Inventory Policy
Gadot’s policy with regard to most of its products is to maintain
operational inventory for 1 – 1.5 months and even more (Fructose is
less than one month). This policy is derived from the fact that Gadot
has many customers in the US and Europe and that the supply days to
such customers sometimes equal to such period. For some customers,
at their request, Gadot keeps a longer inventory of products.
Gadot stores its products within its production facility before the
supply to customers and in storage facilities in Europe (Holland) and
the US (seven warehouses spread throughout the country) in which
Gadot leases storage space.
13.13.3 Policy regarding Return of products
It is Gadot's policy to accept the return of defective products if Gadot is
responsible for the defect. If it is damaged during delivery, the cost is
covered by insurance.
Actually, products are rarely returned to Gadot, and most credit given
to customers for defective products are the result of problems during
the course of delivery. These cases are, as mentioned, covered by
insurance.
13.13.4 Warranty Policy
Gadot guarantees its products (inter alia, in matters of freshness and
damage caused to a customer's product as a result of a defect) and it
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insured under product liability insurance. Liability was not exercised
by any of Gadot’s customers in 2005.
13.13.5 Credit Policy
Gadot grants customers credit of net + 30-90 days, and receives credit
from its suppliers (except sugar suppliers, for which payment is made
usually by the end of the current month) of net + 60-90 days.
13.14 Financing
13.14.1 Interest
Following below is the average interest rate paid on bank and non-bank
loans (bonds issued to the public) that were in effect in 2005 and which
Gadot has not designated for specific use:
Average Interest Rate
USD Linked Bank sources
Non-bank sources

Short Term Loans
Libor +(0.9%-1.75%)
-

Long Term Loans
Libor +0.9%
4.45% (linked to the index)

13.14.2 Credit Limitations
In the framework of loans received and credit given by banks, Gadot
has committed to the following terms:
a.

Not to charge its assets or any part of them as long as Gadot has
debts and/or obligations to the banks, without the consent of the
banks, except for a charge over new assets purchased by Gadot
for the benefit of the financer of all or part of the amount
designated for the purchase.

b.

Not to sell fixed assets in any way for a aggregate price greater
than $1,000 thousands during any 12 consecutive months prior
to such sale, without the prior written approval of the banks.

c.

Not to provide guarantees to a third party except in order to
maintain debts or obligations of subsidiaries, without the prior
written consent of the banks.

d.

Not to perform a change in the ownership or control of Gadot
without prior written consent of the banks. In this matter, a
change of ownership or control means Delek Investments and
Properties Ltd.’s share in Gadot shall not fall below 51%.
Notwithstanding, if there is a change in control as aforesaid,
then, Gadot is obligated to create permanent first-degree charges
for the benefit of the banks, on Gadot’s fixed assets to ensure it
stands by all its obligations and debts and an agreement will be
signed between the banks, for which charges were made and in
wording to their satisfaction, whereas monies obtained from the
realization of the charges will be split between the banks who
own the charges according to their relative portion in Gadot’s
debt.

e.

No changes shall be made to the ABR agreement and/or Gadot’s
documents of incorporation without the prior written consent of
the banks.
As of December 31, 2005 Gadot has held up its obligations.
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13.14.3 Credit Facility
At the date of this report (i.e. 31.12.2005), Gadot had a credit facility of
NIS 165 million. At the date of this report, Gadot does not utilize these
facilities.
13.14.4 Credit at variable rates
Following below are the details of credit at variable rate utilized by
Gadot as of the date of the balance:

Change Mechanism
USD Libor+

Rate Range
2.9%-5.6%

Interest Rate
5.85%

13.15 Taxation
Effective Tax –The amount of tax in 2004, calculated on the regular rate in 2004
(35%), results from the creation of a tax credit for losses and time gaps, which
did not create the tax credit until now. The Gadot’s tax amount in 2005, results
from time gaps mostly because of accelerated depreciation policy for tax needs.
For further detail see Note 33 to the Company’s financial statements.
13.16 Environment
13.16.1 On Gadot’s activities, there are laws, regulations and orders relating
toenvironment issues. The main laws dealing with hazardous materials
and industrial sewage such as Hazardous Materials Law, 1993 (herein:
”Hazardous Materials Law”), Prevention of Nuisance Law - 1961 and
Water Law, 1959 and the regulations enacted under these laws in the
above matters. Gadot has a lawful hazardous materials permit in effect
until Sept. 2, 2006, under which Gadot stores and utilizes hazardous
materials it requires in the manufacture of its products.
Gadot has a sewage treatment system that purifies the sewage from
Gadot’s factory to a purification level required by applicable laws,
regulations and orders. As of today, the quality of treated sewage is up
to standards set by the Environment Ministry. The treated sewage is
then flowed to the Haifa purification plant and then to the sea via the
Kishon stream in accordance with a permit for the dumping of
industrial salts to the sea given to Gadot by the Environment Ministry
and is valid up to 31.12.2006. Gadot has an additional sewage flow for
concentrated industrial salts flowed directly to the sea via a specialized
sea vessel, by a license of the Environmental Ministry that expires
December 31, 2006. During the two years prior to the date of this
report, the Environment Ministry conducted inspections of Gadot’s
factory and no major disagreements between Gadot and the Ministry
arose. As of the date of this report, Gadot is in full compliance with all
the demands of responsible bodies for environmental issues. In 2001 an
inter-ministerial committee was established headed by Yossi Inbar,
deputy general director of the Environment Ministry, whose mandate is
to establish a new standard for the quality of sewerage in Israel, while
examining the economic feasibility of the proposed standard on the
national market (hereinafter: the “Inbar Committee”). The Inbar
Committee prescribed a new standard allowing irrigation using
sewerage without restriction, and a standard for flow into rivers. The
Committee set up a basic implementation program stating priorities and
operations required to upgrade all relevant purification plants in order
to achieve the standard. The Environment Ministry today is promoting
government groundwork for achievement of the standard and for
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regulating the standard under law. In April 2005 the Minister’s
Committee on the Environment decided to adopt the recommendations
of the Inbar Committee report. To the best of Gadot’s knowledge, the
Environment Ministry is currently examining application of the Inbar
Committee’s recommendations on industrial sewerage flowing into
rivers.
Gadot, like other industrial plants in Haifa Bay, has had some contact
with the Environment Ministry in the matter of the anticipated changes
in the requirements of the standards, that the Ministry is expected to
formally announce shortly. Gadot cannot estimate what the required
investments will be following changes in the Ministry’s requirements.
At the same time, it is possible that the investments required from
Gadot will come to a significant cost.
13.16.2 Gadot estimates that its investment in environmental issues in 2006
and in the following year will reach about a half million dollars each
year (taking into account the regulatory requirements needed today).
The estimate is that the main investment will be in improving sewage
monitoring processes.1
13.17 Restrictions and Supervision on Gadot’s activity
13.17.1 Licenses
a.

Gadot's activity requires a business license under the Business
Licensing Law, 5728-1968. As of the date of this report, Gadot
has a business license. According to additional terms of the
business license, Gadot needs to uphold various standards for
example regarding the operation of facility for the collection and
disposal of sewage, operating a purification facility for sewage
in accordance to the Environment Ministry standards, storage of
hazardous materials in designated containers, maintenance of
permits and the upholding of various other standards as
demanded by the law.

b.

The company has a manufacturer’s license under the
Supervision of Goods and Services Order (Trade in Food,
Manufacture and Storage) for the manufacture of citric acid and
salts, phosphate salts, fumeric acid and Fructose.

13.17.2 Standardization
The countries to which Gadot exports its products have binding
standards with regard to some of the products regarding the chemical
specification of the products. Thus, in the EU there are regulations of
EU common market regarding food related products marketed in the
EU countries. In the US, after the 9/11 terrorist attacks, there are new
food safety standards against biologic terror. Gadot upholds these
standards that are demanded for exportation to such countries. The said
standards include the BP, FCC, USP and JP. In addition, Gadot was
authorized to the HACCP that define checkpoints in the manufacturing
procedure in the matter of security in the production process of the
products.

1

This should be considered forward looking information and is provided according to the estimates of
Gadot’s management based, inter alia, on signed contracts, regulations of the Environment Ministry and its
demands which may change. This forward looking information may not be realized because of Gadot’s
estimation is not certain and may change, inter alia, due to external causes or risk factors which may effect
on this data including, inter alia, the risk factors detailed in paragraph 13.23, below, and in light of the fact
that we deal with complicated chemical processes.
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There is no Israeli law requiring Gadot to uphold any standards. At the
same time, Gadot upholds the demands of the Health Ministry for its
products, which are a condition for granting the standards approval
received as set out below. Thus, some of Gadot's competitors have
products that do not uphold the Health Ministry's and other standards.
All of Gadot’s standards are of its own choice and are not the result of
regulation by any authority. However, there are certain customers that
require specific standards as a prerequisite for purchase from Gadot
(different customers have different requirements). Therefore, the
assumption may be put forth that without the ability to maintain and
uphold the different and differing standards, Gadot's market share
would be substantially less than it is now.
Upholding standards according to Gadot’s policy requires a staff of
qualified Quality Control personnel for the examination of finished
products. It is noted that the examination of the finished product by the
QC staff is done by Gadot in any case, so the extra standards demands
are not at greater cost to Gadot, but the inspection of final products is
done with accordance to mandatory standards applied according to
Gadot’s policy.
Gadot products are produced according to international food industry
standards like the USP (United States Pharmacopoeia), the BP (British
Pharmacopoeia), the EP (European Pharmacopoeia) and the FCC (Food
Chemical Codex). In addition, Gadot has also received the ISO
9001:2000 approval regarding quality of the management process that
support production; ISO 14001 regarding environmental standards
during production and authorization for HACCP (Hazard Analysis and
Critical Control Point) regarding the safety of the food production
process, which is receives from the Israeli Standards Institute. It also
has the GMP (Good Manufacture Practice) seal from the Health
Ministry regarding food industry production safety. These are all
international standards for the safety in production in the food industry.
As of the date of this report, there’s no standard relating to products
produced by Gadot that Gadot does not uphold or which restricts it.
13.18 Cooperation Agreement
Gadot established the fructose production facility according to a cooperation
agreement signed in December 7, 1999 with ABR Foods Ltd. (herein: “ABR1”),
which is a large producer of starches in Europe, according to which the return of
most of Gadot’s investment in the facility together with an appropriate yield on
the investment is guaranteed. ABR, which produces glucose, produces sugar
substitute according to the main process up to the amount it is permitted by its
quotas. In light of this ABR wanted a regular supply of Crystalline Fructose in
order, inter alia, to allow it utilizing of its remainder glucose quantities for the
production of sugar substitute in the blending process. Following below are the
main provisions in the cooperation agreement:
13.18.1 Gadot will build a crystalline fructose production facility and ABR will
build the fructose treatment facility and a manufacture facility for the
sugar substitutes in England.
13.18.2

1

Gadot undertook to supply ABR and ABR undertook to buy from
Gadot, crystalline fructose at amounts and at prices that will guarantee
Gadot to recover the costs of production and 70% of the costs of the

In September, 2000 ABR was purchased by Roquette Freres S.A. (large manufacturer of starches in
Europe which manufactures, inter alia, sugar substitute blends comprised of glucose manufactured by it
and fructose purchased from Gadot pursuant to the following Agreement) and its name was changed to
Roquette UK.
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basic investment (not including the expansion and the isometric
facility) in the crystalline fructose production facility, in 5 years
commencing 1.9.02. (The commencement date of the agreement was
set to 2003 after Gadot proved it could satisfy the needed fructose
producing amounts). In addition, Gadot is entitled to receive part of the
profits (according to formulas set in the agreement) that ABR will
make on the sale of the sugar substitute.
13.18.3 ABR's commitment to purchase crystalline fructose in the first 5 years
at the conditions mentioned above is total and is non-dependent upon
the EU's Sugar Regime or in any other changes, including economic
profitability in the purchase of crystalline fructose.
13.18.4 The Agreement is for a period of 5 years until September 1, 2007,
subject to the parties’ right to terminate the agreement in a prior
written notice in non-regular cases as detailed in the Agreement. After
the 5 years abovementioned, ABR has the option to extend the
agreement for an additional 5 years. In the case of such extension, the
price of fructose will be calculated by the Gadot’s production costs
(without accounting the return on investment as these costs are
supposed to be covered in the first 5 years) plus Gadot's portion of the
profits resulting from ABR's sales of sugar substitute. In addition, the
mechanism of the share of profits will be changed as detailed in the
Agreement.
It should be noted that the fructose manufacturing facility established
by Gadot can manufacture larger quantities than those the ABR has
committed to purchase. In fact ABR purchased about 44% of the
fructose sold by Gadot up to now. In Gadot’s estimate, by the end of
the above five years, the remainder of the amount ABR has committed
to purchase from Gadot constitutes 45% - 50% of the plant’s estimated
production output over that period.
13.19 Negotiations for Cooperation Agreement
Gadot is holding negotiations under which an MOU was signed on September 12,
2005 with a large international company dealing with, among other things, sugar
refining and trade, whose shares are traded on the London Stock Exchange, for a
joint venture for the building and operation of a plant for raw sugar purification
on the Gadot factory property. Gadot’s portion of the joint venture is 35%. The
plant will refine imported raw sugar which each of the parties to the venture
would purchase for its needs, and which would in fact provide all Gadot’s sugar
needs and switch the refined sugar supply coming from the European market,
whose availability to the Israeli market may become influenced by changes in the
Sugar Regime. The establishment of this plant would save Gadot the cost of the
purchase of sugar (which is Gadot’s main raw material) with respect to the cost
of import of refined sugar from other sources, which will in future increase in
price as a result of the increase of the cost of the transport of the sugar. The cost
of building such a plant is estimated at $14.3 million (Gadot’s portion would be
$5 million). The MOU is subject to the signing of detailed agreements.
13.20 Legal Proceeding
For details regarding the material legal proceedings, see Note 25(a)(3) of the
financial statements.
13.21 Goals and Business Strategy
13.21.1 Gadot’s ambition is to maximize its production flexibility in order to
increase its share of high-end profitable products on the account of the
low margin products. Namely: increase of the balance of fructose and
the special citric acid slats in the total revenues of Gadot.

A-179

13.21.2 An additional strategic goal of Gadot is to increase its scope of
operations abroad.
Since most of Gadot's sales are destined for foreign markets, Gadot
sees added importance in development and production expansion
capabilities close to destination markets in Europe and/or USA. Gadot
has recently started procedures for the finding of an international
investment bank that will help it identify a potential target for a
strategic purchase as aforementioned. Gadot is concentrating its efforts
in the mineral products with the goal of finding a company that
produces products based on organic acids such as Gadot currently
produces and with similar production techniques.
The scope of the planned investment in this project is tens of millions
of dollars. As of the date of the report, Gadot has no plans to
significantly invest in the expansion of its production capacity in Israel.
13.21.3 Due to the changes in the EU Sugar Regime, which might have a
negative influence on Gadot’s fructose sales in the EU countries,
Gadot is considering a transition to other geographical markets and the
adjustment of its products to such markets, as well as the developing of
new products which derive from fructose and others. Accordingly,
Gadot is planning procedures for the developing of its operations in the
Far East and mainly in Japan South Korea and in niche markets in the
US. Gadot will focus its efforts in these markets on producing fructose
which is non-genetic engineered (GMO free) which gives Gadot
competitive advantage in comparison to competitivors that don’t have
the same uniqueness (fructose produced from genetically engineered
raw materials, such as corn). To Gadot's best knowledge the fructose
consumption in destination markets in the Far East stands at 50,000
tons a year and its main suppliers are US producers (who use fructose
from GMO materials).
13.21.4

Gadot’s policy is to create flexibility in the transition between the
various raw materials, according to economic feasibility deriving from
relative prices between the alternative raw materials. For this purpose,
Gadot is developing technology that will allow the use of alternative
materials. This policy was successfully used with respect to materials
such as caustic soda and acerbic soda. Upon the drastic increase in the
cost of the principle raw material –sugar, Gadot has begun examining
the feasibility of other technologies to replace the sugar in the
production of citric acid with other raw materials. At the same time,
together with Gadot’s technical team’s development, Gadot has begun
a process of locating available knowledge in this area, available for
purchase. As of the date of this report, these processes have not yet
come of age.

13.22 Expected Developments in the Coming Year
As a plan deviating from the regular course of business, it is noted that Gadot is
looking into a possible investment in a designated company which produces
products that are combined in its activity as aforesaid in paragraph 13.21.2,
above. There is no certainty that such transaction will come to realization at all,
particularly in the coming year.
13.23 Charges
For charges see Note 26(a) of the financial statements of the Company.
13.24 Risk Factors
The following are the risk factors that could have a substantial influence on
Gadot's activity:
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13.24.1 Changes in EU Sugar Regime – Crystalline fructose, which is Gadot's
leading product, is sold in European markets while taking advantage of
local sugar prices that are significantly higher than the international
market price, due to import restrictions, such as: quotas, customs duties
and minimum prices. The changes in the Sugar Regime as described in
section 13.2.1 above could have significant negative effect on Gadot’s
business, especially with regard to the sale of fructose, starting October
2008.
13.24.2 Changes in Global Sugar Price – The main raw material for Gadot's
production is sugar (about 20% of its turnover) which is traded in the
world commodities exchanges. Since the prices of Gadot's products are
not directly related to the change in international market sugar prices,
and in light of the fact that Gadot has contracts for the purchase of
sugar only for 2006, a significant rise in the price of sugar could
significantly affect Gadot's businesses starting in 2007. Sugar prices on
the international commodities market rose drastically by about 40%
since November 2005 (about 60% since December 2004). Purchasing
sugar at its current market prices for 2007 will materially increase
costs of Sugar to Gadot in about 80% in comparison to the year of
2006 and in about 95% in comparison to the year of 2005, which
would significantly and adversely affect Gadot’s business results and
its scope of citric acid and salt production operations.
13.24.3 Price Volatility in the Citric Acid and Salts Markets – The citric acid
and trisodium citrate markets have seen volatile price swings over the
last six years. From the mid 90's and until 2002 there was a sharp drop
in prices. In 2003, since some factories closed and demand for citric
acid increased, the prices started stabilizing and in 2004, began a
process of rising prices. Since a significant part of Gadot's operations
is in the production of critic acid and citric acid salts, decline in prices
could have a substantial effect on Gadot's businesses.
13.24.4 Lawsuits re Kishon Stream Pollution - Gadot is a party (whether
directly or as third party called by the actual defendant) to lawsuits
regarding the pollution of the Kishon Stream in volume of hundreds of
millions NIS. (see Note 25(a)(3) of the financial statements). Similarly,
Gadot may also be liable for suits served against Gadiv Petrochemical
Industries Ltd. (herein: “Gadiv”), a subsidiary of ORL, in accordance
with an agreement for the sale of Gadiv to ORL, in which Gadot
undertook to compensate Gadiv for any third party suits for damages
caused prior to January 31, 1994, in which Gadiv is found liable. In
letters sent to Gadot by Gadiv and ORL beginning October 2000 until
February 2004, Gadiv and ORL notified Gadot that in some of the said
lawsuits Gadiv was also sued, among others, and that if and insofar as
Gadiv is found liable in the aforesaid suits for all or any of the previous
cause, as of January 31, 1994, Gadot will bear responsibility and costs
of the suit, or for a relative portion thereof. Furthermore, Gadiv and
ORL filed third party notice against Gadot in some of the suits. If
Gadot is required to compensate the plaintiffs substantial amounts it
could have a drastically negative effect on Gadot's businesses.
13.24.5 Changes in the Libor Interest Rate - The long term credit that Gadot
received from the banks is in USD and has a dollar based variable
interest rate at the libor rate together with a margin as described in
13.14.1, above. Therefore, changes in the USD Libor could increase
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the financing expenses of Gadot and decrease its profits. With the
above stated, it should be remarked that Gadot also uses interest rate
hedges to manage the risk. In December, 2001 Gadot bought an option
to change the three month Libor to a fixed rate (in order to protect its
cash flow from the variable rate loan) for a period from January 2004
to October, 2007. The $112,000 price of the option is being
depreciated over the life of the option.
13.24.6 Changes in the Consumer Price Index – The bonds issued by Gadot
under the prospectus published in May 2005 are linked to the rise in
the consumer price index. Therefore changes in this index could cause
an increase in Gadot’s financing expenses and smaller profits.
13.24.7 Changes in Foreign Currency Exchange Rates - Most of Gadot’s
purchases and sales are done in foreign currency and/or foreign
currency linked instruments. Most of Gadot's obligations are
denominated in NIS (including index linked) and USD. A large part of
customer debt is in Euro (about 27%) and USD (about 69%) or is
linked to it and the rest are in NIS. As a result, changes in the USD and
Euro exchange rates can influence Gadot's business results. Therefore,
Gadot has contracted for hedging transactions and uses derivatives,
forward transactions, options and strategic options in order to insure
the USD value of the customer obligations (after deduction of
obligations) that are in other currencies than USD. Gadot's financial
statements are denominated in NIS.
13.24.8 Strictness in Regulation relating to Environmental Conservation Gadot’s activities are subordinate to laws, regulations and orders
regarding environmental conservation, as detailed in section 13.16
above. Since the issue of environmental conservation is evolving,
there is a risk that in the future, harsher environmental requirements
are issued and Gadot may be demanded to perform further investments
in sums yet to be estimated. .
13.24.9 Expected Income from the Roquette Group - According to the
provision of the agreement between Gadot and ABR, ABR has the
right to extend the agreement period after 5 years. In the extended
period the price of fructose will not include the factor for
reimbursement (cash flow) for investments in the fructose facility
(section 13.18 above) and Gadot's profit will be diminished to its share
of the profits that are created from the selling of blends by ABR. Since
the level of profitability from such blends is uncertain, Gadot’s income
from the sale of fructose to ABR may decline substantially.
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13.24.10 Rise in Energy Prices- over 20% of Gadot’s variable costs are for
energy consumption. Significant rises in the cost of energy could effect
Gadot’s business.
Macro-level risks

Industry-wide risks

Specific Gadot
company risks

Influence of Risk Factors on the Gadot’s Businesses
Large
Medium
Small
- Changes in the Libor
interest Rate
- Changes in foreign
currency exchange
rates
- Rise in energy prices
- Rise in consumer
price index
- EU Sugar Regime
- Price volatility in
changes
citric acid and citric
- Changes in Global
acid salts markets
Sugar Price
- Lawsuits re Kishon
- Strictness in
Stream Pollution
Regulation relating to
Environmental
Conservation Expected income
from the Roquette
group

The influence of the above risk factors on Gadot’s businesses is based on
estimates only, And it is possible that the actual influence may be different.

14.

Telecommunications Sector
The telecom sector of the Company is run through Matav - Cable Media Systems Ltd.,
by itself and through companies and other corporations that it holds, including Hot
Telecom, Limited Partnership, which is 26.5% owned by Matav (Matav – Cable Media
Systems Ltd. and the other corporations owned by it, shall be collectively referred to
hereinafter as “Matav”).
Delek Investments has held 40% of the equity of Matav since 2004. The investment in
Matav is represented in the books of Delek Investments according to its balance sheet
value, which is NIS 348 million as of December 31, 2005.
Matav is a public company that was incorporated in Israel in June 1987. Its shares are
listed for trading on the Tel-Aviv Stock Exchange (“TASE”) as well as on the Nasdaq
National Market of Nasdaq National Market Inc (“Nasdaq”). On February, 24, 2005
Matav announced that it intends to delist its shares from NASDAQ and on February 22,
2006 it announced its intention to delist. On March 14, 2006, Matav updated that it
intends to delist by the end of June 2006. After delisting, Matav will begin reporting to
the public only in accordance with the securities laws applicable to reporting
corporations in Israel.
Matav supplies multi-channel television programming to subscribers, high-speed
internet access for the private sector; internal land-line telephony service and data
transfer services through Hot Telecom; broadband internet access and other services for
the business sector.
14.1 General Information on the Area of Operations
14.1.1

Structure of the Area of Operations and
Changes Therein
Matav provides services (by itself and through Hot Telecom) in the
telecommunications market in Israel.
The telecom market includes cellular communication services,
international telecommunication services, internal land-line services
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(including telephone and data transfer), multi-channel television and
internet services. The Israeli telecom sector has undergone significant
changes over the last few years which have found expression amongst
other things in technological changes in the consumers’ consumption
patterns of new and varied services.
The manner in which the telecommunication market is regulated has a
substantial impact on Matav’s activities in this market. The market is
characterized by a high degree of competitiveness, which focuses on
the recruitment of new customers and the maintenance of existing
customers, bringing about a downward pressure on prices and
increasing sales and marketing costs.
Multi-Channel Television
The TV market is Matav’s main sector. The multi-channel television
market currently has two players: The three groups that provide multichannel television broadcast services by means of cable infrastructure,
Matav, Tevel International Broadcasting To Israel Ltd. (“Tevel”) and
Golden Channels and Partners (“Golden Channels”)(each of Matav,
Tevel, and Golden Channels shall be referred to as the “Cable
Company” and jointly the “Cable Companies”), and DBS Satellite
Services (1999) Ltd., known by the commercial name “Yes”, which, to
the best of the company’s knowledge, as of March 1, 2006, 49.77% of
whose shares are held by Bezeq - The Israel Telecommunication Corp.,
Ltd. (from herein: “Bezeq”), which provides multi-channel satellite TV
broadcasts.
From 1990, Matav has supplied multi-channel cable TV service to
subscribers through exclusive concessions that were granted to Matav
in various regions in central and northern Israel. As of April, 2002 (as
a result of an amendment to the Telecommunications (Telephony and
Broadcasts) Law – 1982 (the “Telecommunications Law”), Matav was
granted general, non-exclusive, long-term licenses for the same
geographic areas, replacing the concessions in accordance with which
Matav had operated until that date.
In November, 1999 the Anti-Trust Commissioner (the
“Commissioner”) designated the Cable Companies (including Matav) a
monopoly in the sector of providers of multi-channel television, each in
its area of activity.
In the month of January 1998, an amendment to the
Telecommunications Law was passed which authorized the
Communications Ministry to grant licenses to direct broadcast of TV
through satellite. In January 1999 the Ministry granted Yes a license
for satellite TV broadcast. Satellite TV broadcast services commenced
in July, 2000.
Beginning in 2001, Matav and the other cable companies have been
working to combine their cable operations into a single merged entity,
to streamline and expand its activity, to enable it to compete with Yes
more efficiently and to expand its activity in the area of broadband
internet access and telephony, as well as, reduce various costs.
With the aim of tightening cooperation between them, the cable
companies agreed in June 2004 to carry out an operational merger
between them. Accordingly, a joint administration was appointed,
whose job is to supervise the activity on various issues, such as
marketing and advertising, sales, engineering, customer service,
operations and the information systems of the cable companies.
Beginning in June 2004 the cable companies began operating in
accordance with the said agreements. As part of the cooperation the

A-184

cable companies agreed on the division of expenses amongst them
stemming from the said cooperation, in a manner relative to each
company’s number of subscribers.
The operational merger does not constitute a legal merger and does not
include the transfer of the cable companies’ assets or liabilities from
the cable companies to a joint entity and/or transfer of contingent
liabilities from third parties in include amongst others, to banks and
creditors. Each of the cable companies remains the sole owner of its
assets and continues to be entitled to the revenues stemming from its
subscribers. Matav’s operations during the normal course of business
on topics that are the object of the cooperation are subject to the
decisions of the operational joint administration. But with this, material
decisions are subject to approval by the directorate and of the other
authorized organs of each of the cable companies as required by law.
For details concerning the permits and accords reached in regards to the
legal merger, see paragraph 14.15.1 below.
For details concerning the cooperation between the cable companies,
the cable companies began, Matav amongst them, to operate
cooperatively under the brand name “Hot”. Activity in the area of
telephony, broadband internet access, and data transmission for
businesses, will be carried out through Hot Telecom, which was setup
by the three cable companies (see paragraph 14.11.1 below).
Internet Access Services
Matav supplies broadband internet access to the private sector and,
through Hot Telecom, broadband internet access and additional
services to the business sector.
Telephony Services
From the first quarter of 2005, Hot Telecom started to provide the cable
companies’ subscribers with land-line telephony service via VoIP
technology, that enables the transfer of voice on data communication
network, saving investments and operation expenditures. In October
2005 Hot Telecom completed a country spreading so that it can supply
telephony services anywhere in Israel reached by the cable
infrastructure. The use of Hot Telecom’s telephony services enables
subscribers to make and receive calls from Bezeq’s landline network,
the cellular telephony operators’ networks and from abroad, by means
of international communications providers’ exchanges. During 2005,
Hot Telecom has recruited about 70,000 subscribers, most of them
subscribers of the Cable Companies. As of the date of the report most
of Hot Telecom subscribers are telephony subscribers from the private
sector. Hot Telecom is required and will be required in the years ahead
to invest substantial sums for the supply of telephony services and
auxiliary services. See the Commissioner’s demands for investments in
telephony by Hot Telecom in paragraph 14.11.1, in the description of
the Commissioner’s terms for the merger.
14.1.2

Restrictions And Regulations on Matav’s
Activities
Matav's operations are subject to the extensive legislation that is
applicable to the communications market in Israel including the
Communications Law, the regulations and rules that were issued under
its power. Furthermore, Matav and Hot Telecom are subject to the
terms of the licenses issued to them in accordance to the
Communications Law (see paragraph 14.14 below). Matav is also
subject to the Commissioner’s conditions regarding the merger of the
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cable companies (see paragraph 14.15.1 below) and to supervision by
the Ministry of Communications and the Council for Cable and
Satellite Broadcasting (herein after: “the Council”).
In addition, Matav is subject to supervision and restrictions applicable
to a monopoly under the Untitrast Law 5748 – 1988, as a result of the
Commissioner’s declaring the cable companies to be a monopoly for
providing multi-channel television broadcasting for subscribers in its
areas of operation.
For additional details regarding restrictions and supervision of
activities placed upon Matav, see paragraph 14.14 below.
14.1.3

Market Developments and The Scope Of
Activity In The Sector
Multi-Channel Television:
Despite the natural growth of the
population, the number of multi-channel television subscribers in Israel
has stabilized and reflects a decline of 5% in the rate of penetration into
Israeli households in comparison to 2001. As of the date of the report,
the cable companies have 934 thousand subscribers, which comprise
some 65% of the total number of subscribers in the market. Since Yes
entered the market in the year 2000, there is a noticeable drop in the
number of subscribers. However, Matav’s income has been on a rising
trend in the main because of the transition by subscribers from
analogous to digital service (characterized by a higher average income
per subscriber). In the year 2005, there was a decline in Matav’s
income because of the moderation in the transition rate as aforesaid and
because of the attrition of income per subscriber. As of December 31,
2005, the number of subscribers has declined by about 2.3% in
comparison to the number of subscribers at the same time in the year
2004.
High-Speed Internet: The penetration rate for broadband internet in
Israel during the last few years is one of the highest in the world. Until
the year 2003, most of the internet users browsed with dial-up services.
But today, some 95% of all browsers in the private sector do so through
broad band access. As of the date of the report, Matav has provided
browsing services to some 110 thousand subscribers.
In the area of broadband internet, there is a noticeable transition to
broad-band internet browsing at high speeds. There are joint marketing
deals by the internet service providers (ISP) and internet transmission
(infrastructure).
Telephony services: Until the end of 2004, Bezeq was the exclusive
supplier of land-line telephone service in Israel. At the end of 2004,
HOT Telecom has started to provide telephone services using their
cable network, in various areas of the country and on a gradual basis.
(For further details see 14.1.2).

14.1.4

Technological Changes that may materially
Influence the Sector
a.

The technological developments and the changes in multichannel television have caused the cable companies to upgrade
the infrastructure and to provide two way digital service to
customers. This allows the Cable Companies to offer customers
tens of new channels and a variety of new services such as
VOD. The cable network as aforesaid allows the Cable
Companies to offer broadband internet services and telephony.
VoIP technology allows for a reduction of the investment
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necessary to build and maintain the telephone network and its
maintenance.

14.1.5

b.

The introduction of Broadband internet and the availability of
new IP based technologies allow a wide range of applications on
IP based infrastructure, such as: Voice services, video transfer
services and organization oriented applications on internet
infrastructure, etc.

c.

The technological developments in the age of technological
coherency 1 may allow other operators to provide alternative
multi-channel television services to those provided by the Cable
Companies. Subject to regulatory changes, these technological
developments as stated could enable Yes to supply VOD
services by means of Bezeq’s broadband internet access services
(ADSL). Today, VOD services are not supplied by Yes.

Critical Success Factors for the Sector and
Changes to them
Matav sees the following as critical success factors in the TV
broadcasting field:
(a) Financial stability required in order to make, amongst other things
the various investments necessary, including the cable infrastructure for
the upgrade to a level enabling the supply of diverse communications
and multi-channel television services of high quality services; all in
conjuncture with the technological platforms being constituted in the
market; (b) a varied and competitive service package offering directly
or through Hot Telecom to potential subscribers in relation to services
proposed by its competition; (c) The ability to provide services while
using advanced technology that coincide with the customers needs; (d)
providing high quality and reliable services at an attractive cost to the
subscribers ; (e) providing attractive and unique broadcasting content
which will create a program and image distinction for Matav. (f) A
high level of customer service based on state of the art information
systems; (g) creating brand values for a long period of time that place
Matav in the market together with the other Cable Companies under the
brand name “Hot”.
Matav perceives the following factors as critical to its success in the
broadband internet sector: (a) valid licenses and meeting the terms of
legislation and licenses; (b) financing sources for investing in
infrastructure; (c) an efficient marketing, sales and technical support
system; (d) fast implementation of technological changes in the sector;
(e) providing auxiliary services to subscribers; (f) ongoing cooperation
with ISPs.

14.1.6

Main Barriers to Entry and Exit of the Sector
and Changes in them
Matav believes that the main barriers for entry to the TV broadcasting
sector are as follows:
(a) the need to obtain licenses for the providing of communication
services, multi-channel TV license and Bezeq Services, meeting the
terms defined in the Communication Law and licenses; (b) the need for
significant financial investments, vast technical knowledge necessary
to make the proper investments in new technological infrastructure; (c)

1

Television broadcast to the public through new platforms such as television broadcasts transmitted via the
internet network (Internet Protocol Television, hereafter IPTV) and over the communications network that
were used in the past mainly for Bezeq’s services.
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investment in the purchase of programming and the need to build up an
attractive array of television broadcast content versus the competition;
(d) coping with Bezeq, which makes huge investments in multi-channel
television through its holdings in Yes; (e) the lack of economic
viability in laying an additional infrastructure reaching all households
in the country with a saturated market; (f) relatively low profitability
rates and growth rates in the market (television saturated market); (g) to
finance the setting up new communications in a market with limited
financing capability by the financial institutions.
In Matav’s opinion, the barriers to entry in the broadband internet
sector are mainly: (a) the need for a license to provide broadband
internet access services; (b) a physical and bidirectional broadband
infrastructure up to the subscriber’s home; (c) high sales and marketing
costs; (d) considerable know-how and financial means for making
investments in state of the art technological infrastructures; (e) coping
with the Bezeq monopoly, which enjoys considerable financial stability.
Over the last few years, the barriers to entry have dropped significantly,
mainly due to regulatory changes (for example, the transition from a
regime of regional licenses for a fixed and exclusive period to a regime
of long-term general licenses without exclusivity) and technological
progress.
Matav believes the following exit barriers in the communication field
in the services provided by Matav are as follows: (a) large investments
with a long-range ROI; (b) Obligations to banks and other financial
organizations for long term loans; (c) The licenses require regulatory
approval to stop providing services.
14.1.7

Substitutations for Products in the Sector
and Changes in them
In The multi-channel television market, the alternative products are
considered to be Yes’ multi-channel television services, Channel 1 and
the commercial channels.
In the telephony market one can define as alternate products the
services by Bezeq and other inland providers that will in the future
enter the telephony market as well as the cellular communications
services. Also to be mentioned is that in November 2004, the Ministry
of Communications published a main policy statement regarding
telephone service via the broadband infrastructure of the land-lines
operators (that is, Bezeq and the cable companies) (hereafter, VOB
service 1 ). For additional information see paragraph 14.14.1 below.
Should VOB services will be supplied they will be considered an
alternative to telephone services as provided by the cable companies.
The structure of Competition in the Sector and Changes therein
Competition in the communication market is influenced mainly by
changes in legislation and new technological developments and growth
in investments needed for the sector. See paragraph 14.5 of the report.

14.2 Products and Services
14.2.1

Multi-Channel TV
Since 1990, Matav has supplied multi-channel television service on
analog cable technology. Since July 2001 it has also provided digital
broadcasts by means of channel clusters, which allows a tiered service.
This method enables Matav to provide service packages and interactive

1

Voice Over Broadcast.
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services. Matav supplies its multi-channel services in various regions
of central and northern Israel1.
Under the terms of the licenses, Matav must supply all its subscribers
with a base package according to the analog and/or digital broadcasting
method. As of the date of the report, the base analog package consists
of some 50 channels while the base digital package has some 80
channels. According to the Communications Law and the terms of the
broadcast licenses, Matav is obligated to provide certain broadcasts (for
example, the Israel Broadcasting Authority’s channels 1 and 33).
Most of Matav's subscribers in the area of multi-channel television are
private customers. These subscribers form two groups: Subscribers to
the analog service (some 30%) and subscribers to the digital service
(about 70%. These customers are differentiated by the type of service
and the amount of income per subscriber.
In addition, Matav can provide its digital subscribes with the following
services:
(1) Added channels – sold individually, or as a package, such as
movies, sport, recreation etc. These are sold to the consumer
according to his choice at an additional cost;
(2) Pay per View (PPV) - content chosen by the viewer on one time
charges for programs or specials;
(3) Interactive and multimedia products.
(4) Video on Demand (VOD)– As of January 2005, Matav supplies
digital subscribers VOD service that allows the subscriber to
choose what content to watch and when (similar to the household
VCR), from varied content libraries. The VOD service obligates
the subscriber to pay a set monthly fee. Looking at any part of
the library content is charged an additional fee. As of the date of
the report, VOD services are supplied only by the Cable
Companies.
In October 2005, the Ministry of Communications asked the
Cable Companies to present their position on the subject of Yes'
request to provide VOD services on Bezeq's ADSL infrastructure.
The Cable Companies’ position was given to the Ministry of
Communications in January 2006. Should Yes begin to provide
VOD services, then the Cable Companies will no longer be the
only providers of this service. In that case, and so too if Bezeq
also begins to operate as a content provider through cooperation
with Yes, then according to Matav’s estimation this may have an
intrinsic negative affect upon Matav’s business and its business
results. This estimation is forward-looking information as it is
defined by the Securities Act 5768 – 1968 (hereafter, The
Securities Act) based upon the recognition of a competitive
structure of the communications market. The estimation may not
be realized or be realized in a different manner, as well as in a
manner intrinsically different from what was expected such as a
change in the legislation that will allow Bezeq to operate in the
content area.
(5) Personal Video Recorder (PVR) – Starting in October 2005,
Matav has been supplying PVR services, which enable the
1

In January 2006 an agreement was signed between Matav and Cable-Tech Ltd. (“Cable-Tech”), by virtue
of which Matav purchased Cable-Tech’s operations in the areas outside Judea and Samaria. Cabal–Tech
provides multi-channel television service over the Green Line. The deal is contingent on the fulfillment of
suspending conditions. For additional details, see explanation 26A of Matav’s financial reports.
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recording of dozens of hours of broadcasts according to various
parameters, control of the broadcasts etc. PVR services are
marketed under the Hot Magic brand name and subscribers must
purchase a special converter in order to receive them.
(6) Product Packages – From March 2005, Matav offers its
subscribers different product packages that include multi-channel
television and/or inland telephony services and/or cable
broadband internet access.
As of the date of the report, approximately 1.4 million households,
which are approximately 75% of the total households in Israel, are
subscribers. The share of the Cable Companies in the multi-channel
television market is estimated by Matav to be approximately 65%
while Matav’s portion in this is about 26%.
14.2.2

Broadband Internet Access
As of April 2002, Matav has supplied by itself to the private sector
broadband internet services through cable lines, cable modem and a PC
without the need for dial up.
Hot Telecom provides broadband internet access services to the
business sector. As of December 31, 2005 the cable companies have
approximately 417 thousand private broadband subscribers of which
110,000 are Matav subscribers. Hot Telecom provides broadband
internet access services to about 12,000 subscribers in the business
sector. On the other hand, Bezeq has about 800 thousand broadband
subscribers via ADSL technology. Matav estimates that the market
trend will continue to grow but at a lower rate.

14.2.3

New Products
In 2005, Matav began to provide wired telephony services through
VoIP technology, VOD and PVR services (see paragraph 14.1.2 above).

14.3 Broadband Customers
14.3.1

For the distribution of multi-channel
television customers between analog and
digital services, see paragraph 14.1.2 above.
The contractual arrangement of the Matav Group with its subscribers is
by means of a Broadcast Subscriber Agreement, which is subject to
approval by the Council and, according to the licenses, requires the
approval of the Standard Contracts Court. The Broadcast Subscriber
Agreements were approved by the Council and submitted to the
Standard Contracts Court in 2001 and 2003, but has not yet been
approved.
Starting in January 2006, the contractual arrangement has been by
means of a uniform wording adopted by all the cable companies, which
has been approved by the Council.
The contractual arrangement with internet subscribers is entered into by
having the subscribers sign a uniform contract that has been submitted
to the Director General of the Ministry of Communications and to the
Standard Contracts Court for approval. As at the date of the report,
approval has not yet been obtained from the Standard Contracts Court.

14.4 Marketing and Distribution
Matav markets and sells its products in cooperation with the other cable
companies in the framework of the operational merger under the brand name of
“Hot”. This is via cooperative operation of the sales and marketing staff,
technical support and customer service. Matav invests in advertising in the print
media, television and direct mailing. Internet marketing and sales is performed as
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part of the joint marketing of TV broadcasts, VOD and telephony, with the goal
of providing a one-stop-shop communications solution for its customers.
14.5 Competition
The competition in the communications sector in Israel Is mainly affected by
development in regulations in the communication market and new technology
development and higher investments required for the sector.
Multi-Channel TV – The main competition in this sector is between the cable
companies and Yes. The entry of Yes into the market in the year 2000 brought a
sharp rise in the expenses of the multi channel television suppliers (especially the
transition to a digital network and the purchase of content and marketing). Yes
provides only a digital service while Matav also provides analog service.
Competition between the cable companies and Yes centers on brand values,
broadcast packages, price of services, content range and the quality of service to
subscribers. It has led to a sharp increase in the cable companies’ expenditures.
In August 2005 the government decided to promote the establishment of a
countrywide united trisectoral digital network, for the free distribution of the
Israel Broadcasting Authority’s TV channels, Channel 1 and Channel 33), the
commercial TV channels (Channel 2 and Channel 10) and the Knesset Channel
(Channel 99) to the public. According to the government decision, an interministerial tender committee was appointed in order to select the party that
would design, set up and operate the broadcast distribution system. The tender
committee was instructed to publish a tender by January 1, 2006, to choose a
winner by April 1, 2006 and to obligate him to begin the distribution of the
broadcasts no later than January 1, 2007. To the best of Matav’s knowledge, as
of the date of the report’s publication, the tender has not yet been published. As
of the date of the report’s publication, Matav cannot estimate the affect of
realizing the government’s decision and it’s consequences to the business results.
This estimation, as aforesaid, is forward-looking information as it is defined by
the Securities Act 5768 – 1968 based upon Matav’s recognition of the
communications market in which it operates. The estimation may not be realized
or only be partially realized or in a manner different from what was expected.
Broadband Internet Access – In the broadband internet service market, the cable
companies compete with Bezeq. The factors that affect the competition are the
price of the service; the means of marketing and sales; experience and the ability
to maintain the services and the branding of the products. According to Matav’s
estimation, the cable companies have, as of the date of the report, about 35% of
the subscribers in this market (of them, Matav holds about a 26% portion). The
remaining subscribers are Bezeq subscribers who receive access services by
means of ADSL technology.
14.5.1

Internal Land-line Telephony Service – The competition in the inland
land-line market is between Bezeq and the cable companies. Until the
start of 2005, Bezeq was the only supplier in this market then the cable
companies started to provide VoIP service. In October 2005, Hot
Telecom completed its national deployment so that it can provide
telephony services wherever a cable infrastructure exits. In light of
changes in legislation, land-line telephone service operator licenses,
unique for in-country communications providers, without the need to
provide the service in the entire country – as is demanded of Bezeq and
the cable companies- the number of competitors in the land-line
telephony market may increase. In the months of December 2005 till
March 2006, general unique licenses were given to two additional
companies for the provision of Bezeq services for inland land-lines.
In March 2004, the Ministry of Communications published the
highlights of its policy regarding Bezeq’s general license – discounts
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regarding the size and marketing of service packages, whereby: (a)
Bezeq will be permitted to offer volume discounts of up to 10%
beginning on the date of commencement of the provision of
commercial telephony services by Hot Telecom; (b) Bezeq will be
permitted to ask to have its license amended in a manner that will
enable it to market service packages that include telephony services
and multi-channel TV services that are provided by a subsidiary, when
its market share in the domain of landline telephony drops below 85%
in relation to the private or business customer sector, or if a material
deterioration occurs in Yes’ competitive position. A drop in market
share to below 29% of all subscribers will be considered a material
deterioration in this regard.
14.5.2

Main methods for Dealing with the Competition
a.

Upgrading Matav’s communication infrastructure to a high
throughput network that can provide interactive service with
bandwidth suitable to the growth rate in the purchase of bidirectional services by the subscriber.

b.

Investing resources towards improving its subscriber service.

c.

Use of the "Hot" brand in order to improve the image of the
cable companies and Matav in the minds of the subscribers.

d.

In the domain of broadband internet, the group is working
continuously and dynamically with the ISPs in order to create
service packages that are competitive with Bezeq.

e.

Offering a "Triple Play" package of services that will include
multi-channel television, broadband internet and inland land-line
telephony.

14.6 Fixed Assets and Equipment
Matav's main fixed assets are its network communication infrastructure and enduser equipment including modems and converters. In addition, the company
owns assets, rented assets and leased assets.
In July 2001 the cable companies; Matav among them, and the State of Israel
entered into an agreement regarding the disagreement between the Cable
Companies and the State on the subject of the right of each Cable Company to
operate the cable infrastructure existing in each of their areas after the end of the
concession period. The agreement stipulates that the State undertakes to
relinquish all its claims and rights in regards to the cable infrastructure so that
each Cable Companies will be the owner in full right including its proprietary
rights of the cable infrastructure in its concession area, and will have the right to
operate it even after the end of the concession period. In return, it has been set
that each company will pay the State an annual fee for a period of 12 years
(beginning on January 1, 2003) according to its relative portion, as provided in
the agreement, of the amount equal to a product of the specific revenues of all
the Cable Companies (as provided in the agreement) at a graduated rate ranging
from 0% to 4% of their revenues (according to the magnitude of their revenues).
Matav’s relative share in the overall fee to be paid by the cable companies is
24.1%.
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14.7 Intangible Assets
14.7.1

Licenses
a.

b.

1

Matav holds the following licenses:
(1) Broadcast Licenses - During 2002 Matav received two
general, non-exclusive licenses by the Commission to
provide multi-channel television for the geographical
areas1 in which it operated up to that time (hereafter the
“Broadcast Licenses”). The licenses are valid for 15 years
and can be extended for additional periods of 10 years.
(2)

A special license to operate a broadcast center – In the
course of 2002, Matav was given a license to operate a
broadcast center. The license is in effect as long as the
other broadcast licenses are in effect – but not later than
May 30, 2017, unless it is extended by the
Communications Minister.

(3)

Special License to Provide Additional Bezeq Services –
During 2002, the Ministry of Communications gave
Matav special licenses to provide additional Bezeq
services to its digital subscribers, on its network in a
digital format (including SMS messaging). These licenses
are valid until July 2008. From January 2004 Matav does
not provide the above services.

(4)

TIL License - In November, 2003, the Ministry of
Communications provided a license for internal land-line
telecom (hereafter “Telecommunication Infrastructure
License – TIL”) to Hot Telecom. The TIL license
exchanges and cancels the previous licenses issued in
2002 to the partnership of the cable companies including
the provision of TIL services (hereafter the “Earlier
License Holders”). The TIL license was given for a period
of 20 years and can be extended for further periods of ten
years. In March, 2005 the license was amended such that
Hot Telecom can contract with subscribers who came in
under the previous and the new license, for providing
access services to broadband internet by the previous
license owners. This service will be considered as
provided by Hot Telecom as of the granting of the license
to Hot Telecom and until the completion of the entire
merger between the Cable Companies.

Other Major Details Regarding Licenses
(1) According to the Communication Law, the prerequisite
for giving a TIL license to Hot Telecom is the transfer to
the corporation the rights to the cable network that is used
for cable broadcasts. In spite of this, it was set in the TIL
license that during the interim period that will end no later
than June 30, 2006 unless there is a merger between the
Cable Companies – the date the merger takes place,

The areas are Bat-Yam, Holon as well as the entire area (inside the Green Line) between Rishpon and
Haifa (including Haifa, the Hadera area and the villages between Rishpon and Hadera); the Upper and
Lower Galilee areas (including Safed, Metulla, Kiryat Shemoneh, Ramat ha-Golan and Tiberias).
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according to the earlier of the two dates; the agreement
between Hot Telecom and the cable companies, Hot
Telecom will have the exclusive right to use the network,
operate, maintain, develop, improve it and carry out any
and all actions according to the TIL license and the
Communications Law. At the end of the aforesaid interim
period, full ownership of the cable infrastructure will be
transferred to Hot Telecom. On September 15, 2005
agreements were signed between Hot Telecom and the
cable companies granting Hot Telecom exclusive rental
rights to the network. Assignment of rights and
undertakings were also signed whereby the previous
license holders assign their rights and undertakings to Hot
Telecom vis-à-vis the Cable Companies under the
agreements for the provision of cable distribution services
to the Cable Companies.
(2)

Licenses are non-transferable except under the
stipulations as set by the Communications Law and the
licenses themselves. In addition, broadcast licenses and
TIL licenses determine that the license assets cannot be
transferred to another party nor collateralized without
prior written permission form the authorized authority. In
spite of this, the assets of the license can be collateralized
to an Israeli bank that operates with accordance to Israeli
law in order to receive bank credit such that the
hypothecation agreement will include a term according to
which the realization of the charge will not adversely
affect service. The hypothecation agreements regarding
Matav's assets include such terms.

(3)

According to the Broadcast and TIL licenses, the approval
of the authorized authorities is required for a change in
control or means of control of the license owner or if a
person ceased to hold such means of control, as stated in
the licenses. A change in control in contrast to the
stipulations of the license will be void.

(4)

The licenses include, inter alia, instructions regarding the
undertaking to provide service and contracting with
subscribers. The TIL license determines that it will
provide infrastructure to other license holders (including
general license, general special license, or special license
(as defined in the Communication Law) for the purpose of
providing services and actions as defined in the TIL
license, in a way that will enable the other license owner
to provide his services to his subscribers in line with the
terms of the TIL license owner and the other licenses
owners. Provision of infrastructure services will be given
in reasonable and equal terms to all license owners except
in special circumstances as detailed by the
Communications Minister in advance and in writing. A
TIL license owner will not grant preferential treatment to
parties providing infrastructure services for companies
linked to him.
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14.7.2

Copyrights
Matav pays royalties to creative rights organizations in accordance with
agreements or other arrangements. In 2005 Matav paid about NIS 3.8
million in respect of royalties as stated. Matav is involved in legal
proceedings with some of the creative rights organizations, regarding
the amount due to be paid to them, See explanatory note 18 of Matav’s
financial reports.

14.8 Human Resources
14.8.1

The joint management of the cable companies provides amongst
other, marketing, sales, operations, managerial and
organizational services to the cable companies in the various
spheres of operations. These services are financed jointly by the
cable companies.
As part of the cooperation agreement between the cable companies, all
Matav workers provide services for the general operations of the cable
companies. The cable companies settle accounts between themselves
on the basis of the number of subscribers. In 2005 Matav employed
1,038 employees, compared with 826 employees in 2004.

14.8.2

Senior Officers
During the report period a new CFO and CEO were appointed at
Matav: On May 9, 2005 Mr. Tal Peres was appointed CFO and on July
7, 2005 Mr. Meir Serbernik, who serves as COB at Matav, was
appointed CEO for a period of up to three years from the date of
approval by the general meeting.

14.8.3

Benefits and
Agreements

Nature

of

Employment

Most of Matav’s employees are employed under employment
agreements that may be terminated by both parties. Matav employees
are not employed under collective bargaining agreements. However,
Matav operates under the various Labor Laws and Regulations as well
as orders pertaining to all Israeli employees.
In the past, options were allocated to employees and officers at Matav
as part of option plans, inter alia in 2004 and 2005.
14.9 Raw Materials and Suppliers
Matav’s main agreements for providing its services are those with suppliers of
converters, hardware and software for the conditional access systems, modems.
Also, agreements regarding the expansion and maintenance of the cable network.
Also, through its operations, Matav (as do the other Cable Companies) enters
into agreements with content providers and channel producers. By Matav’s
estimation, it is dependent upon the converter, hardware and software suppliers
for the conditional access systems because of the need for the compatibility of
their supplied products to the special requirements of the cable network under
Matav’s ownership. By Matav’s estimation, it is not dependent upon the content
suppliers since there are other factors in Israel and abroad who provide similar
contents.
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14.10 Working Capital
14.10.1 Credit Policy
Matav collects from its subscribers via credit-card and bank orders.
The average number of credit days that Matav receives from its
suppliers in 2005 came to 70 days in the sphere of providing multichannel cable television and 60 days in the area of broadband internet.
14.10.2 For details regarding the working capital deficit see explanatory

note 1A9 of the Matav’s financial reports.
14.11 Investments
The most significant of Matav's investments are as follows:
14.11.1 Hot Telecom
Matav holds 26.5% of the rights in Hot Telecom, Limited Partnership,
which was established by the cable companies in November, 2003. The
goal of the partnership was to work for the establishment and operating
of domestic communications services on the cable network.
A condition of the merger of the cable companies by the Commissioner
was that Hot Telecom invests a minimum of NIS 350 million in
telephony infrastructure. Of this sum, Matav undertook (under the
provisions of the agreement to set up Hot Telecom) to invest a sum of
US$20.5 million during a period of three years from the date of
receiving the license to provide telephony services (see paragraph
14.15.2, below). As of the date of the report, the Matav Group has
invested in Hot Telecom a sum of NIS 63 million, which does not
represent Matav’s full relative portion due to the investment. By the
estimation of Hot Telecom’s board, at the time of the report Hot
Telecom had fulfilled the commissioner’s conditions for the merger.
In November, 2003, the Ministry of Communications provided Hot
Telecom a Land-line Telephone Service Provider's license on the cable
network infrastructure (see paragraph 14.7.1(a)4, above).
On July 9, 2004 Hot Telecom contracted with an Israeli corporation
and member of the global Lucent Group (hereafter, Lucent) to set up a
telephony network on the cable infrastructure. A later agreement signed
between Hot Telecom and Lucent states that as of March 9, 2006,
Lucent had completed carrying out all the work as per agreement and
will no longer provide warranty and maintenance services for the
system. In accordance to the agreement, Lucent will transfer full
ownership to Hot Telecom including all the system’s components that
was supplied to Hot Telecom. Matav estimates that the transition from
carrying out setting up the network through an outside vendor to
operation by Hot Telecom, as stated, will not have a negative affect
upon Hot Telecom’s business operations.
Matav financial results are not consolidated with those of Hot Telecom.
Hot Telecom’s revenues for 2005 were NIS 68 million, compared with
NIS 9 million in 2004.
14.11.2 International Calling Services
Matav holds 18.5% of the issued and fully paid share capital of Barak
ITC (1995) International Communication Services Ltd. (hereafter,
“Barak”), a company dealing in the supply of international
communication services and internet services. Barak is controlled by
Clal Industries Ltd. and is one of six companies that hold a general
license from the Ministry of Communications to provide international
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calling services. According to reports by Clal Industries, Barak’s
market share of international telephone services is about 36% and
about 13% of the internet provision. Its license is valid until May 2005,
and can be renewed by the Ministry of Communications for additional
10 year periods.
In July 2005 Barak entered into an arrangement under Section 350 of
the Companies Law, between Barak, the banks, its shareholders and the
holders of debentures that were issued in 1997. Under the arrangement,
Matav invested about $6 million in Barak and its holdings in Barak
rose from about 10% to 18.5%. As part of the arrangement the balance
of the debt principal was placed at the disposal of the bond holders, in
the sum of $65 million, and it bears 10% annual interest, which will be
paid in semi-annual installments. The debt fund will be repaid as a
lump sum in November 2010.
Matav and Clal Industries likewise formalized their relationship as
shareholders in Barak. The shareholders agreement stipulated that each
shareholder in the Company has the right to appoint one director in
respect of every 20% of its capital stock in Barak, while Matav was
granted the right to appoint one shareholder on its behalf, as long as it
continues to hold at least 12.5% of Barak’s capital stock. In addition,
Clal Industries granted Matav a put option for its shares in Barak, and
Matav granted Clal Industries a call option for its shares in Barak, on
the terms stipulated in the agreement. The options are valid until
September 30, 2006.
Negotiations between Barak, Clal Industries and the SKY private
investment fund regarding an investment of US$35 million in Barak
through Barak stock and convertible bonds. In addition, the parties are
examining a potential merger between Barak and NetVision Ltd. Matav
was bestowed the right to participate in the investment according to its
relative portion of Barak. Matav is examining the proposed transaction
and has yet to decide if it shall realize its right, as stated.
14.11.3 Cellular Phone Services
Matav holds 1.2% of the share capital of Partner Communications Ltd.
(herein, “Partner”), that provides cellular phone services under the
Orange brand in Israel and is part of a global concession network
operating under that brand in various countries. Partner is one of four
companies that have a general license for wireless radiotelephone
services in the cellular method (WRT) in Israel (the license) and one of
two companies that uses a global system for mobile communications
technology (GSM) network. Until April 2005, Matav held about 5.3%
of Partner’s shares. On February 7, 2005, certain Partner shareholders
(herein, the Sellers) gave an irrevocable offer to sell to Partner their
entire stake in Partner (about 17.2% of its shares) for a total sum of up
to NIS 1,0214 billion. Matav was given an option by the Sellers to
participate in the sale, directly or indirectly. In April 2005 Matav
exercised the option and sold about 4% of Partner’s shares to Partner
for about NIS 250 million. Following a compromise arrangement with
the income tax authorities, Matav was allowed to write off some of the
profits accrued it from the sale of realizing Partner shares against the
losses transferred for tax purposes.
Matav recorded in its financial reports a capital gain (after discounting
the tax's influence and cost of sale) of about NIS 170 million.
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The adjusted cost balance of Partner’s investment in the company’s
books, as at December 31, 2005, totaled about NIS 19 million, and the
market value of the holdings at that date, totaled about NIS 73 million.
14.12 Financing
14.12.1 The following is a list of interest rates as at December 31, 2005 on
loans from banks as well as from non-bank credit sources which were
in force in 2005 and are not intended for a specific use by Matav:
Interest Rate as of Dec. 31, 2005

Bank Loans

Non-Bank Loans

•

Short Term

Long Term

USD Linked

7.125%

-

CPI Linked

-

5.75% – 6.20%

Non-Linked

5.90% - 8.85%

-

USD Linked

-

1.75% + Libor

CPI-Linked

3.7%

-

Including a relative merger with Hot Vision

14.12.2 Credit Limits for Matav
From time to time, Matav makes credit agreements banks to finance its
operations which include several conditions and limitations upon its
mode of business operation. A credit agreement with one of the banks
that finances its operation (about 10% of its total credit) includes
certain financial covenants.
As of December 31, 2005, Matav has not fulfilled the two financial
relations in this credit agreement. In February 2006 the bank informed
Matav that it would not perceive the above non-fulfillment as a breach
of Matav’s undertaking to fulfill the financial covenants, until March
31, 2007. See explanatory note 11b of Matav’s financial reports.
14.12.3 Credit Received after the Date of the

Balance Sheet
After the date of the balance sheet, Matav received about NIS 22
million in credit from the banks for financing its operation. Matav
mortgaged its contractual rights to receive sums of money in regards to
the put and call options for Barak’s stock as collateral for this loan.
14.12.4 Credit Framework
Matav had a short term credit line that totaled on about NIS 530 million
as of the date of the report. Of this amount, Matav utilized NIS 524
million. The credit frameworks that were extended are short-term.
Theses frameworks include credit frameworks of Hot Vision (the
relative merger).
14.12.5 Credit Rating
In December 2003 Maalot - The Israel Securities Rating Company Ltd.
(herein, “Maalot”) ranked Matav’s (Series A) bonds at BBB+. In
December Maalot announced that the said ranking is in the process of
examination.
14.12.6 Liens and Sureties
For details see explanatory note 18c of Matav's financial reports.
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14.13 Taxes
See explanatory note 17 of Matav's financial reports.
14.14 Restrictions and Regulations on Matav’s Activities
14.14.1 Legislation
Communications Laws
General: Matav and Hot Telecom are subject to extensive laws that regulate
activity in the communications market in Israel. This includes the
Communications Law; the rules and regulations that were enacted under it. In
addition, Matav is under the directives of the broadcasting licenses (in the area of
providing multi-channel television services); the TIL license (in the area of
providing broadband internet). Hot Telecom is under the directives of the TIL
license. Matav’s activity in the area of multi-channel television is under the
supervision of the Ministry of Communications and the Council.
The “Keep and Bill” Arrangement – In July 2004 the Communications
Regulations (Bezeq and broadcasting) (payments for reciprocal relationship)
5760 – 2000 (herein, “Interconnectivity Regulations”) were amended and inter
alia the arrangement for “Keep and Bill” was set down in the framework of a
temporary provision. This arrangement applies to the reciprocal relationship
between Bezeq and Hot Telecom in the area of land-line telephony. According to
the arrangement, there will not be any interconnectivity charge and each party
will bear its costs in this regard, subject to fulfilling the following accumulate
conditions:
1)
Two years have not passed yet since the day that provision of telephony
services by Hot Telecom on a commercial basis started and,
2)
The difference between the calls originating at line of Hot Telecom that
end at the Bezeq network and those calls originating at the Bezeq network
and ending at the Hot Telecom network does not go over the total of 1.05
billion minutes.
At the end of two years the interconnectivity charges regulations will apply to
both parties.
VoB services: In November, 2004 the Ministry of Communications issued a key
policy paper regarding the provision of telephony services by means of
broadband access (VoB) for an inland line operator (that is, Bezeq and the Cable
Companies). According to the policy principles, if such licenses are issued as
stated, VoB operators can make use of their network to charge only the
interconnectivity charges without charging for the use of the operator’s network.
The main principles determine that the license for VoB services will be issued
during 2005 in such a manner that that it will allow operations to begin under
them from May 1, 2005. Following appeals by Hot Telecom and Bezeq, the
Ministry of Communications, on December 29, 2004, turned to the various
parties, including Bezeq and Hot Telecom, and enabled them to place before it
their position regarding the policy principles. In reaction Hot Telecom demanded,
among other, to allow the infrastructure owners to charge the VoB service
providers for the network use. Until now, licenses have not been issued as said
but issued licenses for a marketing experiment to provide VoB services to a
number of internet providers and to cellular companies – Cellcom and Partner.
On April, 2005, following a hearing on the subject, notification was received
from the Ministry of Communications regarding its intention of introducing
changes in the main points of the policy, including permitting Bezeq or a
subsidiary thereof to provide VoB services if Bezeq’s share of the landline
telephony market drops to below 85% in either the business sector or the private
sector. The Ministry of Communications also announced its intention of
examining this on two dates (once in November 2006 and once in November
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2007) and the possibility of Bezeq or a subsidiary thereof being able to provide
services even without a drop in its market share as stated. The Ministry of
Communications enabled Bezeq and Hot Telecom to comment on the issue in
writing and noted that it intended to summon representatives of Hot Telecom to
an oral hearing on the subject, which had not yet taken place as at the date of the
report.
The obligation to provide a basic package: in November 2005 a draft
Arrangements in the State Economy (Legislative Amendments for attaining the
Economic Policy and Budget Goals for the 2006 Fiscal Year) Law, 5756 – 2005
was published, which included a proposal for amending the Communications
Law in a manner that would obligate the cable companies to provide a basic
service package to their subscribers, 1 without making the provision of the
package contingent on the purchase of broadcast are services that are not
included therein. The draft law also stipulated that the Minister of
Communications, with the agreement of the Finance Minister and on
consultation with the Council, is permitted to determine the maximal fee for the
basic service package, based on the cost of provision thereof plus a reasonable
profit for the cable company. According to the draft law, the proposed
amendment will enter into effect on January 1, 2007. In Matav’s estimation, if
the draft law is passed this is liable to cause changes in the consumption habits of
multi-channel TV subscribers. As at the date of the report, Matav cannot estimate
the effect of the legislation on its business results. Matav’s estimation is forward
looking information as defined by the Securities Law. Matav’s estimation is
based upon its recognition of the communications market in which it operates.
Matav’s estimation may not be realized or only be partially realized or in a
manner different from what was expected. That is if the bill will not be
adopted in its current form.
14.14.2 Price Controls
Broadcast Licenses – In accordance with the broadcast licenses, Matav is
allowed to charge its subscribers different charges including, inter alia, a onetime payment for connection to the network and for a one time connection to
install end-user equipment. Matav offers its subscribers the choice of purchasing
or renting the end-user equipment. In accordance with the Bezeq Regulations
(Concession) 5788-1987 (herein, Concession Regulations) and the licences the
prices for broadcast licenses have been set for some of the services including
therein a maximal price package for basic analog package.
The licenses do not deal with maximum charges to digital subscribers. However,
the concessions regulations apply to these services, according to which the
license owner may determine "reasonable" fees for broadcasting services that
were not set in the license. According to the concession regulations, the Minister
of Communications can intervene in the setting of prices and to order changes in
them for reason of discrimination, misleading behavior, harming competition or
unfair competitive practices.
TIL License - A TIL license owner is authorized to collect payments from his
subscribers as detailed in the license. Amongst them, one-time installation
payments for the subscriber’s connection of his site the network and payment
installation of end-user equipment. According to the TIL license, the TIL license
1

According to the bill, the basket of basic services will include the following broadcasts: (1) The television
broadcasts that are broadcast according to law to the public in Israel and can be received by air whether by
land or satellite broadcast, except for those encrypted broadcasts whose reception is conditional to payment
(at the time of the report’s publication: channels 1 and 33 of the Broadcast Authority, channel 2 and 10 and
the Knesset channel). (2) The educational channel. (3) The broadcasts of a specialty channel (at the time of
the report’s publication: Israel Plus [channel 9] and the music channel [channel 24]).
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owner will set fees for each subscriber service. The Minister of Communications
is authorized to change the charge on certain circumstances.
14.14.3 Royalties
According to the Communications Law and the terms of the licenses
Matav pays royalties, as follows:
a.

Broadcast Licenses - a license fee in a set annual sum as
determined by the said regulations for each year in the license
period. It also pays yearly royalties in the sum of 3.5% of its
gross revenues (without VAT) from the providing of
broadcasting services as detailed in the addendum to the
regulations.

b.

As a TIL license owner, Hot Telecom pays royalties according
to the Bezeq regulation (Royalties) – 2001 (herein: the
“Royalties Regulations”), at a rate of 3.5% of the total revenues
from providing Bezeq services and revenues from the payments
received from subscribers, except for revenues that are detailed
in the Royalties Regulations. In accordance with a letter sent by
the Finance Minister and the Minister of Communications to the
Chairman of the Government Companies Authority on April 20,
2005, there is an intention to gradually reduce the Royalties by
0.5% per annum, beginning on January 1, 2006, up to 1% in the
year 2010. The reduction is contingent on the promulgation of
the Royalties Regulations, the approval of the Finance Minister
and the Minister of Communications and the approval of the
Knesset Economics Committee. To the best of Matav’s
knowledge, at the time of publishing the report, a draft of the
Royalties Regulations has yet to be placed before Knesset
Economics Committee and in any case was not under
discussion. Matav demanded from the Finance Ministry and
Ministry of Communications to apply the aforesaid reductions to
the annual royalties paid by the Cable Companies as stated in
paragraph (a) above.

c.

As the owner of a license for the operation of a broadcasting
center, Matav pays for the license a fee at levels and at times
that the Ministry of Communications decides, according to the
Communication Law and Wireless Telegraph Ordinance, 1972
(herein, “Telegraph Ordinance”).

14.14.4 Antitrust – Declaration As a Monopoly
During November 1999, the Anti-Trust Commissioner declared Matav
and the other Cable Companies to be monopolies in the concession
areas they operated in at the time, in the area of providing multichannel television services. In accordance to that, Matav is under the
supervision of the Anti-Trust Commissioner in accordance to the AntiTrust Law.
14.15 Material Agreements
14.15.1 Merger Proceedings
In the framework of negotiations that were conducted between the
Cable Companies regarding a merger. On February 21, 2006 an oral
agreement was reached between Matav and the Fishman Group, the
Yediot Communications Group, the banking corporations that held
Tevel's stock, regarding the main principles touching upon the merger
of the Cable Companies except for the subject of financing the merged
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corporation for which an agreement has yet to be reached (herein,
“Agreement in Principle”).
According to the aforesaid agreements, Matav will absorb operations of
the other Cable Companies in the area of inland communications
services by way of purchasing the operation and purchasing the relative
corporations belonging to the other Cable Companies in exchange of
$1,350 gross per Cable TV Subscriber (herein, CTV) that will be paid
by taking on the financial debts of the merging companies (debts to
banks, net working capital as delineated by the parties to the merger) at
the sum of $850 for each CTV subscriber purchased in the merger and
through an allocation of shares to the stockholders of the merging
companies. The ratio of stock held in the merged company will be in
accordance to the number of CTV subscribers of each party to the
merger at the time that will be set by the parties and in accordance
therewith the number of shares to be allocated to each party will be set,
as stated. The merger will be carried out retroactively on January 1,
2006 so that the business results for the operations of the merged
companies can be ascribed to the merged company.
Since the financial debt at Matav is lower than the agreed financial debt
at Matav after the merger, which is $850 per subscriber as said above;
therefore on the eve of the merger, Matav will purchase (through bank
credit) from Tevel some 125,000 CTV subscribers at a price that
reflects the gross worth of $1,350 per CTV subscriber. Completion of
the preliminary transaction will raise the company’s portion to about
40% of the subscribers in the Cable Companies. In addition, the parties
are discussing the arrangements, which have yet to be finalized, for the
way in which directors at the Company will be appointed and to the
rights regarding the sale of Matav stocks by the banking corporations
following the merger.
The financing terms regarding the bank debt at Matav following the
merger have not yet been determined.
The agreement in principle to the merger between the parties is subject,
inter alia, to the signature of final documents by the parties to the
agreement regarding the financing conditions for the company after the
merger; the approval by the board of directors and the directors of the
factors involved including approval by the general meeting of the
company, as well as the regulatory approvals. There is no surety that
these conditions will be met or that the proposed merger will be
completed under these or other terms.
The Council’s Conditions for the Merger:
In March 2002 and February 2003, the Council gave its agreement to
the merger, subject to the conditions (“the Council’s Merger
Approval”). The Council’s Merger Approval included provisions in the
following matters: (1) making broadcasting rights on channels 3, 4, 5
and 6 (the family, movie, sports and children’s channels) available for
use by Yes. This obligation expires as at the date of this report; (2)
transferring the broadcasts of each special cable broadcast license
holder that broadcasts with the digital method (“New Competitors”) to
the cable company subscribers on the cable infrastructure of the
merged entity. In addition, regarding a case in which the council sees
that the state of competition in the multi-channel TV market has
undergone a fundamental deterioration (termination of Yes’ operations
or provision of services by the parties to the merger to more than 80%
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of the multi-channel TV subscribers in Israel), the council will be
entitled to order the cable companies to transfer the broadcasts of each
special cable broadcast license holder and general cable broadcast
license holder that broadcasts with the digital method even to those
who are not cable company subscribers, provided that the cable
network reaches his premises; (3) setting a maximum price that the
cable companies will be allowed to collect from their subscribers for
the analog and digital basic packages; (4) controlling the broadcast
company – the entity’s obligation whereby at least 20% of each type of
control means at the cable companies’ broadcast company will be
owned by an external person as defined in the Council’s Merger
Approval; (5) limiting the number of channels produced by the cable
companies; (6) having the cable companies provide a NIS 45 million
guarantee for payment of the merged entity’s liabilities in accordance
with the Council’s Merger approval and that of all the broadcasting
license holders. This paragraph was changed by the council in March
2006. According to the change, the guarantee will remain at the level of
the guarantees that were set by the Cable Companies on the eve of the
merger.
In November 2005, the cable companies submitted a request for
changes in certain conditions in the Council’s Merger Approval. On
March 3, 2006, some of the conditions of the Council for the merger of
the Cable Companies were corrected.
The Antitrust Commissioner’s Conditions for the Merger
In April 2002, the Antitrust Commissioner gave his approval for the
merger, which has been extended and amended from time to time
(“The Antitrust Commissioner’s Approval of the Merger”). On January
16, 2006 (following several previous extensions), the Commissioner
extended the validity of his approval as defined below.
The Antitrust Commissioner’s Approval of the Merger includes
conditions governing the following matters: (1) separating the cable
infrastructure from the merged companies’ broadcasting activities; (2)
the duty to provide accessibility and use of the cable broadcasting
infrastructure to cable broadcasting license holders. Should the
Commissioner see that the state of competition in the multi-channel TV
market for subscribers has undergone a fundamental deterioration
(including termination of Yes’ operations), he will be entitled to order
the infrastructure company (and, if necessary, also the broadcasting
company) to provide infrastructure service necessary for the supply of
a channel package of the same cable broadcast license holder to anyone
within the reception range of the cable network, even if he is not a
subscriber of the broadcast company; (3) limiting the merged
broadcast company’s structure such that within 48 months of the date
of the Commissioner’s approval, at least 20% of the entities holding the
merged broadcasting entity will be owned by an entity that does not
hold, be it directly or indirectly, the means of control at the entity in the
cable or infrastructure areas, as stated above. This condition will not
apply if the Commissioner is convinced that it is not necessary in light
of the prevailing level of competition in the market or if the Ministry of
Communications has set a price for the use of the cable network and its
components; (4) [a] restrictions in the matter of holdings via means of
control and linkage to channel producers; [b] restrictions in terms of the
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purchasing of content and the cost of broadcast content; [c] restrictions
in terms of the agreements with independent channel producers; (5)
restrictions on officeholders and shareholders in the group of
controlling shareholders at the merged companies, including with
regard to non-competition in the merged companies’ businesses and the
transfer of business information; (6) the obligation to supply landline
telephone services by Hot Telecom to the public in Israel (while
determining investment milestones and the number of subscribers).
Pursuant to the merger controller’s conditions, the infrastructure
company was obliged to make a minimal investment in infrastructures
for providing telephony services – For details see paragraph14.11.1
above. (7) Providing a $2 million bank guarantee in an unqualified
version that satisfies the Trade Restraint Controller and ensures the
fulfillment of the merger controller’s conditions.
In December 2005, the cable companies asked the Commissioner to
extend and amend the Antitrust Commissioner’s Approval of the
Merger. The cable companies were required to provide the
Commissioner with data so that he could examine the request for a
change in the aforementioned conditions. The Commissioner has not
yet made a decision on the matter of changing the merger conditions.
On January 16, 2006, the Commissioner extended the validity of his
approval for the merger of the cable companies without stipulating a
specific time limit, while reserving the right to reexamine this position
if the cable companies’ merger is not completed within the next few
months.
In December 2003 and in January 2005, the Commissioner granted the
cable companies, including Matav, an exemption from binding
arrangement approval under Section 14 of the Trade Restraint Law for
a period of one year regarding cooperation in the multi-channel TV
broadcasts in the areas of marketing, production and purchasing of
content and channels, sales, uniform screen as well as for the
establishment and provision of landline domestic communication
services, including cable internet infrastructure services and landline
telephony services. The granting of the exemption was subject to the
conditions stipulated in the Antitrust Commissioner’s Approval of the
Merger (including the extensions thereof), and subject to additional
conditions, inter alia, that the cable companies would not take any
irreversible step that would prevent any of them from carrying out an
independent, separate action if the merger was not implemented. In
light of the Commissioner’s aforementioned January 2006 letter, no
additional extension of this exemption is required.
The Supervisor of Banks
According to the Supervisor of Banks at the Bank of Israel, the act of
merging the cable companies and establishing the merged cable
company constitutes a deviation from the Bank of Israel’s provisions
and the “proper bank management” directives by the Supervisor of
Banks, inter alia, for the matter involving a constraint on the “lenders’
group,” as the term is defined in the “proper bank management”
directives. The aforementioned position taken by the commissioner has
repercussions for the matter involving provision of credit by a bank
corporation and for the matter involving attribution of the merged
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company’s debts, inter alia, to an indirect controlling shareholder at the
Company.
14.15.2 Hot Telecom Establishment Agreement
In December, 2003 , three corporations (including a subsidiary of
Matav) controlled by the cable companies contracted to join as limited
partners and Hot Telecom Ltd., a company jointly owned by the above
entities as general partner, in an agreement for the establishment of Hot
Telecom that will deal with the granting of services according to the
general licenses for providing in country, in land telephony services
and in additional areas of business as decided by the partners (herein:
the “Partnership Agreement”). The Partnership Agreement includes,
inter alia, provisions regarding the management of Hot Telecom,
division of profits and revenues and limits as to the transfer of rights in
therein. In addition, in October, 2003 the limited partners contracted
(herein the: “Limited Partners Agreement”) to establish a jointly owned
company that will act as a general partner in the limited partnership
which will hold 1% of the rights in the partnership. The General
Partner Agreement includes, inter alia, instructions regarding decision
making by the general partner, division of profits and revenues and
limitations on the transfer of the shares of the general partner as well as
the availability of the cable network of the cable companies to the
general partner and/or Hot Telecom. As of the date of the report, Matav
holds approximately 26.6% of the outstanding share capital of the
general partner and has a right to appoint two of the board of directors
of the general partner. The partnership agreement determines that if
within 36 months from the signing of the partnership agreement, the
operations of the parties in the broadcasting field and the
communication field will be merged, and the party's holdings in Hot
Telecom will be transferred to the merged company with no
consideration.
14.15.3 Hot Vision Agreement
In 1989 Matav and the other cable companies established Hot Vision
Ltd. (formerly ICP Cable Programming Company for Israel, Ltd.)
(herein, “Hot Vision”) with the aim of cooperating in the producing
and purchasing channels and content. Matav holds 26.6% of the
ordinary outstanding shares of Hot Vision and about 32.1% of its
preferred shares.
14.16 Legal Proceedings
For information regarding substantive legal proceedings that Matav is party to,
see explanatory note 18 of Matav’s financial statements.
14.17 Goals and Business Strategy
Matav has set a goal to leverage its cable infrastructure and its market share in
order to establish HOT as the leader of the communications and leisure culture
industry in Israel. In order to achieve this goal, Matav set a strategy whose
implementation is intended to increase the scope of its interactive added value
services and VOD services; expand its broadband internet services; complete the
deployment of its domestic telephony services; offer service packages in order to
increase profitability and focus on subscriber relations, inter alia by means of
improving and streamlining its customer service.
Events or Matters External to Matav’s Regular Business

In the matter of the progress of the merger proceedings between the
cable companies, see paragraph 14.15.1 above.
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14.18 Risk Factors
What follows are the risk factors that could adversely affect Matav's operations:
Financial Risks
While Matav's revenues and some of its operating income are in shekels,
Matav’s other expenses are quoted in foreign currency. Therefore, Matav is
exposed during its operations to financial market risks related to changes in
currency exchange rates, interest rates in Israel and abroad, and inflation rates,
which have impact directly and indirectly on its business results and the value of
its assets and liabilities. Matav engages in forward currency transactions to
protect itself from the risk of possible exchange rate fluctuations in foreign
currency from banking corporations, and acquires currency options in order to
protect itself, especially in terms of content costs. Nonetheless, there is no
guarantee that these means will be sufficient to provide Matav with full
protection from the aforementioned risks.
The Political, Economic and Security Situations
Deterioration in Israel's political and security situations and an economic
slowdown in Israel and worldwide are liable to adversely impact the situation at
the Matav Group, inter alia due to the fact that all the Group's revenues stem
from operations within the State of Israel and will be affected by a drop in prices
and the demand for Matav’s products. An economic slowdown would also be
likely to have a negative effect on the operating results of companies that Matav
has invested in, particularly because it would be difficult to raise funds for their
ongoing operations as well as a decreased demand for the products and services
they have developed. Negative effects on the operation results of companies that
Matav has invested in are likely to cause a drop in the value of Matav's
investments in the aforementioned companies.
Sector Risk Factors
Dependence on Licenses
Matav operates according to general, long-term (non-exclusive) multi-channel
cable TV broadcasting licenses, which were granted to it by the Council,
according to a license for providing TIL services on the cable network, which
was granted to Hot Telecom, and according to a special license for operating a
broadcasting center, which was granted to the company by the Ministry of
Communications (herein, "the Licenses"). Any nullification or adverse change in
the license conditions would likely have an adverse effect and even cause Matav
and Hot Telecom to cease operations in their fields. In addition, there is no
guarantee that the licenses will be renewed in the future.
Regulatory Constraints in the Communications Market
The communications market in Israel is subject to extensive regulatory control,
which could potentially limit the business activities of companies operating in
the field. Moreover, regulatory changes in the communications industry (e.g.
passing the draft law that will force the cable companies to provide a basic
package of services to subscribers as described in paragraph 14.5.1 above) are
liable to affect Matav’s business results as well as its operations in the field, as
stated above.
Regulatory Constraints by virtue of the General Licenses
The conditions of the licenses and regulatory constraints that apply to Matav
impose many restrictions on its activities. Among other things, Matav is required
to provide use of its cable infrastructure to special license holders for broadcast
and to special channels. Likewise, Hot Telecom will be required to allow its
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competitors and other communications and broadcasting license holders with
access to its cable infrastructure for a fee and in some circumstances, even
without payment, which is liable to harm the Matav and Hot Telecom’s ability to
successfully compete in its sphere of activity.
Regulation Stemming from the Antitrust Laws
By virtue of the Commissioner's declaration that the Company has a monopoly
on provision of multi-channel TV broadcasts to subscribers, Matav is under the
supervision of the Antitrust Commissioner.
The Antitrust Commissioner's conditions for approving the proposed merger of
the cable companies impose significant restrictions on the merged cable
company's activities in all of its areas of operations, including content and
linkage to channels.
Restrictions Included in the Company's Licenses and the Provisions of Law in
Israel
The licenses that have been granted to the Matav and Hot Telecom include
restrictions regarding a change in license holder control and restrictions
regarding a change in holdings with means of control. The Companies Law
stipulates conditions for carrying out a merger or acquiring control of a company.
In addition, the tax laws in Israel view certain types of acquisitions such as share
exchange transactions between Israeli and foreign companies as a taxable event
by the shareholder prior to the share sale that is the object of the transaction. All
of these may have an inhibitory or preclusive affect upon carrying out of the
merger, purchase or change of control in Matav and thus harm the market value
of Matav’s stock.
Technological Progress and Advanced Infrastructures
The company believes that its present technology enables it to effectively
compete in its fields of activity. Nonetheless, technological changes that will
lead to the development of capabilities for transferring information via new
platforms, including the Internet (e.g. VoIP and IPTV), via communication
networks that were previously used primarily for providing Bezeq services (see
paragraph 14.2.1 above), the development of new, advanced products, and
improvement of infrastructures by the competing companies are liable to
adversely affect Matav’s activities and/or force it to make additional significant
investments in order to maintain its status in its areas of operations
Competition
The increased competition in recent years in Matav’s fields of activity and of
associated companies caused, inter alia, an increase in Matav’s expenses, a drop
in revenues stemming from subscriber churn; Matav’s inability to substantially
raise subscription fees. This competition is liable to intensify following
completion of Bezeq's privatization processes, which has resulted in the removal
of restrictions that applied to Bezeq till that time or following the establishment
of a uniform terrestrial digital network, with a nationwide deployment, for
distribution to the public, freely, of various TV channels as described above.
Moreover, Matav is liable to lose its competitive edge in competition with Yes, if
Yes also begins to provide VOD services, an issue that is currently under
examination by the Minister of Communications in the wake of an application
that was filed by Yes (see paragraph 14.2.1 above).
Unique Risk Factors to Matav’s Activity
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The Merger of the Cable Companies
Matav and the other cable companies have agreed on the terms of the merger of
their cable TV operations. The merger of Matav’s CTV operations is liable to
affect Matav’s business results. Additional restrictions might be imposed by the
banks due to the crossing of the maximal credit frameworks by the merged entity
and the exposure to additional restrictions stemming from the provisions of the
banking laws that pertain to the granting of credit to a group of borrowers. If the
merger is completed, it is by no means certain that: (1) the terms of the merger
will enable the merged cable company to operate successfully; (2) or that
successful integration will exist between the merging cable companies; (3) or
that the merged company will be able to compete efficiently with existing or
future competition and that it will be able to obtain the advantages that it
anticipates from the merger.
Moreover, the completion of the merger of the cable companies is by no means
certain, inter alia in light of the regulatory restrictions, the permits required from
the various authorities.
A failure to complete the merger of the cable companies is liable to have
implications in connection with the loss of a competitive advantage of the
operations on a countrywide scale, including the advantage of unifying
operations and marketing advantages.
If the merger of the cable companies is completed in accordance with the
principles that have been formulated between the parties to the merger, the
Company, as a merged company, is expected to bear materially high liabilities in
comparison with its liabilities before the merger. The repayment capability of the
merged company with regard to the said liabilities will be affected by the merged
company’s ability to successfully implement its business plan.
Risks Inherent in Previous Franchises
The TIL license that was granted to Hot Telecom stipulates provisions with
regard to the obligation to connect subscribers to its cable network and for the
periods of time for the aforementioned connection from the date on which the
application for connection is made. The general broadcasting licenses that were
granted to Matav, and which replaced the franchises under which the Matav
Group operated up to that time, stipulated that applicants whose premises are not
reached by the cable network will be connected in accordance with the
provisions of the license for provision of Bezeq inland services. Under the
provisions of the license for provision of Bezeq inland services, non-fulfillment
of the obligation to connect applicants is liable, inter alia, to lead to the license
being revoked or constitute grounds for the non-extension of the license. As at
the date of the report, the Matav had not completed the connection of residents in
a number of outlying areas. A lawsuit is currently pending against Matav, and a
request for the approval thereof as a class action suit was filed in August 2002
against the cable companies, including Matav, in respect of the prima facie nonconnection of towns to the cable network as per the terms of the franchises that
were granted to the cable companies. Matav is liable to be exposed in the future
to similar lawsuits and/or to legal proceedings by residents who were not
connected to the cable infrastructure
The company’s investment in an international telecom service provider is liable
to not bear fruit.
Financial Deficits of the Remaining Cable Companies that are a Party to the
Merger Agreement with the Company
The shaky financial status of the two other cable companies that are a party to the
merger agreement is liable to adversely affect Matav’s financial results, inter alia
due to a possible increase in Matav’s share in the joint expenditure, negative
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effect on the terms of the merger between the cable companies and on the terms
for obtaining credit from financial institutions.
Matav’s liabilities in respect of credit are liable to affect its financial condition
and its ability to raise capital in the future.
In recent years Matav has incurred high expenses stemming, inter alia, from an
investment in the Company’s cable infrastructure and from addition projects in
which Matav participated. In addition, Matav incurred an operating loss, which
increased Matav’s financial liabilities. Matav’s ability to meet its financial
liabilities depends on the its ability to implement its business plan and on
regulatory, financial and competition-related factors, including factors that are
beyond the Company’s control. Matav’s financial liabilities are liable to affect
both its future ability to raise additional financing sources for its activity from
financial bodies in Israel and abroad and the terms of the financing that is
provided.
Industrial Espionage
In May 2005, Matav was informed by Israel Police that a police investigation of
a civilian industrial espionage affair was underway, against Yes, among others.
Yes declared that it had indeed received documents belonging to Matav. Matav
has not yet managed to assess the overall damage that it incurred due to the
exposure of its confidential documents to Yes, and the possible damage to its
ability to compete.
Exposure to Legal Proceedings
A number of legal proceedings are pending against Matav, including class action
suits, as described in explanatory note 18 of the financial report. Matav is unable
to assess how the said proceedings will end and whether Matav will be obligated
to pay material sums by the court. In addition, by virtue of its extensive
deployment among the population, and in light of promulgation of the class
action law, its exposure to class action suits for material sums is increasing.
In addition, Matav may be exposed to legal proceedings on the part of holders of
the intellectual property rights to the programs that are broadcast on foreign
channels that are aired by third parties. This is in light of the Supreme Court
ruling, in the form of a peremptory ruling, whereby the additional broadcast in
Israel is liable to constitute a breach of these intellectual property rights if the
consent of the holders of the intellectual property rights was not obtained. In
addition, following this ruling, Matav might be obligated to reach royalty
arrangements with the holders of the intellectual property rights to the said
programs before they are broadcast, and might also be exposed to regulatory
sanctions.
Delisting of the Company’s Securities on Nasdaq
Delisting of Matav’s securities on NASDAQ and their future trading on the stock
exchange exclusively is liable to cause investor churn and a drop in Matav’s
liquidity and the prices of its securities. Moreover, the Company is liable to find
it difficult to raise capital in the framework of additional securities offerings at
the stock exchange.
Risk Factors involved in the Operations of Hot Telecom and the Investment
therein
High-level competition in the domain of broadband internet access service
provision via the cable infrastructure to the business sector
Hot Telecom is coping with fierce competition on the part of Bezeq and, in the
future, might have to compete with additional rivals. It is by no means certain
that Hot Telecom will be able to compete efficiently with its rivals or that Matav
will recoup the cost of its investment in connection with the provision of the said
service by Hot Telecom.
High-level competition in the domain of the provision of telephony services
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The principle policy for licensing the provision of VoB services, if they are
finally adopted by the Ministry of Communications, may allow the entry of new
competitors into this area. At this stage experimental marketing licenses have
even been granted for landline telephony services by means of broadband to
international and cellular communications service license holders. In addition, in
March 2004 the Minister of Communications announced a change in policy visà-vis Bezeq, so that Bezeq would be permitted to grant discounts of up to 10% to
its subscribers and would be permitted to request an amendment in the terms of
its license, permitting it to market service packages, should its market share in
the domain of landline telephony drop to below 85% or should Yes' market share
in the domain of multi-channel TV broadcasting for subscribers drop to below
29%. The concessions described above, which were not possible in the past, are
liable to make it harder for Hot Telecom to compete in this domain with Bezeq
and new rivals, and Matav may be liable to absorb losses due to its holdings in
Hot Telecom.
In the following table, the above mentioned risk factors are displayed according
to their qualities: External risks, Industry risks and unique risks to Matav as the
company estimates them according to their influence upon Matav’s business –
Large, medium and little. The measure of influence of the aforesaid risks upon
Matav’s business is only an estimate and in practice this influence may be
different.
Risk Factors and Company Operations
Large
Macro-level
Risks

Medium

Small

Financial Risks

Political, security and
economic state

Industry-wide
Risks

• Technological
advance and
advanced
infrastructure
• Great internet
and telephony
competition

• License
dependenc
y
• Regulatory
restrictions

• Regulation
Under
Untitrast
laws

Specific Risks to
Matav

• Cable
Companies
merger
• Matav’s
liabilities
because of
credit may
influence its
financial
ability to raise
capital in the
future

• Limitations
included in
Matav’s
licenses
• Financial
deficits of
the other
Cable
Companies
• Exposure
to Legal
proceeding
s

• Risks due
to former
licenses
• Delisting
on the
NASDAQ

A-210

15.

The Insurance Sector
The group has two holdings in the insurance sector, which it acquired in 2005:
1)

The Phoenix 1 - On December 4, 2005, Delek Investments completed a
transaction to acquire 25.01% of the Phoenix’s shares in consideration for
approximately NIS 720 million. As part of the transaction, Delek Investments
was given a CALL option whereby it is entitled to acquire an additional 8.04%
of the Phoenix’s shares in consideration for approximately NIS 222 million (plus
index linkage differentials and annual interest of 5%, subject to adjustments).
The period for exercising the option is 9 months from October 12, 2005.

2)

Menora – On March 13, 2005, Delek Investments acquired 9.99% of Menora’s
issued capital in a private allocation in consideration for NIS 44 million. In
addition, Delek Investments was given an option that is exercisable for a period
of up to 18 months beginning December 15, 2004, to acquire up to 5% more of
Menora’s issued capital in a private allocation.

The following description of the insurance sector relates to the Phoenix’s activity that is
presented in the Delek Investments statements on an equity basis. For more details on
the Menora acquisition, which is presented in the Delek Investments statements on a
cost basis, see Paragraph 15.20 below.
15.1 General Information on the Sphere of activity
15.1.1

The Sphere of activity Structure and the
Changes Occurring Therein
The Phoenix became incorporated in 1949 as a private company, and
became a public company in 1978. The Phoenix is controlled by the
Mayer Group (Mayer Cars and Trucks Ltd. and Mayer Holdings
(Phoenix) Ltd. (hereinafter: “the Mayer Group”). The Phoenix deals in
all areas of insurance: most kinds of general insurance, including
sickness and hospitalization insurance, and all the various types of life
insurance that are common in the Israeli insurance sector, including
nursing care insurance and pension insurance.
In addition to its insurance activity, the Phoenix invests in property,
works of art, venture capital, etc., through the investment company
known as Atara Investments Ltd. (hereinafter: “Atara”).
Vertical Split of the Phoenix’s Business: On December 25, 2005, the
Phoenix’s board of directors resolved to approve a structural change
whereby the Phoenix’s insurance business would be vertically split into
its subsidiary, Hadar Insurance Ltd., pursuant to Section 105i of the
Income Tax Ordinance, and the Phoenix’s holdings in companies
dealing with investments would be transferred to its subsidiary, Atara,
pursuant to Section 104a of the Income Tax Ordinance, such that, upon
completion of the structural change, the company would have an arm
for coordinating its insurance business and an arm for coordinating its
investment activities. The structural change was approved at a general
meeting of the Phoenix shareholders by the Commissioner of Capital
Market Insurance and Saving Section, the Tax Authority and the
Phoenix and Hadar creditors meetings. Following receipt of the
approvals, on March 22, 2006, the Phoenix applied to the Tel Aviv
District Court for an order to approve the structural change in

1

In this part, “the Phoenix” is the Israeli Phoenix Insurance Ltd. and all consolidated companies in its financial
statements.
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accordance with the provisions of sections 350 and 351 of the
Companies Law.
Excellence Acquisition: On January 5, 2006, Atara and the controlling
shareholders at Excellence Investments Ltd. (hereinafter: “the
Controlling Shareholders” and “Excellence”) signed an agreement
whereby the Controlling Shareholders would sell some of their
holdings (approximately 16% at the first stage) in Excellence to Atara
at a basic value of NIS 775 and pursuant to the following principles:
a.

Upon completion of the transaction, the Controlling
Shareholders and Atara would be joint controlling shareholders
at Excellence.

b.

The Controlling Shareholders have a PUT option for a one-year
period (beginning on the closing date) to sell all of their holdings
in Excellence – an option that is exercisable at this basic
company value. From January 1, 2009, until January 31, 2010,
Atara will have a CALL option, and as of February 1, 2009, the
Controlling Shareholders will have a PUT option to sell all of
their holdings in Excellence according to previously agreed
price formulas derived from Excellence’s future performance.
On February 7, 2006, Atara and Mizrahi Tefahot Bank Ltd.
(hereinafter: “the Bank”) signed an agreement for acquisition of all its
Excellence holdings, which constitute approximately 25% of
Excellence’s share capital according to the same company value at
which the transaction with the Controlling Shareholders at Excellence
was implemented. Both transactions are subject to receipt of all the
approvals required by law. The transaction with the Bank will be
completed concurrently with the transaction involving Excellence’s
Controlling Shareholders.
On November 13, 2005, Excellence announced that it had reached
agreement to purchase provident funds managed by the Bank at an
asset scope of NIS 9.88 billion in consideration for a sum equivalent to
NIS 405 million, subject to adjustments. Among other things, it was
agreed that the Bank would continue to provide handling and other
services for the acquired provident funds. The transaction is subject to
consummation of a detailed agreement between the parties and to
suspending conditions, being mainly receipt of all the approvals
required by law for implementation of the transaction.
Excellence is a public company that deals in various capital market
activities, including consultation and management of investments in
Israel and abroad for customers, including foreign currency trading,
mutual fund management, provident funds, compensation funds, study
funds, a pension fund, independent investment activity, underwriting
and banking investments, developing offerings and trading in financial
instruments, and in providing stock exchange and trade services.
The Phoenix operates in various insurance sectors:
(1)
Life insurance and long-term savings – Life insurance
provides coverage for insurance events stemming from various
risks during the individual’s life. The insurance can also include
a long-term savings component. In addition, the Phoenix
manages pension funds and provident funds.
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(2)
(3)
(4)
(5)

Compulsory vehicle insurance – provides insurance coverage
for bodily damage incurred as a result of vehicle use. The
coverage is required by law.
Comprehensive vehicle insurance – third-party liability
insurance for property damage and self-inflicted damage vehicle
insurance
Other general insurance – property, liability and other general
insurance
Health insurance – including nursing care and dental
insurance

Herein are financial data on the Phoenix’s main sphere of activity; the
Phoenix is presented in the financial statements as an associated
company:
Summary Table of Activity Results (data in NIS million):
Profit from the life insurance and longterm savings activity
Profit from the vehicle insurance activity
Profit (loss) from the comprehensive
vehicle insurance activity
Profit (loss) from the health insurance
activity
Profit from other general insurance
activity
Total profit from the sphere of activity
Adjustments:
Revenue (losses) from investments, and
other revenue not included in the
insurance business statements – net
Interest expenses on long-term liabilities
Net revenue (expenses) from insurance
agencies and other companies
General and administrative expenses that
have not been charged to business
insurance statements
Expenses for reducing differential
Profit before income taxes
Income tax
The Phoenix’s share of the associated
companies’ results
The external shareholders’ share of the net
results
Net profit
* reclassified
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2005
400,857

2004*
366,040

2003
377,395

(10,111)
480

35,302
(24,273)

69,694
(31,678)

40,584

(81,991)

2,012

22,028

52,342

78,158

453,838

347,420

475,581

71,541

24,544

39,676

(43,130)
1,614

(24,481)
(8,370)

(39,268)
2,917

(39,516)

(26,232)

(19,917)

(11,961)
432,386
(181,850)
54,369

(11,961)
330,920
(134,351)
10,062

(11,765)
447,224
(215,624)
1,200

(225)

(1,030)

176,406

231,770

(766)
304,139

Financial Information on the Sectors of operation (the data are in NIS
million):
Life Insurance1
Premiums,
Gross
Premiums,
less
reinsurance
(residual)
Pretax
profit
Total
insurance
liabilities,
gross

Compulsory Vehicle

Comprehensive
Vehicle

Other General

Health

2005
2,426

2004
2,335

2003
2,258

2005
330

2004
413

2003
472

2005
636

2004
740

2003
806

2005
763

2004
739

2003
775

2005
374

2004
267

2003
277

2,317

2,202

2,125

322

404

462

636

740

794

441

410

429

309

202

219

404

364

376

(10)

35

49

0.4

(24)

(31)

22

52

78

40

(81)

2

18,975

16,657

-

1,907

1,784

-

433

472

-

1,875

1,788

-

237

157

-

Pension Funds and Provident Funds (the data are in NIS thous.):
2005
2004
2003
14,018
7,747
6,018
Revenues from
management fees
Management fees
4,030
414
304
from assets
Management fees
9,988
7,333
5,714
from contribution
fees
(3,843)
1,266
965
Pretax profit (loss)
299,000
106,675
93,312
Contribution fees
that have been
collected
1,351,000
850,062
667,679
Total managed
assets

15.1.2

Legislation Restrictions, Standardization and
Special Constraints
See paragraphs 15.2.1(b), 15.15 hereunder.
Restrictions on dividend distribution:
Pursuant to the permit for control and ownership of control means at
the Phoenix, which was given to the Meir Group on July 8, 2002, no
more than 50% of the Phoenix’s annual profits will be distributed as a
dividend for 5 years from the date of the permit. This restriction will
apply only if the Phoenix’s equity capital falls below 130% of the
required equity capital according to the minimum capital regulations as
they are defined in Paragraph 15.15.2 below2.

15.1.3

Changes in the Scope of Activity and
Profitability in the Sector
The sector of life insurance and long-term savings has undergone
significant changes in recent years, including as a result of the Bechar

1

The financial data in this column do not include details regarding management of pension funds and
g tablewhich are presented in the followin ,provident funds
2
On November 9, 2005, the Phoenix’s board of directors resolved to distribute a dividend of NIS 250 million.
The distribution was approved by the shareholders meeting, and implemented on January 11, 2006.
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legislation that was approved in the reporting year. For details, see
Paragraph 15.2.1.
The Phoenix’s profits from insurance business during the statement
period totaled NIS 457.7, compared with NIS 346.2 during the
corresponding period last year (an approximate 32.3% increase). The
lion’s share of the insurance business growth stemmed from the health
sector in which the Phoenix went from a large loss in 2004
(approximately NIS 82 million) to a profit in 2005 (approximately NIS
41 million). In addition, the Phoenix’s profits in the life insurance
business rose in comparison with the corresponding period last year,
mainly due to an increase in income from investments.
15.1.4

Developments in the Sphere of activity
Markets
In July 2005, legislation for implementing the Bechar Committee’s
recommendations was approved: The Law for Increasing Competition
and Reducing Concentration and Conflict of Interest in the Israeli
Capital Market (Legislation Amendments) 5765-2005 (hereinafter: “the
Competition Law”); the Pension Consulting and Marketing Law –
Supervision of Financial Services (Engagement in Pension Consulting
and Marketing), 5765-2005 (hereinafter: “the Consultation Law”).
These laws are aimed at implementing the Bechar Committee
recommendations, the main ones being:
1.
Structural change – separating activities with competition
potential, prohibiting a bank from holding a provident fund, trust
fund or insurer
2.
Dispersing the centrality and reducing the conflicts of interest in
the capital market
3.
Dealing with the status of the distributor/agent – distinguishing
between consultant and marketer
4.
Establishing a new sales model and the duty of best advice
5.
Permitting the banks to provide consultation and distribute
pension savings products
6.
Formalizing the employee’s exclusive right to choose a
provident fund/pension plan.
The laws have gone, and will go, into effect, during the fourth quarter
of 2005 and the first half of 2006, respectively. Following the
legislation changes, the banks began selling the provident funds and
trust funds in their possession. The legislation changes have opened up
the capital market to additional financial institutions and increased the
insurance companies’ capital market activities. Furthermore, the
change is going to affect the marketing channels of pension products
that will be marketed. These laws make it necessary for the Phoenix to
gear up comprehensively next year, e.g. train employees, develop
decision support systems that are adapted to the Best Advice sales
model, develop new distribution channels and new products, etc.
For details on the new legislation, see paragraph 15.5.3 below.

15.1.5

The Critical Success Factors in the Sphere of
activity and the Changes that Occur in Them
The critical success factors vary according to the insurance category. In
principle, the critical factors are: underwriting quality, correct pricing,
investment portfolio management quality, qualitative claim
management, operating efficiency, marketing and distribution system
ability, large market share. In recent years, the public has become more
aware of the yields in the life insurance sector, and, therefore, this
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factor is important. In 2005, the critical success factors were joined by
the quickness and manner of response to the regulatory revolution in
the long-term savings category.
15.1.6

The Main Entry and Exit Barriers in the
Sphere of activity and the Changes that
Occur in Them
Entry and exit barriers vary according to the insurance category. In
principle, the main entry barriers in the area are: the requirement to
obtain an insurer license from the Supervisor of insurance, minimum
equity capital according to law, and the need to set up a mechanization
system and a sales system. As a result of the Bechar legislation,
employees working in certain sectors must be licensed, which is likely
to constitute an entry barrier. The main exit barriers are: long-term
liabilities toward the policyholders and approval by the Supervisor of
insurance.

15.1.7

Alternatives to the Sphere of activity
Products and the Changes that Occur in
Them
The alternatives to the Phoenix’s products are mainly products of other
insurance companies. In the category of long term savings there are
also other financial competitors holding pension funds and provident
funds.

15.1.8

The Competition Structure in the Sphere of
activity and the Changes that Occur in Them
See below as part of the description of the various insurance products.

15.2 Products and Services
15.2.1

Life Insurance and Long-term Savings
a.

General
The Phoenix deals in all types of life insurance. Life insurance
gives coverage for events stemming from various risks, e.g.
accident, disease and disability risks (hereinafter: “Risk”),
nursing care and long-term loss of working capacity. As part of
the insurance plan, there are tracks that include a financial
accumulation component (hereinafter: “the Savings”). The
policyholder has the option to choose the mix best suited to him
between the Risk component and the Savings component,
according to his needs. As part of the Risk component, the
company offers two tracks for withdrawing money, with the
policyholder having the option to choose one of them or a
combination of the two. In the capital track, the policyholder can
withdraw benefit funds in a one-time withdrawal. In the pension
track, the policyholder can withdraw benefit funds at retirement
age by means of a monthly allowance.
The company’s life insurance activity combines new policy sales
with services to holders of existing policies that have been sold
since the beginning of the Phoenix operations.
The life insurance sector has undergone highly significant
changes since 2000 in terms of the following aspects: the types
of plans implemented in it, the taxation rules that apply to the
insurance plans, the ways of investing the policyholders’ funds,
etc. The year 2005 was characterized by many regulatory
changes, including Knesset approval of the Bechar legislation in
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August 2005, which is expected to lead to a comprehensive
structural change in the capital market, in general, and in the
long-term savings sector, in particular. Moreover, the
amendment to the Tax Regulations (Rules For Approval and
Management of Provident Funds (Amendment No. 3), 57241964, is likely to affect the selection of long-term savings tracks
and products by plan holders at an independent status, with a
preference for pension products. Most of the legislation changes
went into effect at the beginning of 2006 and did not affect the
business activity in 2005, apart from preparations for the activity
in 2006.
In the life insurance sector, the Phoenix markets private
insurance, directors insurance and group insurance, and offers a
range of insurance plans, which are approved by the Supervisor
of insurance every year. In addition, the Phoenix markets
insurance plans for fatal diseases, loss of working capacity and
nursing care insurance, as well as other types of coverage that is
common in the sector.
The Phoenix also manages pension funds and provident funds –
see Paragraph 15.2.1(10) below.
b.

Regulation:
The long-term savings sector operates within two main legal
frameworks:
The first one, the Insurance Contract Law, the Financial Services
Supervision Law (Insurance), regulations, orders and the
commissioner’s memoranda, which were issued by virtue of the
Financial Services Supervision Law (Insurance), insurance
business, as well as the Competition Law. These regulate
fundamental issues in the Phoenix’s activities in the area
involving insurance contracts, the obligations of the parties to an
insurance contract, the modi operandi of the insurer and the
insurance agent, investment rules, recognition of expenses,
conditions in insurance plans, proper disclosure to the
policyholder, etc.
The second one, the Tax Ordinance and, primarily, the Tax
Regulations (Conditions for Approval and Management of
Provident Funds) 5724-1964 (hereinafter: “Provident Funds
Regulations”), grant a special status to provident funds,
including insurance funds, for the matter of tax credits and
deductions and capital gains tax exemptions, which motivate the
public to save for their retirement by means of provident funds
and insurance funds. Life insurance plans that include a savings
component and which are recognized as insurance funds (and
known as directors policies and benefit policies (for selfemployed individuals), also benefit from the special status
granted to provident fund in the Income Tax Ordinance and the
Provident Funds Regulations. The Income Tax Ordinance and
the regulations that were promulgated by virtue thereof establish
basically rules concerning insurance plans marketed by the
Phoenix and the tax provisions for them.
Herein are the main changes that have occurred in
regulation in recent years:
Changes in taxation of provident fund holders: A
recommendation by the Tax Reform Committee (Rabinowitz
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Committee) led to promulgation of a tax ordinance regulation
and the passage of an amendment to the Income Tax Regulations
(Rules for Approval and Management of Provident Funds),
5763-2003. This amendment, which went into effect in 2004,
brought about certain changes in taxation of provident holders’
rights to benefits and in insurance plans that are not provident
funds. The regulations outlined provisions for separating the
components in life insurance policy premiums, including the risk
cost components and the manner of calculating monetary accrual
for severance pay and the entitlement to them.
Memorandum for proper disclosure in life insurance 4/2004:
The commissioner’s memorandum obliges the insurance
companies, as of January 2005, to provide full information
regarding the kinds of coverage, division of the premium into
various components, and the management fees and expenses in
life insurance plans that include a savings component, at the time
the insurance offer is made and the policy is issued.
Reducing the ceilings and restricting the allocations to
provident funds: An amendment to the Financial Services
Supervision (Insurance) Law that was approved by the Knesset
in 2004, including the number of structural changes in the
allocations to the provident funds. The changes include a
restriction on the ceiling for the purpose of recognized deposits
to provident funds for benefits and for an allocation to a salaried
employee, up to a ceiling of four times the average national
salary and a restriction on the ceiling for deposits to a provident
fund for benefits up to a sum of NIS 7,100. The amendment will
apply as of January 1, 2005.
The reform in life insurance incidental to a mortgage: On
October 10, 2005, a memorandum establishing rules for
marketing life insurance policies and building insurance
incidental to a housing loan by a banking corporation went into
effect. According to the rules, banks will not be permitted to sell
insurance by itself at its branches, except via an insurance
agency under its ownership. To sell the insurance, the bank may
set up an unmanned station at its branches that will enable
customers to carry out a transaction directly with the insurance
agent. Following the directives, the mortgage banks set up sales
networks via insurance plans of mortgage banks. The Phoenix
contracted with the Bank Leumi-owned Maalot Agency for the
purpose of selling insurance incidental to a housing loan.
Bechar Legislation: See Paragraph 15.5.3.
Amendment No. 3 to the Income Tax Regulations: In this
amendment, which went into effect in January 2006, the
entitlement conditions for money withdrawal from provident
funds for self-employed plan holders were equalized with those
of salaried employees, and rules regarding deposits of an
independent-status provident fund saver were determined.
Most of the regulatory changes are expected to go into effect in
2006, and, therefore, it will be possible to assess their
repercussions in the next few years.
c.

Changes in the Activity Scope and
Profitability:
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Profitability in the life insurance sector is greatly affected by the
results of the capital market investments. During 2005, there
were relatively high yields in the capital market, and the total
industry profitability rose. Beginning in January 2004, the
industry began marketing new policies that were characterized,
inter alia, by reduced margins in comparison with previous plans,
a different management fee structure and a change in the benefit
method. In terms of the Phoenix’s customer mix, there was no
fundamental change in 2005. The total premiums from life
insurance rose by 3.9%, revenue from investments rose by
60.1%, policies that were redeemed and cancellations decreased
by 2.6%, the total profit from life insurance business rose by
10.1%. Surplus revenue for claims rose by 33.7%, the agents’
commissions dropped by about 9.1%, which continues a
significant downward trend, and a comparison with 2003 shows
a drop of about 52.4%.
d.

Competition:
The competition in the life insurance sector is reflected primarily
in the service quality, the level of expenses paid by policyholders
and in the prices they par for the various kinds of coverage. The
competition is also evident in the product quality, service level
and yields. In addition, the current competition also manifests
itself in agent recruitment and in the incentives and bonuses
given to agents. Competition over the price for the policyholder
exists primarily in various kinds of business insurance, with a
large group of policyholders likely to receive discounts in
premium costs and various insurance benefits.
Following the Bechar legislation, most of the bank-owned trust
funds and provident funds were put on sale, and most of the
buyers were the insurance companies. This, therefore, caused the
sector to undergo a structural change that included entry into
new activities. In addition, beginning in 2006 with the banks’
entry into the pension consulting sector, there is likely to be a
change in the distribution channel map, since the insurance
companies’ main distribution channel used to be the insurance
agents.
In Israel, there are five main insurance groups operating in the
life insurance sectors: the Phoenix, Migdal, Clal, Harel and
Menora. According to Insurance Companies Association
statistics for the first few months of 2005, the Phoenix is in
fourth place in terms of gross insurance fees with a market share
of 15.6%.

e.

Investment management of the life
insurance sector:
Investments within life insurance are investments that are
intended for covering the commitments of the insurance
company according to the insurance policies as estimated by the
Phoenix’s actuary and grossed up in its insurance reserves.
Concerning most of the life insurance plans marketed by the
Phoenix through to and including 1990, annual agreements were
signed with Israel’s government known as “Hetz Agreements”,
regulating the investments of insurance reserves in special linked,
interest bearing debentures issued by the Bank of Israel.
Through to 2001, some of these Hetz debentures were redeemed
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early (up to a limit of 50% of the reserve). The balance of the
sums, including sums thus redeemed, is invested in properties
whose investment is permitted as specified in the Insurance
Regulations – Modes of Investment (mainly concern-related
government debentures, long-term deposits in commercial banks
and mortgage banks, etc.) with yields that include a proper risk
margin above the guaranteeing of yields for insureds.
f.

Main products in the sector:
The Phoenix markets individual insurance, manager insurances
and collective insurances, and offers a set of insurance plans that
are approved each year by the Insurance Superintendent and that
are accepted in this branch:
Directors’ insurance – originates in employer and employee
provisions for ensuring the social rights of the employee to
compensation, rewards and incapacity insurance. For these
premiums, one may purchase a saving scheme for retirement,
capital or pension based, insurance in the case of death and
incapacity. The target audience is employers who purchase
manager insurance for their employees.
Individual insurance – intended for the self-employed and
private individuals, there being two types:
Policies to which the law of self-employed worker compensation
insurance applies, i.e. that enjoy tax benefits; policies whose
provision does not enjoy tax benefits, apart from a 25% credit for
premium paid for death coverage.
Additional insurance plans that are offered by the Phoenix are
pure risk life insurance, incapacity insurance, nursing insurance,
severe illness insurance, etc.

g.

Customers:
The Phoenix applies to a wide range of customers through agents
- small, medium and large customers, private customers,
business establishments and groups. In 2005 the premiums
between life insurance customers had the following distribution:
Employers – 64%, self-employed and private insured – 28%,
collectives – 8%.

h.

The
agent
network
and
commissions:
The life insurance policies of the Phoenix are marketed in the
great majority of cases through agents, who are paid
commissions at varying rates. The commission rate is
determined by the product type, scope of yield of the agent and
the profitability of the insurance portfolio of each agent, and in
the great majority of cases in accordance with negotiations with
the agent too. The commissions are paid on various dates sometimes spread over the life of the policy and sometimes as an
advance in the first year – in accordance with the policy and the
agent.
In addition, some of the agents are paid additional commissions
for the agent’s expenses for office upkeep, supervision expenses,
rewards (hereinafter: “scope commissions”) and portfolio
retention commissions.
From January 1, 2004, there have been changes in life insurance
plans based mainly on reducing the premium component that is
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intended for covering expenses and profit. Reducing the
premium component for expenses as stated above led to a change
in the commission agreements with agents that mainly involved
a significant reduction of the commissions paid to agents in the
first year of the policy life and extension of the commission
spread period. As a result of these changes, a sharp decrease in
commission payments may be discerned in the statement period.
The Phoenix holds agreements with all its agents in which the
relationship between it and the agent is determined. Most of
these agreements also include the scope of the agent’s target
output, the commissions he is entitled to and additional details.
Phoenix life insurance agents work mostly with a team of
supervisors who are employed by the Phoenix and who serve as
mentors on issues of sales and solving current problems.
With the aim of assisting agents in cash flow in their first years,
due to the changes in commission payment, the Phoenix, at the
request of agents, tends to give them loans or advances on the
account of future commissions. In addition to this, the Phoenix
acts by giving loans to various sums to its agents (regardless of
their commitments to output).
In January 2005, the Superintendent of Insurance published a
circular on instructions concerning giving loans to insurance
agents. The circular determined rules for giving loans to agents
who work with the insurance companies as to the method in
which a loan may be given against the pledging of some of the
cash flow that the insurer has expected to pay for life insurance
policies that have been sold by the borrowing agent. In addition,
rules have been determined concerning the commercial terms of
the loan, the responsibility for determining procedures, the
maximum sum that may be lent and restrictions on the surety
given against the loans. The provisions of the circular commence
on January 1, 2005.
i.

Pension and provident funds:
General: The Phoenix maintains the pension funds through its
subsidiary Phoenix Pension and Compensation Fund
Management Ltd. (hereinafter: “Phoenix Pension”). Phoenix
Pension has a license to engage in pension insurance. Phoenix
Pension manages a new comprehensive pension fund 1 called
Amit and a general fund2 that is called Amit Phoenix. The scope
of the assets managed in Amit totals at about NIS 646 million as
of December 31, 2005, and the scope of compensation fees that
it collected in 2005 totals at about NIS 142 million. The scope of
the assets managed in Amit Phoenix is not substantial. Another
managed fund is a veteran members’ pension fund (fundamental)
known as Amit that was established in 1974. The sum of assets
managed totals at NIS 428 million as of December 31, 2005, and
the total compensation collected in 2005 is about NIS 23 million.
Phoenix Provident Ltd. (hereinafter: “Phoenix Provident”) is a
fully owned private company of the Phoenix that manages 6

1

erized by a right to receive designated debentures to a sum ofA comprehensive pension fund is charact 30%
of the investment portfolio, and is limited to deposits of up to twice the average salary in the economy.
2
on for depositsbut there is no restricti ,A general fund is not entitled to designated debentures
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provident funds. The total scope of assets of these funds is about
NIS 223 million for December 31, 2005.
Regulation: The pension branch has undergone massive changes
in recent years following the application of structural reforms in
pension products and in the holding structure as of 2002. In 2005,
the Bechar legislation, the Income Tax Regulations (Rules for
Approval and Management of Provident Funds (Amendment no.
3 of 5765 – 2005 (hereinafter: “Amendment 3”) were passed,
taking effect in 2006, a transition was completed from a rights
fund to a yield fund, and the process of opening the pension
market to competition continued.
The provident branch, which was highly centralized in 2005,
underwent substantial changes in 2005: the Bechar legislation
compelled banks to sell their holdings is managed assets and in
September – December 2005, essential agreements were signed
for transferring shares in the management of most of the
provident funds to a number of companies in the economy
(mostly insurance companies). In addition, Amendment 3, which
took effect in 2006, may affect the scope of the assets managed
in the provident funds in the upcoming years.
Competition: The pension fund market has become highly
competitive following the sale of the managing companies.
According to Ministry of Finance data for 2004, Mivtachim
(owned by Menorah) has a market share of about 50%, Makefet
(owned by Migdal) about 15% and Meitavit (owned by Clal) –
about 8%. The Phoenix manages a pension fund with a market
share of about 1.6%. In addition, there has been a change in the
tastes of customers, who prefer pension funds as a leading
pension product. The provident fund branch in 2005 is composed
of about 590 funds that are managed by various entities. The
agreements signed following the Bechar legislation for
transferring ownership in the managing companies may lead to
greater competition in a branch that has been characterized by
higher centralization in the hands of the banks.
Marketing: The marketing units of the pension funds are
composed of agents and a direct marketing channel. The
structure of commissions in the pension fund is composed of a
certain percentage of annual premium and in certain cases a
scope commission at a varying rate. The marketing unit of
Phoenix Provident is based on agents. The commissions of the
agents in the branch are a certain percentage of the management
fees collected from the end customer. Due to the entry of the
banks into the sector of distributing provident products in 2006,
it is expected that marketing efforts will increase in this branch.
15.2.2

Compulsory vehicle insurance
a.

General: Compulsory vehicle insurance is required for all
vehicle owners in accordance with the Motor Vehicle Insurance
Ordinance of 5730 - 1970 (“the Motor Vehicle Insurance
Ordinance”), and covers physical injuries sustained due to
vehicle use. The insurance plan corresponds with the provisions
of the Motor Vehicle Insurance Ordinance and the insurance
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compensation is in accordance with the Road Accident Casualty
Compensation Law of 5735 – 1975.
The compulsory insurance tariff has been established in
accordance with the recommendations of the ISO (Insurance
Services Office) operator, which is subject to the supervision and
instructions of the Superintendent. The operator receives
information from all the insurance companies, which also fund
the database services that it maintains. Each insurer may
determine its insurance fees, on the condition that the average
premium over the policy mix is equal to the basic tariff and the
maximum premium does not exceed the premium set by the
Superintendent.
According to the instructions of the Superintendent, an insurer
may use parameters such as engine volume, driver age and
gender and years of driving for determining its tariffs. The
Phoenix establishes tariffs considering some of the parameters
(hereinafter: “differential tariff”). According to the instructions
of the Superintendent, insurance companies may use different
tariff formulae for vehicle fleets.
In the sector of compulsory vehicle insurance, apart from
insurance companies, the following parties are active: (A) The
“Pool” – the Israeli Vehicle Insurance Pool, whose partners
include Karnit and all the insurance companies operating in the
sector, which share its profits and losses based on their
proportion in the sector. The Pool provides insurance to all
vehicle owners whom a commercial insurance company is
unwilling to insure. The proportion of the Phoenix in the Pool for
2005 was 10%, decreasing in 2006 to 8.7%. (B) “Karnit” – a
corporation duly established for paying compensation to road
accident casualties who cannot claim compensation from the
vehicle that caused the injury or the vehicle they were passengers
in. According to the provisions of the Road Accident Casualty
Compensation Order (Financing of the Fund) (Amendment) of
5763 – 2003, as of November 1, 2003, the insurance companies
must transfer to Karnit (the road accident casualty compensation
fund) 1% of the net insurance fees for insurance policies taking
effect from that time.
b.

Characteristics of compulsory vehicle insurance: A fixed,
uniform insurance format among the insurance companies. The
characteristics are absolute liability, a compensation ceiling,
effective date of insurance only after full payment of the
premium and ongoing payment of claims over an extended
period.

c.

Customers: Most of the customers of the Phoenix are private
business customers, with collectives insuring more than 1000
vehicles constituting only about 13.4% of the gross insurance
fees.
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d.

Gross insurance fees
Insurance fees less
reinsurance (residual)
Gross claims
Residual claims

Financial data on compulsory
vehicle insurance (in NIS K):
2005
330,717
322,896

2004
413,353
404,732

2003
472,094
462,597

455,208
394,968

402,842
388,855

468,121
429,229

In 2005 there was a decrease in the scope of activity in the
branch due to attention to underwriting and pricing and
discontinuing transactions at a loss, and due to a decrease in
prices that arises from the transition to a differential tariff. There
has also been a decrease in the profitability of the branch due to
the effect of past outcomes, due to provision for the “lost years”
rule, claims at a significant scope for railway insurance and the
results of the Israeli Compulsory Insurance Pool.
e.

15.2.3

Competition: In accordance with the figures of the insurance
companies union for the first nine months of 2005, the Phoenix
is ranked fifth in gross insurance fees in the compulsory vehicle
branch at 8.19%, following Clal Insurance Company Ltd.
(17.15%), Harel Insurance Company Ltd. (11.59%), Menora
Insurance Company Ltd. (9.61%) and Migdal Insurance
Company Ltd. (9.08%).

Property vehicle insurance
a.

General: Property vehicle insurance insures for liability towards
third parties for property damage resulting from the use of the
insured vehicle and damage to the vehicle itself.
In recent years, the sector of property vehicle insurance has been
affected by increasing competition over profitable insureds,
which has led to a decrease of prices in this branch. According
to figures from the Central Bureau of Statistics, the number of
vehicle thefts in the report period is about 12% higher than the
parallel period of the year before.
Many companies are switching to purchasing vehicles by leasing,
whose insurance is made centrally by the leasing companies in a
manner that forms a change in the insurance structure (these
companies purchase insurance with high deductible or purchase
only partial insurance).

b.

Characteristics of property vehicle insurance: The Phoenix
markets property vehicle insurance that covers damage sustained
by the vehicle. The terms of insurance for a vehicle weighing up
to 4 tons are based on the standard policy terms that have been
determined in the regulations and include a basket of insurance
coverage clauses. Policies may be purchased that include, at the
choice of the insured, in accordance with the insured damage
event, full comprehensive coverage, comprehensive coverage
without self-inflicted damage, comprehensive damage without
theft and third party coverage. The Phoenix offers various
expansions for coverage such as criminal trial defense expenses
and offers paid ancillary services such as towing services,
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replacement vehicle in the case of an accident or theft and
windshield repairs. The property vehicle insurance tariff is
regulated and adapted from time to time in accordance with
experience of damage and trends. The Phoenix also has a range of
insurances for commercial vehicles of over 4 tons weight, under
customary conditions in the economy, at rates that are
periodically examined.
c.

Customers: Most of the customers of the Phoenix are private
insureds and small business customers. 3.8% of the gross
insurance fees result from collectives.

d.

Financial data on property vehicle
insurance products (in NIS K):

Gross insurance fees
Insurance fees less
reinsurance (residual)
Gross claims
Residual claims

15.2.4

2005
636,807
636,807

2004
740,363
740,924

2003
806,257
794,631

495,839
495,529

589,021
581,821

677,681
634,667

e.

Competition: The property vehicle branch is highly competitive.
The Phoenix copes with competition by reducing its premium
for profitable insureds and agents with good results in this
sectors and increasing its premium for young insureds and those
who have claimed in the last year. According to the Insurance
Companies Union data for the first nine months of 2005, the
Phoenix is ranked third place in this branch in gross insurance
fees at 12.31% after Harel Insurance Company Ltd. (16.5%),
Clal Insurance Company (15.67%) and before Menora Insurance
Company (10.17%).

f.

Suppliers: As part of the insurance plans proposed by the
Phoenix, it signs service agreements with various service
providers. The services provided through such providers include
towing services, replacement vehicles in the case of an accident
or theft, repairing vehicle windshields and replacement audio
devices. The Phoenix has long-term agreements with these
suppliers, which are committed to providing adequate services,
and controls the quality and availability of their services. Until
February 2005, the Phoenix held a third of the shares of Shagrir,
the main supplier in this sector of this activity. The Phoenix is
committed to further contracting with this supplier under
identical conditions for another five years, unless the suppliers
sells an identical service to another customer at a lower price.

Other general insurance
a.

General: These insurances include property insurances, liability
insurances and other insurances. The Phoenix usually sells to
insureds in the sector an insurance package that includes
coverage for property and liabilities.
Property branches:
In individual insurances the place of apartment insurance is
particularly salient, and recently also is insurance for apartmen
buildings pledged to banks against mortgage loans. This product
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is a central one within individual insurance and its basic
coverage is subject to the minimum conditions that are
established within the standard policy terms defined within the
Insurance Business Supervision Regulations (Contract Terms for
Insuring Apartments and their Contents) of 5746 – 1986. In
addition, the product tariffs are regulated and approved by the
Insurance Superintendent. The coverage in these policies also
includes coverage for water damages and earthquake damages,
unless the insured opted not to purchase coverage for these
damages. The Phoenix expands these coverages over a wide
spectrum of risks (valuables, electronic appliances, personal
accidents in the family, firearms, etc.).
The insurance of businesses is the insurance of property,
structure and contents used for small businesses. This coverage
may also be expanded to consequential damage coverage, i.e.
loss of profits. The Phoenix usually offers this insurance with
liability and accident coverages in various umbrella schemes.
Liability branches:
a.

Third party liability insurance – the purpose of this product is to
protect the insured against liability for damage sustained due to
negligence towards any third party, including consequential
damage that arises from this and that has occurred during the
insurance term (policy based on the event date). The coverage is
adapted to the activity of the insured and the liability limit in the
policy is determined by the insured, at its discretion, based on
the risk level it believes itself to be exposed to.

b.

Employer liability insurance – the goal of this product is to
protect the employer against liability that it may incur due to
damage caused by negligence to any employee during and due
to his work (an event date policy). The coverage for these
policies is given over sums that the National Insurance Institute,
which handles work accidents, bears by itself. The liability limit
in policies of this type is predetermined in some cases, but a
higher liability limit can be purchased in accordance with the
insured’s own exposure evaluation.

c.

Other liability insurances – within liability insurances, there are
also products, including product liability insurance policies,
professional liability insurance and directors’ and functionaries’
liability insurance.
Other branches: The insurance branches marketed by the
Phoenix includes insurances for contractor work (for project
terms), earthmoving equipment, mechanical breakdown,
refrigerated stock, freight in transit and carrier liability, money in
transit and in safes, employee loyalty, agricultural tractors,
electronic equipment and many others.

d.

Developments in markets and in the
scope of activity:
Property branches: Property loss – characterized towards the
fourth quarter of the year by intensification in competition and a
significant decrease in prices due to an increase in the capacity
of the Israeli market, itself arising from reinsurance agreements.
An increase in policies with high insurance sums in insurance
portfolios has led to large claims. As a result, the underwriting

A-226

profitability of the Phoenix and reinsurers has been adversely
affected. The increase in expenses has also led to the writing off
of profits in this branch. In 2005, the Phoenix increased its share
in industry businesses, taking advantage of its capacity due to
reinsurance agreements.
Businesses – characterized this year by increased competition
and significantly reduced prices, due to an increase in capacity in
the Israeli market that is due to reinsurance agreements. An
increase in policies with high insurance sums in insurance
portfolios has led to large claims. As a result, the underwriting
profitability of the Phoenix and reinsurers has been adversely
affected. The increase in expenses has also led to the writing off
of profits in this branch.
Apartment insurances – characterized this year by increased
severity of damages due to burglaries.
Mortgage insurance – the trend of transition of insurers of
mortgage takers using mortgage banks to insurance through
insurance agents and agencies is continuing. The number of
policies in this sector increased in 2005.
Branches of liability: in liability and third party branches, the
Phoenix is continuing to control underwriting risks. In the sector
of director insurance, high competitiveness is continuing. The
Phoenix has developed special products in this branch.
Other branches: personal accidents – the Phoenix insures small
businesses and a number of collectives, some of which have
caused losses. The Phoenix abstained from renewing some of
these transactions and has received a number of new ones.
e.

Customers: Most of the customers of the Phoenix are private
insureds and small business customers. 6.4% of the gross
insurance fees result from collectives and large factories.

f.

Financial data on other general
insurance products (in NIS K):

Other property insurance products –

Gross insurance fees

Insurance fees less
reinsurance
(residual)
Gross claims
Residual claims

2005
464,194
218,592

2004
471,364
209,583

2003
472,774
237,544

373,455
115,730

212,378
122,602

308,935
137,532

In gross claims, there has been an increase that arises mainly
from the property loss branch, which has been characterized by
excessive claims this year, and the insurance engineering branch
due to the railway accidents. Due to full reinsurance coverage in
these branches, there has been no increase in residual claims.
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Liability insurance products –
2005
241,452

2004
226,642

2003
258,238

Insurance fees
less
reinsurance
(residual)

198,087

180,477

170,425

Gross claims
Residual claims

157,789
180,859

219,243
117,432

172,375
120,017

Gross insurance
fees

The decrease in gross claims has occurred due to excess suit in
the product liability branch that was paid in a compromise
settlement to a sum significantly lower than estimated at the
beginning of the year. Compared to this, there has been an
increase in residual claims, this being mainly in the employer
liability branch.
Other branches 2005
52,958

2004
41,500

2003
44,556

Insurance fees
less reinsurance
(residual)

24,681

20,404

21,712

Gross claims
Residual claims

37,286
13,307

21,682
20,689

19,197
6,753

Gross
fees

insurance

Most of the increase in gross insurance sums in 2005 is in the
personal accident branch. In this branch, there was a decrease in
residual claims in 2005.
g.

15.2.5

Competition: In Israel there are about 12 insurance companies
active in the main insurance branches in the sector of general
insurance. A number of additional companies engage in a few
insurance branches. According to the Insurance Companies
Union data for the first nine months of 2005, the Phoenix is
ranked fourth place in this branch in gross insurance fees from
this sector at 12.05% after Clal Insurance Company Ltd.
(35.99%), Harel Insurance Company (19.87%) and Migdal
Insurance Company (13.17%).

Health insurances
a.

General: The health insurance market is a developing sector, and
the number of private health insurance purchasers among the
public is constantly increasing. The Phoenix markets health,
nursing and dental insurance policies. The activity of the
Phoenix concentrates on individual insurance and collective
insurance in the private sector. The Phoenix provides nursing
insurance for members of one of the national healthcare
organizations. Kav Habriut is the name of the brand under which
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the Phoenix markets health insurance. The Phoenix also operates
a service center bearing this name for running health insurance
schemes.
The sector of health insurance is affected by legislation,
secondary legislation, the instructions of the Superintendent of
Insurance and the Ministry of Health and principal decisions of
the Superintendent concerning complaints that have been filed to
his office.
Since 2001, the Superintendent of Insurance has been publishing
circulars that are aimed at increasing the transparency in the
mode of sale of health insurances and determining
standardization in the terms of the policies of all the insurance
companies. These circulars set minimum conditions in the
wording of individual policies and collective policies that
insurance companies are required to fulfill.
The Superintendent of Insurance is authorized to clarify and
settle complaints that are filed to his office and give the plaintiff
operative resource that bind the insurance company complained
against. In the case of the decision being given by way of a
principal decision, it binds all the insurance companies.
2004 was characterized by a number of substantial changes in
the sector of health insurance, mainly through secondary
legislation of the Superintendent of Insurance, which determined
how health insurance policies should relate to preexisting
medical conditions and continuity in nursing policies. The
secondary legislation has significantly affected the health
insurance market by compelling the insurance companies to
estimate underwriting risks before the insured enters the
insurance scheme and not to perform retroactive underwriting at
the time of a claim.
In March 2004, the Superintendent of Insurance published a
circular concerning the calculation of deferred purchase expenses
in illness and hospitalization insurance (hereinafter: “the
purchase expenses”). The circular defined the purchase expenses
and the method for attributing them to the various insurance
schemes. In addition, rules were determined for reducing
purchasing expenses. The circular will take effect from the
financial statements for March 31, 2005.
In February 2005, the Superintendent of Insurance published a
circular containing instructions related to the appointment and
activity of a health insurance actuary.
In July 2005, the Superintendent published principles for
changing rates in health insurance for existing insureds, which
are to form the basis of the examination of applications
submitted by the insurance companies to the Supervision of
Insurance for changing tariffs for existing insureds in private
health policies.
In October 2005, the Superintendent of Insurance published a
draft circular for medication insurance whose aim was to
establish minimum definitions for insurance coverage and
defining the insurance case in a drug insurance plan. The circular
itself should take effect in March 2006.
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In 2005, the health insurance sector managed to improve its
business expenses and significantly reduce its losses, this being
mainly due to an improvement and expansion of business in the
sector of collectives, particularly in dental insurance.
b.

Main products: The Phoenix sells a number of health insurances
and dental insurances at various coverage levels. Health
insurances include, inter alia, compensation and/or
indemnification for expenses at the time of an operation,
implants and/or special treatments abroad, coverage for drugs
that are not included in the state health basket, alternative
treatments, compensation for severe illnesses, medical services
with advanced technologies, etc., in accordance with the
insurance schemes purchased for and/or by each individual
insured. Health and nursing insurances are marketed both to
private customers and as collective insurances. The schemes are
usually long-term. In 2005, the Phoenix launched a number of
new health insurances that will be placing it as an innovative,
leading company in this sector.
The health insurance products can be divided into a number of
coverage layers: insurance coverage that constitutes an
alternative to the services given by the health basket that gives
coverage from the first shekel of expenditure; insurance
coverage for services that are not included in the basic basked or
within the additional health services; insurance that gives
coverage beyond the coverage given by the health basket.

c.

Customers: The Phoenix has three health service customer
groups: private insureds who have purchased individual Kav
Habriut health policies (usually for their whole life); collective
insurances with bodies, employee committees and the larger
companies in the economy, members of healthcare
organizations, nursing insurance within collective insurances
that is renewed every few years). About 50% of the gross
insurance fees are from collectives and large factories and about
50% from private insureds and small business customers.

d.

Competition: There are insurance companies competing with the
Phoenix that offer health insurance to the general public and
collectives. In addition, the healthcare organizations offer
complementary health services for their members. However, the
limited health basket that is offered to the entire population
according to the State Health Insurance Law, the deficits of the
healthcare services and the state of the public system, including
restricted availability of services, lead to an increase in public
awareness of the necessity of private health insurance. The result
of these processes is an increase in the scope of the market of
medical and nursing insurance so that most of the competition is
over securing new customers for private and collective insurance
and competition over existing insureds with collective insurance.
The factors that affect the competitive position in the sector of
health insurances are correct pricing, the availability of
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qualitative information concerning risks, maintaining sufficient
margins and aggressive marketing.
According to data for the first nine months of 2005, the Phoenix
is ranked second place in this branch in gross insurance fees
from this sector at 21.6% after Harel Insurance Company Ltd.
(42.2%) and before Clal Insurance Company (17.4%) and
Migdal Insurance Company (10.4%).
The alternatives to the products in this sector of activity are free
medical insurance pursuant to the State Health Insurance Law,
complementary medical insurance marketed by the healthcare
services and various products that are offered by the other
insurance companies.

e.

Financial data on health insurance
products (in NIS K):

Gross insurance
fees
Insurance fees less
reinsurance
(residual)
Gross claims
Residual claims
* Reclassified

2005
374,324

2004*
267,857

2003*
277,329

309,068

202,669

219,558

223,646
185,488

154,249
123,174

129,264
105,762

In gross insurance fees, there has been an increase compared to
2004 mainly due to a transaction with a single collective. In
health insurance, there has been a significant increase in
profitability, both due to the transition from the losses registered
in collectives, mainly in dental insurance in the previous year, to
profits this year and due to accounting changes that derive from
an application of the instructions of the Superintendent of
Insurance and a spread of commissions throughout the life of the
policy.
15.3 Customers

The customers of the insurance sector are many and diverse and cannot be
characterized. There is no single customer in the sector of insurance that
the Phoenix has income from constituting 10% or more of its revenues. For
further characterization of the customers of each of the sectors, see above
in the product description.
15.4 Marketing and distribution
The insurance policies that the Phoenix sells are mostly marketed through agents.
At the time of the report, the Phoenix had business ties with about 1,000 active
agents. Most also market the policies of other insurance companies. The
insurance agents operate directly with clusters of the Phoenix, and some of them
have the authority to produce policies in accordance with the tariffs and
authorizations of the Phoenix. The Phoenix is also active through insurance
agencies that employ sub-agents. These agencies generally work with a number
of insurance companies. These agencies have production and underwriting
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authorities of the Phoenix with special authorizations. In most cases, when the
Phoenix contracts with insurance companies with sub-agents, the Phoenix also
has agreements directly with the sub-agents that they employ. Usually, the
Phoenix forwards additional commission to agencies that employ sub-agents for
sales of their sub-agents.
The Phoenix has agreements with agents according to the law and the agents act
at the rates and under the underwriting instructions that the Phoenix disseminates
from time to time in the various insurance branches. The relationship between
the Phoenix and agents are determined in these agreements. For the agents’
services, they are paid commissions at varying rates.
In November 2005, the Phoenix declared an organizational change within which
a customer division was established to be responsible for the sales and service in
all sectors of activity and products. While the customers’ division was
established, a dedicated unit for working with banks was also established.
15.5 Seasonality
General insurance – the first quarter is the salient one of the year, mainly due to
the renewal of policies that are usually made at the beginning of the year. The
seasonality in the insurance fee cycle is neutralized using a mechanism of
reserves for risks that have yet to elapse, and therefore does not affect
profitability. No seasonality is evident in life insurance.
15.6 Reinsurance
The Phoenix performs reinsurance for dispersing its insurance risks that it
assumes. Reinsurers of the Phoenix have an influence on insurance capacity,
insurance terms and tariffs and profitability. The insurance companies insure
some of their business affairs with reinsurance, mainly in general insurance,
which is performed through reinsurers overseas. However, reinsurance does not
exempt the direct insurers of their liability towards the insureds according to the
insurance policies, for which reason the stability of the reinsurers affects the
business outcomes of the insurance companies.
The reinsurance law has undergone a jolt in recent years due to damages
reaching huge sums, which have led to the collapse of a number of reinsurers and
a reduced rating of others. The results of this jolt have been reduced capacity. In
2004, the reinsurance market stabilized, and in 2005 there was a strengthening of
the market and an increase in capacity.
The Phoenix does not work with reinsurers with a rating lower than A minus.
15.7 Fixed assets and equipment
Beit Havered – property on Hashalom Road, Givatayim. The Phoenix is the
direct and indirect owner of about 15 office floors in the building, covering a
total area of 18,683 m2 gross and another 308 parking spaces in an underground
parking lot at 53 Hashalom Road in Givatayim. The adjusted value of the
building as of the financial statements for December 31, 2005 stands at NIS
238,201 thousand.
In addition, the Phoenix owns additional real estate whose adjusted value
according to its financial statements is unsubstantial.
Information systems: The Phoenix has information systems that include
hardware, software and additional equipment whose reduced cost is about NIS
168 million. This year, the Phoenix has invested about NIS 77 million in
computers and software. The Phoenix is in the middle of applying a
computerization plan that includes within a master plan: software infrastructures,
life and health policies, life and health collection, life and health claims, medical
and life and health professional underwriting, collection debts under legal
handling, repossessions, reinsurance and risk management.
In addition, in 2005, a number of projects of hardware, software and storage
infrastructures were planned and partly executed. Operational projects have also
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been performed, which have included the setup and adjustment of systems
following regulatory changes, establishing an organizational portal and proposal
generators. The Phoenix is preparing for applying a SAP ERP system.
15.8 Intangible assets
The name of the Phoenix is a registered trademark.
The Phoenix has been managing databases that are duly registered according to
the Privacy Protection Law of 5741 – 1981. These databases are vital for running
the Phoenix’s business affairs and include, inter alia, information on insureds,
agents, suppliers, workers, life, health and elementary claims, collectives,
reinsurers, repossessions, etc.
The Phoenix is developing using its employees and suppliers programs for inhouse use that are copyrighted.
15.9 Human capital
15.9.1

The organizational structure
In November 2005, the Phoenix announced the execution of an
organizational change that is intended to increase the focus on its
customers and increase the initiation and development of new products.
Within the organizational change, a customer division has been
established, which is to be responsible for sales and service with the
insurance agent distribution channel. Alongside the establishing of the
customers division, the establishing of a unit for new distribution
channels has been commenced, dealing mainly in coordinating work
with banks, and two staff units that specialize in the sectors of long
term saving and finances have been established; two staff units have
been reorganized - general insurance and health insurance. The new
organizational structure took effect in January 2006.
The Phoenix has external units in Jerusalem, Haifa, Ramat Gan and
Ness Ziona that serve as branches of the head office. The units include,
in accordance with the organizational change, activity in the sector of
life insurance and general insurance, and provide full service to the
agents who work with them.
The veteran employees of the Phoenix have not signed any work
agreements, according to the policy employed in the past. From the
date on which the “Employee Notice – Work Conditions Law” was
passed, the new employees have been given a form specifying their
employment terms as required by this law. During 2004, the Phoenix
started a project to sign a personal work agreement with each employee
hired for work, specifying their employment terms and ancillary
conditions, including social conditions and employee rights and duties.
Most of the employees receive a 13th salary and some receive a vehicle.
Increases in pay and compensation for workers are derived from the
overall compensation policy at the Phoenix, which is determined by the
directorate based on the profit each year.

15.9.2

Phoenix employee roster
The Phoenix had 1,323 employees on December 31, 2005, compared to
1,176 on December 31, 2004. The increase results from an expansion
of its call center as an answer for improving service and increasing the
scope of personnel in the information systems department as an answer
to the master plan and supervision requirements.
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15.9.3

Senior
management
functionaries

employees

and

The employment terms of the senior management staff are those of the
other employees, but they enjoy various means of compensation,
including additional wages and a bonus that are established annually,
mainly according to the results of the company’s activity.
Some of the senior managers have a personal work agreement with the
Phoenix.
The senior management workers include a CEO, two assistants to the
CEO, for senior VPs serving as department managers, nine VPs and
two department managers. In January 2005, the Phoenix reported a
decision concerning the granting of a special gratuity to a sum of NIS 5
million to the retiring CEO. An assistant to the CEO of the Phoenix is
entitled to a retirement gratuity that requires his reaching retirement
age. The Phoenix makes provisions for this gratuity.
15.10 Investment management
The Phoenix manages investments as follows:
1.
Investments of general insurance undertaking sums.
2.
Investments of sums of guaranteed return life insurance policies.
3.
Investments of equity sums and capital surpluses.
4.
Investments of sums of life insurance policies that share profits.
5.
Investments of sums of members of the Phoenix Pension and
Compensation Fund Management Ltd.
6.
Investments of sums of members of the Phoenix Provident Ltd.
The directorate of the Phoenix established internal procedures for investments
and their tracking and regulation. The investment decisions are made through a
number of investment committees, which are independent of each other. The
investment committees determine the investment policy, standards for examining
the application of the investment policy and control the application of the policy,
subject to the regulations of the modes of investment. The investment
committees that handle members’ money (insurance, pension and provident)
convene once every two weeks, with a majority for external representatives. The
proprietary trading investment committee, which handles general insurance,
guaranteed return life insurance, capital and capital surplus sums, and convenes
at least once a month.
Investments are managed through a number of investment managers, there being
a separation (“Chinese walls”) between the management of proprietary trading of
the Phoenix and management of sums of insureds and members, this separation
being vested in procedures.
Investments are performed alongside insurance undertakings, while maintaining
risk dispersal and duration indices in accordance with the investment regulations.
Most of the investments against undertakings in branches with a long tail (life,
compulsory vehicle, liabilities) are for terms of up to 5 years. Investments are
mostly index linked.
For details on the sums of investments against insurance undertakings in the
various sectors of activity, see the assets and liabilities breakdown table in the
financial statements of the Phoenix.
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Due to the low yields in government debentures, the Phoenix has started looking
for long-term investment sources that yield higher returns at reasonable risk
levels. With the development of the sector of infrastructures in the State of Israel
(roads, power stations, desalination facilities, light railways, etc.), which is
characterized by long periods, the Phoenix considers itself to be a possible
partner for funding the senior debt in the various ventures. From 2004, the
Phoenix has been giving non-banking financing to large companies in the
economy of high financial strength, and has also increased its investment in the
sector of long-term yielding real estate. In the view of the Phoenix, the financing
is given against adequate collateral and has been approved by the relevant
investment committees.
The substantial investments of the Phoenix are the following:
15.10.1 Mehadrin
The Phoenix holds about 41.42% of the shares of Mehadrin Ltd.
(hereinafter: “Mehadrin”), a public company in the sector of agriculture.
The investment is registered in the books to a sum of NIS 108,472
thousand.
15.10.2 Shagrir
A transaction for selling activities, assets and liabilities of Shagrir
Towing Services Ltd., of whose shares 33.3% are held by Atara, was
completed on February 28, 2005. The remuneration for the transaction
totaled at NIS 187 million, yielding a profit for Atara (after tax) of
about NIS 45 million.
15.10.3 Givatayim Mall
On March 17, 2004, the Phoenix and Clal Insurance Company Ltd.
each purchased from Shikun Ovdim 25% of the real estate in
Givatayim on which a shopping and entertainment center was
constructed, on a total area of about 90,000 m2. The center is known as
Givatayim Mall, and was handed over to the Phoenix on May 1, 2005.
The cost of the property according to the financial statements for
December 31, 2005, stands at about NIS 112.2 million.
15.10.4 1 Rothschild Blvd., Tel Aviv
On November 1, 1993, Atara and Hadar purchased, with equal
proportions, the rights to plots known as zone 6923 in Tel Aviv, which
are located at 1 Rothschild Blvd (hereinafter: the plots). In November
2003, Atara signed an agreement (“the sale agreement”) with Habas
H.Z. Credit Ltd. (“Habas Credit”), a fully owned subsidiary of Habas
H.Z. Investments (1960) Ltd. (“Habas”) for the sale of 2/3 of its shares,
constituting 1/3 of the total rights in the building under construction on
land at no. 1 Rothschild Blvd. in Tel Aviv, in exchange for a total of
US$ 5.67 million. In addition, a sharing and management agreement
was signed between Atara, Hadar and Habas Credit (“the management
and sharing agreement”), whereby the parties would act within a joint
transaction for establishing a project on the land.
The adjusted value of the property as of December 31, 2005 stands at
NIS 53,045 thousand.
As part of the sale agreement, the Phoenix purchased shares of Habas.
As of December 31, 2005, the Phoenix holds about 18.2% of the shares
of Habas, worth about NIS 46.6 million.
15.10.5 Phoeniclass Ltd.
The Phoenix owns 66.67% of Phoeniclass Ltd. (hereinafter:
“Phoeniclass”). Phoeniclass realized an option for a combination
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transaction with the Kibbutz Seminary whereby it will be building 500600 residential apartments in the Kibbutz Seminar complex in north
Tel Aviv.
15.10.6 Picture collection
The art collection of the Phoenix is composed of two collections: a
collection of Israeli artwork and a collection of international
compositions. Upon the changes in the control of the Phoenix, the
international collection has started to be realized, in view of the
conception that is has no uniqueness as a collection and keeping it is of
no special importance. As a result of this policy, most of the collection
has been sold since 2002. In contrast, the Israeli art collection of the
Phoenix is considered as one of the most important of its kind in Israel
and in the world. The collection represents a profile of persuasions and
movements in Israeli art from its origin to today. The collection
features 1,200 works of art: paintings, sculptures and displays of about
200 different artists.
The Phoenix intends to preserve and develop this collection owing to
its importance and uniqueness. For this reason, the management of the
Phoenix sets an annual budget for purchasing compositions of young
artists, purchases of complementary compositions for the collection and
organizing exhibitions.
The remuneration from the sale of artworks from 2003 to 2005 totaled
at NIS 144,175 thousand, at a profit of NIS 30,501 thousand before tax.
The collections are registered in the books at a value of NIS 88,530
thousand.
15.11 Financing
15.11.1 The Phoenix finances its activities through independents, bank

credit and non-bank credit. A breakdown of the mean interest
rates for 2005 for loans that are not intended for unique use by
the Phoenix follows:

Short term
loans

Mean interest rate for 2005 for
loans that are not intended for
unique use
Deferred
Mean rate
undertaking
deeds
5.1%
5.1%

Bank sources –
index linked
7%
7%
Bank sources –
not linked
4.3%**
4.8%*
4.8%
Non-bank
sources – index
linked
4.3%
4.9%
4.9%
Mean rate
*
Including, inter alia, deferred undertaking deeds that were issued in
August 2001 to institutional bodies, some of which have been
purchased by banks. See footnote 18 of the financial statements of
the Phoenix.
**
See footnote 22 of the financial statements of the Phoenix.
15.11.2 Credit limits
Within the loan agreements, the Phoenix has not been imposed any
credit limits
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15.11.3 Credit received in the statement period
In February 2005, the Phoenix issued to a banking corporation a
deferred statement of undertaking to a sum of NIS 200 million. In July
2005, the Phoenix issued deferred statements of undertaking (series 3)
to a sum of NIS 250 million for institutional investors.
15.11.4 Credit rating
On May 24, 2004, Maalot Israeli Security Rating Company Ltd.
published a rating report whereby the undertakings of the Phoenix were
given an AA rating. On July 19, 2005, Maalot published a rating report
in which the deferred undertaking deeds (series C) of the Phoenix were
given an AA rating.
15.11.5 Raising additional resources
In January 2006, the Phoenix issued deferred statements of undertaking
(series 3) to a sum of NIS 150 million for institutional investors. See
footnote 18A of the financial statements of the Phoenix. At this stage,
the Phoenix has no plan for raising additional sources in 2006.

15.11.6 Deferred statements of undertaking that constitute secondary

capital.
The balance of the statements of undertaking that constitute secondary
capital for December 31, 2005 is NIS 537.6 million.
15.12 Taxation
15.12.1 The statury tax that applies to the Phoenix and to its consolidated
financial institutions is composed of corporate tax and profit tax.
15.12.2

In a temporary directive effective as of 15 of June 2003 until its
cancellation in 1 May 2004, value-added tax was raised from 17% to
18%. Following that the rate of tax on profits also rose at that period
and so did the average statutory tax rate. The decrease of value-added
tax to 17% in 2004 resulted in a reduction of 0.8 million shekels in tax
expenditures on income in the Phoenix consolidated report and 0.7
million shekels in the Phoenix.

15.12.3

The Phoenix and its consolidated companies are taxes according to
Revenue Tax Law (Inflation Adjustment) 1985. According to the law,
the taxable results are measured in adjustments with changes in
consumer price index.

15.12.4

The union of insurance companies and the tax authorities have an
annually renewing agreement that regulates tax issues unique to the
insurance sector. The current agreement is in effect until the end of
2004. An agreement has not yet been signed for 2005.

15.12.5

The Phoenix has final assements through and including 2003.

15.12.6

As of 31 December 2005, Hadar has taxable losses to be transferred to
future years totaling 14 million shekels, for which it created deferred
taxes totaling 4 million shekels.
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15.13 Restrictions to and supervision of the Phoenix’s activity
15.13.1 The Insurance Business Supervision Law and its
regulations
The Phoenix and Hadar are subject to the provisions of the Financial
Services (Insurance) Supervision Law of 5741 – 1981 (hereinafter: “the
supervision law” or “The law”) and the regulations thereby
(hereinafter: “The Supervision Regulations”). The Supervision Law
and the Supervision Regulations regulate, inter alia, the following
issues:
(1) Engaging in insurance requires an insurer license that is given
by the Superintendent of Insurance, which restricts the insurer to
the branches of insurance specified in the license;
(2)
The Minister of Finance is authorized to determine in the
regulations concerning the insurer instructions concerning
minimum issued, paid up share capital and minimum surpluses
of assets compared to liabilities; types of properties to be held by
an insurer against its liabilities and their types and rates
compared to liabilities; ways of possessing assets against the
liabilities of the insurer; the cases in which an insurer is allowed
to invest in its subsidiary, its controller, another insurer or
insurance agent; the duty of the insurer to keep insurance
reserves and their method of calculation, functioning as an
insurer abroad; the minimum rate of the risk portion to be borne
by insurers in Israel, the maximum rate of the risk component to
be borne by an insurer; loans that the insurer may give and
guarantees that it is allowed to use, and their rates;
(3)
The Minister of Finance is authorized to determine in the
regulations, inter alia, instructions concerning the insurance fee
rates and other payments that an insurer may collect from
insureds, including maximum rates and minimum rates;
instructions on terms in an insurance contract and their
formulation; and instructions on insurance policy structure and
form;
(4) The Minister of Finance is authorized to determine in the
regulations the method of composing annual financial statements
submitting them to the Superintendent and publishing them;
(5) An insurer must maintain a separate accounting system for life
insurance businesses, keep separate assets for covering its
liabilities in life insurance and conduct separate reinsurance for
these businesses;
(6) The insurer has a duty to report to the Superintendent on various
issues and the Superintendent has authority to demand
information from any insurer concerning its business affairs and
extensive authority for ensuring the normative management of
the insurer.
15.13.2 15.15.2 The following main regulations have
been installed pursuant to the Supervision Law:
1)
The Supervision of Insurance Businesses Regulations (Minimum
Equity Required of an Insurer) of 5758 – 1998 (hereinafter: “the
Minimum Capital Regulations”) and their amendments include
instructions on initial capital and equity required of an insurer.
The capital requirements are established according to the annual
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2)

3)

4)

5)

financial statements and the interim statements of the insurer,
and if the equity on the date of the report is smaller than required,
the insurer must increase it ore reduce the scope of its business
until the date of publishing the financial statement of the insurer.
As long as the required equity has not been gathered, as noted,
the insurer may not distribute dividends. The Phoenix and its
subsidiary Hadar fulfill the requirements of the Minimum
Capital Regulations.
The Insurance Business Supervision Regulations (Modes of
Investment of Capital and Funds of an Insurer and Management
of its Liabilities) of 5761 - 2001 (hereinafter: “the Modes of
Investment Regulations”) and their amendments took effect in
April 2001. The Modes of Investment Regulations include
instructions, inter alia, on the matter of: loans that an insurer
may give; the types of assets that an insurer is to hold against its
liabilities; the cases in which an insurer may invest in its
subsidiary, its controller, an interested party therein, another
insurer or any other corporation that engages in insurance
brokerage; the duty of the insurer to appoint investment
committees, the composition of the committees, their function
and modes of action. The regulations include stability
restrictions and restrictions concerning asset types.
The Insurance Business Supervision Regulations (Modes of
Calculation of Provisions for Future Claims in General
Insurance) of 5745 – 1984 (hereinafter: “the Calculation
Regulations”) include instructions, inter alia, concerning the
duty of an insurer to keep insurance reserves and their mode of
calculation and provisions for pending claims.
The Insurance Business Supervision Regulations (Statement
Details) of 5758 – 1998 (hereinafter: “the Statement Detail
Regulations”) and their amendments determine instructions
concerning the content, details and accounting principles for
composing the annual financial statements and the interim
financial statements of an insurer, combined with some of the
Security Regulations (Composing Annual Financial Statements)
1993 and adjusting them to the insurance branch.
The Insurance Business Supervision Regulations (Modes of
Separating Accounts and Assets of a Life Insurance Insurer) of
5744 – 1984 determine guidelines concerning the modes of
separation of the accounts and assets of life insurance businesses
from the aggregate of the insurance businesses of an insurer and
a separation of the assets of profit sharing life insurance
businesses from other life insurance businesses.

15.13.3 Legislation for applying the regulations of the
Bechar committee.
As specified in section 15.1.4, in July 2005, laws aimed at applying the
recommendations of the Bechar Committee were approved. The
highlights of the laws are as follows:
1)
The Competition Law: the definition of long-term saving
assets and determining a market share ceiling – 15%, about NIS
49 billion; defining the banks as advisors (pension and
investment) only; the principle of independence on an advisor –
separation of advisor and distributor; temporary prohibition of
sale of insurance in banks, during the sale of insurance – without
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2)

3)

distribution commission only; definition of role types for an
advisor (pension / financial) and marketer (pension / financial)
and a clear distinction between the two; mandatory licensing for
institutional body workers; prohibition of a union of employees
or employers to serve as a pension agent; increasing the duties of
loyalty of an agent and advisor; increasing the supervision of
insurers.
The Consultation Law: A distinction between a marketer and
advisor; identical licensing duty for both functions; a transaction
for pension insurance may be performed only within
consultation or marketing; the duty of suitability of the product
for the needs of the customer; a licensee must give the customer
documents that explain the viability of the pension saving in
writing, his recommendation, proper disclosure concerning
conflicts of interest, etc.,; documentation of consultation and
marketing actions; duties of trust and caution of a licensee; duty
of written agreement between an advisor and customer; duty of
secrecy between a customer and agent; monetary and/or criminal
sanctions for violating duties by the licensee.
The Provident Law: the right of an employee to choose the
fund in which his pension saving will be invested; regulating a
principle of mobility between provident and compensation funds
for the member; instructions on investing the provident fund
sums; duty of collecting distribution commissions from the
member for pension consultation/marketing; extensive
supervision duties for the managing companies; civil and
criminal sanctions.

15.14 Substantial agreements
Concerning the agreement for purchasing Excellence, see section 15.1.1.
15.15 15.15 Legal proceedings
The Phoenix has several legal proceeding currently pending including class
actions. The main law suit was filed January 5 2005 and claimed that the
Phoenix allegedly misleads its business customers when signing comprensive
vehicle insurance agreements. The claimant argues that the collection of
insurance fees by the Phenix is calculated according to the Levy – Yitzhak price
list, while when the Phoenix pays the insurance fees upon the occurrence of an
insurance event, the Phoenix reduces the VAT component from the value of the
vehicle. The claimant applied to have the law suit acknowledged as a class action
of all business clients with comprehensive vehicle insurance, and set the claimed
amount at 223.3 million shekels. The Phoenix replied and the claimant counter
replied. Also an appeal was filed to merge the discussion and claims filed by the
claimant’s attorney in the name of other claimants against other insurance
companies, which was accepted by the court. During a pre trial discussion in all
such claims on 13 March 2006, the court recommended to the claimant to
withdraw its request for a class action. The Phoenix management believes, based
on the evaluation of its legal aids, that its defence has a good chance to counter
the claim and its class action status in the event the claimant will not withdraw
her claim.
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15.16 Objectives and business strategy
In 2005, the management of the Phoenix led a process of examining and forming
the business strategy in view of changes in the branch and the environment, with
emphasis on changes arising from the Bechar laws. The emphasis in the business
strategy are: Customer orientation, development of new distribution channels, an
overall view of long-term saving and significant entry into the sector of finance.
During the year, Phoenix performed a number of central moves for applying this
strategy:
1)
An overall change in the organizational structure that is intended to lead
the group to act on customer orientation rather than product orientation.
2)
Establishing a long-term saving sector with the aim of making maximum
use of the synergy between the different products and constituting a single
address in the sector of saving and pension security.
3)
Purchasing joint control in the Excellence investment house as part of
developing its activity as a business-financial corporation.
4)
The purchase of joint control over the provident fund of Mizrachi Bank by
Excellence as part of the application of the long-term saving concept of
the Phoenix.
5)
Purchase of control of the pension arrangement management agencies
Agam and Kala with the aim of using their activity for reinforcing its
status in the sector of long-term saving.
15.17 Risk factors
15.17.1 Political – security situation
Political instability and deterioration of the security situation may
impair the willingness to insure, the scope of coverage and long-term
saving.
15.17.2 The economic situation
Affects the level of sales of the Phoenix in the various insurance
products, particularly the scope of life insurance businesses and longterm saving.
15.17.3 Rate fluctuations in the capital market
Affect the results of the business activity of the Phoenix due to its
significant investments in the capital market that stand against
insurance undertakings in the various sectors of activity.
15.17.4 Changes in exchange rates
Affect the undertakings of the Phoenix to reinsurers and therefore the
profitability of the Phoenix.
15.17.5 Rise in interest rates
Reduces the returns on the negotiable securities portfolio, which
constitutes an important component in investments against insurance
undertakings in the various sectors of activity.
15.17.6

Increase in the unemployment rate
Affects the sector of life insurance and long-term saving due to
cancellations and redemption of life insurance policies, drawing of
severance compensation and the departure of unemployed persons from
the pool of savers.

15.17.7 Reduced wages
Affects the sum of provisions for directors’ insurance, pension and
provident funds.
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15.17.8 Competition
Continued competition in the pension branch and reduction of
management fees may endanger profitability in the sector of life
insurance and long-term saving.
15.17.9 Changes in the frequency of road accidents

and vehicle thefts
An increase in the number of road accidents and vehicle thefts affects
the scope of claims in the compulsory vehicle and property vehicle
sectors.
15.17.10 Regulatory changes
The insurance companies are subject to the provisions of the
Supervision Law, the regulations and orders thereby and the
instructions published by the Superintendent of Insurance. Changes in
these affect both the financial reporting of the customers and the
content of their activity.
15.17.11 Bechar legislation
In the last year, there has been a substantial structural change in the
branch in the sector of long-term saving following the Bechar
legislation, and there is uncertainty as to the implications of legislation
for the branch and for the Phoenix.
15.17.12 Error in pricing
The insurance companies sell insurance policies that cover various
risks. The pricing of the policy is made based on past experience.
Change in risk factors, the frequency and severity of events and the life
insurance portfolio retention level may affect the profitability of
policies.
15.17.13 Tax legislation in the sector of long-term

saving
The provisions of the law, the guidelines and agreement related to the
saving structure in the economy, particularly concerning pension
saving, including its taxation implications, have effects on the life
insurance portfolio of companies and their future sales.
The issue of the saving component in life insurance is significantly
affected by the tax benefits given for incomes from long-term saving.
The long-term saving is essentially given significant tax benefits
relative to incomes from other sources. Any such change in the tax
benefits entails changes in the life insurance plans, which are aimed at
adjustment for the tax benefit terms. Continuing giving benefits for a
saving of this type constitutes a critical success factor for the sector of
life insurance.
15.17.14 Alternative products to life insurance
The health insurance portfolio and new sales from pension saving
channels are affected by alternatives in the economy such as pension
funds and provident funds.
15.17.15 The

collapse of reinsurers, change in
capacity and tariffs of reinsurers
Reinsurers of the Phoenix have an influence on insurance capacity,
insurance terms and tariffs of the group and its profitability. The
insurance companies insure some of their business affairs with
reinsurance, mainly in general insurance, which is mostly performed
through reinsurers overseas. However, reinsurance does not exempt the
direct insurers of their liability towards the insureds according to the
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insurance policies, for which reason the stability of the reinsurers
affects the business outcomes of the insurance companies.
15.17.16 Legal precedents and class actions
Legal precedents, class actions, etc., have a potential effect on the
activity of the Phoenix and its business outcomes.
15.17.17 Frequency and severity of natural damage
The occurrence of natural disasters in Israel has an effect over the
scope of claims for damages.
15.17.18 Insolvency of large borrowers
Over the last year, the Phoenix has given significant credit to a small
number of borrowers. The collapse of one or more of them and the
inability to realize collateral given may cause a loss of some or all of
the principal of the loan for these borrowers.
15.17.19 Crash of computers
Physical damage to the computers of the Phoenix or deletion of data or
external intrusion into computers may cause a loss of information and
substantial damage to the company. The company has an active backup
site elsewhere in Tel Aviv. The Phoenix, after conducting an
information security survey, engages in the sector of solutions for
problems discovered and regularly tracks information security with
new developments. The Phoenix is assisted by consultation for
information security and physical security of its automation system.
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Degree of effect of the risk factor for the business affairs of the Phoenix
Major effect
Moderate effect
Minor effect
Macro-level •
Political
• Rate
•
Unemploy
risks
– security
fluctuations
ment
situation
in the
•
Econom
capital
ic situation
market
• Exchange
rates
• Interest
• Salaries
• Changes in
the
frequency
of road
accidents
and vehicle
thefts
Industry•
Collapse
• Regulation
•
Competitio
wide risks
of
• Bechar
n
reinsurers,
legislation
• Alternative
change of
• Tax
products to
their
legislation
life insurance
capacity
in the sector
•
Legal
and tariffs
of long-term
precedent
saving
s
• Frequency
and severity
of natural
damage
• Changes in
actuary
parameters
Risks
• Error in
• Bechar
• Crash of
specific to
pricing
legislation
computers.
the
• Insolvency
• Adaptations of
Phoenix
of large
information
borrowers.
systems for
• Class
regulation.
actions.
The degree of effect of these risk factors over the activity of the phoenix is
based on an estimate only and it is possible that the actual degree of effect
will be different.
15.18 Holdings in Menora
On March 13, 2005, a transaction between Delek Investments and Menora was
completed, whereby Delek Investments purchased 9.99% of the issued capital of
Menora (after allocation), by way of a private issue of Menora to Delek
Investments. In exchange for the shares purchased, Delek Investments paid a
sum of 44 million dollars. In addition, Delek Investments received an option
(that may be realized within 19 and a half months of December 15, 2004) to
purchase from Menora (also by way of a private issue) up to another 5% of the
issued share capital of Menora. The realization of the option requires Delek
Investments to possess throughout the option period a minimum proportion of
the share capital of Menora as determined in the agreement.
After the signing of the agreement, Delek Investments signed an agreement with
the controllers of Menora (hereinafter: “the Shareholders Agreement”), which
includes, inter alia, instructions on the “first opportunity right” that Delek Motors
will grant to its controllers in Menora in the case of it requesting to sell its shares
in Menora to other parties and a “tag along right” that was granted to Delek
Motors in the case of the controllers of Menora wishing to sell their shares in
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Menora to others such a manner that after the sale the holdings of the controllers
of Menora would decrease to 50% or lower. In addition, the agreement
determined instructions for protecting the minority rights of Delek Investments
that deal with the need for receiving the consent of Delek Investments for
voluntary liquidation of Menora and for a substantial change in the memorandum
and/or articles of Menora (apart from for the purpose of increasing the registered
capital). These rights require, inter alia, a minimum holding rate of Delek
Investments in Menora as determined by the shareholders agreement.
Menora is a public company whose shares are traded on the Tel Aviv Stock
Exchange, under the control of Menachem Gurevich. Menora engages in the
following sectors of activity: life insurance, property vehicle insurance,
compulsory vehicle insurance, property insurance, liability insurance, health
insurance and pension funds and provident funds. Menora purchased, inter alia,
in the last quarter of 2004, Mivtachim Pension Funds Ltd.
15.19 Forecast for Development in the Coming Year
The company intends to examine expanding its activities in the financial sector
following its investments in Menora and the Phoenix. For this purpose the
company is evaluating the possibility of establishing a new company which will
concentrate new activities in these areas.
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16.

Additional Operations
The Delek Group has different operations that are not included in the above sectors and
whose income and expenditures are not substantial in relation to the Delek Group's
operations. These activities are included in the Group's financial statements as of
December 31, 2005 and are listed as "other". They are, as follows:
16.1 Desalinization – Delek's involvement in desalinization is done through Delek
Infrastructure, which holds 50% of IDE Technologies (hereinafter: “IDE”). IDE
deals in the establishment and operation of seawater desalination plants, central
facilities for the purification of industrial sewage and effluent and refrigeration
facilities. At various locations worldwide, IDE has established seawater
desalination plants. In certain locations it acts as operator while at some it
constructs the facilities on behalf of other operators. A partnership wholly
owned by IDE has established a seawater desalination plant in Cyprus that has
had an output of 18 million m3 per annum since July 2001.
IDE was part of the group that secured a tender published by the Israeli
Government to create a BOT desalination plant in Ashkelon. According to the
tender, the period of operation is to extend over 24 years and 11 months, starting
August 20, 2002. The expected investment by all the partners is estimated at NIS
1 billion. VID Desalination Company, Ltd. (hereinafter: “VID”), in whose
capacity IDE participated in the Israeli Government tender, is also held by Veolia
Water, SA of France as well as by Eleren Ltd. (Israel). IDE holds approximately
50% of VID. IDE’s share in the construction was 50%, whereas its share in the
operation was 40.5%. On January 22, 2003, VID entered into agreements with
investors and institutional investors to finance the project. The volume of
financing could reach NIS 760 million (with an additional NIS 52 million in
supplementary financing) dependent upon certain milestones. The additional NIS
235 million (and an additional NIS 17 million in supplementary financing) will
be financed by VID from shareholders’ equity and shareholder loans.
The desalination plant began operations in August 2005 and is the largest and
most advanced of its kind in the world. The desalination plant currently
possesses an annual output of 100 million cubic meters of desalinated water. The
operation of the desalination plant in Ashkelon began after receiving the
approval of the Ministry of Health, the Water Commission, the Desalination
Authority and the Ministry of the Environment. It should be noted that with a
certain additional investment and without disrupting the current operations of the
facility, it is possible to expand the output of the plant to a level of 120 million
m3 per annum.
At the end of 2005, IDE secured a tender to supply four desalination plants – at a
value of $90 million – to one of the largest oil refineries in the world – in Gujarat,
India. These are multi-stage refinery type thermal plants, each intended to
provide 24,000 m3 per day of feed water for boilers and process water for the
refineries. The plants will be supplied over the course of 15-24 months.
16.2 Power Generating Station - In the framework of building the
desalination plant, a Delek Infrastructure subsidiary also secured a tender

to build a power generating plant on the grounds of the desalination
facility in Ashkelon. The power station will produce 80 megawatts of
electricity and is part of the BOT contract for the Ashkelon desalination
plant. Most of the capacity of the generating station is to be used by the
desalination plant, with the rest being sold to private customers and/or the
IEC. When the desalination plant stops operating, the power station will
become State property.
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In 2003, a financing agreement for the construction of the power station was
signed for NIS 260 million and a "Notice to Proceed" was issued to the
contractor, Siemens Nederland, NV.
The construction of the power plant is in progress and its completion requires a
"test run" with natural gas. The running-in of the power station and its operation
did not take place at the planned date (end of Q2/2005), due to delays in the
arrival of natural gas to the plant, as a result of delays on the Government level.
The gas is meant to be transported to the site via a nationwide gas transportation
network that is expected to be constructed by a government corporation that was
set up by the State. The gas transportation company expects the system to be up
and running by July 2006, although there is no certainty that the governmental
gas transportation company will meet its objectives. Regarding the delays in the
delivery of the gas to Ashkelon and the ensuing implications, see note 19(8)(b) to
the company’s financial statements.
Infrastructure operations usually require heavy financial investments in
construction and running-in processes that usually last 2-3 years. Revenues are
generated only subsequent to that period.
16.3 Additional Investments and Holdings: Delek Group has additional

investments and holdings that are not significant in relation to the volume
of its operations. These include holdings in high-technology companies,
hedge funds and financial investments.
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Part Four – General Company Issues
17.

Human Resources
17.1 Company Staff
The total number of employees at the Company and at Delek Investments is 12.
Four hold senior management positions in the Company and the rest are staff and
administrative employees. These employees also serve as managers and
employees of Delek Investments.
There has not been a substantial change in the company staff over the last several
years.
17.2 Officers of the Company and Senior Management

Positions at the Company

18.

17.2.1

In addition to the four senior managers mentioned in sub-section 15.1,
above, there are eleven CEOs and chairpersons of the boards of
directors of the various subsidiary companies in the different sectors in
which the Company operates.

17.2.2

Perquisites and Employment Conditions – Group officers and senior
managers are employed under personal contracts that include various
forms of pension coverage. Some managers are entitled to up to six
months pay after leaving the company. Certain managers possess option
plans or loans to purchase shares in Group companies. In addition,
bonuses are usually given to senior managers depending on various
parameters, such as: Management rating, business results and personal
accomplishments. The officers of the Company are also insured and are
indemnified against damages from their work at the Company.
On Jan-9-2006, Gil Agmon, CEO of DAS, was allocated 9,000,000
ordinary shares of DAS (approx. 10% of its share capital), in return for
NIS 255 million. For additional details regarding the guarantee that was
granted to the bank that provided Gil Agmon with financing for the
purchase of the shares and regarding the collateral that was made
available to Delek Investments, see Note 9.4(b) to the company’s
financial statements, as well as its immediate report dated Jan-10-2006.

Financing
(This section does not deal with loans taken by subsidiaries in the specified sectors,
unless noted otherwise.)
18.1 Following below is a listing of average interest rates on loans from
bank and non-bank sources that were in effect in 2005 and that are
not intended for specific use by the Company:
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Average Interest Rate

Bank Sources

Non-Bank
Sources

Short Term
Loans

Long-Term
Loans

NIS-linked credit

4.6

5.1

NIS unlinked credit

5.2

-

USD

4.5

4.4

Yen

1.6

-

Euro

4

-

NIS-linked credit

-

4.8

4.5

-

NIS unlinked credit

18.2 Credit Received Between the Date of the Financial

Statements and the Date of the Periodical Report:
Following below is a list of the credit received by the Company and Delek
Investments between December 31, 2005 and the date of the periodical report
(March 22, 2006)1, in NIS millions:

Bank Sources
Non-Bank Sources

Short Term Loans
56

Long-Term Loans
-

18.3 Credit Facilities - The Company and Delek Investments possess credit
facilities amounting to NIS 1,491 million as at Mar-22-2006. From this facility,
the Group utilized NIS 849 million as at the present time (including
compounded interest). The credit facilities are not secured and can be changed.
18.4 Variable Rate Loans - Following below are the details of credit taken by the
Company and Delek Investments at variable rates in 2005:
Mechanism
Prime +
USD Libor +
Euro Libor +
Yen Libor +

2005 Interest Rate
Range
4.5 - 6.3
3.5 - 5.3
3.9 - 4
1.6 - 1.625

Interest rate in
proximity to Mar-222006
6.6
5.8
-

18.5 Credit Rating - The last series of bonds that was issued by the Company was
rated AA by Maalot, the Israel securities rating company, on Nov-17-2005.
18.6 Financial Covenants
Regarding short and long-term loans from banks whose balance as at December
31, 2005 totals approximately NIS 500 million, Delek Investments has
undertaken that its shareholders' equity, in addition to long-term shareholder
loans and minority interest, will not at any time drop below the sum of NIS 2501

Some of the monies will be used, or were used, to repay other debts.
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350 million and that the shareholders’ equity of the company, in addition to longterm shareholder loans, shall not at any time fall below 35% of the balance sheet
total of Delek Investments or the consolidated balance sheets. True to December
31, 2005, Delek Investments is complying with these covenants.

19.

Taxes
For a description of the tax laws that pertain to the Company, see Note 33 to the
financial statements.

20.

Guarantees and Liens
20.1 Guarantees
For a description of the guarantees of the Company, see Note 25 to the financial
statements.
20.2 Liens
Following below are the details of the Group’s liens that do not relate to any of
the sectors as described above:
20.2.1

Delek Group Liens:
A permanent first degree pledge to Bank Leumi and Bank Hapoalim of
81,000 ordinary shares, each of NIS 0.1 par value of Delek Real Estate
and all of the shares, rights options and revenues pertaining thereto and
all of the rights of the Company in relation thereto and in relation to a
securities deposit including rights to the cash accounts attached thereto.

20.2.2

Delek Investments Liens:
Delek Investments has collateralized various assets to Israeli banks.
Following below is a summary of the principal liens:
50,132,161 shares of Delek Automotive Systems, which constitute
100% of the Delek Investment shares in Delek Automotive Systems.
Delek Investments holds 61% of the share capital of Delek Automotive
Systems.
9,050,865 shares of Matav, which constitute 75% of Delek
Investment's holdings in Matav, in which the company holds 40%.
2,444,604 shares of Delek Energy Systems which account for 60% of
Delek Investment's holding in Delek Energy Systems. Delek
Investments holds 89% of the share capital of Delek Energy Systems.

For details regarding security and collateral provided by other
companies in the Group in various sectors of operation, see the
discussion concerning the different sectors.
Legal Proceedings
20.2.3

21.

For a description of material legal proceedings in which Group companies are involved
see Note 25a to the financial statements.
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22.

Business and Strategic Goals
The Company examines its goals and strategies from time to time, updating them as the
business environment changes and as opportunities arise:
Following below are the main strategic goals:
22.1 Improved business practices in order to increase return on equity over
22.2
22.3
22.4
22.5
22.6
22.7
22.8

23.

time and to take advantage of new business opportunities
Concentration on substantial and high-growth holdings in which the Group
can have a substantial ability to influence.
Constant scrutiny over possibilities to expose value in held companies.
Examination of possibilities of entering into strategic partnerships with
other companies in Israel and abroad.
Increasing the Company's activities abroad through appropriate business
opportunities and lessening the dependence on the Israeli market.
To take advantage of opportunities in the relevant markets in order to
realize investments.
To execute goals via widening and more diversified financial sources.
Contributing and assisting to the community in Israel.

Expected Developments in the Coming Year
For expected development in the coming year, see discussion concerning each sector.

24.

Financial Information Regarding Geographical Regions
Following below is a description of the geographic areas wherein the Group is most
active:
Israel – The Company is active in Israel in the following sectors (real estate,
automotive, fuel products, energy, biochemicals, telecom and insurance).
USA – The Company is active in the USA in fuel products, refinery operations and
biochemicals.
England – The Group is active in real estate.
Canada – The Company is active in real estate.
Western Europe – The Company is active in real estate and biochemicals.
For additional information concerning geographical regions see Note 35 to the financial
statements.

25.

Risk Factors
The Company is predominantly a holding company and therefore the main risk factors
come from those specific to each and every area of activity. These were explained in
the sections dealing with each individual sector. Aside from those, following below are
the additional central risks that the Group is exposed to, in Israel and abroad:
25.1 FX Volatility The Company and its investee companies have loans denominated
in foreign currency, exposing the Company to the volatility of the FX markets.
These markets could also influence the financial results of the Company and its
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investee companies, since a substantial part of the Company's acquisitions and
revenues are denominated in FX.
25.2 Changes in Interest Rates: The Company and its investee companies possess NIS
denominated variable rate loans, exposing the company to changes in the bank
interest rate in Israel. Some of the Group companies have assumed variable rate
loans overseas, exposing them to foreign rate movements. These changes can
potentially have an impact on the results of the Company and its investee
companies.
25.3 Economic Slowdown and Changes in Markets: The Group operates in various
countries around the world. Changes in those markets and economies and
especially economic slowdowns (including in Israel) can have adverse effects on
the operations of the Company and its investee companies.
25.4 Capital Markets The volatility of securities held by the Group can serve to
expose it to risks resulting from capital market volatility. An Israeli or global
market decline can harm the Company's prospects for raising capital and for
selling its holdings for capital gains. In addition, weak capital markets can have
an adverse effect on the ability of the Company and its holdings to issue shares
and may cause a decline in the prices of securities issued by the Company after
their issuance.
25.5 Security Situation A worsening security and political situation in Israel can have
a negative effect on operations amongst others, by discouraging foreign
investors and corporations from investing in and dealing with Israeli companies.
A deteriorating security situation could also cause economic slowdown or
recession which may adversely affect the Company's sales and financial results.
Moreover, some of the company’s infrastructure facilities – including the
desalination plant and the power generation plant, are located in relative
proximity to the Israeli border with the Gaza Strip and are therefore exposed to a
security threat as a result of terrorist attacks.
25.6 Amendments to Legislation and Standards: Changes to Israeli and foreign
antitrust law, government tenders, fuel regulation, natural gas regulation,
telecom laws, insurance regulations, price controls, import duties, consumer
protection and other regulations and laws can have a negative effect on the
Company's performance.
It should be noted that that the Class Action Law (2006) was published in March
2006. This law sets a general and uniform manner for submitting and managing
class action suits and may result in an increase in the number of requests for the
approval of claims as class action suits, thereby increasing the exposure to such
lawsuits, although this matter is contingent upon the interpretation that the courts
will adopt to this law, inter alia.
Changes in accounting standards can also have an effect on the financial results
of the Company and its holdings and on their ability to distribute dividends.
25.7 Bank Supervision: The Company and some of its investee companies are
influenced by the "Proper Conduct of Banking Business Directives" law issued
by the Banking Supervisor (of the Bank of Israel – Israel's Central Bank) which
includes, among other things, limitations as to the scope of loans that Israeli
banks can issue to "single borrowers", to the six largest borrowers and to the
largest “borrowing group" of the specific bank (as these terms are defined by the
Supervisor of the Banks). The Company, its main shareholder and some of its
affiliates are considered a single "borrowing group". Therefore, under certain
circumstances this can have an influence on the ability of said companies to
borrow additional sums from Israeli banks. The said regulations may affect the
Group's ability to borrow additional sums from the Israeli banks and its ability to
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perform investments that require bank credit or investments in companies with
large loans from certain banks.
25.8 Licenses and Concessions: Some of the Company's affiliates operate under
licenses, permits, concessions or various other official government permissions
obtained in Israel and abroad from various authorities. These include allowances
from the Ministry of National Infrastructure, Ministry of Communications and
Ministry of Transportation. Non-compliance with the various standards and
conditions of the licenses and allowances can cause sanctions, fines or the
cancellation of the relevant permits or to non-renewal in the future by the
relevant authorities. The cancellation of permits, authorizations, licenses or
concessions may significantly harm the Company's affiliates whose activities are
dependent on these permits. Some of the licenses and concessions are granted
for a certain period and can be renewed form time to time according to their
terms and the relevant laws and there is no guarantee that these licenses or
concessions will be renewed. These events can have a negative influence on the
Companies in possession of such a license or concession and ultimately on the
profitability of the Group.
25.9 Environment: Some of the Company's affiliates are exposed to various
environmental regulations in Israel and abroad. Changes in laws, regulations or
policy can affect the profits of the Company's affiliates and ultimately the
Company.
25.10 Labor Wages and Labor Relations: Substantial changes in minimum wage laws
or major changes in other labor laws can influence the results of the Company's
affiliates and ultimately the Company's results. Strikes, work slowdowns and the
like at investee companies can also negatively influence financial results.
25.11 Antitrust: Some of the affiliates under certain circumstances can be influenced
by antitrust regulations and by individual rulings by the Anti-Trust
Commissioner. In addition, for some operations, the Group and its affiliates are
affected by antitrust laws which may influence their dealings which fall under
the definition of merger of restrictive arrangements as defined by the law. The
Company is therefore, under certain circumstances, dependent upon receiving
approvals from the above commissioner that may limit or even prevent the deals.
Various conditions in existing or future permits of mergers given by the
commissioner regarding the purchase of various holdings in various companies
by the main shareholder of the company or companies held thereby could limit
the business activities of the Company and its results.
25.12 Limitation on Divestiture of Holdings: There are legal and contractual limits to
the ability of the Company and its affiliates to sell its holdings when it wishes to
do so.
25.13 Dependence on Cash Flows of Affiliates: One of the sources of capital for the
Company originates from the profits distributed by the affiliates. Changes in the
dividend distribution policy or in the cash flows of the affiliates can have an
influence on the cash flows of the Company and its business activity.
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Following below is a list of the risk factors and their influence upon the Company:
Degree of Influence
Risk Factors

Macro-level
risks

Industry-wide
risks

Companyspecific risks

Considerable
Influence

• Interest
Rate
volatility

Medium Influence
• FX volatility
• Capital Market
situation
• Economic
slowdown
• Changes
to
legislation and
standards
• Bank
Supervision

Small Influence

• Security
situation

• Environment

• Licenses and
concessions

• Limitatio
ns
on
sale of
holdings
• Depende
nce on
affiliate
cash
flows
• Labor
relations
and
salaries
• Antitrust

For the investee companies, see also the Risk Factor sections detailed in Sections 7-15,
above.
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29 March 2006

Chapter B – Board of Directors Report on the State of the Company’s Affairs
For the year ending 31 December 2005

The board of directors of the Delek Group Ltd. (hereinafter: the “Company” and/or the “Group”) is
pleased to submit the report of the board of directors of the Company for the year ended 31
December 2005.

1. Description of the Company and its Business Environment
The Group is a holding and management company that holds three main subsidiaries in which the
business activities of the Group in Israel and abroad are concentrated, as follows:
A.

Delek Petroleum Ltd. (hereinafter: “Delek Petroleum”) – focuses on selling fuel and oil products,
operating gasoline stations and convenience stores in Israel and the US, and in operating oil
refineries in the US. In Israel, the operations are preformed via Delek the Israel Fuel Company,
Ltd. (hereinafter: “Delek Israel”) and in the U.S. via Delek USA Holdings, Inc. (hereinafter:
“Delek USA”).

B.

Delek Investments and Properties Ltd. (hereinafter: “Delek Investments”) – responsible for the
Group’s operations in the automotive sector; in oil and gas exploration and production in Israel;
in infrastructure projects; in the biochemical industry; and in telecommunications. For recent
investments in companies in the insurance sector, see section 6H below.

C.

Delek Real Estate Ltd. (hereinafter: “Delek Real Estate”) – most of the Group’s operations in the
area of real estate are effected through the Group’s subsidiary, Delek Belron, which holds
foreign companies that invest in commercial real estate overseas (mainly in England, Canada,
Sweden, Germany and Switzerland). Operations in commercial real estate as well as the
development and holding of real estate in Israel, are performed by Delek Real Estate and
Dankner Investments Ltd. During the period of the report, Delek Real Estate issued securities
to the public and listed its shares on the Tel Aviv Stock Exchange through an initial public
offering (IPO).After the balance sheet date, Delek Real Estate executed a private placement to
a wholly owned subsidiary of Bank Hapoalim.

As of December 31, 2005 the Company held 100% of Delek Petroleum and Delek Investments and
80% (approximately 71% after the balance sheet date) of Delek Real Estate.
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2. Principal Operations During the Period of the Report
The Group’s net profit for the year amounted to approximately NIS 622 million compared with
approximately NIS 403 million in the previous year, an increase of approximately 54%. The net profit
for 2003 was approximately NIS 183 million.
The Group’s (gross) revenues in the report year amounted to approximately NIS 20.3 billion,
compared with approximately NIS 14.3 billion in the previous year, an increase of approximately 42%.
The Group’s EBITDA, profit before financing expenses, tax, depreciation and amortization amounted
this year to approximately NIS 1,669 million, compared with approximately NIS 1,169 million, an
increase of approximately 43%.
The increase in net profit, in revenue and in EBITDA in the reported year was mainly due to the
results of operations of the La Gloria refinery in USA, which was purchased at the end of April, and
from an improvement in business results in the operations of the gasoline stations in the USA. The
Company also generated profits during the report period following the initial public offering by Delek
Real Estate and Gadot Biochemical, and the realization of real estate assets.
During the report year, Delek USA, through its subsidiaries, completed the purchase of a refinery with
a capacity of 60,000 barrels per day in the US which commenced operation at the end of April 2005,
and a crude oil transportation pipeline, for a total sum of approximately NIS 320 million (including fuel
inventory).
As a result of the refinery operations during a period of approximately eight months after the
purchase, and as a result of an improvement in the profitability of the gasoline stations during the
reported year, the contribution made by Delek USA to the Group’s profits increased to approximately
NIS 310 million in the reported year, compared with approximately NIS 20 million last year.
2005 was characterized by the entrance of the Company, via its subsidiary Delek Investments and
Properties, into the field of finance, for the first time, by acquiring holdings in two insurance
companies.
In March 2005, a purchase of approximately 10% of the issued capital of Menora Insurance Holdings
Ltd. was completed at a cost of approximately NIS 191 million, and an option for the purchase of an
additional 5% was received. In December 2005, the purchase of approximately 25% of the shares of
Phoenix was concluded at a cost of approximately NIS 720 million. The option to purchase of an
additional 8%, at a cost of approximately NIS 230 million, was also acquired.
Likewise, in 2005, real estate operations overseas were expanded into other economically stable
countries in Western Europe.
During the reported year, convertible debentures and options were converted into shares of the Delek
Group in the total sum of NIS 498 million, and Delek Real Estate and Gadot issued shares,
debentures and options for debentures to the public. The total net proceeds of the issues of
securities to the public amounted to approximately NIS 856 million. As a result of the above issues,
the Group recorded a profit of NIS 121 million during the reported period.
A special purpose company (SPC) issued debentures in the US for a total of $275 million as part of
the Yam Tethys project and the Company issued debentures to the institutional market in Israel for a
total of approximately NIS 929 million. A significant portion of the sums raised in these issues
constituted long term credit which was used to redeem short term credit from banks, which has
brought about a significant improvement in the Group’s working capital.

B -2

During the period of the report, the Group’s working capital increased from a negative of NIS 1,091
million at 31 December 2004 to a positive working capital of approximately NIS 343 million – an
increase of approximately NIS 1,434 million.
After the balance sheet date, Delek Real Estate allotted shares constituting 11% of Delek Real
Estate’s issued capital to a wholly owned subsidiary of Bank Hapoalim, in consideration for
approximately NIS 255 million. Likewise, after the balance sheet date, Delek Automotive allotted
approximately 10% of its shares to the CEO of Delek Automotive as part of a private issue, for
approximately NIS 255 million. As a result of these issues, the Group will record profits of
approximately NIS 185 million in the first quarter of 2006.
The board of directors of the Company has proposed to pay an additional dividend in the sum of
approximately NIS 61 million due to the profits of the fourth quarter of 2005. It should be noted that
during the reported year, the Company has already paid dividends totaling approximately NIS 384
million, not including the above sum (see details in section 9 below).
For more details of the operations of the companies in the Group, see below.

3. Results of Operations
Contribution by Areas of Operations
The following are details of the net profit of the Group, by main areas of operations (in NIS millions):

1-3/05

4-6/05

7-9/05 10-12/05

2005

2004

Delek USA Operations

(1)

33

162

116

310

20

Israeli Fuel Sector Operations

5

6

(3)

(23)

(15)

(11)

6

(12)

3

2

(1)

35

65

47

43

34

189

163

17

17

32

34

100

119

Biochemical Operations (1)

6

8

13

4

31

60

Communications Operations

(10)

(10)

(15)

(22)

(57)

(26)

(2)

91

(1)

(23)

65

43

86

180

234

122

622

403

Petroleum and Gas
Exploration and Production
Operations
Automotive Operations
Real Estate Operations

(1)

Capital Gains and Others
Total Profit

(1)

(1)(2)

Following the public issues of Delek Real Estate and Gadot Biochemical which took place during the course of the year, the
percentage of the Group’s holdings in Delek Real Estate fell from approximately 90.1% to approximately 80% and in Gadot
Biochemical from approximately 71% to approximately 64.1%. Due to these issues, the company recorded capital gains of
approximately NIS 111 million for Delek Real Estate and approximately NIS 10 million for Gadot.

(2)

This item includes non-ascribed financing expenses and results of other operations for infrastructure, insurance and investments,
in addition to capital gains resulting from issues.
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The following represents the principal data for the Company’s consolidated profit and loss
statements, in NIS millions:

Revenues
Less – excise and royalties
Cost of revenue
Gross profit
Sales, marketing and station
operation expenses
General & Management Expenses
Profit from Operations
Net Financing Expenses
Net profit from realization of
investments in subsidiaries
Other revenue (expenses), net
Profit Before Income Tax
Income tax
Profit after income tax
Net share of profits of affiliates and
partnerships
Net minority share of profits of
consolidated companies.
Profit from ongoing operations
Net cumulative effect of changes in
Accounting Rules, from start of period
Net profit

1-3/05 4-6/05 7-9/05 10-12/05
3,406* 4,872* 6,265*
5,804*
488*
542*
496
488*
2,918 4,384 5,723
5,308
4,676
2,463* 3,806* 4,857*
455
578
866
632

2005
20,347
2,014
18,333
15,802
2,531

2004
14,275
2,026
12,249
10,234
2,015

199

209

224

229

861

814

65
191
98
93

93
276
143
133

97
545
211
334

82
321
142
179

337
1,333
594
739

296
905
342
563

9

103

18

9

139

100

23

17

68

5

113

(28)

125
39
86

253
57
196

420
150
270

193
93
100

991
339
652

635
189
446

52

21

14

59

146

136

(52)

(37)

(50)

(37)

(176)

(159)

86

180

234

122

622

423

_

_

_

_

_

(20)

86

180

234

122

622

403

*Reclassified

Revenues
Consolidated revenues for the Company in the reported year amounted to approximately NIS 20.3
billion compared with NIS 14.3 billion in the previous year. The increase in revenues was mainly due
to the refinery activities from fuel operations in the US, due to the purchase of 100 gasoline stations
and convenience stores in April, 2004 and due to the increase in the price of fuel in the US and Israel.
Gross profit
The gross profit for the reported year totaled approximately NIS 2,531 million compared to
approximately NIS 2,015 million in the previous year. The increase in gross profit was mainly due to
the operations of the refinery and fuel sector in the US, as stated above.
Sales, marketing and station operation expenses
The increase in sales, marketing and gasoline station operating expenses during the reported year,
compared with the previous year, was mainly due to the purchase of 100 gasoline stations in the US
and from an increase in the automotive sector’s marketing and selling expenses.
General & Administrative Expenses
The increase in general and administrative expenses in the reported year compared with the previous
year is mainly due to the operations of the refinery in the US and from the full consolidation of
Dankner Investments in the reported period compared to a partial consolidation in the previous year.
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Net Financing Expenses
The Group’s net financing expenses in the reported year amounted to approximately NIS 594 million
compared with NIS 342 million in the previous year, a net increase of approximately NIS 252 million.
The increase in financing expenses was mainly due to the following reasons:
• An increase in the Group’s credit, mainly due to the acquisition and the first time consolidation of
Dankner Investments, and the acquisition of Matav during 2004, from the acquisition of Menorah
and the Phoenix during the reported year and from an increase in credit in fuel operations in
Israel. Likewise, financing expenses were affected by an increase in interest rates which took
place during the reported year, and by the commencement of operations that were in the process
of being set up in the previous year, and therefore, the financing expenses in respect of these
were capitalized for the cost of the asset (the production facility at Yam Tethys in the first quarter
of last year, and the IPP Electricity Generating plant).
•

An increase in the growth rate of the CPI during the reported year compared with the previous
year (2.7% in the reported year compared with 0.9% in the previous year), which brought about
an increase in financing expenses for loans and linked debentures in the sum of approximately
NIS 65 million.

•

The fact that during the previous year, this item had included profits in the sum of approximately
NIS 42 million, due to an increase in the value of Delek Investments’ and Delek Group’s security
portfolio, which reduced financing expenses compared with profits of approximately NIS 5 million
in the reported year.

•

The recording of exchange rate differentials for loans taken in US dollars for the purpose of
financing the operations of Yam Tethys of approximately NIS 33 million.

•

An increase in the financing expenses in Delek USA, of approximately NIS 88 million. This was
primarily as a result of a reduction in the value of various futures contracts for fixing refinery
margins which do not constitute hedging. These were recorded in the Israeli financial statements
as financing expenses of approximately NIS 42 million. Expenses for the balance of costs of
raising loans taken in the past and repaid during the second quarter was approximately NIS 14
million. Additional factors affecting the financing expenses were an increase in the sum of the
loans for the purchase of 100 gasoline stations and convenience centers during the course of
2004, and the acquisition of a refinery during the reported year, as well as an increase in interest
rates on the loans in the USA.

•

The increase in the financing expenses is net, after being set-off against a reduction in the
financing expenses of Delek Automobile in the sum of approximately NIS 36 million in the
reported year, compared with the previous year, which was mainly due to profits from futures
contracts and from a revaluation of supplier balances which gave rise to financing revenues
during the reported year.

Net profit from realization of investments in subsidiaries
Profits from the realization of investments, in the sum of approximately NIS 139 million, were due to
profits from the issue of shares in Delek Real Estate in the sum of approximately NIS 111 million, of
shares in Gadot in the sum of approximately NIS 10 million, of Orpak in the sum of approximately
NIS 4 million, and from the exercise of shares in the Company’s long term securities portfolio.
Net Revenue (Expenses)
Other revenue, in the sum of approximately NIS 113 million in the reported year, was mainly due to
the realization of real estate assets in England in the sum of approximately NIS 80 million (net effect
on the Group’s profits after taxes and the minority share of approximately NIS 50 million), from the
selling of the Delek Lapid Partnership which held land in Tel Aviv in the sum of approximately NIS 11
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million, from sales of a gasoline station in the USA in the sum of approximately NIS 11 million, and
others.
Net share of profits of affiliates and partnerships
The Group’s share in the profits of affiliates and partnerships during the reported year amounted to
the sum of approximately NIS 146 million compared with approximately NIS 136 million in the
previous year.
During the reported year, this item included the portion of profits of affiliates held by Delek Real
Estate, in the net sum of approximately NIS 123 million (of which NIS 85 million was for estimated fair
value of commercail real estate assets of foreign companies which prepare their financial statements
in accordance with international accounting rules), profits from realization of the assets of Shagrir,
which is an affiliate of Delek Automotive, in the sum of approximately NIS 46 million, a portion of the
profits of Avner and Amisragas in the total sum of approximately NIS 36 million, and less the losses of
Matav, in the sum of NIS 57 million.
The increase in the reported year compared with the previous year stems from an increase of NIS 14
million in this item from Delek Real Estate, mainly due to Delek Real Estate’s portion of profits from
investments from overseas affiliates, less an increase in losses stemming from Hof Ha-Carmel
Company, from profits from realization of the assets of Shagrir as set out above and less the increase
in the Company’s portion of the losses of Matav, due to the fact that Matav’s results were included
partially last year, and as a result of the increase in Matav’s total losses.
Net minority share of profits of consolidated companies.
The net minority share of the profits of consolidated companies increased from approximately NIS
159 million last year to approximately NIS 176 million this year. This increased was mainly due to an
increase in the ratio of the minority share of the profits of Delek Real Estate and Gadot, as a result of
the issues that they effected.

4. Financial Situation, Sources of Financing and Liquidity
Working Capital
For the first time in a number of years, and following the significant capital raising operations done in
the reported year, the Group moved from negative working capital to positive working capital. On 31
December 2004, the working capital amounted to a negative NIS 1,091 million compared with positive
working capital of NIS 343 million as at the date of the report, an increase of NIS 1,434 million.
The main changes for the reporting year compared with the end of 2004 are to be found in the
following balance sheet items:
Cash and Short Term Investments
The financial assets of the Group grew during the reported year from about NIS 746 million to about
NIS 1,516 million, an increase of about NIS 770 million.
The increase in cash and short term investments in the sum of approximately NIS 303 million was
mainly due to the sale of companies and from the issuance in the real estate sector, an increase of
approximately NIS 189 million stemmed from the new operations of the refinery in the USA, which
was consolidated for the first time, and an increase of approximately NIS 258 million stemmed from
the portion of Delek Drilling and Delek Investments in the proceeds of the overseas debenture
offering, after the repayment of loans to Israeli banks.
Accounts Receivable
An increase of approximately NIS 532 million, of which an increase of approximately NIS 170 million
stems from the operations of the US refinery, an increase of approximately NIS 160 million from the
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Israeli fuels sector, and an increase of approximately NIS 158 million from the increase in trade
receivable balances in the automotive sector.
Other receivables and debit balances
An increase of approximately NIS 240 million, stemming mainly from an increase in the sum of
approximately NIS 80 million in the real estate sector, approximately NIS 63 million due to a divided
for receipt from The Phoenix and the rest, an increase from fuel operations in Israel and in the USA.
Inventory
An increase of approximately NIS 633 million, stemming mainly from the increase of approximately
NIS 309 million, itself stemming from operations of the refinery in the USA and from an increase of
approximately NIS 227 million in inventory for the automotive sector and an increase of approximately
NIS 96 million from fuel operations.
Investments
Total net investments in subsidiary companies and others was NIS 1,054 million.
This increase was mainly due to the acquisition of 25% of the shares in The Phoenix, after a dividend
that was received, in the sum of approximately NIS 658 million, the acquisition of approximately 10%
of the shares of Menora, in the sum of approximately NIS 191 million, and from an increase in the
investments of affiliates in the real estate sector, in the sum of approximately NIS 174 million.
A reduction in land available for leasing, in the sum of approximately NIS 750 million, stems from
termination of consolidation of the financial statements of companies sold by Delek Belron and assets
sold in England, which caused a subtraction in assets at a reduced cost of approximately NIS 1,015
million, and on the other hand, from the addition of land designated for leasing, and an addition for a
company consolidated for the first time, in a total sum of approximately NIS 231 million, and from the
effects of depreciation and amortization, and conversion differentials for overseas assets.
The increase in long term loans, deposits and debts amounted to approximately NIS 116 million. The
increase was mainly due to long term deposits in the sum of approximately NIS 76 million made by
Delek Drilling and Delek Investments out of the proceeds of the debenture issue, these deposits being
a safety net for debt service under the debenture conditions.
Fixed Assets
Fixed assets increased by approximately NIS 505 million, net. The main increase, in the sum of
approximately NIS 256 million, stems from the acquisition of the refinery in the USA, and an increase
of approximately NIS 174 million stems mostly from the acquisition of stations in the USA. There was
also an increase, in the sum of approximately NIS 80 million, which stems from investments made in
a project at the electricity generation power plant at Ashkelon.
Short Term Credit from Banking Corporations and Others
There was a NIS 129 million increase, net. This increase mainly stems from an increase in current
liabilities for long term debentures issued by companies in the Group.
Accounts Payable to Suppliers and Service Providers
There was an increase of approximately NIS 550 million, stemming mainly from the increase of
approximately NIS 442 million, as a result of operations of the refinery in the USA and of Delek
Automotive supplier balances in the sum of approximately NIS 42 million, and an increase in fuel
operation supplier surpluses in the sum of approximately NIS 38 million.
Long-Term Loans
There was a decrease of approximately NIS 286 million, resulting mainly from a decrease in long-term
loans in the sum of approximately NIS 902 million in the real estate sector, of which the sum of
approximately NIS 611 million is mainly due to the discontinuance of the consolidation of loans of
companies and assets that have been sold. On the other hand, there was an increase in long-term
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loans of the fuel sector in the amount of approximately NIS 421 million, mainly due to the refinancing
carried out in Delek USA and due to loans for the purchase of the refinery, as well as an increase of
approximately NIS 131 million in Delek Investments and approximately NIS 84 million in Delek
Ashkelon (IPP).
Debentures Convertible for Shares in the Company
There was a decrease of approximately NIS 398 million, resulting mainly from the conversion of
debentures into shares in the report year in the sum of approximately NIS 358 million and from an
increase in current maturities in the sum of approximately NIS 43 million.
Debentures Convertible for Shares of Consolidated Companies
There was an increase of approximately NIS 271 million, stemming from an issue of convertible
debentures of Delek Real Estate in the sum of approximately NIS 185 million, and from an issue of
convertible debentures of Gadot in the sum of approximately NIS 86 million.
Other Debentures
There was a net increase of approximately NIS 1,894 million.
The main increase stems from a private issue of long-term debentures to institutional entities, effected
by the Delek Group, less current maturities in the total sum of approximately NIS 886 million, from an
issue of debentures to the US institutional market, effected by the Israeli partners of the Yam Tethys
business, of which, the portion held by Delek Drilling and Delek Investments, less current maturities,
amounts to the sum of approximately NIS 557 million from issues of debentures of Delek Real Estate
less current maturities in the sum of approximately NIS 413 million.
Shareholders’ Equity
Shareholder’s equity as at 31 December 2005 amounted to approximately NIS 2,276 million
compared with approximately NIS 1,545 million as at 31 December 2004.
The increase in shareholder’s equity is mainly due to profits in the reporting year in the sum of
approximately NIS 622 million, from conversion of debentures in shares of the Company in the sum of
approximately NIS 358 million, and from exercise of option warrants for shares of the Company in the
sum of approximately NIS 140 million, less dividends in the sum of approximately NIS 384 million.
Contingent Liabilities
The Company’s accountants draw attention, in their Opinion, to lawsuits against the Company and its
subsidiaries. For details see Note 25 a to the financial statements.

5. Financing Sources
A.

In the report year, the Company raised approximately NIS 932 million via the issue of a number
of series of debentures in the Israeli institutional market. For details see Note 22 B to the
financial statements.
It should be noted that during the report year, Ma’alot increased the rating of the Group’s
debentures to AA, and rated another series of NIS 400 million for the raising of funds via
debentures with a rating of AA.

B.

In March, 2005, a project-based capital raising procedure was completed, wherein the partners
in the Yam Tethys project issued debentures to institutional investors in the US for a sum of
approximately $ 275 million. For additional details, see the chapter dealing with oil and gas
exploration and gas production.

B -8

C.

Financing of Delek USA
In order to finance the purchase of the refinery and gasoline pipeline in the USA, Delek USA
raised loans from banks in the USA, and a subsidiary of Delek USA refinanced its loans. For
additional details see chapter 6A - Delek USA.

D.

Conversion of Debentures and Exercise of Options for Shares of the Company
During the report year, convertible debentures and options in the sum of approximately NIS 498
million were converted into shares of the Company. For details, see Notes 27 B and 22 B(2).

E.

Surplus financial assets of the Company (in non-consolidated statements) as at 31 December
2005 totaled approximately NIS 164 million (including a total of approximately NIS 1,346 million
in loans, net, to companies of the Group).
Surplus financial liabilities of Delek Investments (in the non-consolidated statements of Delek
Investments) as at 31 December 2005 totaled approximately NIS 1,072 million (including a total
of approximately NIS 604 million in loans, net, from the companies of the Group).

F.

For the public issue of shares and debentures of Delek Real Estate and Gadot, see chapters 6E
and G below.

6. Analysis by Segments of Operations
A.

Delek USA
The following are the results for Delek USA, as included in the Group’s financial statements:
2005

2004
Convenience
Stores and
Gasoline Stations
NIS
Millions
3,846
570
411

2003
Convenience
Stores and
Gasoline Stations
NIS
Millions
2,633
438
310

159

128

127

89

73

598

70

10

4

130

42

478
310

31
20

NIS
Millions
9,190
1,174
449

NIS
Millions
4,239
527
-

Convenience
Stores and
Gasoline Stations
NIS
Millions
4,951
647
449

725

527

198

Total

Revenues
Gross profit
Sales and station
operation
expenses
Profit before joint
expenses
General &
Administrative
Expenses
Operating Profit
(1)(2)

Other Revenues
Financing
Expenses (2)
Pre-Tax Profit
Net profit
(1)

Refinery
Operations

55
2
22
35
21

Including depreciation and amortization in the sum of approximately NIS 90 million in 2005 and approximately NIS 80 million,
and approximately NIS 52 million in 2004 and 2003 respectively.

B -9

(2)

Losses from future transactions for the setting of distillation margins which do not constitute according hedging in the sum of
approximately NIS 42 million were recorded to the Israeli financial statements as financing expenses.

Delek USA operates a refinery with a maximum production capacity of 60,000 barrels a day, and a
crude oil pipeline, which are located in the State of Texas, USA, and Market refined petroleum
products and merchandise through a network of 349 convenience centers and gasoline stations in
eight neighboring states in the southeastern of USA especially concentrated on the State of
Tennessee (198 stations), Alabama (92 stations) and Virginia (36 stations), under the name of
MAPCO Express. In addition, Delek USA sells fuel products as an exclusive supplier to
approximately 61 stations operated by third parties, and to other stations, without a supply contract.
Delek USA operates in the same markets where large oil companies and large department store
chains, which also compete by selling oil and other products, are active and therefore, Delek’s share
of the total American market is negligible. However in Nashville and Memphis (in the State of
Tennessee), and in northern Alabama, Delek USA owns one of the largest market shares in its area
of operations.
In April 2004, Delek USA purchased 100 gasoline stations and convenience stores. The increase in
sales, gross profit and expenses for the period of the report compared with the corresponding period
in the previous year is influenced, inter alia, by this purchase since the results for the first quarter of
2004 and part of the second quarter were not included in the data that follows.
On 29 April 2005, Delek USA purchased the La Gloria refinery, a crude oil refinery with a maximum
production capacity of 60,000 barrels, and a crude oil pipeline, located in the State of Texas, USA.
The purchase was effected via a wholly owned subsidiary, Delek Refining, Inc. “Delek Refining”). The
purchase of the refinery and the pipeline amounted to approximately 320 million NIS (including
physical inventory). In the assessment of Delek USA, in the coming five years, there will be a need to
invest an amount of approximately $ 75 million for the purpose of improving the purchased asset.
The purchase was financed by Delek USA via loans from banks in the USA, in the sum of $ 50
million, of which the sum of $ 20 million was repaid during the fourth quarter of the year, and a
shareholders’ (Delek Group) loan in the sum of $ 35 million from the Delek Group, of which the sum of
$ 17.5 million was repaid during the fourth quarter of the year.
For the purpose of financing working capital and the operation of the refinery, Delek USA established
a four year credit facility, in the sum of an additional $ 250 million, from a consortium of US banks. In
order to guarantee the credit that Delek USA received from US banks, Delek USA collateralized
certain assets and committed to meet certain financial criteria (covenants).
Similarly, in April 2005 a subsidiary of Delek USA effected refinancing and enlisted loans totaling
$ 165 million, and an additional $ 40 million credit facility, from US banks. Most of these sums were
taken for the purpose of repaying loans taken from banks in the past.
On 15 December 2005, the Company purchased the rights to operate 25 gasoline stations with
convenience stores (ownership rights in 20 stations and leasehold rights in the other 5 stations) as
well as to four real estate properties zoned for service stations (ownership rights to three of the
properties and leasehold rights to the other property) in Nashville, Tennessee, U.S. from BP Products
North America Inc. (hereinafter: “BP”). The gasoline stations currently operate, and will continue to
operate under the trading name of “BP”. The purchase was concluded at approximately $ 35.5 million
(including inventory).

B -10

The following are the results of operations of Delek USA
Sales
Sales of Delek USA during the reported period of the report totaled NIS 9,190 million compared with
NIS 3,845 million in 2004. The increase stemmed from the following main factors:
Sales of Delek Refining, in the sum of NIS 4,239 million, operations which commenced on 29
April 2005.
Purchase of 100 gasoline stations and convenience stores in April last year.
A sharp increase in fuel prices.
An increase in the sales volume of Same Store products.
The sales of Delek Refining in the report period amounted, as stated above, to approximately
NIS 4,239 million. During the report period, Delek Refining sold (including swap transactions) a total
of approximately 12.7 million barrels of distillates, an average of approximately 51k barrels per day.
Note that in the last quarter of 2005, Delek Refining completed a planned turnaround of the refinery,
at a cost of approximately $ 9 million. The turnaround lasted for approximately three weeks, during
which time, the refinery was operated partially.
Gross profit
Gross profit during the report period amounted to NIS 1,174 million, compared with NIS 570 million in
2004. The increase stemmed mainly from refinery operations which brought about a gross profit
(after depreciation and production costs) of approximately NIS 527 million, and from an increase in
the scope of operations and profitability of the convenience stores and gasoline stations, and due to
the purchase of operations of 100 convenience stores and gasoline stations in April last year.
Gross profit includes profits stemming from an increase in the value of fuel inventory (closing
inventory calculated according to the moving average method, compared with the balance of it under
the LIFO method) in the sum of NIS 37 million during the period of operations (net profit after tax of
approximately NIS 24 million).
Sales and station operation expenses
Operating expenses in the reported period of the report amounted to NIS 449 million compared with
NIS 411 million in 2004.
The increase stems mainly from an increase in the sum of approximately NIS 38 million in the cost of
operating convenience stores and gasoline stations, as a result of purchase of the operations of 100
convenience stores and gasoline stations in April last year, from an increase in credit card fees and
from an increase in fuel prices.
General & Administrative Expenses
General and administrative expenses in the report period amounted to NIS 127 million, compared with
NIS 89 million in 2004. The increase stemmed mainly from general and administrative expenses
relating to the refinery which the Company purchased on 29 April 2005.
Note that during the accounting year, amortization of goodwill in the sum of approximately NIS 21
million was included in general and administrative expenses.
Profit from Operations
During the report period, the profit from operations amounted to NIS 598 million compared with
NIS 70 million in 2004. The increase stemmed mainly from the profitability of the refining segment,
from an increase in profitability of existing stations and as a result of the purchase of 100 convenience
stores in April last year.

B -11

Other Revenues
Other revenues for the period of the report totaled NIS 10 million compared with NIS 4 million for the
corresponding period in the previous year. These revenues stem from a capital gain from the sale of
convenience stores during 2005.
Financing Expenses
Financing expenses in the period of the report amounted to NIS 130 million compared with NIS 42
million for the corresponding period in the previous year. The increase in financing expenses stems
from an increase in the Company’s loans (particularly due to the purchase of 100 convenience stores
in April last year, and the purchase of a refinery), an increase in interest rates on the loans, a onetime non-cash expense, in the sum of approximately NIS 14 million, regarding the refinancing of
Delek USA’s loans, and a net loss from forward contracts for fixing the purchase price of crude and
sales price of specific refined petroleum products, in the sum of NIS 42 million, note that these
contracts terminated during the fourth quarter of the year.
Net Profit
Net profit during the report period amounted to NIS 310 million compared with a profit of NIS 20
million in 2004. The increase stems from an increase in sales and in Delek USA operation margins.
Note that there was a significant increase in current distillation margins around the world, and in the
USA in particular, in the third and fourth quarters of 2005. This level of margins has a significant
effect on the profitability and the cash flows of refinery operations.
Net Financial Liabilities
Surplus net financial liabilities for Delek USA as at 31 December 2005 amounted to the sum of
approximately NIS 1,022 million (of which, the sum of approximately NIS 194 million amounts to net
financial debt of Delek Hungary, which is the direct parent company of Delek USA).
Surplus financial liabilities include liabilities to banks and other creditors (including companies in the
Group), less cash, cash equivalents, negotiable securities and banking institutions for derivative
transactions.
Submission of Prospectus for Listing of Securities for Trading in the United States
Delek USA submitted a draft prospectus to the US Securities and Exchange Commission (listing
document in form S-1) for the purpose of a first-time offer of its shares to the public. Note that this is
a draft which has not yet been approved, and it is not certain that it will be approved. All of the
securities to be sold under the offer are to be offered by Delek USA. The number of shares to be
offered, and the price range in the offer, has not yet been prescribed.
The draft prospectus submitted by Delek USA may be found on the internet site of the US Securities
and Exchange Commission (http://www.sec.gov). Note that the draft prospectus is subject to audit
and further comment by the US Securities and Exchange Commission, and it may reasonably be
presumed that such audit, alongside developments that might take place in Delek USA’s business,
might bring about changes to the disclosure given in the draft prospectus.
Note that there are a number of differences between the financial results of Delek USA under
accounting rules in the USA and the inclusion of them in financial statements under the accounting
rules in Israel. The main difference stems from a different accounting policy (the method of
determining cost of inventory based on LIFO in US reports compared with the averaging method used
in Israel, amortization of goodwill in Israel compared with non-amortization of it in the reports of Delek
USA) and various classifications (results of future transactions for determining distillation margins
which do not constitute hedging are included under operating profits in the US reports, but are
included under financing expenses in the Group’s financial statements).
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B.

Israeli Fuel Sector Operations

The following are the results of Delek the Israel Fuel Company:

Revenues
Gross profit
Operating Profit
EBITDA
Financing
expenses
Net Loss

2005
NIS
Millions
6,043
469
45
112
74

2004
NIS
Millions
5,281
497
53
124
55

2003
NIS
Millions
5,043
467
60
131
81

15

11

45

The Company’s operations in the Israeli fuel sector are performed by Delek the Israel Fuel Company
Ltd. (herein: “Delek Israel”), which is a private company.
Delek Israel operates in the Israeli fuel market including the marketing and distribution of fuel,
gasoline and oils as well as in the development, construction and operation of gasoline stations and
convenience stores. Delek Israel sells its products to 234 public gasoline stations in Israel.
Sales
Sales of fuels in Israel (including excise taxes) amounted to approximately NIS 6,043 million during
the year of the report compared with approximately NIS 5,281 million in the previous year (an
increase of 14%). In the previous year, sales included sales of NIS 358 million to a large institutional
customer compared with NIS 15 million in the report year. Subtracting sales to the large institutional
customer, the increase in sales is approximately 22%, and quantitative sales during the reported year
increased over the previous year by 2.1%, without reference to the sales to the large institutional
customer. Fuel prices rose by 18% on average, compared with the previous year. Likewise, the
increase in excise levies on diesel contributed to an increase in gross sales.
The quantitative increase was mainly due to an increase in sales of stations, which was off set by a
selective reduction in off-station operations, mainly due to customer credit limitations and customer
credit risks, and due to an increase in the sale of shipping fuels.
Gross Profit
The gross profit for the reported year amounted NIS 469 million compared with NIS 497 million in the
previous year.
This decrease is mainly due to a reduction in inventory profits during the report year, compared with
the previous year, whilst on the other hand, an increase was recorded in shipping fuel sales profits.
Sales Expenses, Service Station Operation Expenses and General and Administrative
Expenses
During the reported year, these expenses amounted to NIS 424 million compared with NIS 443 million
in the previous year, a decrease of NIS 19 million. The decrease in this item stems mainly as a result
of the decrease in salary expenses in the sum of approximately NIS 7 million, from a decrease in
station maintenance expenses in the sum of approximately NIS 5 million, and from a reduction in
expenses for doubtful debts in the sum of approximately NIS 5 million.
Profit from Operations
Operating profit for the reported year amounted to NIS 45 million compared with NIS 53 million in the
previous year.
The decrease stems from a reduction in gross profit during the report year, which was partially set off
by a reduction in sales expenses, station operating expenses and general and administrative
expenses.
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Financing Expenses
Financing expenses in the reported year amounted to NIS 74 million compared with NIS 55 million in
the previous year, an increase of NIS 19 million. The increase in financing expenses stems from an
increase in the known CPI by a rate of approximately 2.7% during the report year, compared with an
increase of approximately 0.9% in the previous year, from a fall in the exchange rate of the dollar by
6.8% compared with an increase of 1.6% in the previous year, and due to an increase in the
Company’s total credits which was caused mainly by an increase in fuel prices and an increase in the
excise levy on diesel, which increased customer credit.
Other Revenues
Other revenues during the reported year, amounted to approximately NIS 10 million compared with
expenses of NIS 8 million in the previous year.
During the reported year, this item included one-time revenues stemming mainly from compensation
from the Palestinian Authority for the nationalization by the Authority of those of the Company’s
assets that were located in the territories of the Authority, in the sum of approximately NIS 3 million,
and a capital gain from dilution of holdings of Orpak, in the sum of NIS 4 million, compared with
losses from exercise and assets and a provision for devaluation, in the sum of approximately NIS 4
million in the previous year.
Income Tax
Tax expenses during the reported year amounted to NIS 11 million, similar to the previous year.
Following approval of the Regulations gradually reducing the company tax rate to a rate of 25% in
2010, the Company incurred tax expenses during the reported year in the sum of approximately
NIS 11 million, compared with an expense of approximately NIS 5 million in the previous year, due to
a reduction in the tax rate at the end of the previous year to 30%. These tax expenses were caused
as a result of an updated of deferred taxes to the future tax rates known at the end of each period.
Company’s Share in the Profits of Affiliated Companies:
The Company’s share in the profits of affiliated companies in the reported year amounted to NIS 20
million compared with NIS 13 million in the previous year. The increase relates mainly to an increase
in the profits of Amisragas, an affiliate.
Net Financial Liabilities
Surplus net financial liabilities of Delek Israel as at 31 December 2005 amounted to approximately
NIS 1,212 million. Surplus financial liabilities stem from the sum of all interest-bearing loans and
credit from banks and other creditors (including companies in the Group) less cash, cash equivalents,
loans given to companies in the Group and security inventory (the financing costs of which are repaid
to Delek Israel).
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C.

Oil and Gas Exploration and Gas Production

The following are the results of oil and gas exploration and gas production operations, as included in
the Group’s results:

Income less royalties
Operating Profit
EBITDA
Financing Expenses
The Group’s share in results
of Avner
Net Profit (Loss)
Gas sales in BCM (*)

2005
NIS Millions
184
92
142
90
15
(1)
1.7

2004
NIS Millions
141
83
110
39
22
35
1.2

2003
NIS Millions
(74)
(20)
22
(5)
(72)
-

(*) The data refer to gas sales by the entire Yam Tethys group, rounded off to the nearest tenth of one BCM.

1)

Results of Operations
(a)

Most of the oil and gas operations are related to direct and indirect holdings in the Yam
Tethys project.
The results of the operations of the Yam Tethys joint venture, as expressed in the
consolidated financial statements of the Group, are effected considerably by the legal
structure in which the joint venture is held:
•

•
•

(b)

All of the results of Delek Drilling, which holds 25.5% of the Yam Tethys venture, are
consolidated in the Group’s financial statements, with the minority interest being
included in the item regarding net minority interests in profits of consolidated
companies and partnerships.
The results of the 4.4% of the Yam Tethys venture that is held directly by Delek
Investments are fully consolidated in the Group’s financial statements.
All of the results of Avner, which holds 23% of the Yam Tethys venture, are set out in
one line – net Group’s share in profits of partnerships and affiliated companies.

The Company, (through its holdings in partnerships, Delek Drilling and Avner, and in
Delek Investments, as aforesaid) sells natural gas to the Israel Electric Company (IEC)
from the Mari gas field connected to the Eshkol power station. Likewise, as of November
2005, the Company (via the partnerships and Delek Investments) has been selling gas to
the refineries at Ashdod. As a result of this, during the reported year, the Company has
continued to record operating profits before financing expenses and positive cash flows
from the operations of the sale of gas.
The principal results are as follows:
•

In the reported year, the Group earned revenue from the sale of gas, less royalties
and less sums paid for the transaction to determine the price of gas as a fixed dollar
value in accordance with a hedging transaction, in the sum of approximately NIS 180
million, compared with revenue from the sale of gas less royalties of approximately
NIS 141 million in the previous year (recognition of revenues began in March 2004).
In respect of the reported year, sums of approximately NIS 14 million were paid for the
hedging transaction to determine the price of gas in an agreement with the Electricity
Company at Delek Drilling and Delek Investments. Of this, approximately NIS 11
million were accredited to reduction of revenues from sale of gas, and approximately
NIS 3 million for financing expenses, in accordance with the ratio between the
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foreseen amount of gas in respect of which the hedging transaction was effected, and
the amount of gas actually sold during the reported year.
•

Operating profit and EBITDA are both after reduction of the costs of the Gad 1 shaft, in
the sum of NIS 7 million, where Delek drilled, and which was abandoned during the
reported year, as opposed to approximately NIS 2 million for petroleum assets at the
Yavne Meter, which was sold to Ratio Petroleum Exploration last year.

•

Financial expenses for 2005 amounted to approximately NIS 90 million compared with
approximately NIS 39 million in the previous year. Note that in 2004, interest
expenses, exchange rate differentials, guarantee commissions and linkage
differentials were capitalized prior to the revenue recognition (March 2004) whereas in
the report year, these expenses were recorded to profits and losses in full. The
increase in financing expenses in the report year stems from a number of factors, and
mainly from the recording of exchange rate differentials for surplus net dollar liabilities,
due to a devaluation of the Shekel compared with the Dollar in 2005 by a rate of
approximately 6.85% compared with an increase in the Shekel rate in 2004, in the rate
of approximately 1.62%. As set out below, due to the fact that most of the gas
operations are effected in US Dollars, including revenues, assets and liabilities, the
dollar liabilities are economically hedged, and this is not expressed in accounting
records.
Likewise, the financing expenses were affected by a CPI increase of approximately
2.4% during the report year, compared with a CPI increase of approximately 1.2% in
the previous year. Note that in 2005, expenses for the gas price hedging transaction,
in the sum of approximately NIS 3 million, as set out above, were accredited to the
financing expenses item.

•

2)

The average daily consumption of natural gas by the Israel Electricity Company
(“IEC”) varies, among other things, in accordance with seasonal changes in power
demand and according to maintenance work performed by the IEC. Gas consumption
by the IEC in the fourth quarter of the year was lower than it had been in the third
quarter, inter alia because of seasonal changes in demand, due to maintenance works
and preparation for the entry into operation of the integrated cycle turbine at the
Eshkol Power Station in Ashdod. Likewise, note that there are significant delays in the
timetables for connecting the Reading Power Station in Tel Aviv, which has not yet
started consuming natural gas.

Analysis of Assessment of Business Expenses when the joint results are in USD
translated to NIS
Generally accepted accounting principles require that the consolidated financial statements be
presented in NIS when they include the business results of the limited partnerships (Delek
Drilling and Avner Oil Exploration) based on the data in their financial reports, which are set out
in NIS. Nevertheless, since all of the operations of the partnerships are effected in USD – all
the sales are in USD, the great majority of fixed assets are purchased in USD and the financing
is in USD – in the assessment of management of the Company, it is appropriate to analyze the
consolidated business results of the Company when they include the business results for the
partnerships that are drafted in USD and translated to NIS, using the "autonomous units"
technique.
The following is data of the Company’s share in the profit (loss) in the oil and gas sector when
the results of the limited partnerships are in USD translated to NIS, as stated above.
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2005
2004
NIS
NIS
Millions Millions
191
148
102
83

Income less royalties
Operating Profit
The Company’s share in
results of Avner
Net profit for the period

21
32

17
25

In accordance with the above, the profit (based on the partnerships’ translated dollar reports) in
the report year amounted to approximately NIS 32 million compared with a profit in the sum of
approximately NIS 25 million in the previous year. The profit in the fourth quarter amounted to
approximately NIS 13 million, compared with a profit in the third quarter in the sum of
approximately NIS 7 million, a profit in the sum of approximately NIS 2 million in the second
quarter and a profit in the sum of approximately NIS 10 million in the first quarter.
The principal difference between the results in NIS and the results in USD of the limited
partnerships stems from exchange rate differentials (NIS/USD) for the limited partnerships’
loans and deposits, the effect of which on the business results for the reported year was
significant.
3)

Financing Arrangements for Setting Up the Yam Tethys Production Facility
•

On March 9, 2005 the process of raising financing for the project was completed as Delek
and Avner Yam Tethys Ltd. (herein: the “SPC”) issued $ 275 million in debentures in a Rule
144A placement to institutional investors in the US (hereinafter: the “debentures”) of which,
$ 175 million was at a fixed rate of 5.326% per annum and $ 100 million was at a variable
rate of three month LIBOR plus a 1.1% margin, per annum. The debentures were issued
based on the share of Delek Drilling, Delek Investments and Properties Ltd. and Avner Oil
Exploration, limited partnerships (hereinafter jointly: the “sponsors”) in the cash flows that
will result from the sale of natural gas to the IEC under the contract dated June 2002. The
amount raised was provided by way of separate loans to the Israeli partners on identical
conditions to the conditions of the debentures, and without mutual guarantees.
The SPC is a special company that was established for the purpose of receiving the new
financing by the Israeli partners in accordance with their relative portions in the Yam Tethys
project.
It should also be noted that on 7 March 2005, Moody’s gave a final Baa3 rating to the
debentures. The rating company Standard & Poor’s gave the debentures a final rating of
BBB on 22 April 2005.
On 22 February 2006 Standard and Poor’s updated their rating a second time and gave the
debentures a stable outlook.
For further details see Note 22 C (3) to the financial statements.
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D.

Automotive Operations
The following are the results of the operations of Delek Automotive:

Revenues
Gross Profit
Operating Profit
EBITDA
Financing revenue (expenses)
Profit after tax
Company’s share in the profits of
affiliated companies and partnerships
Net Profit

2005
NIS
Millions
3,868
441
378
387
14
264

2004
NIS
Millions
3,923
466
402
414
(22)
256

2003
NIS
Millions
3,212
446
370
388
8
240

44

6

6

309

261

246

The contribution of the automotive sector to the Group’s net profit in the report year amounted to
approximately NIS 189 million compared to approximately NIS 163 million in the previous year.
Delek Automotive Systems Ltd. (hereinafter: “Delek Automotive”) is, as of the date of the balance
sheet, held by the Group at a rate of approximately 61.48%, is a public company with published
financial statements. For the allotment of shares to the CEO of Delek Automotive, which resulted in a
reduction in the rate of the Group’s holding of Delek Automotive to approximately 55%, see additional
information below.

The following is the analysis of the results of operations of Delek Automotive:
Revenues
Sales turnovers in the reported year amounted to approximately NIS 3,868 million, compared with
NIS 3,924 million in the previous year, a decrease of approximately 1.5%. This decrease was mainly
due to the amount of vehicles sold – 34,072 this year, compared with 35,792 vehicles in the previous
year. During the fourth quarter, sales turnover decreased to approximately NIS 876 million, compared
with NIS 943 million in the same quarter in the previous year, as a result of a decrease in the amount
of vehicles sold – 7,736 vehicles this year, compared with 8,326 vehicles in the previous year.
Sales, Marketing, and General and Administrative Expenses
During 2005, there was an increase in sales and marketing expenses of approximately NIS 6 million,
which was mainly due to an increase in Delek Automotive’s advertising expenses, which were
partially set off as a result of a decrease in agents’ commissions, and there was a reduction in general
and administrative expenses of approximately NIS 6 million, compared with the previous year, which
stemmed mostly from a termination a discount agreement made by a subsidiary of Delek Automotive
to another company, due to termination of its appointment as importer of Ford products into Israel.
Financing Revenues
In 2005, Delek Automotive had net financing revenues of approximately NIS 14 million, which was
mainly due to exchange rate differentials, caused by a weakening of import currency exchange rates
and foreign currency liabilities (approximately NIS 24 million), and by the closure of hedging
transactions and a recording of fair value of open futures transactions as at the balance sheet date
(approximately NIS 20 million). These revenues were off set by the financing expenses of Delek
Automotive, for bank credit which amounted to approximately NIS 30 million.

B -18

Company’s Share in Profits of Affiliated Companies
Delek Automotive holds 33% of the ownership and control of Adach Holdings Ltd., formerly Shagrir
Towing Services Ltd. (hereinafter: “Shagrir”) which also operated in the automotive sector. In the first
quarter of 2005, a transaction was completed according to which Shagrir sold its entire goodwill in the
field of automobile towing, road repair and loaner services, including intellectual property rights, the
brand name “Shagrir”, its trademark, a registered database of all its existing customers, intangible
rights and ancillary assets, as well as Shagrir’s commitments (hereinafter: “the operations”) and also
all of the assets and liabilities in connection with the operations, as defined in the agreement.
As a result of this transaction, in 2005, Delek Automotive included a profit of approximately NIS 46
million (the Group’s share being approximately NIS 28 million).
Additional Information
On November 24, 2005, the Board of Delek Automotive authorized the allocation of NIS 9 million par
value ordinary shares to the CEO of Delek Automotive, by way of a private issue. The shares
constitute 10% of Delek Automotive’s issued share capital after the issue, in consideration for
NIS 28.20 per share (plus interest until the date of actual payment) in the context of extending the
CEO’s employment terms for an additional 5 years. An agreement was reached with the CEO of
Delek Automotive that the consideration for the shares is to be financed by the CEO of Delek
Automotive’s own equity at a rate of 25%, with the balance (75%) being by way of a bank loan to be
taken by the CEO of Delek Automotive, against a charge over the issued shares. In the event that the
lending bank so demands, the CEO of Delek Automotive will be entitled to a guarantee provided by
Delek Investments in respect of part of the loan amount according to an agreement with the lending
bank.
After the balance sheet date, in January 2006, Delek Automotive issued the CEO with 9 million
ordinary shares of NIS 1.00 par value each, in consideration for NIS 255 million. Approximately half
of this consideration is to be accredited to Delek Automotive’s shareholders’ equity on the date of the
issue, and the other half is to be included in the liabilities and accredited to shareholders’ equity in
accordance with release of the blocked shares.
As a result of the issue of the shares, the rate of the Group’s holdings in Delek Automotive fell to
approximately 55%. The total profit resulting from the above issue is estimated at approximately
NIS 120 million, of which the sum of approximately NIS 60 million will be accredited to the profit and
loss statement in the first quarter of 2006. The balance of the profit shall be recognized and adjusted
in the following years, taking into account, inter alia, the current profits of Delek Automotive, release of
the blocked shares and non-exercise of Delek Investment’s guarantee by the banking corporation.
For further details, see Note 9 (4) B to the financial statements.
Employee Option Scheme
At a meeting of the board of directors of Delek Automotive held in November 2005, it was resolved to
adopt an employee option scheme whereby options will be allotted that afford rights to approximately
3% of the issued share capital, as such shall be upon allocation of the options. The option scheme
requires the prior approval of the taxation authorities. Option agreements have not yet been
formulated.
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E.

Real Estate Operations
The following are the results of the operations of Delek Real Estate:

2005
2004
2003
NIS Millions NIS Millions NIS Millions
371
Revenues
484
503
220
Gross Profit
198
267
208
Operating Profit
155
242
260
Financing Expenses
242
199
(5)
Other Revenues
98
1
11
Share in profits of affiliates
123
109
108
Net Profit
121
124

During the course of June 2005, Delek Real Estate completed an initial public offering of ordinary
shares, debentures, convertible debentures and options for such convertible debentures on the TelAviv Stock Exchange. The total consideration received by Delek Real Estate for the issue (including
exercise of options less expenses of the issue), amounted to approximately NIS 737 million.
On May 30 2005 (immediately prior to the issue) an agreement was signed between the Company
and Delek Real Estate and Mivtachim Employees’ Social Security Institute (hereinafter: “Mivtachim”),
whereby Mivtachim converted the balance of the convertible debentures that it holds into shares in
Delek Real Estate according to the share price agreed upon between the parties.
As a result of the said issues, the Company’s holding in Delek Real Estate fell from approximately
90% to approximately 80% (presuming full dilution after conversion of the debentures and options, the
holding rate is expected to decline to about 75%). The profit derived by the Group as a result of the
aforesaid issues at Delek Real Estate amounts to the sum of approximately NIS 111 million.
After the balance sheet date, on 26 January 2006, Delek Real Estate allotted 11% of the share capital
of the Company to Tarshish Hapoalim Holdings and Investments (hereinafter: “Tarshish”) (a wholly
owned subsidiary of Bank Hapoalim Ltd.) in consideration for the sum of approximately NIS 260
million (approximately NIS 255 million after allotment expenses). As a result of this issue of shares,
the rate of the Group’s holdings in Delek Real Estate fell to approximately 72%. On the same date,
Delek Real Estate purchased all of the rights (13%) of B.P. Diur Ltd. (hereinafter – “Diur”) (a wholly
owned subsidiary of Bank Hapoalim Ltd.) in the share capital of Industry Structures Ltd. (hereinafter:
“Industry Structures”) in consideration for the sum of approximately NIS 256 million (including ancillary
purchase costs). The profit that is expected to stem to the Group as a result of the issue amounts to
approximately NIS 125 million, and is to be accredited to the profit and loss statement in the first
quarter of 2006. For additional details see Note 9 (1)(c) to the financial statements.
2005 was the year in which Delek Real Estate expanded its global operations. At the start of 2005,
Delek Real Estate was focused only on Britain and Canada, and now owns assets in 6 countries.
Significant assets were purchased in Germany, Switzerland, Sweden and Finland, and it is the
Company’s intention to further expand its investments in those countries, with the emphasis being on
economically stable countries.
The assets purchased in 2005 and at the beginning of 2006 included:
• 7 buildings in Germany, which are leased to Deutsche Telekom;
• The purchase of a complex of buildings that is leased to Adidas, Germany;
• A building leased to the large Metro retail chain in Germany;
• A portfolio of 30 shopping centers in Canada, leased to the large drugstore chain Jean
Couteau;
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•
•
•

Two buildings in Finland, leased to the telecommunications giant TeliaSonera;
Buildings leased to Credit Suisse and to the University of Zurich in Switzerland, and;
Entry into the hotel arena, with the acquisition of 17% of a portfolio containing 16 hotels in
Britain, which are managed by the Hilton chain.

Parallel to its international operations, during the past two years, Delek Real Estate also significantly
expanded its operations in the local real estate market. In May 2004, it purchased control of Dankner
Investments, which became the Group’s residential building branch in areas of demand, and through
it, Delek Real Estate currently controls thousands of residential units in various real estate projects
and land reserves. In addition, a number of other productive assets in Israel are also included.
1)

Results of Operations
The contribution of the real estate sector to the Group’s net profit in the reporting period
amounted to approximately NIS 100 million compared with approximately NIS 119 million in the
previous year, as set out below.
Revenues
(1) Revenues from rent during the reporting period amounted to approximately NIS 315
million compared to approximately NIS 358 million during the corresponding period in the
previous year.
The reduction in revenues of approximately NIS 43 million is due to a reduction in income
from rental in England totaling approximately NIS 58 million. This is due to termination of
consolidation of the financial statements of companies and assets sold during the third
quarter, and other leased assets received during the previous year, (b) on account of
termination of a lease term over a three storey building, and (c) payment of a termination
of a contract fee in the sum of NIS 31 million.
The following are the details of revenues from rent in 2005 (excluding revenues from
affiliated companies) in NIS millions:
2005

%

England

372

55.6%

Canada

202

30.1%

Sweden

29

4.3%

Germany

41

6.1%

Switzerland

6

0.9%

Israel

20

3.0%

Total

670

100%

(2)

Revenues from the sale of apartments in the reporting period amounted to approximately
NIS 164 million compared with approximately NIS 110 million in the previous year, an
increase of approximately NIS 54 million due mainly from the consolidation of the results
of Dankner Investments as of 1 July 2004, and due to progress in the execution and
opening of additional stages in the Valley Project in the Israeli town of Ness Tziona.

(3)

Revenues from the sale of commercial space, offices and land for the reporting period
amounted to approximately NIS 5 million compared with approximately NIS 34 million in
the previous year, a decrease of approximately NIS 29 million due mainly from the sale of
a property in Hod Hasharon, Israel, which yielded a total of approximately NIS 29 million
in the corresponding period last year.
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Gross Profit
(1) The gross profit from rentals in 2005 reached approximately NIS 181 million compared
with approximately NIS 233 million in the previous year, an increase of approximately
NIS 52 million.
The decrease in gross profit was mainly due to a reduction in the gross profit of
approximately NIS 36 million in England. This was due to the discontinuance of the
consolidation of the financial statements of companies and assets sold during the third
quarter, and due to the other lessee income in the sum of approximately NIS 31 million
paid in the previous year as stated in paragraph A1 above, and on the other hand, from an
increase of approximately NIS 10 million in gross profit in Canada.
(2)

The gross revenue from the sale of apartment inventory in the reporting period amounted
to approximately NIS 18 million compared with approximately NIS 12 million in the
previous year.
The increase was mainly due to the gross profit from the sale of apartments by the
Dankner Investments subsidiary, which was consolidated for the first time on 1 July 2004.
Additionally, the increase was also dueto progress in the construction and opening of
additional stages in the Valley Project in the Israeli town of Ness Tziona.

General and Administrative Expenses:
General and administrative expenses for 2005 amounted to the sum of approximately NIS 43
million compared with the sum of approximately NIS 26 million for the corresponding period in
the previous year.
The increase in these expenses was mainly due to Danker Investments’ general and
administrative expenses, which were consolidated for the first time starting 1 July 2004, and
from the amortization of goodwill due to the purchase of Dankner Investments, amounting to
NIS 12 million in 2005, compared with NIS 4 million in the previous year.
Financing Expenses
Financing expenses for the reporting period amounted to approximately NIS 241 million
compared with approximately NIS 199 million in the previous year.
The increase in financing expenses of approximately NIS 42 million was due to financing
expenses at Dankner Investments, which was consolidated for the first time as of 1 July 2004,
and from financing expenses for new loans and for the new debenture issues. However, there
was a decrease in financing expenses in the subsidiary, Delek Belron International Ltd., due to
the sale of assets and holdings in foreign consolidated subsidiaries in England.
Other Revenues
(1)

In March 2005, a consolidated subsidiary of Delek Real Estate sold all of its rights (75%)
to a property in England which was a logistics center of Ericsson. The balance of the
rental period was seven years, in consideration for a total of approximately GBP 22 million
(approximately NIS 181 million).
The subsidiary’s profit (before taxes) from the sale, was approximately GBP 1.7 million
(approximately NIS 14 million).

(2)

On 15 July 2005, foreign subsidiaries finalized a transaction for the sale of their holdings
in other foreign subsidiaries. The Group achieved a profit of approximately NIS 64 million
from the sale, which was presented in the other revenues item. For additional details, see
Note 1C to the financial statements.
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Company’s Share in Profits of Affiliated Companies
The Company’s share in the profits of affiliated companies in 2005 amounted to NIS 123 million,
compared with NIS 109 million in 2004, and NIS 11 million in 2003.
The increase in Delek Real Estate’s share in the profits of affiliated companies, totaling NIS 14
million, compared with the previous year, was mainly due toan increase in margins from the
investment from affiliated companies overseas, in the sum of NIS 21 million.
Investments in Affiliates
In 2005, foreign subsidiaries of Delek Real Estate concluded an acquisition of assets totaling
approximately NIS 6,444 million, with the share of Delek Real Estate in such assets amounting
to approximately NIS 1,841 million, and Delek Real Estate’s shareholders’ equity component for
such assets amounting to approximately NIS 281 million. The total area of the assets (not
including hotels in Britain) amounted to approximately 340,000 m2. The assets included 8
properties in Germany, 2 properties in Switzerland, 16 hotels in England and Scotland and 30
commercial centers in Canada.
In 2006 (prior to the date of this publication), the foreign subsidiaries of the Company concluded
assets totaling approximately NIS 907 million. The Company’s share of such assets amounted
to approximately NIS 373 million, the Company’s shareholders’ capital component of such
assets amounted to approximately NIS 53 million, and the area of the assets amounted to
approximately 100,000 m2. The assets included 3 properties in Germany and one in Finland.

F.

Gadot Biochemical Industries
The following are the results of Gadot Biochemical Industries:

Revenues
Gross Profit
Operating Profit
EBITDA
Financing (revenues)
expenses
Taxation (revenues)
expenses
Net Profit

2005
NIS Millions
375
117
69
83

2004
NIS Millions
343
111
67
80

2003
NIS Millions
277
66
31
42

7

8

(1)

15

(20)

(2)

47

86

36

Gadot Biochemical Industries, Ltd. (hereinafter: “Gadot”) is a manufacturer of food supplements and
chemicals for the food industry, health supplements, detergents and toiletries.
Gadot manufactures crystalline fructose, citric acid, citric acid salts, phosphate acid salts, and special
citric acid-based salts. Most of the Company’s sales are made in European and North American
markets, and its customers include the world’s leading international companies in the fields of the
food and detergent industries.
On 24 May 2005, Gadot completed a public issue of shares and series-A debentures convertible into
shares of the Company on the Tel-Aviv Stock Exchange.
As part of the issue, ordinary shares and debentures convertible to shares were issued to the public,
which are to be repaid in two equal annual installments in June of each of the years 2008-2009. The
total consideration received by Gadot for the issue (less the costs of the issue) amounted to
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approximately NIS 119 million. As a result of the offering, the ratio of the Group’s holdings in Gadot
decreased to approximately 64% (assuming full dilution of exercise of the debentures and the option
warrants grated to employees of Gadot, the holding is expected to decrease to approximately 55%).
The profit to the Group as a result of the above issue, amounted to approximately NIS 10 million,
which was included in the item regarding profits from exercise of investments in subsidiaries and
others. For further details on the issue, see Note 9 J 6 (a) to the financial statements.
Gadot is acting to realize a business strategy by expanding its operations through strategic purchases
outside of Israel, and to this end, it has contracted with several investment banks, which assist it in
locating appropriate investment targets.
Revenues
The revenues of Gadot increased during the reporting period by approximately NIS 32 million, and
amounted to approximately NIS 375 million, compared with approximately NIS 343 million last year.
Approximately one third of the increase results from an increase in sales of fructose, and the rest,
from an increase in the Company’s share of the market for citric acid salts, in which the Company is a
central player.
Gross Profit
The gross profit of Gadot increased during the reporting period by approximately NIS 6 million to a
sum of approximately NIS 117 million, compared with NIS 111 million last year. This was as a result
of growth in operations. The gross profit margin fell by approximately 1% compared with the previous
year. The decrease in the gross profit margin stemmed, amongst others, from a considerable
increase in energy and raw material costs.
Sales, Marketing, and General and Administrative Expenses
The increase in sales volume and in the prices of maritime and ground shipping led to an increase in
marketing expenses in the reported period by approximately NIS 4 million to a sum of NIS 38 million,
compared to approximately NIS 34 million last year. General and administrative expenses amounted
to approximately NIS 10 million, similar to the previous year.
Operating Profit
Operating profit amounted to approximately NIS 69 million compared with NIS 67 million in the
previous year. As stated above, operating profits did not grow at the same rate as revenues due to a
global increase in the prices of raw materials, as well as a continued increase in energy inputs and, as
a result, an increase in maritime transportation costs as well.
Financing Expenses
Financing expenses for the reporting period amounted to approximately NIS 7 million compared with
approximately NIS 8 million for the corresponding period in the previous year. The reduction in
financing expenses stemmed from the conversion of dollar loans into CPI-linked debentures after the
issue, and from recording the fair value of future transactions as part of operations to hedge against
Gadot’s sales in Euro.
Other Revenues
Other revenues in 2004, in the sum of approximately NIS 6 million, was mainly due to one-time
compensation from paid by a supplier of fixed equipment to the fructose plant.
Taxes on Revenue
In 2005, Gadot included a provision for tax expenses in the sum of NIS 15 million for the first time in
several years. The recording of taxation expenses was required due to recognition of a tax asset of
approximately NIS 20 million in the fourth quarter of 2004. The recording of the tax asset was
required due to the high likelihood of realization of losses for tax purposes from previous years, due to
Gadot’s continued profitability.
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Net Profit
The net profit in the reporting period amounted to the sum of approximately NIS 47 million compared
with approximately NIS 86 million in the previous year, a reduction of approximately NIS 39 million.
The reduction in profitability between these periods is due mainly to a one time recording of revenues
of approximately NIS 26 million in the previous year (compensation of approximately NIS 6 million and
first-time recording of a tax asset in the sum of NIS 20 million), and from the recording of taxation
expenses during the reporting year.

G. Matav
The following is data from the financial statements of Matav:

Revenues
Gross Profit
Operating profit (loss)
Financing Expenses
Other Income (Expenses)
Net Profit (Loss)

2005
NIS Millions
543
61
(34)
51
154
70

2004
NIS Millions
585
112
3
50
(43)
(83)

2003
NIS Millions
545
79
(7)
84
83
(5)

During the course of 2004, the Group purchased 40% of the holdings of Matav – Cable
Communications Systems, by purchasing 20% of Matav shares from Dankner Investments and then
by purchasing Dankner Investments, which held an additional 20% of the shares in Matav at that time.
Matav is one of the three cable television companies in Israel which operate jointly under the “Hot”
brand name and supply cable television services to approximately 934,000 households as well as
broadband internet services to approximately 417,000 households in Israel. The three cable
companies hold Hot Telecom through a partnership (with Matav’s share at approximately 26.6%),
which commenced supply of telephony services to the general public in 2005, and as of the date of
this report, approximately 70,000 telephony subscribers have joined this service. Matav’s portion of
the multi-channel cable television industry is approximately 26%.
Matav and the other cable companies (Arutzei Zahav and the Tevel Group) are currently looking into
executing a full legal merger based on the merger agreements initialed in 2003, while making certain
amendments required due to the lapse of time and changes in circumstances. According to the
merger structure being examined, Matav may serve as the receiving company in the merger and may
become the merged company. Under these agreements, Matav is to receive the operations of the
other cable companies in the field of cable television broadcasts, and in the field of domestic
communications services, by purchasing operations and companies that belong to the other cable
groups, in consideration for the sum of $ 1,350 per cable television subscriber (hereinafter: “CTV
Subscriber”), which is to be paid by taking the financial debts of the merging companies (bank debts
and operating capital, as defined between the parties to the merger) in the sum of $ 850 per CTV
Subscriber purchased in the merger, and by an allotment of shares to the shareholders in the merging
companies. The ratios of shareholders in Matav after the merger will be in proportion to the ratio of
the number of CTV Subscribers of each party to the merger, on the date prescribed by the parties,
and the number of shares to be allotted to each such party shall be determined accordingly. It is
worth mentioning that the process of the full legal merger is still in deliberation and there is no
certainty that it will be effected. In any event, completion of the full legal merger is subject to
preconditions including obtaining regulatory approvals and reaching agreements with the banks.
The investment in Matav is reported in the Group’s financial statements by the equity method of
accounting. The loss recorded by the Group in respect to its investment in Matav during the reporting
period amounted to NIS 57 million, compared with a loss of approximately NIS 26 million last year.
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The rest of the investment in Matav, as at 31 December 2005, amounted to approximately NIS 348
million.
Matav Revenues
Matav’s revenues in the report year amounted to approximately NIS 543 million compared with
NIS 585 million in the previous year. The decrease in revenues is due mainly to a decrease in the
revenues of the multi-channel cable television broadcast sector (a decrease of approximately 6.9%).
The revenues in this sector were affected by a reduction in the number of customers (the number of
customers, as at the date of this report, amounted to approximately 251,000) and by a reduction in
average monthly customer revenue (ARPU).
Revenues from the high-speed internet access service sector were affected by a decrease in average
monthly customer revenue (ARPU). An increase was recorded in this sector in the number of
customers (number of customers, as at the date of the report, amounted to approximately 110,000).
The 2005 revenues of the affiliate HOT Telecom amounted to approximately NIS 68 million.
Gross Profit
Matav’s gross profit in 2005 amounted to approximately NIS 61 million, compared with approximately
NIS 112 million in the previous year, a decrease of approximately 45%, which is explained by a
decrease in revenues and an increase in operating expenses, due to a condensation of the service
system and operating costs due to an introduction of new services such as VOD services.
Sales, Marketing, and General and Administrative Expenses
Matav’s sales and marketing expenses in 2005 amounted to approximately NIS 53 million, compared
with NIS 64 million in the previous year, a decrease of approximately NIS 11 million. The decrease in
sales and marketing expenses compared with those recorded in the previous year is mainly due to a
reduction of advertising expenses due to the launch of the HOT brand, and high marketing expenses
derived mainly in relation to high-speed internet services. The Company’s general and administrative
expenses in 2005 amounted to approximately NIS 42 million, compared with approximately NIS 45
million in the previous year.
Company’s share in Profits (Losses) of Affiliates
In 2005, Matav recorded equity losses in the sum of NIS 6 million, compared with equity profits in the
sum of NIS 14 million in the previous year.
Matav’s share in the losses of HOT Telecom amounted, in 2005, to approximately NIS 10 million,
which was set off in part by equity profits for Partner Communications Co. in the sum of approximately
NIS 5 million.
Sale of Shares in Partner
In April of this year Matav sold to Partner about 80% of the Partner shares that it had held, in
consideration for approximately NIS 250 million. The profit to Matav as a result of the said sale
(including for an arrangement obtained from the taxation authorities regarding tax obligations with
respect to the sale of Partner shares) amounted to approximately NIS 170 million. The profit to the
Group as a result of the said sale, taking into consideration the balance of surplus costs ascribed to
Matav in Partner, amounted to approximately NIS 7 million. Following the aforesaid sale, Matav holds
approximately 1.2% of the shares in Partner.
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H.

Insurance and Financial Services

1)

Menora Holdings, Ltd.
On 13 March 2005, a transaction was completed in which Delek Investments purchased 9.99%
of the issued share capital of Menora Holdings Ltd. (hereinafter: “Menora”) by way of a private
issue of Menora in consideration for approximately NIS 191 million. In addition to this, Delek
Investments received an option (that may be exercised over a period of 18 months) to purchase
an additional 5% of the issued and outstanding shares of Menora from Menora for
approximately $ 22 million. Delek Investments intends to exercise the option for such
consideration. The investment is presented on the books of Delek Investments as a permanent
investment in accordance with the cost method. During the report year, a dividend was
received from Menora in the sum of approximately NIS 7.5 million.

2)

The Phoenix Israel Insurance Company Ltd.
On 4 December 2005, a transaction was concluded in which the Company purchased
approximately 25% of the issued and paid-up share capital (hereinafter: the “shares sold”) of the
Phoenix Israel Insurance Company Ltd. (hereinafter: the “Phoenix”), from companies under the
control of a third party (hereinafter: the “Vendor”). In consideration for the shares sold, the
Company paid the sum of approximately NIS 720 million.
In addition to the shares sold, the Vendors awarded the Company an option to purchase the
balance of their holdings in the Phoenix, constituting approximately 8% of the issued and paidup share capital of the Phoenix, in consideration for the sum of approximately NIS 222 million
(plus CPI linkage differentials and annual interest at a rate of 5%, and subject to adjustments as
set out in the agreement). The Company shall be entitled to exercise the above option during a
9 month period from the date of execution of the agreement, i.e., up until July 2006).
On 9 November 2005, the Phoenix declared payment of a dividend in the sum of approximately
NIS 250 million, which was paid on 11 January 2006. The Company’s share of the aforesaid
dividend amounted to approximately NIS 63 million.

3)

The Group intends to examine expansion of its operations in the field of financial services
pursuant to its investments in Menora and the Phoenix. To this end, the Group is examining the
possibility of setting up a new company to handle new operations in these fields.

I.

Additional Operations

1)

During the course of 2005, Delek Investments and Properties Ltd. sold certain listed securities
which Delek Investments had presented as permanent long term investments. The profit
(before tax) for Delek Investments as a result of these sales amounted to approximately NIS 15
million.
In the previous year, Delek Investments earned the sum of approximately NIS 30 million (before
tax) from investments in these listed securities, which reduced financing expenses for the same
period.

2)

Infrastructure
Desalination
The Group’s operations in the field of desalination are effected via IDE Technologies, which is 50%
held by Delek Infrastructure. (Delek Infrastructure is 100% owned by Delek Investments).

B -27

-

During the report period, a sea water desalination plant, operating using the BOT method,
began operations for the State of Israel, 50% held by Desalination Engineering, via VID
Co. The activation of the desalination plant in Ashkelon was gradual, the first stage
supplying 50 million cubic meters of water a year, and the second stage supplying the full
capacity of 100 million cubic meters of desalinated sea water a year, following receipt of
approval from the Ministry of Health, the Desalination Authority and the Ministry of the
Environment.

-

In the report year, Desalination Engineering received an order for the supply of four
desalination facilities each designed to supply 24,000 cubic meters per day of feed water
and process water to an Indian refinery which is one of the largest refineries in the world.
The sum of the transaction is approximately US $ 90 million. The facilities will be supplied
within 15 to 21 months.

Electricity Production Facility:
On 5 August 2002, the Company set up an indirectly wholly owned subsidiary called IPP Delek
Ashkelon Ltd. (hereinafter: “Delek Ashkelon”), which deals in the setting up of a electricity
production facility to provide electricity to the desalination plant in Ashkelon (as part of the BOT
agreements with VID and the State) and to others. At the end of the contract period, the facility
will pass into government ownership.
The date of activation of the power station shall only occur upon completion of land-based
pipelines for the transportation of natural gas to Ashkelon by the government gas company
Natural Gas Lines Israel Ltd. (hereinafter: “Gas Lines”), which is currently being set up, and
which Gas Lines expects to be completed in September 2006. At this stage, it is not at all
certain that Gas Lines will meet its targets.
Delek Ashkelon has reached an arrangement with IEC under which IEC is to pay the sum of
approximately $ 8 million in compensation for the failure of natural gas to reach Ashkelon
(hereinafter: the “Special Payment”) under the conditions prescribed. The arrangement was
concluded at the beginning of 2006.
In light of conclusion of the arrangement at the beginning of 2006, the aforesaid sums of
compensation shall be accredited to the profit and loss statements as of 2006, in return for costs
caused as a result of the delay in activating the station.
Notwithstanding the fact of receipt of the aforesaid sum of compensation, at this stage, it is not
possible to determine the amount of the additional cost that Delek Ashkelon shall be required to
pay on account of the delayed arrival of the natural gas, since it is not yet possible to determine
with any certainty the date on which the supply of natural gas to the power station via the
national transportation system will be made possible. For further details see Note 9 J 8 (b) to
the financial statements.
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7. Details concerning exposure to and management of market
risks
A.

Responsibility for Managing the Market Currency Risks in the Company
1)

The Company’s operations are concentrated mainly on holding and managing the shares
in its subsidiaries. These investments are long-term, and therefore no hedging
transactions are required in respect of them.
Risk management of the subsidiaries and other affiliates is done directly by the companies
themselves. Some of the companies are public and traded on the stock exchange and
therefore there is due disclosure of this in their financial reports.

2)

B.

Mr. Ido Adar, MBA, is responsible for managing currency risks for the Company. Over the
last five years, Mr. Adar has acted as manager of the treasury and insurance department
of Delek and the Company.

Description of Market Risks
1)

As stated above, the Company is mainly a holding and management company and its
principal exposure is due to the market risks of its subsidiaries and affiliates (hereinafter:
“Subsidiaries”).
The main risks for these companies are as follows:
-

Foreign Currency Exchange Rate Fluctuations
The Company and the affiliates have loans that are made out in foreign currencies
and therefore the Company is exposed to alterations in the exchange rates of these
foreign currencies. Likewise, exchange rates can have an effect on the Company’s
business results and a substantial portion of its revenues are in foreign currencies.

-

Interest Rate Fluctuations
The Company and the affiliates have Shekel loans at variable rates of interest, and
therefore, they are exposed to fluctuations in Israeli bank interest rates. Some of the
companies in the Group have taken loans overseas and loans at variable rates of
interest, in accordance with overseas interest rates, and therefore, they are exposed
to fluctuations in interest rates in such countries.

-

Exposure to CPI Increases
A considerable portion of the Company’s and the affiliates’ long-term loans are in
Shekels, and are linked to the Israeli consumer price index. In the assessment of
management of the Company, in a considerable portion of cases, the Group’s
exposure to Israeli CPI increases is a limited economic exposure, since in its
assessment, the value of the Group’s fixed assets rises over time, at least at the same
rate of increase as the CPI.
Note that some of the companies in the Group hedge against CPI increases above a
particular annual level.

-

Economic Slow-Down and Fluctuations in Markets in which the Group Operates
The Group has substantial operations in various countries around the world.
Fluctuations in the markets in which the Group operates, an in particular, an
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economic slow-down in those markets (including in Israel) might have a negative
effect on the operations of the Company and the affiliates.

2)

-

Value of Capital
Changes in prices of listed securities held by the Group expose it to risks stemming,
amongst others, from fluctuations in the capital market. A capital market low in Israel
or around the world might adversely effect the Group’s ability to find sources of
financing where necessary, as well as the Group’s ability to make capital gains from
exercise of its investments. Likewise, a low in capital markets might make the raising
of capital difficult for the Company and its affiliates, and might bring about a possible
decline in the prices of the securities of the affiliates after issue on securities
exchanges.

-

Price Risks
The Group’s real estate operations are substantially exposed to changes in the fair
value of productive real estate for affiliates which draft their financial statements in
accordance with international accounting rules, including the presentation of
productive real estate at its fair value and ascription of differentials in fair value to the
profit and loss statements.

In the first quarter of last year, the preparations of the gas reservoir and the gas
production and transportation system under the Yam Tethys venture were in fact
implemented, and therefore, as of that date, the financing costs for the USD loans used to
finance the asset were ascribed to the profit and loss statement (up until that time, the
financing costs were ascribed to the asset). Because of the fact that the financial
statements of the corporations that hold the Yam Tethys venture (hereinafter: the
“Corporations”) are set out in NIS, the financing costs, including linkage differentials
flowing from fluctuations in Dollar exchange rates, have been ascribed to the profit and
loss statements as of the first quarter.
As a result of this, due to the substantial sum of loans set out in US Dollars, the
Corporations have substantial accounting exposure to fluctuations in the Dollar exchange
rate.
Since most of the relevant operations of the Corporations are effected in USD – revenues
from natural gas sales are received in USD, the vast majority of fixed assets used in the
Yam Tethys venture are denominated in USD and a considerable portion of financing of
operations is in USD, the Corporations have limited economic exposure to fluctuations in
the USD exchange rate. Most of this exposure is accounting exposure, which is not
economic and therefore, the Corporations do not hedge against it.

C.

Corporation’s Market Risk Management Policy
-

-

-

Overseas subsidiaries tend to finance their investments in each country in the investment
currency of such country. The revenues of subsidiaries from productive assets, which are
supposed to finance repayments of the principal and payments of interest, are
denominated in local currency, as are all of their other assets, and therefore, the
subsidiaries do not have economic exposure to fluctuations in foreign currency exchange
rates.
In order to neutralize interest risks relating to loans taken by subsidiaries for the purchase
of their assets, the Companies have set out a policy under which most of the loans that
they raise outside of Israel are long-term loans, at fixed interest rates.
The Company and its subsidiaries tend, from time to time, to make use of currency options
and other derivatives. These transactions are entered into with large financial corporations
in Israel and overseas, and are done for the purpose of hedging and for other purposes.
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-

D.

Rental agreements relating to the Group’s commercial real estate assets are mostly longterm and therefore the Group does not have substantial exposure to changes in market
prices for rental.

Supervision and Implementation of Market Risk Management Policy
-

-

The subsidiaries manage their market risks under the supervision of their respective
boards of directors or via special board committees. The Company also employs the
advice of external experts in these markets.
The internal auditing mechanisms of the Company and its subsidiaries also monitor market
risk management issues.
The companies in the Group are required to provide full reports on the type and level of
their exposure, and the hedging methods that they employ or that they do not employ in
respect thereof.
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E.

Linkage Base Report
As at 31 December 2005 (NIS Millions) Reported Amount
NIS
Non-

FX
Linked

linked

USD

Can $

Sterling

Yen

NonEuro

Monetary

Swiss

Cyp

Other

Franc

Pnd

Currency

Assets
Cash & cash equivalents

105

455

21

Short-term investments

280

38

356

6

1,852

9

437

11

1

190

83

86

58

20

Accounts receivable
Other receivables
Inventory

229

21

2

2

217

91

681

40

2

4

26

12

1

2,356

6

Building & land for sale
Investments in other holdings

19

64

11

119

93

38

31

Land
Land for construction
Long-term investments & deposits

100

118

106

21

6

9

65

1

Investment in oil & gas exploration
Fixed assets, net
Other Assets & deferred expenses
Total Assets

2,546

312

1,668

117

375

Short Term Credit

1,535

1,069

641

260

7

Accounts payable

339

Creditors

364

48

1

204

Debentures conv for shares in Coy
Deb conv for shares in cons coys

23

100

187

117

1

2

12

416

30

1

43

1

8

33

268

Employee severance undertakings

8

Deferred taxes

1

41
2,586

2,316

2,316

462

462

3

429

794

794

2,518

2,518

747

747

10,520

15,983

1

3,528
1,633

1

3

627
315

580

1,095

1,326

2,487
898

492

44

4,123

3
92

2

13

213

214

15

107

455

455

2,516

4,638

3,629

1,181

542

417

33

57

5

1

688

13,707

30

(4,326)

(1,961)

(1,064)

(167)

(317)

154

60

3

32

9,832

2,276

(1,978)

-

7,854

2,276

Less net assets in autonomous

1,978

(*)

company overseas
Balance sheet, net

41
2,211

4

Minority rights
Surplus assets over liabilities

539
1,679

205

1,907

Other liabilities
Total Liabilities

63
1,365

315

Other Debentures
Long term loans and capital notes

843
144

835

1

30

(4,326)

17

(1,064)

(167)

(*) Not including investments in productive assets and in overseas affiliates of Delek Real Estate.
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(317)

154

60

3

32

Linkage Base Report
As at 31 December 2004 (NIS Millions) Reported Amounts
NIS
Non-

FX
Linked

linked

USD

Can $

Sterling

Yen

NonSwiss

Euro

Cyp Pnd

Franc

Monetary

Swed.
Crown

Assets
Cash and cash equivalents
Short-term investments
Accounts Receivable
Other receivables & debit balances

178

182

44

122

18

1

545

29

4

1,824

113

37

30

21

1,638

11

128

11

3

201

51

42

45

30

43

Inventory

12
132

8

Building & land for sale
Investments in subsidiaries

21

26

9

189

43

Land
Land for construction
Loans, long-term deposits and others

76

123

14

9

2

2

84

Investments in oil & gas exploration
Fixed assets, net
Other Assets & Deferred Charges
Total Assets
Short Term Credit

2,077

239

408

115

359

132

57

-

969

885

1,205

140

49

14

111

26

391

18

37

89

Accounts Payable

384

Creditors

351

38

1

602

Debentures conv for shares in Coy
Deb conv for shares in cons coys

286
59

1

101

43

Long term loans and capital bills

9

Employee severance undertakings

3

3,066

3,066

403

403

3

313

837

837

2,013

2,013

741

741

9,351

12,882
1,083

11

44
22

770

1,226

593
912

1,304

119

69

4,409

3

1

586
603

571

34

8

14

170

170

39

74

362

362

1,718

2,910

2,835

1,089

1,442

405

248

97

3

-

590

11,337

359

(2,671)

(2,427)

(974)

(1,083)

(273)

(191)

(97)

98

43

8,761

1,545

(1,159)

-

7,602

1,545

Less net assets in autonomous

1,159

(*)

company overseas
Net balance

62
1,532

3

1

Minority rights
Surplus assets over liabilities

62
1,244

3,399

Deferred taxes

Total Liabilities

299
1,046

44

Other Debentures

Other liabilities

76
906

359

(2,671)

(1,268)

(974)

(1,083)

(*) Not including investments in productive assets and in overseas affiliates of Delek Real Estate
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(273)

(191)

(97)

98

43

F.

Derivatives Positions as at 31 December 2005:
31 December 2005 (NIS Millions) Reported Amounts
USD / NIS
Currency Transactions

Par Value
Long

Yen / Swiss Frank

Fair Value

Short

Long

Par Value

Short

Long

Euro / Yen

Fair Value

Short

Long

Par Value

Short

Long

Euro / NIS

Fair Value

Short

Long

Par Value

Short

Long

Fair Value

Short

Long

Short

Calls
Hedge – not recognized

299

391

20

(6)

460

290

(1)

4

41

55

*

*

27

*

5

*

Puts
Hedge – not recognized
Non-hedge

68

9

*

*

Futures
Hedge – recognized
Hedge – not recognized

23

*

446

1

31 December 2005 (NIS Millions) Reported Amounts
Yen / NIS
Currency Transactions

Par Value
Long

Yen / USD

Fair Value

Short

Long

Par Value

Short

Long

Euro / Can $

Fair Value

Short

Long

Par Value

Short

Long

Euro / USD

Fair Value

Short

Long

Par Value

Short

Long

Fair Value

Short

Long

Short

Calls
Hedge – not recognized

51

12

*

*

199

42

1

*

82

Non-hedge

199

*

27

(1)
*

Puts
Hedge – not recognized

144

(3)

92

71

(2)

Non-hedge

*
28

*

82

55

*

*

29

*

1

*

Futures
Hedge – not recognized
*

70

1

Represents an amount of less than NIS 1 million.

B -34

55

*

31 December 2005 (NIS Millions) Reported Amounts
Malays. / USD
Currency Transactions

Par Value
Long

Indon. / USD

Fair Value

Short

Long

Par Value

Short

Long

Euro / Mex Peso

Fair Value

Short

Long

Par Value

Short

Long

Euro / Aus $

Fair Value

Short

Long

Par Value

Short

Long

Fair Value

Short

Long

Short

Calls
Non-hedge

16

*

16

*

Puts
Non-hedge

16

*

Futures
Non-hedge

18

*

9

*

31 December 2005 (NIS Millions) Reported Amounts
Euro / Sterling
Currency Transactions

Par Value
Long

Can $ / USD

Fair Value

Short

Long

Par Value

Short

Long

Swiss Fr / Sterling

Fair Value

Short

Long

Par Value

Short

Long

Can $ / Sterling

Fair Value

Short

Long

Par Value

Short

Long

Fair Value

Short

Long

Short

Calls
Non-hedge

16

*

16

*

23

Puts
Non-hedge

67

67

4

Futures
Non-hedge

**

2

*

Represents an amount of less than NIS 1 million.

**

Closed forward transactions the consideration for which will be received in January 2006.
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*

*

96

(1)

Currency Transactions

Euro / Hung.
Par Value
Long

Short

Long

NIS / CPI

Can $ / CPI

Fair Value

Par Value

Short

Long

Fair Value

Short

Long

Par Value

Short

Long

Short

Fair Value
Long

Short

Puts
Non-hedge

27

*

Futures
Hedge – recognized

590

Non-hedge

68

1

(5.0)

31 December 2005 (NIS Millions) Reported Amounts
Currency Transactions

Sterling / USD
Par Value
Long

Euro / Pol. Zl

Fair Value

Short

Long

Par Value

Short

Long

Sterling / NIS

Fair Value

Short

Long

Par Value

Short

Long

Short

Fair Value
Long

Short

Calls
Non-hedge

16

*

11

*

16

*

11

*

Puts
Non-hedge
Futures
Non-hedge

24

31 December 2005 (NIS Millions) Reported Amounts

31 December 2005 (NIS Millions) Reported Amounts
Interest Transactions

Gas Price Prescription Transactions

**

Par Value

Par Value
Long

*

Long

Short

Short

Fair Value
Long

Short

Calls

Futures
Hedge – recognized

1495

Non-hedge

615

16

27

(1)

7

*

Futures
Hedge – unrecognized
Non-hedge
*

Represents an amount of less than NIS 1 million.

**

Likewise, there are cap, floor, IRS, Swaption interest transactions at par value of approximately $ 444 million, the fair value of which is approximately NIS 12 million.
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G.

Maximum Derivative Holdings during Report Year (NIS millions):
Euro / Can $

Euro / Yen

Par Value

Par Value

Long

Short

Long

Short

Swiss Fr /
Par Value
Long

Calls

13

13

91

23

Puts

14

76

62

23

Futures

55

Yen / USD

Swiss Fr
Par Value
Long
Calls

69

Puts

33

Par Value

Short

Long
290

40

Short

Short
35

Sterling / Yen
Par Value
Long

Euro

Par Value

21

Sterling /

Turk Lira /

Euro / NIS

USD

Short

Long

Par Value

Short

339

Long

42

Short

USD / NIS

Yen / NIS

Euro / USD

Yen / Aus $

Par Value

Par Value

Par Value

Par Value

Long

21

Short

Long

Short

Long

Short

1509

57

185

230

191

254

920

151

76

284

319

63

391

22

Euro / Sterling
Par Value
Long

Can $ /

Fr

Sterling

Par Value

Short

39

Can $ / Swiss

Long

24

Long

Can $ / USD

Long

138
47

Par Value

Short

Long

67

230

21

NIS / CPI

Euro / Pol.

Euro / Hung.

Chil. / USD

Par Value

Par Value

Par Value

Par Value

Par Value

Long

Short

Long

Short

Long

Short

Long

Short

Long

Short

79

Swiss Fr / Braz. Real
Par Value
Long

Calls

Short
9

Puts
Futures

Par Value

Short

374

Can $ / CPI
Short

Sterling / NIS

96

Futures

Long

14

Sterling / USD

Par Value

Short

34

Short

24

Par Value

Short

Long

33
68

44

590

14

Transactions to Swap
Fixed Interest with
Par Value
Long
252

Options

633

Gas Price Prescription

Par Value

Short

Long

Par Value

Short

176
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Long

Short

77
1581

Futures

Petroleum Products

Transaction

Variable Interest

IRS Contracts

14

242

366

8. Corporate Governance
The Company’s policy is mainly effected via the Delek Foundation for Science, Education and Culture
Ltd. (hereinafter: the “Delek Foundation”), which acts as the “executive arm” for the communal
operations of the companies in the Group. The Delek Foundation’s policy is to award stipends to
students at academic institutions and to pupils at secondary educational institutions, and to give
donations to public purposes in the fields of education, culture, medicine and help to the needy.
During the report year, the Delek Foundation donated a total sum of approximately NIS 2.8 million to
these purposes. The principal sources of revenues for the Delek Foundation are donations from the
companies in the Delek Group.

9. Directors with Accounting and Financial Expertise
The Company has prescribed that there shall be a minimum of two directors who have accounting
and financial expertise.
The Company is of the opinion that given the fact that the board of directors of the holding company is
small (five directors) and the fact that the directors have rich commercial experience (even those who
do not meet the definition of “accounting and financial experts”) the above minimum number enables
the board of directors to meet the duties imposed upon it under the law and the Company’s
documents of incorporation with respect to review of the Company’s financial situation and the
drafting and approval of its financial statements. This is in addition to the other grounds set out
below.
In addition to the above, it should be further added that under the Company’s procedures, the auditor
of the Company is invited to every meeting of the board of directors at which the financial statements
are discussed, and is available to the directors for providing any explanation that may be required in
relation to the financial statements, either at the meetings in which he participates, or externally to
such meetings.
It should also be noted that, under the law, every director who so desires is entitled, under
circumstances justifying such and on such conditions as are set out in the law, to receive professional
advice at the Company’s expenses, for the purposes of performing his functions, including accounting
and financial advice.
The directors with accounting and financial expertise are:
A.

Mr. Binyamin Davidai – M.B.A. (Tel Aviv University). Acted for approximately 18 years as
CEO of a public company (Kaniel Ltd.). Since retiring as CEO of the above company about ten
years ago, has acted on the board of directors of a number of companies, including public
companies.

B.

Mr. Shimon Vig – B.Ec. and M.B.A. Held various senior positions at the Israel Discount Bank
for 30 years (Senior Investment Advisor, Manager of Ilanot-Discount, Senior Business Manager,
Assistant Credit Manager, Manager of Approved Industries Department).

C.

Mr. Moshe Amit – B.A. (Soc. Sci.). Has worked for over 40 years in various senior positions at
Bank Hapoalim. He served as EVP and member of the board of management at the bank for
ten years (since 1980) and then as joint CEO (1990), followed by acting CEO (2000-2003). He
also acts as a director of Bank Hapoalim (Switzerland), Signature Bank (USA) and other
companies.
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10. Dividends
A.

On 8 March 2005, the board of directors resolved to pay a dividend out of the profits of 2004, at
a rate of 800% of the paid up share capital. The dividend amounted to approximately NIS 77.9
million and was paid on 31 March 2005.

B.

The board of directors of the Company resolved, on 30 March 2005, to pay an additional
dividend out of the profits of 2004, at a rate of 267% of the paid up share capital. The dividend
amounted to approximately NIS 26 million and was paid on 3 May 2005.

C.

The board of directors of the Company resolved, on 30 May 2005, to pay a dividend out of the
profits of 2005 at a rate of 435% of the paid up share capital. The dividend amounted to
approximately NIS 43 million, and was paid on 4 July 2005.

D.

On 29 August 2005, the board of directors resolved to pay a dividend out of the profits of 2005,
at a rate of 900% of the paid up share capital. The dividend amounted to approximately NIS 94
million, and was paid on 22 September 2005.

E.

On 28 November 2005, the board of directors resolved to pay a dividend out of the profits of
2005, at a rate of 1,330% of the paid up share capital. The dividend amounted to approximately
NIS 142.7 million, and was paid on 20 December 2005.

F.

On 29 March 2006, the board of directors resolved to pay a dividend out of the profits of 2005,
at a rate of 557% of the paid up share capital. The divided amounts to approximately NIS 61
million.

11. Disclosure regarding Internal Auditor
A.

The Corporation’s Internal Auditor:
Michael Greenberg
Acting as internal auditor as of:
2002
Has degrees in accounting and economics and is a Certified Public Accountant, is a member of
the Institute of Internal Auditors Israel, and has considerable experience in the field of auditing.

B.

Is the internal auditor an employee of the Company or a person providing internal audit
services on behalf of an external party?
The internal auditor is a full time employee of a subsidiary of the Delek Group.

C.

Scope of employment of internal auditor:
The internal auditor of the Company is employed full time, and acts as internal auditor of the
Company and of the corporations that constitute substantial holdings of the Company.
The internal auditor and his professional staff are employed at the equivalent of 2.5 full-time
positions.

D.

Considerations in prescribing audit plan:
The internal audit plan is based on a risk assessment survey and on the ongoing audit needs of
management.

E.

Reference to corporations constituting substantial holdings of the Company:
The internal audit plan includes audit issues regarding those corporations that constitute
substantial holdings of the Corporation, based on the risk surveys done at such corporations.
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Internal auditors and audit committees have been appointed to those corporations that
constitute substantial holdings of the Company. Audit reports are deliberated in the audit
committees of these corporations.
F.

Professional standards used as guidelines for audit work:
The internal auditor conducts the audit based on accepted professional standards in Israel and
overseas, and on professional guidelines and instructions approved and published by the
Institute of Internal Auditors Israel.

G.

Identity of superior to internal auditor.
The internal auditor reports directly to the CEO of the Delek Group.

H.

Dates on which internal audit reports were submitted to the chairman of the board of
directors, to the CEO and to the chairman of the audit committee, and the dates on which
deliberations were held in the audit committee regarding the findings of the internal
auditor:
Audit reports were submitted and discussed on the following dates:
Summary report for 2005: Submitted – February 2006, deliberated – March 2006.
Audit reports at all corporations that constitute substantial holdings are deliberated in the audit
committees of such corporations.

I.

Scope, nature and continuity of internal audit operations and work plan
The internal auditor’s work is set up in accordance with a rotation method that enables him to
review all of the topics that are substantial to the Company once a year.
In the opinion of the board of directors, the scope and continuity of internal audit operations, and
the internal auditor’s work plan are reasonable under the circumstances, and enable the
purposes of the internal audit in the corporation to be accomplished.

J.

Internal auditor’s free access
The internal auditor has free, constant and unfettered access to all of the corporation’s
information systems, including financial data.

12.

Critical Accounting Estimates

In drafting the financial statements in accordance with accepted accounting rules, management of the
Company and its subsidiaries are required to use estimates or evaluations regarding transactions or
matters the final effect of which on the financial statements cannot be precisely determined at the time
of drafting. The principal bases for determining the quantitative value of such estimates are the
presumptions that management of the Company resolves to adopt, taking into consideration the
circumstances the subject of the estimate, and the best information available to it at the time of
drafting. Naturally, as these estimates and evaluations are the result of exercise of discretion in an
uncertain environment, at times particularly significant, changes to the basic presumptions as a result
of changes that are not necessarily dependent upon management of the Company, as well as the
addition of information in the future that was not available to the Company on the date on which the
estimate was made, might bring about changes to the quantitative value of the estimate, and
therefore, might also effect the financial situation of the Company and the results of its operations.
Therefore, even though the estimates or assessments are made in accordance at the best discretion
of management, the final quantitative effect of transactions or matters that need assessing can only
be clarified when such transactions or matters reach their end. In certain cases, the final result of a
matter being estimated can be significantly different, in particular from the quantitative amount
prescribed for it on the date of the estimate.
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The following are accounting estimates with a particularly high potential effect, which the Company
and its subsidiaries employ when drafting their consolidated financial statements.
Changes in the Fair Value of Real Estate Assets in Foreign Affiliated Companies
In certain foreign affiliated companies, the Group’s share is based on the balance sheet value of
these companies, based on financial statements drafted in accordance with international accounting
rules, including implementation of International Accounting Standard 40 under which productive real
estate is to be presented in accordance with its fair value. The fair value is established by
independent real estate experts. Changes in fair value are ascribed to the profit and loss statement
and therefore might more substantially effect the results of operations.
Contingent Liabilities
In assessing the chances of success of lawsuits against the Company or its subsidiaries, the
companies rely upon the opinions of their legal counsel. The assessments of legal counsel are based
on their best professional judgment, taking into account the stage of proceedings, and the legal
experience of the various issues. Since the results of the claims will be determined in the courts,
such results may be different from these assessments.
Asset Value Reduction
In accordance with the provisions of the Accounting Standards Institute’s Accounting Standard 15, on
each balance sheet date, the Company and its consolidated companies examine whether events or
changes in circumstances have taken place indicating a reduction in value in one or more of the nonmonetary assets to which the standard applies. If there are signs of a reduction of value, then an
examination is held as to whether the sum in which the investment in the asset is present may be
refunded from anticipated cash flows from such asset, and where necessary, a provision is recorded
for a reduction of value up to the amount of the sum that can be refunded. The prescription cash flow
assessments is based on the past history of the asset or similar assets and on the best judgment of
the Company or its subsidiaries, as the case may be, regarding the economic conditions during the
remainder of the useful life of the asset.
Evaluating Proven Natural Gas Reserves
The evaluation of proven and developed natural gas reserves serves for determining the amount of
depreciation of the assets used in the operations, during the report period.
Depreciation of investments relating to the discovery and production of proven and developed natural
gas reserves is via the depletion method, i.e., over the accounting period, the assets are depreciated
by the rate prescribed in accordance with the appoint of units of gas actually produced, divided by
proven and developed gas reserves remaining according to estimates. The amount of gas estimated
in the wells that produce gas during the report period is prescribed each year, amongst others, based
on the opinions of external experts for assessing the reserves of oil and gas wells. The assessment
of proven and developed gas reserves using the above principles is a subjective process, and the
assessments of different experts could at times be substantially different. Due to the significance of
the depreciation results, the changes set out above could have a substantial effect on the results of
operations and on the Company’s financial status.
Provision for Doubtful Debts
Provision for doubtful debts is calculated mainly in specific terms for debts, the collection of which is
doubtful, in the opinion of management of the Group, and partially, at a specific proportion of the sum
of customer debts. In determining the amount to be provided, management relies on the best
information available to it and on the assessments of its legal counsel. Changes to these estimates
and assessments might affect the results of the Group’s operations.
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13.

Code of Ethics

In its meeting of 30 November 2004, the board of directors approved a code of ethics for the
Company and appointed Advocate Liora Pratt Levine to be responsible for implementation of the code
of ethics at the Company.
The code of ethics and the rules of business conduct that were adopted under the code, are binding
on all of the directors, managers and employees of the Company, including subsidiaries, which were
also instructed to adopt the code of ethics.
The purpose of the code of ethics, as expressed in the provisions of it, is to establish criteria which
the Company believes will reasonably ensure the prevention of inappropriate conduct and will
promote conduct in accordance with the following principles, amongst others:

•
•
•
•
•

Fair and ethical conduct, and in particular, ethical treatment of any real or perceived conflict of
interest between personal and professional relationships;
Full, proper, precise, clear and timely disclosure of reports and documents submitted by the
Company to all competent authorities by law, and of other public pronouncements made by the
Company;
Compliance with the provisions of the law, including statutes, regulations and relevant rules;
Immediate internal reporting of any violation of the provisions of the Code of Ethics;
Responsibility for the existence of a code of ethics;

14.

Peer Review

The Company has given its consent to provide material required for implementation of a peer review
sampling initiated by the Institute of Certified Public Accountants in Israel subject to the keeping of the
secrecy of the data to be provided, and subject to a guarantee of no conflict of interests of those
conducting the review.

B - 42

15.

Auditors’ Salaries
For the year ending 31 December
2005

The

Company

and

wholly

owned

2004

Audit and tax

Other

Audit and tax

Other

services

services

services

services

NIS

NIS

NIS

NIS

thousands

thousands

thousands

thousands

HQ

companies
Kost Forrer Gabay & Kasierer

913

181

597

93

(1)

90

302

630

-

-

207

351

(1)

294

1,071

167

Other consolidated companies
Gadot Biochemical Industries Ltd.
Kost Forrer Gabay & Kasierer

351

Other accountants
Delek Real Estate Ltd.
Kost Forrer Gabay & Kasierer

1,638

Other accountants

800

776

494

366

Delek Automotive Systems Ltd.
Kost Forrer Gabay & Kasierer
Delek

Fuel

Company

and

Israeli

HQ

Companies
Kost Forrer Gabay & Kasierer

977

722

Other accountants

160

160

ADI Technologies Ltd. – our portion 50%
Somekh Chaikin

214

102

154

97

Delek Energy Systems Ltd.
Ziv Haft

397

299

78

48

For Yam Tethys Venture
Ziv Half, Alfaya & Alfaya
For Delek & Avner Yam Tethys Ltd.
Ziv Haft & Kost Forrer

45

117

-

69

Delek USA
Ernst & Young USA

8,248

(2)

Other accountants

3,701
1,622

(1)

Including payments for services provided with respect to preparation of prospectus.
Including payments for services provided with respect to purchase of refinery, preparations for submission of draft prospectus and
audit of purchased companies.
(2)

16. Employees of the Company
The Board of Directors expresses its respect and appreciation to management of the Company, to
management of its subsidiaries and to all of the employees for their dedicated work and for their
contribution to the promotion of the Company.
Sincerely,
Asaf Bartfeld

Gabriel Last

CEO

Chairman of the Board of
Directors
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Kost Forer Gabbay & Kasierer
3 Aminadav St.
Tel-Aviv 67067, Israel



Phone: 972-3-6232525
Fax: 972-3-5622555

AUDITORS' REPORT
To the shareholders of
DELEK GROUP LTD.
We have audited the accompanying balance sheets of Delek Group Ltd. ("the Company") as of December 31, 2005
and 2004 and the consolidated balance sheets as of such dates and the related statements of income, changes in shareholders'
equity and cash flows - of the Company and consolidated - for each of the three years in the period ended December 31,
2005. These financial statements are the responsibility of the Company's board of directors and management. Our
responsibility is to express an opinion on these financial statements based on our audits.
We did not audit the financial statements of subsidiaries and partnerships, whose assets constitute 26% and 47% of
total consolidated assets as of December 31, 2005 and 2004, respectively, and whose revenues constitute 6%, 33% and 6%
of total consolidated revenues for the years ended December 31, 2005, 2004 and 2003, respectively. We also did not audit
the financial statements of affiliates and partnerships in which the Company's investment at equity amounted to NIS 672
million and NIS 623 million as of December 31, 2005 and 2004, respectively, and in which the Company's share in earnings
amounted to NIS 114 million, 100 million and NIS 14 million for the years ended December 31, 2005, 2004 and 2003,
respectively. The financial statements of those companies and partnerships were audited by other auditors whose reports
were furnished to us, and our opinion, insofar as it relates to the amounts included for those companies and partnerships,
was based solely on the reports of the other auditors.
We conducted our audits in accordance with generally accepted auditing standards in Israel, including those
prescribed by the Auditors' Regulations (Auditor's Mode of Performance), 1973. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant estimates made by the board of directors and
management, as well as evaluating the overall financial statement presentation. We believe that our audits and the reports of
other auditors provide a reasonable basis for our opinion.
In our opinion, based on our audits and the reports of other auditors, the financial statements referred to above
present fairly, in all material respects, the financial position - of the Company and consolidated - as of December 31, 2005
and 2004, and the results of operations, changes in shareholders' equity and cash flows - of the Company and consolidated for each of the three years in the period ended December 31, 2005, in conformity with generally accepted accounting
principles in Israel. Furthermore, in our opinion, the financial statements referred to above are prepared in accordance with
the Securities Regulations (Preparation of Annual Financial Statements), 1993.
As described in Note 2, the financial statements as of the dates and for the reported periods subsequent to
December 31, 2003, are presented in reported amounts, in conformity with Accounting Standards of the Israel Accounting
Standards Board. The financial statements for the year ended December 31, 2003 are presented in values that were adjusted
until that date according to the changes in the general purchasing power of the Israeli currency, in accordance with
pronouncements of the Institute of Certified Public Accountants in Israel.
Without qualifying our opinion, we draw attention to the matter discussed in Note 25a to the financial statements
regarding claims filed against investees.

KOST FORER GABBAY & KASIERER
A Member of Ernst & Young Global

Tel-Aviv, Israel
March 29, 2006
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DELEK GROUP LTD.
CONSOLIDATED BALANCE SHEETS

Note

December 31,
2005
2004
NIS in millions
Reported (1)

ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Short-term investments
Trade receivables
Other accounts receivable
Inventories
Real estate held for sale

3
4
5
6
7
8

INVESTMENTS, LOANS AND LONG-TERM
RECEIVABLES:
Investments in investees and other companies
Real estate for rent
Land held for construction
Loans, deposits and long-term receivables
Investments in petroleum and gas exploration

9
10
11
12
13

835
681
2,356
539
1,679
41

545
201
1,824
299
1,046
62

6,131

3,977

2,586
2,316
462
429
794

1,532
3,066
403
313
837

6,587

6,151

FIXED ASSETS, NET

14

2,518

2,013

OTHER ASSETS AND DEFERRED CHARGES, NET

15

747

741

15,983

12,882

(1)

See Note 2.

The accompanying notes and appendix are an integral part of the financial statements.
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DELEK GROUP LTD.

CONSOLIDATED BALANCE SHEETS

Note

December 31,
2005
2004
NIS in millions
Reported (1)

LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Short-term credit from banks and others
Trade payables
Other accounts payable

16
17
18

LONG-TERM LIABILITIES:
Long-term loans from banks and others
Convertible debentures – the company
Convertible debentures – subsidiaries
Other debentures
Accrued severance pay, net
Deferred taxes
Other liabilities

19
20
21
22
23
33e
24

MINORITY INTEREST
CONTINGENT LIABILITIES, GUARANTEES AND
COMMITMENTS

25

SHAREHOLDERS' EQUITY

27

(1)

3,528
1,633
627

3,399
1,083
586

5,788

5,068

4,123
205
315
2,487
13
214
107

4,409
603
44
593
14
170
74

7,464

5,907

455

362

2,276

1,545

15,983

12,882

See Note 2.

The accompanying notes and appendix are an integral part of the financial statements.

March 29, 2006
Date of approval of the
financial statements

G. Last
Chairman of the Board
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A. Bartfeld
CEO

R. Ben-Dov
Vice CEO and Responsible
for Financial Matters

DELEK GROUP LTD.
BALANCE SHEETS - THE COMPANY

Note

December 31,
2005
2004
NIS in millions
Reported (1)

ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Short-term investments
Accounts receivable

3
4
6

INVESTMENTS, LOANS AND LONG-TERM
RECEIVABLES:
Investments in investees
Loan to related party

9
36f

DEFERRED CHARGES

12
160
303

16
107
173

475

296

3,352
5

2,258
4

3,357

2,262

4

4

3,836

2,562

76
66
62
40

23
147
14

244

184

225
205
886

229
603
1

1,316

833

2,276

1,545

3,836

2,562

LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Short term loans from bank
Current maturities of convertible debentures
Current maturities of other debentures
Accounts payable (mainly accrued interest)

16b
20
22

LONG-TERM LIABILITIES:
Long-term loans
Convertible debentures
Other debentures

19
20
22

CONTINGENT LIABILITIES, GUARANTEES AND
COMMITMENTS

25

SHAREHOLDERS' EQUITY

27

(1)

See Note 2.

The accompanying notes and appendix are an integral part of the financial statements.
March 29, 2006
Date of approval of the
financial statements

G. Last
Chairman of the Board
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A. Bartfeld
CEO

R. Ben-Dov
Vice CEO and Responsible
for Financial Matters

DELEK GROUP LTD.
CONSOLIDATED STATEMENTS OF INCOME

Note
Revenues
Less - excise, customs, purchase taxes and royalties
Cost of revenues

35b(1)
28

Year ended December 31,
2005
2004
2003
NIS in millions
(except per share amounts)
Reported (1)
Adjusted (2)
20,347
2,014

(* 14,275
(* 2,026

(* 11,669
(* 1,911

18,333
15,802

12,249
(* 10,234

9,758
(* 8,166

2,531

2,015

1,592

Gross profit
Selling, marketing and gas station operating
expenses
General and administrative expenses

29
30

861
337

814
296

711
248

Operating income
Financial expenses, net

31

1,333
594
739

905
342
563

633
216
417

Gain from sale of investments in investees, net
Other expenses, net

9j
32

139
113

100
(28)

32
(47)

Income before taxes on income
Taxes on income

33

991
339

635
189

402
153

652

446

249

146
(176)

136
(159)

20
(86)

622

423

183

Income after taxes on income
Equity in earnings (losses) of affiliates and
partnerships, net
Minority interest in earnings of subsidiaries, net
Income before cumulative effect of change in
accounting principle, net
Cumulative effect as of the beginning of the year of
change in accounting principle, net

2(16)

622

Net income
Net earnings per NIS 1 par value of Ordinary shares
(in NIS):
Income before the cumulative effect of change in
accounting principle
Cumulative effect of a change in accounting
principle

(20)
403

183

34

Net income
(1)
(2)
*)

-

58.0

43.5

18.9

-

(2.1)

-

58.0

41.4

18.9

See Note 2.
Adjusted to the NIS of December 2003.
Reclassified.

The accompanying notes and appendix are an integral part of the financial statements.
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DELEK GROUP LTD.

STATEMENTS OF INCOME - THE COMPANY

Year ended December 31,
2004
2003
NIS in millions
Reported (1)
Adjusted (2)

2005
Note
Revenues, net:
Equity in earnings of investees, net
Earnings from issue of shares to third party
Management fees from investees

498
111
5

421
5

188
7

614

426

195

Expenses:
General and administrative expenses
Financial expenses (income), net

Earnings before cumulative effect of change in
accounting principle, net
Cumulative effect as of the beginning of the year of
change in accounting principle, net

31

5
(2)

6
6

(8)

3

12

423

183

622
2(16)

Net income

(1)
(2)

7
(15)

622

(20)
403

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes and appendix are an integral part of the financial statements.
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DELEK GROUP LTD.
STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY
Capital reserves

Share
capital

Premium on
shares

Additional
paid-in
Capital *)

Retained earnings
Dividend
declared
subsequent to
balance sheet
Unappropriated
date
retained earnings
Adjusted NIS in millions (2)

Balance as of January 1, 2003
Shares of Company sold by subsidiary
Unrealized losses on interest rate swap transaction of an associated company
Foreign currency translation adjustments for investees
Dividend
Net income
Dividend declared subsequent to balance sheet date

11
-

768
2
-

29
(9)
30
-

279
(35)
183
(54)

49
(49)
54

Balance as of December 31, 2003

11

770

50

373

54

Shares of
Company held
by subsidiary

(12)
12
-

Total

1,124
14
(9)
30
(84)
183
1,258

Reported NIS in millions (2)
Balance as of January 1, 2004
Conversion of debentures into Company shares
Additional paid-in capital from a transaction with controlling shareholder
Unrealized losses on interest rate swap transaction of an associated company
Foreign currency translation adjustments for investees
Dividend
Net income
Dividend declared subsequent to balance sheet date
Balance as of December 31, 2004
Realization of interest Swap transaction in foreign associated company
Foreign currency translation adjustments for investees (**
Dividend
Conversion of debentures into Company shares
Conversion of options into Company shares
Net income
Dividend declared subsequent to balance sheet date
Balance as of December 31, 2005
(1)
(2)
(*
(**

11

770

-

50

373

54

-

(2)
42
-

(6)
(97)
403
(104)

(54)
104

-

771

90

569

104

-

357
140
-

11
(16)
-

(280)
622
(61)

(104)
61

-

85

850

61

-

1
-

11
1
12

1,268

See Note 2.
Adjusted to the NIS of December 2003.
As of December 31, 2005, the capital reserves are on account of adjustments from the translation of the financial statements of investee companies (NIS 101 million in 2004, NIS 59 million in 2003).
Including the realization of a reserve from translation differences totaling NIS 8 million, as a result of a decrease in the holding percentage in a subsidiary; see Note 9j(1).

The accompanying notes and appendix are an integral part of the financial statements.
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1,258
1
(6)
(2)
42
(151)
403
1,545
11
(16)
(384)
358
140
622
2,276

DELEK GROUP LTD.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Year ended December 31,
2004
2003
NIS in millions
Reported (1)
Adjusted (2)

2005

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash provided by
operating activities (a)
Net cash provided by operating activities
Cash flows from investing activities:
Purchase of fixed and other assets
Investment in real estate and real estate for rent
Proceeds from sale of fixed assets and real estate
Realization (purchase) of marketable securities, net
Collection of long-term loans granted
Short-term deposits, net
Increase in joint ventures for oil and gas exploration
Proceeds from sale of investments in investees and others
Investment in investees and partnerships
Acquisition of businesses and newly consolidated subsidiaries (b)
Proceeds from sale of investments in companies consolidated in the
past (c)
Loans granted to others
Net cash used in investing activities
Cash flows from financing activities:
Short-term credit from banks and others, net
Receipt of long-term loans
Repayment of long-term loans
Issuance of shares to minority in subsidiary
Dividend paid
Sale of Company shares by subsidiary
Dividend paid to minority in subsidiary
Sale of debentures held by subsidiary
Exercise of option warrants into company shares
Proceeds on account of options exercised into debentures at
subsidiary
Issuance of debentures and convertible debentures, net
Repayment of debentures and convertible debentures
Net cash provided by financing activities
Translation differences in respect of cash balances of autonomous
investee companies

622

403

183

(69)

102

510

553

505

693

(322)
(347)
316
(262)
56
(358)
(6)
50
(1,130)
(487)

(376)
(40)
111
65
102
33
(29)
166
(333)
(384)

(210)
(39)
15
(127)
55
52
(227)
47
(261)
(54)

192
(25)

(50)

(28)

(2,323)

(735)

(777)

(220)
1,960
(1,978)
163
(384)
(125)
140

(10)
1,102
(1,108)
12
(151)
(128)
7
-

(245)
882
(747)
17
(84)
14
(99)
29
-

58
2,733
(296)

509
(48)

472
(12)

2,051

185

227

9

2

7

Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at the beginning of the year

290
545

(43)
588

150
438

Cash and cash equivalents at the end of the year

835

545

588

(1)
(2)

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes and appendix are an integral part of the financial statements.
-9-

DELEK GROUP LTD.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Year ended December 31,
2004
2003
NIS in millions
Reported (1)
Adjusted (2)

2005

(a)

Adjustments to reconcile net income to net cash provided by
operating activities:
Income and expenses not involving cash flows:
Depreciation, depletion, amortization and impairment of
assets
Deferred taxes, net (1)
Accrued severance pay, net
Increase in value of loans granted, net
Gain from sale of fixed assets, land and investments, net
Equity in losses (undistributed earnings) of associated
companies and partnerships, net (2) (3)
Erosion (increase in value) of securities and deposits, net
Increase (decrease in value) of long-term liabilities, net
Minority interest in earnings of subsidiaries, net

350
49
(4)
(17)
(246)

295
48
(2)
(139)

331
4
(1)
(25)
(34)

(51)
1
160
176

(148)
(30)
(6)
159

1
(11)
(41)
86

(605)
(86)
(103)
363
(56)

(215)
(30)
(63)
166
67

(243)
33
(57)
420
47

(69)

102

510

-

20

101

8

6

20

Changes in operating assets and liabilities:
Increase in trade receivables
Decrease (increase) in other accounts receivable
Increase in inventory
Increase in trade payables
Increase (decrease) in other accounts payable

(1)

(2)

Including cumulative effect as of the beginning of
the year of change in accounting principle
Net of dividends received

(3) After effect of tax on account of Group share in
associated company earnings
(1)
(2)

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes and appendix are an integral part of the financial statements.
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DELEK GROUP LTD.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Year ended December 31,
2004
2003
NIS in millions
Reported (1)
Adjusted (2)

2005

b)

Acquisition of businesses and newly consolidated
companies:
Working capital deficiency (working capital), net (except
cash)
Fixed assets, land, investments and other assets
Goodwill
Long-term liabilities

c)

226
(900)
(255)
545

(4)
(44)
(6)
-

(487)

(384)

(54)

27
(75)
762
33
(644)
89

-

-

192

-

-

22

-

6

-

26

-

14

-

14

Proceeds from sale of investments in companies
consolidated in the past:
Working capital (except cash)
Investments in affiliated companies
Real estate for construction and leasing, net
Deferred expenses, net
Loans from banks
Profit from sale of investments in consolidated companies

d)

(211)
(339)
63

Significant Non-Cash Operations
Purchasing fixed assets on credit
Increase in the oil and gas exploration item against liabilities
Receivables for sale of investments

13

Advanced interest income against investment in deposits
Dividend and profits to pay to minority in affiliates

72

Dividend and profits to receive from subsidiaries

70

6

-

358

1

-

Conversion of debentures into company shares

(1)
(2)

-

Conversion of debentures into affiliate company shares
See Note 2.
Adjusted to the NIS of December 2003.

40

The accompanying notes and appendix are an integral part of the financial statements.
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DELEK GROUP LTD.

STATEMENTS OF CASH FLOWS - THE COMPANY

Year ended December 31,
2004
2003
NIS in millions
Reported (1)
Adjusted (2)

2005

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash provided by
operating activities (a)
Net cash provided by operating activities

622

403

183

(478)

(231)

(77)

144

172

106

23
532
(1,299)

80
96
(321)

(104)
23
(300)

(744)

(145)

(381)

140
929
(165)
(384)
76

(23)
(151)
-

472
(84)
-

596

(174)

388

Cash flows from investing activities:
Realization (purchase) of marketable securities, net
Collection of loans granted to investees and others
Loans granted to investees and others
Net cash used in investing activities
Cash flows from financing activities:
Exercise of option warrants into Company shares
Issuance of convertible debentures
Repayment of debentures, net
Dividend paid
Short-term credit from banks, net
Net cash provided by (used in) financing activities
Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at the beginning of the year

(4)
16

(147)
163

113
50

Cash and cash equivalents at the end of the year

12

16

163

(1)
(2)

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes and appendix are an integral part of the financial statements.
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DELEK GROUP LTD.

STATEMENTS OF CASH FLOWS - THE COMPANY

Year ended December 31,
2004
2003
NIS in millions
Reported (1)
Adjusted (2)

2005
(a)

Adjustments to reconcile net income to net cash provided by
operating activities:
Income and expenses not involving cash flows:
Equity in undistributed earnings of investees, net (*)
Earnings from issuance of shares to third party
Increase in value of long-term liabilities to investees and
others
Increase in value of loans granted to investees and others

(362)
(111)

(235)
-

(103)
-

57
(63)

25
(13)

22
(12)

(4)
5

2
(10)

5
11

(478)

(231)

(77)

136

166

85

Changes in operating assets and liabilities:
Decrease in accounts receivable
Increase (decrease) in accounts payable

(*)
(b)

Net of dividends received

Significant Non-Cash Operations
Dividend to received from subsidiary
Conversion of debentures into company shares

(1)
(2)

27
358

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes and appendix are an integral part of the financial statements.

- 13 -

-

-

DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 1:- GENERAL
A.

Delek Group Ltd. (hereinafter: "the Company") is a holding company for three companies that
centralize the operations of the Group companies, as follows: Delek Petroleum Ltd. ("Delek
Petroleum") focuses on the gasoline and lubricants business and the operation of gas stations in
Israel and in the USA, along with the oil refinery operation in the USA; Delek Real Estate Ltd.
("Delek Real Estate") focuses on the initiation and development of real estate business in Israel
and abroad; Delek Investments and Properties Ltd. ("Delek Investments") that centralizes all the
other businesses of the investees, including operations in the automotive market, oil and gas
explorations and production, biochemicals, communications, insurance and infrastructure
systems. As for business segments, see Note 35.

B.

Definitions
In these financial statements The Company

- Delek Group Ltd.

The Group

- Delek Group Ltd. and its consolidated investees and partnerships.

Consolidated
Subsidiaries

- Companies controlled by the Company (as defined in Opinion 57 of the
Institute of Certified Public Accountants in Israel) and whose financial
statements are consolidated within the Company’s own financial
statements.

Jointly
Controlled
Entities

- Companies held by several shareholders, possessing a contractual
agreement regarding joint ownership and whose financial statements are
proportionately consolidated in the financial statements.

Associated
Companies

- Companies in which the Company possesses a material influence and that
are not consolidated subsidiaries. The Company’s investment in these
companies is included in the financial statements on an equity basis.

Investee
Companies

- Subsidiaries, jointly controlled entities or affiliates. The principal
investees and partnerships are listed in the appendix to the financial
statements.

Other
Companies

- Companies that are not investees and the investment therein is presented at
cost.

Controlling
Shareholders

- As defined in the Securities Regulations (Presentation of Transactions
Between a Corporation and its Controlling Shareholder in the Financial
Statements) - 1996

Interested
Parties

- As defined in the Securities Regulations (Preparation of Annual Financial
Statements) – 1993.

Related Parties

- As defined in Opinion 29 of the Institute of Certified Public Accountants
in Israel.
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DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES
The financial statements have been prepared in accordance with the Securities Regulations
(Preparation of Annual Financial Statements) – 1993.
The significant accounting policies followed in the preparation of the financial statements and
applied on a consistent basis, are as follows:
1.

The Reporting Basis of the Financial Statements
1.

General
Until December 31, 2003, the Group prepared its financial statements based on the
historical cost convention, adjusted for the changes in the general purchasing power of
the Israeli currency based on the changes in the Israeli Consumer Price Index ("Israeli
CPI"). In accordance with Accounting Standard No. 12, regarding the discontinuance
of the adjustment of financial statements, the said adjustment of financial statements to
inflation was discontinued starting January 1st 2004. The adjusted amounts, as included
in the balance sheets as of December 31, 2003 (the Transition Date), served as a
starting point for nominal financial reporting beginning January 1st 2004. Additions
made subsequent to the transition date are included at nominal values.

2.

Definitions
Adjusted amount - Historical nominal amount adjusted for the Israeli CPI as of
December 2003, according to the provisions of Opinions No. 23 and No. 36 of the
Institute of Certified Public Accountants in Israel.
Reported Amount – An amount adjusted to the Transition Date, with the addition of
amounts in nominal values that were added subsequent to the Transition Date, net of
sums deducted subsequent to the Transition Date.
Cost - The term "cost" in these financial statements signifies cost in the reported
amount.

3.

4.

Balance Sheets
1)

Non-monetary items are presented in reported amounts.

2)

Monetary items are presented in the balance sheets in nominal values as at the
balance sheet date.

3)

The equity value of investments in investee companies is determined on the
basis of the financial statements in Reported Amounts of these companies.

4)

The amounts for non-monetary assets do not necessarily represent realizable
value or current economic value, but only the reported amounts for those assets.

Statement of Income
1)

Income and expenses relating to non-monetary items are derived from the
change in the reported amounts between the opening balance and the closing
balance.
- 15 -

DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont’d)

2.

2)

The remaining components of the statement of income are presented in nominal
values.

3)

The equity in the results of operations of investees is determined based on the
financial statements of these companies in reported amounts.

5.

The comparison figures for 2003 are presented adjusted to the CPI of the Transition
Date (CPI of December 2003).

6.

Condensed financial data of the Company in nominal historical values for tax purposes
is presented in Note 38.

Consolidation of the Financial Statements
The consolidated financial statements include the accounts of companies over which the
Group exercises control. Jointly controlled entities are included by the proportionate
consolidation method. Material inter-company transactions and balances have been
eliminated in the consolidated financial statements.

3.

Company shares held by subsidiary:
Company shares held by subsidiary are presented at cost and shown as a deduction from
shareholders' equity.

4.

Investments in Investee Companies
1.

The investments in investees are presented by the equity method of accounting. The
holding company's share is determined based on the issued capital at balance sheet date.
Rights for the acquisition of shares are not taken into account, although provisions for
losses resulting from the possible exercise of warrants or conversion of convertible
securities issued by investee companies have been made, where such exercise or
conversion appears to be probable. As regards disclosure pertaining to the impact of
Accounting Standard No. 22 during the period prior to its implementation, see Section
30(1), below.
In certain foreign affiliates the Company's share in the carrying value of these companies is
determined on the basis of financial statements prepared in accordance with international
accounting principles, including IAS No. 40 according to which investment property is
presented at its fair value, with changes in the fair value being allocated to the statement of
income.

2.

Excess of cost of investment in investees over their book value upon the date of
acquisitions that was attributed to land and other fixed assets was allocated to the statement
of income in parallel to the assets being amortized or realized. The excess of the purchase
price of the investment not attributed to identifiable assets was recorded as goodwill and is
amortized by the straight-line method over its estimated useful life of 10 to 20 years from
the dates of acquisition, in accordance with Accounting Standard No. 20 of the Israel
Accounting Standards Board. As regards disclosure pertaining to the impact of Accounting
Standard No. 20 (amended) during the period prior to its implementation, see Section
30(4), below.
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DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont’d)
3.

The Group evaluates in each reporting period the necessity to record an impairment loss
due to investments in affiliated companies, in accordance with the provisions of
Accounting Standard No. 15 (see Section 15 below).

4.

Translation of financial statements of foreign operation that is classified as an
autonomous held entity ("the entity"):
In accordance with Accounting Standard No. 13, assets and liabilities, both monetary
and non-monetary, of the entity are translated at the closing rate. The components of
the statement of income and of the statement of cash flows of the entity are translated
at the exchange rates at the dates of the transactions or at average exchange rates for
the period if such exchange rates approximate the actual exchange rates. All exchange
rate differences resulting from the translation, as above, are classified as a separate
component of shareholders' equity ("Foreign currency translation adjustments for
investees") until the disposal of the investment.
Loans that have the characteristics of an investment are treated as part of the
investment in the investee.
Exchange rate differences in respect of these loans are also classified in the separate
component of shareholders' equity.

5.

Cash Equivalents
The Group considers all highly liquid investments, including short-term bank deposits
purchased with original maturities of three months or less and unrestricted, to be cash
equivalents.

6.

Marketable Securities
Short-term investments in marketable securities that may be immediately realized, as well as
liabilities for the short sale of marketable securities are stated at quoted market prices as at
the balance sheet date. Changes in the value of these securities are recognized in the Finance
item of the statement of income.

7.

Other Investments
Investment in non-marketable securities and permanent investments in marketable securities
are presented at cost, net of provisions for impairment, that management estimates are not of
a temporary nature; see Section 15(2), below.

8.

Inventories
Inventories are stated at the lower of cost or market value, with the cost being determined as
follows:
Fuel and consumer goods - Reserve inventories of fuels in Israel whose dollar price is
secured by the Government is presented at its secured price. Cost
of operating inventory of fuels is determined using the "quarterly
weighted average" method.
Cost of inventory of consumption products abroad is estimated
by the retail method.
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DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont’d)
Inventories at the refinery - The cost of crude oil is determined using the "quarterly weighted
average" method. The cost of refined fuel products also includes
manufacturing costs.

9.

Vehicles

-

According to specific cost.

Others

-

Primarily by the moving average method.

Buildings and land for sale
Buildings and land for sale are stated at identifiable cost, however, not more than the
estimated selling price for each building unit.
The Group capitalizes to the cost of buildings under construction management and selling
expenses which can be clearly and exclusively identified with specific projects.

10.

Real estate for rent
Properties for lease are presented according to the cost of their acquisition (including costs
attributed directly to the acquisition of the properties), net of accumulated depreciation.
Improvements are added to the cost of the properties whereas maintenance expenses and
repairs are carried to the statement of income as incurred.
Depreciation is calculated by the straight-line method over the estimated useful lives of the
assets.
The Group evaluates in each reporting period the necessity to record an impairment loss, in
accordance with the provisions of Accounting Standard No. 15 (see Section 15 below).

11.

Land for construction:
Land for construction is presented at cost that, according to management's estimate, is lower
than the estimated selling price. The Group capitalizes to the cost of land under construction
which constitute "qualified assets" borrowing costs, according to Accounting Standard No. 3
(see t below). The capitalization period begins at the earlier of the request for a building
permit or when the construction works began.
The Group evaluates in each reporting period the necessity to record an impairment loss, in
accordance with the provisions of Accounting Standard No. 15 (see Section 15 below).

12.

Provision for Doubtful Debts
The provision for doubtful debts is principally determined in respect of specific debts whose
collection, in the opinion of the Group's management, is doubtful and, in part, at a certain
percentage of customer debts.
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DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont’d)
13.

Fixed Assets
1.

Fixed assets are stated at cost net of accumulated depreciation. Financing costs relating
to the financing of the acquisition or the construction of fixed assets until the operation
of such assets, appear under the cost of acquisition. Improvements and betterments are
charged to the cost of assets while maintenance and repairs are charged to the
statement of income as incurred.
The Group evaluates in each reporting period the necessity to record an impairment
loss, in accordance with the provisions of Accounting Standard No. 15 (see Section 15
below).

2.

Depreciation is calculated by the straight-line method at annual rates which are deemed
adequate to depreciate the assets over their estimated useful lives, as follows:
%
Buildings (including leasehold improvements)
Machinery and equipment
Motor vehicles
Office furniture and equipment

3.
14.

2 – 10
2.5 – 14
15 – 20
6 – 33

The costs of periodical treatments initiated at the oil refinery facilities are depreciated
over the period until the next treatment (approx. 4 years).

Other assets and deferred charges
1.

As for the amortization of goodwill created upon the acquisition of subsidiaries, see
d(2) above.
As regards disclosure pertaining to the impact of Accounting Standard No. 20
(amended) during the period prior to its implementation, see Section 30(4), below.

2.

Expenses relating to the issuance of debentures and to obtaining long-term loans are
amortized over the term of the debentures and loans, in proportion to the outstanding
amounts of debentures and loans.
As regards disclosure pertaining to the impact of Accounting Standard No. 22 during
the period prior to its implementation, see Section 30(1), below.

3.

Prepaid expenses and other deferred charges are amortized by the straight-line method
over their estimated useful lives.

- 19 -

DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont’d)
15.

Impairment of Assets
1.

Impairment of Fixed Assets
The Group implements Accounting Standard No. 15 "Impairment of Investments". The
Standard applies to all assets appearing in the balance sheet other than: inventories,
assets arising from construction contracts, assets originating from employee benefits,
deferred tax assets and financial assets (except investments in investee companies that
are not subsidiaries). According to the Standard, whenever there is an indication that an
asset may be impaired, the Group determines whether there has been an impairment of
the asset by comparing the carrying amount of the asset to its recoverable amount.
Recoverable amount is defined as the higher of an asset’s selling price and its value in
use. Value in use is the present value of estimated future cash flows expected to arise
from the continuing use of an asset and from its disposal at the end of its useful life. If
the carrying amount of an asset exceeds its recoverable amount, the impairment to be
recognized is measured by the amount by which the carrying amount of the asset
exceeds its fair value. An impairment loss previously recognized should be reversed
only if there has been a change in the estimates used to determine the asset’s
recoverable amount since the impairment loss was recognized.
In testing for impairment of gas stations which a subsidiary operates in Israel, the gas
stations are considered as a single cash generating unit and this, among other things,
because of the corporate customer base and the business dependency of the various
stations. Nonetheless, in cases where the management of the subsidiary is of the
opinion that certain stations do not contribute to the chain of gas stations, each of these
stations is deemed as a separate cash generating unit. In testing for impairment of gas
stations in the U.S., each cluster of stations that is managed and operated together is
considered as a separate cash generating unit. The evaluation for impairment of other
assets is taken into consideration separately for each asset.
The assessment of an asset's value in use is based on the Group's best estimate of the
conditions that will exist over the remaining useful life of the asset and on the asset's
present condition.

2.

Impairment of Investments in Other Companies
The Group generally evaluates the fair value of its investments in each reporting period
whenever changes in circumstances or occurrence of other events indicate a decline in
value that is other than temporary.
The evaluation of the fair value takes into consideration, among others, the market value of
the investments (in respect of investments in marketable securities), estimates of analysts
and valuations of the investments, the conditions of the industry in which the portfolio
company is operating, the portfolio company's business condition, off-market transactions
in the portfolio company's securities, prices of equity transactions in the portfolio company
and additional information that the portfolio company presents to its board of directors (if
the Company is represented on the board) or to its shareholders.
Based on the results of the above evaluation, the Group, if necessary, recognizes an
impairment loss that is other than temporary in the statement of income.
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DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:-

SIGNIFICANT ACCOUNTING POLICIES (Cont’d)
16.

Deferred Taxes
1.

Since 2004, the Group has adopted Accounting Standard No. 19 regarding "Taxes on
Income" (hereinafter: "The Standard"). The Standard prescribes the principles for
recognition, measurement, presentation and disclosure of taxes on income and deferred
taxes in the financial statements.
Deferred taxes are computed in respect of temporary differences between the amounts
included in the financial statements and the amounts allowable for tax purposes, as
well as losses carried forward for tax purposes, except for a limited number of
exceptions, as prescribed in the Standard.
The deferred tax balances are calculated at the tax rates that are expected to be in effect
when these taxes will be charged to the statements of income, based on the tax laws in
effect as at the balance sheet date. The sum of deferred taxes in the statement of
income originates from changes in these balances during the reported year.

2.

Deferred taxes are not provided with respect to taxes that would be incurred if investments
in investee companies were realized, as long as it is probable that the sale of the
investments in the investee companies is not expected in the foreseeable future. Deferred
taxes are provided for an investment whose sale in the foreseeable future is likely.
Similarly, deferred taxes that would apply in the event of distribution of earnings by
investees as dividends – in cases where said dividend distribution does not involve an
additional tax liability – have not been taken into account in computing the deferred
taxes, since it is the Group's policy not to initiate distribution of dividends that involves
an additional tax liability.

17.

3.

In cases when there exists uncertainty of taxable income in the future, no deferred tax
assets have been recorded in the financial statements.

4.

As a result of the early adoption of the Standard in 2004, the Group recorded a loss of
approximately NIS 20 million. This sum was included in the 2004 statements of
income as a separate item in "Cumulative effect as of the beginning of the year due to a
change in accounting principle".

Oil and gas exploration and development of proved wells:
The investments in oil and gas exploration are presented by the "successful efforts" method,
whereby:
1.

Costs in respect of participation in geological and seismic exploration and surveys are
charged to the statement of income as incurred.

2.

Investments in oil and gas drilling in drilling stages for which it was not yet proved
whether they produce oil or gas and not yet qualified as non-marketable are presented in
the balance sheet at cost.

3.

Investments in oil and gas drilling, which were proved as dry and abandoned or qualified
as non-marketable or for which development programs were not determined in the near
future are written off in full in the statement of income.
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4.

Expenses relating to drilling, for which it was determined that there are proven gas or oil
reserves are recorded in the balance sheet at cost and amortized to operations based on the
ratio between the volume of production and the total proved reserves for the same oil asset,
as estimated by an expert.

5.

Costs accrued in respect of the development of the proven wells of the joint venture
Yam Tethys were designated to provide the options for the drilling, production,
treatment and compression of gas. These costs which include engineering planning,
development drillings, purchase and establishment of production facilities and pipes
for the delivery of gas to the point onshore are recorded in the balance sheet at cost and
amortized to operations based on the relation of the volume of production to total
proved reserves, as estimated by an expert

Expenses relating to purchase of rights to license of possession and preliminary permits to oil and
gas drilling, including increasing the Group's share in joint ventures, are treated as aforesaid.
Excess of cost of investment in companies, partnerships and joint ventures that own wells, as
aforesaid, over their book value, was attributed to investment in oil reserves and amortized as
aforesaid.
18.

Expenses for obligations associated with the retirement of assets
In relation to certain assets it owns (primarily a natural gas rig opposite the Ashkelon shore
and refinery and oil facilities in the USA), the Group implements FAS 143, including FIN 47
that relates thereto), which addresses obligations associated with the retirement of long-lived
assets (hereinafter: "The Statement"). This Statement requires that the liability and the related
asset for the Group's obligation associated with the retirement of the assets at the end of their
utilization period be accounted for consistently and recognized when the liability is incurred.
The liability is initially measured at fair value and changes in liability that result from elapsed
time are allocated to expense. The asset is depreciated to operations over the asset's useful
life, based on a determined depreciation method for that particular asset.

19.

Revenue Recognition
1.

Revenues from product sales are recognized upon delivery to the customer.

2.

Revenues from provision of services are recognized ratably over the term of the service
contract or at the time that services are rendered.

3.

Revenues from rental fees are recognized ratably over the term of the lease.

4.

Fixed rates of increases in long-term lease contracts are spread by the straight-line method
over the term of the lease and are shown as part of revenues.
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5.

The Group adopted Accounting Standard No. 2, "Construction of Buildings for Sale". The
Standard prescribes the accounting principles relating to recognition of revenues from sale
of apartments in buildings constructed for sale. According to this Standard, revenues will
be recognized upon the sale of apartments, however not before the sales proceeds from the
project constitute at least 50% of the anticipated total revenues therefrom and the
percentage of completion of the project is at least 25%. In these cases, revenues are
recognized base don the product of the sales proceeds by the percentage of completion of
the project. Losses are recorded in full as incurred.

6.

Recognition of revenues from BOT or PFI projects
A jointly-controlled entity that has established installations for the desalination of
seawater is implementing in its financial statements, the principles determined in the
position paper published by the Israel Accounting Standards Board regarding
settlements for the establishment and operation of public property by the private sector
(hereinafter: "The Position Paper"). Until the adoption of an accounting standard in this
matter, the Position Paper serves as a guideline for financial reporting that shall apply
to settlements between the public sector (hereinafter: "The Ordering Party") and the
private sector (hereinafter: "The Operator") for the establishment and operation of
public property by the private sector.
The Position Paper is intended to determine whether the Operator must recognize the
property as a non-monetary asset or alternately, recognize it as a financial asset on
account of which there exists a debt of the Ordering Party. The consolidated company
has recognized the property as a financial asset that accrues financial revenues while
the specific rate of return on the financial asset is deducted from the revenues
associated with the property. The balance of payments (total payments net of principal
payments and interest payments) are recognized as operating income concurrently with
the operating expenses.

7.
20.

As regards disclosure pertaining to the impact of Accounting Standard No. 25 during
the period prior to its implementation, see Section 30(3), below.

Capitalization of credit costs
The Group adopted Accounting Standard No. 3, "Capitalization of Borrowing Costs". The
Standard prescribes the accounting and reporting principles relating to capitalization of
borrowing costs as part of the cost of "qualified assets", as defined by this Standard.
According to the principles of this Standard, costs of specific borrowing in respect of
investment in qualifying assets were capitalized and if there is no specific borrowing, the
capitalization was computed based on the weighted average borrowing cost of the credit
sources.
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21.

EPS
Basic earnings per share are computed based on the weighted average outstanding share
capital during the year, retroactively adjusted for bonus shares and assuming the conversion
of convertible securities at the later of either the beginning of the year or the date of their
issuance, if conversion is likely.
Diluted earnings per share are computed as above, with the addition of the effect of shares
deriving from the conversion of convertible securities which were not included in the
computation of basic earnings per share. If the effect of the conversion of convertible
securities is antidilutive, it is not included in the computation.
As regards the publication of Accounting Standard No. 21, see Section 30(5), below.

22.

Convertible debentures
Convertible debentures are included on the basis of the probability of conversion, in
accordance with the criteria set forth in Opinion 53 of the Institute of Certified Public
Accountants in Israel. In the event that the conversion is not probable, the debentures are
included as a liability at their liability value; in the event that conversion is probable, the
debentures are presented between long-term liabilities and shareholders' equity at the greater
of their liability value or capital value.
The debentures are presented net of discount which is amortized over the period of the
debentures.
As regards disclosure pertaining to the impact of Accounting Standard No. 22 during the
period prior to its implementation, see Section 30(1), below.

23.

Exchange Rates and Linkage
1.

Assets and liabilities in foreign currency, or linked thereto, appear according to the
representative exchange rates that were published by the Bank of Israel and were in
force at the balance sheet date.

2.

Assets and liabilities linked to the CPI appear according to the relevant CPI regarding
each linked asset or liability.
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Below are data about the exchange rates and the Israeli CPI:
Representative
exchange rates as of
December 31,
2005
2004
NIS
1 U.S. dollar
100 Japanese Yen
1 Swiss Franc
1 Pound Sterling
1 Canadian Dollar
1 Euro

4.603
3.921
3.499
7.941
3.964
5.447

4.308
4.200
3.806
8.308
3.579
5.877

CPI (in points) as of
December 31,
2005
2004
NIS
In Israel (**)
In U.K.
In Canada
In U.S.
(*
(**
24.

103.0
(*
(*
(*

100.6
(*
(*
(*

The annual change
increase (decrease)
2005
2004
2003
%
6.8
(6.6)
(8.1)
(4.4)
10.8
(7.3)

(1.6)
2.5
7.2
5.9
5.0
6.2

(7.6)
2.6
3.9
2.8
13.5
11.3

The annual change
increase (decrease)
2005
2004
2003
%
2.4
(*
(*
(*

1.1
(*
(*
(*

(1.9)
2.8
2.0
1.9

As a result of the adoption of Standards 12 and 13, the Group discontinued to adjust
the financial statements of foreign investees to the inflation.
CPI according to average base, 2002 = 100.

Derivative Financial Instruments
The results of hedging transactions designated to hedge assets and liabilities in foreign
currency recorded in the balance sheet against the fluctuations in the exchange rates of the
above foreign currencies are reported in the statement of income, concurrently with the
recording of the exchange rate differences of said assets and liabilities.
The results of hedging transactions for the future purchase or sale of foreign currency, inventories
and gas prices that are intended to hedge the cost of purchase or the proceeds of sales against
fluctuations in foreign currencies and against changes in inventory and gas prices are reported in
the statement of income, concurrently with the recording of the results relating to the transactions
they are designated to hedge.
The results of swap transactions designated to hedge the expected cash flows from loans with
floating interest are reported in the statement of income, concurrently with the recording of the
financial expenses relating to the loans which they are designated to hedge.
Derivative financial instruments that are not recognized as financial hedging transactions, as
above, are presented in the balance sheet at fair value. Changes in fair value are recorded in
financing in the statement of income as incurred. The fair value of derivative financial instruments
is determined based on their market prices and, if there is no price, the fair value is determined
using valuation methodologies.
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25.

Environment
Primarily on account of a subsidiary in the USA, the company’s accounts include a provision for
expected costs related to purification and rehabilitation of environmental damages. The provision
is recorded when management feels it is probable that a liability has been created, whose amount
can be reasonably estimated. Environmental liabilities represent the current estimated costs to
investigate and remediate contamination.
Management estimate is based on internal and third party assessments of the extent of the
contaminations, the selected remediation technology and review of applicable environmental
regulations. Accruals for estimated costs from environmental remediation obligations
generally are recognized no later than completion of the remedial feasibility study. Such
accruals are adjusted as further information develops or circumstances change. Expenditures
for equipment necessary for environmental issued relating to ongoing operations are
capitalized.

26.

Advertising Costs
Advertising costs are reported in the statement of income upon their creation.

27.

Using Estimates in the Formulation of the Financial Statements
The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and the disclosure of contingent assets and liabilities in the
financial statements and the reported amounts of revenues and expenses during the reporting
periods. The actual results may differ from these estimates.

28.

Dividend declared subsequent to balance sheet date
Dividends declared subsequent to the balance sheet date and prior to the date of the approval
of the financial statements are not recorded as a liability in the financial statements and are
presented as a separate component as part of the shareholders’ equity.

29.

Transactions between the Group and a controlling shareholder
Transactions between the Group and a controlling shareholder are presented in accordance
with Israeli Securities Regulations (Presentation of Transactions Between a Corporation and
a Controlling Shareholder Therein in the Financial Statements), 1996. According to these
regulations, the excess of proceeds over the cost of assets sold to the controlling shareholder
and the difference between the cost of acquisition of assets from the controlling shareholder
and their carrying amount in the books of the controlling shareholder in proximity to the date
of acquisition are recorded in shareholders' equity.
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30.

Disclosure of Influence of New Accounting Standards in the Period Prior to Their
Implementation
1.

Accounting Standard No. 22 – Financial Instruments Disclosure and Presentation
In July 2005, the Israel Accounting Standards Board issued Accounting Standard
No. 22, "Financial Instruments: Disclosure and Presentation" (hereinafter: "The
Standard"). This Standard shall apply to financial statements for periods commencing
on or after January 1, 2006 (effective date).
This Standard prescribes principles regarding the presentation of financial instruments
and details the proper disclosure required in their respect in the financial statements.
The presentation principles apply to the classification of financial instruments or their
component parts, on initial recognition as a financial liability, financial asset or equity
instrument; the classification of related interest, dividends, losses and gains; and the
circumstances in which a financial asset and a financial liability should be offset.
According to the standard, transaction costs of a financial liability are deducted from
the liability and are taken into account, when calculating the effective interest rate.
This differs from the situation prior to the Effective Date, whereby the said costs on
account of financial liabilities were presented as an asset in the balance sheets, that was
regularly allocated to the statement of income over the duration of the liability.
When issuing several types of financial instruments in a package (shares, debentures
and option warrants), the standard requires that the package components be split when
initially recognizing the various financial instruments according to their fair value.
According to the Standard, compound financial instruments, that include both a
liability and an equity component (convertible debentures for example), should be
bifurcated into an equity (net of the influence of taxes) and a liability component and
each component should be classified separately in accordance with the Standard's
guidance (net of transaction costs associated with the various components). This is in
contrast to current accounting principles, prior to the Effective Date, whereby the
aforementioned financial instrument in its entirety is classified as a single financial
liability or a single mezzanine item (depending on the probability of conversion, as
determined in Opinion 53 of the Institute of Certified Public Accountants in Israel).
The said bifurcation will be made by initially determining the value of the liability
component, based on the fair value of a similar liability, without the equity component
(conversion component). The value of the equity component is determined
subsequently, by subtracting the liability component that was calculated from the fair
value of the compound instrument in its entirety.
The Standard also broadens the definition of a financial liability, thus causing certain
financial instruments, which are considered under current accounting guidance to be
equity instruments, to be considered as financial liabilities according to the new
standard.
The Standard supersedes Standards No. 48 and 53 of the Institute of Certified Public
Accountants in Israel, according to which an investor should record a provision for a
probable loss to result from decrease in its interest in the investee, following the
conversion of the investee's convertible instruments ("loss provision").
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The Standard shall be applied prospectively. Comparative data presented in financial
statements for periods beginning on the Standard's effective date will not be restated or
reclassified. Financial instruments that were issued prior to the Standard's effective
date will be classified and presented in accordance with the provisions of the Standard
beginning on the Standard's effective date. Compound financial instruments, which
were issued in prior periods and were not yet converted or redeemed as of the
Standard's effective date, will be bifurcated to their components and presented
accordingly, beginning on the Standard's effective date. A loss provision included in
the financial statements of an investor at the Standard's effective date should be
reversed at such date as a cumulative effect in the current period.
The Group estimates that the principal impact of the Standard as at the Effective Date,
will result in an increase in the Group’s shareholders’ equity, along with a decrease in
liabilities, due to the fact that the equity component of convertible debentures issued by
the Group will be allocated to the shareholders’ equity in the amount of NIS 6 million.
Moreover, the Group’s financial expenses will grow in the future due to the discount
created on the liability instrument.
2.

Accounting Standard No. 24 – Share-Based Payment
In September 2005, the Israel Accounting Standards Board issued Accounting
Standard No. 24, "Share-Based Payment" ("the Standard"). The Standard shall apply to
financial statements for periods commencing on or after January 1, 2006 (effective
date).
This Standard requires the Group to recognize share-based payment transactions in its
financial statements in respect to the purchase of goods or services. Such transactions
include transactions with employees or other parties that must be settled in the
Company's equity instruments or in cash. Concurrently with the recognition of the
goods or services received, it is necessary to recognize in the financial statements an
increase in shareholders' equity when the share-based payment transaction will be
settled in equity instruments and the incurrence of a liability when this transaction will
be settled in cash. This contrasts with the situation prior to the Effective Date, in which
certain types of the above mentioned transactions were not reflected in the financial
statements.
According to the Standard, measurement principles are prescribed with respect to
transactions with employees and others providing similar services in return for equity
instruments, by reference to the fair value of the equity instruments granted on the day
they were granted. In addition, requirements are prescribed for situations in which
modifications are made to the conditions on which the equity instrument were granted.
In share-based transactions with parties who are not employees, the fair value of the
goods or services received is to be measured on the day they were provided.
Furthermore, in the event that the granted financial instruments are not vested by the
time the other party completes a predefined service period, then the service is to be
recognized in the financial statements over the vesting period.
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For equity-settled share-based payment transactions, the Standard applies to grants
made subsequent to March 15, 2005, which had not yet vested as of the Effective Date.
The Standard shall also apply to modifications that were made to the conditions of
equity-settled transactions subsequent to March 15, 2005, even if the grants on account
of which the modifications were made occurred prior to this date. In the financial
statements for 2006, comparative data in the financial statements for 2005 shall be
restated in order to reflect the expense relating to the aforementioned grants.
For liabilities arising from share-based payment transactions existing as of the effective
date, it will be necessary to apply the provisions of the Standard retrospectively. The
Group should restate the comparative data, including adjusting the opening balance of
retained earnings for the earliest period in which comparative data are presented.
The Group estimates that the impact of the said standard on the 2005 financial
statements is not expected to be significant. As regards options granted to executives
and employees at investee companies, the investee companies shall begin recognizing
the expenses with the formulation of the option conditions; see also Note 9(j).
3.

Accounting Standard No. 25 - Revenues
In February 2006, the Israel Accounting Standards Board issued Accounting Standard
No. 25 - "Revenues" (hereinafter: "The Standard").
This standard addresses the recognition of revenues from three principal types of
transactions: Sale of goods, provision of services and income from interest, royalties
and dividends and sets the conditions required for recognition of each type, with the
basic rule being that the revenues shall be measured according to the fair value of the
proceeds obtained and/or eligible to be obtained. If the proceeds are not obtained at the
transaction date, the revenues shall be measured by capitalizing the proceeds according
to market interest rates. The standard also stipulates that in cases where it is possible to
separately identify components in a single transaction, the measuring of revenues will
be made for each component separately in the event that this will reflect the essence of
the transaction. The standard stipulates that revenues recognized in the statements of
income will include only the sums that the Group has received and/or is eligible to
receive for itself. Consequently, sums collected on behalf of a third party do not
constitute Group revenues.
For the purpose of determining whether the Group is required to report its revenues as
gross (when operating as a principal supplier) or net (when operating a an agent),
Clarification No. 8 to the Standard – Reporting of Revenues as either Gross or Net was published (hereinafter: "The Clarification"). According to the Clarification, the
recognition of revenues as either gross or net shall be determined in accordance with
the distribution of risks and returns stemming from the transaction. Parameters have
been set as part of the Clarification that must be taken into consideration in
determining the manner of reporting (gross or net).
The Standard and the Clarification shall apply to financial statements for periods
commencing on or after January 1, 2006.
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Regarding sums reported as revenues, that constitute sums collected on behalf of third
parties according to the Standard and revenues that were not reported as either gross or
net as required by the Clarification, it was determined that the relevant directives must
be implemented retrospectively. Moreover, assets and liabilities included in the
balance sheets as at December 31, 2005, will be adjusted to January 1, 2006, to the
sums that were recognized in accordance with the instructions of the Standard, with the
influence of the adjustment being allocated to the statement of income for the periods
starting on that date, in the item "cumulative effect of change in accounting method at
beginning of year, net".
The company is analyzing the directives of the new standard and it is possible that the
new standard may have an impact on its financial situation and results of operation,
considering, inter alia, the financing component that is inherent to its sales for credit.
At this stage it is impossible to estimate the said influence.
4.

Accounting Standard No. 20 ( Amended) – "Accounting Treatment of Goodwill and
Intangible Assets on Acquisition of Investee Companies"
In March 2006 the Israel Accounting Standards Board published Accounting Standard
No. 20 ( Amended) – "Accounting Treatment of Goodwill and Intangible Assets on
Acquisition of Investee Companies" (hereinafter: "The Standard"). The provisions of
Standard No. 20 will be applicable for financial statements for periods beginning on or
after January1, 2006 ("The Effective Date").
According to the Standard, the excess of the cost of acquisition of an investment in an
investee company over the part of the holding company in the fair value of its
identifiable assets (including intangible assets) less the fair value of its identifiable
liabilities (after relevant tax attribution) constitutes goodwill. The excess of the cost of
acquisition of an intangible asset acquired will be attributed only in the event of
fulfillment of the definition of intangible asset in accordance with the criteria fixed in
the Standard, including, inter alia, the ability to identify and reliably measure the fair
value. The Standard differentiates between intangible assets with undefined useful life
spans and intangible assets with defined useful life spans. Until the Effective Date,
there existed no specific directives for identifying and attributing the excess cost of
acquisition of intangible assets of the investee company.
According to the Standard, in the event that negative goodwill (excess of fair value
over acquisition cost) is derived at the date of acquisition, such negative goodwill will
be recognized immediately as at the acquisition date as a gain in the statement of
income and will not be amortized methodically. Positive goodwill and intangible assets
with undefined lives will not be amortized, as opposed to the rules in effect until the
Effective Date according to which goodwill and intangible assets are amortized over
their useful lives, up to a maximum of 20 years for goodwill. The Standard requires to
examine at least once a year, according to particular events or circumstances, whether
there transpired an impairment of the value of goodwill and intangible assets with an
undefined life span. It is also necessary to periodically examine whether the events and
circumstances still support the estimation that the useful life span remains undefined.
Regarding intangible assets with a defined useful life span, these shall be amortized
methodically and shall also be subject to the examination of impairment of value. The
examination of impairment of value shall be made in accordance with Accounting
Standard No. 15 - Impairment of Value of Assets.
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The interim directives regarding the treatment of the outstanding goodwill and
intangible assets included in the financial statements as at December 31, 2005
(including goodwill appearing in the investment account of an associated company),
stipulate that the comparative figures for the periods prior to the Effective Date shall
not be restated and that on the Effective Date, the amortization of the outstanding
goodwill shall be discontinued and from that date onward, the impairment of value
shall be examined in respect of the goodwill, as aforesaid. Furthermore, negative
goodwill as at December 31, 2005 shall be deducted, as at the Effective Date, directly
from the opening balance of surpluses at the Effective Date.
The Group estimates that the impact of the new standard will result in the
discontinuation of the methodical amortization of goodwill (including the Group’s
share in the existing goodwill in the books of associated companies), whose balance as
at December 31,2005 is NIS 820 million and whose amortization in 2005 was equal to
NIS 50 million.
5.

Accounting Standard No. 21, "Earnings per Share"
In February 2006, the Israel Accounting Standards Board published Accounting
Standard No. 21 – "Earnings per Share" (hereinafter: "The Standard"), which
prescribes the principles for the computation and presentation of earnings (loss) per
share in the financial statements and supersedes Opinion No. 55 of the Institute of
Certified Public Accountants in Israel in this matter.
According to the Standard, earnings per share are to be computed based on the number
of ordinary shares (and not per NIS 1 par value of the shares as computed until the
effective date). Basic earnings per share are to include only shares which are
outstanding during the period whereas convertible securities (such as convertible
debentures and option warrants) are to be included in the computation of diluted
earnings per share, in contrast to the principles applied until the effective date
according to which in cases where a convertible security is likely to be converted, it is
included in the computation of basic earnings per share. In addition, convertible
securities which had been converted during the period, are to be included in diluted
earnings per share up to the date of conversion and are to be included in basic earnings
per share from that date. Pursuant to the Standard, options will be included in diluted
earnings when their exercise results in the issuance of shares for a consideration which
is less than the market price of the shares. The amount of dilution is the market price of
the shares minus the amount that would have been received as a result of the
conversion of all the options into shares. This is in contrast to the method of
computation prescribed by Opinion No. 55, which also includes adjustments to
earnings.
In the event that the company possesses various types of ordinary shares with differing
rights, the earnings per share will be presented for each such type separately, in
accordance with the method prescribed by the Standard. A holding company’s share in
the earnings of investee companies shall be calculated according to its share in the
earnings per share of these investee companies, multiplied by the number of shares
held by the holding company.
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This Standard shall apply to financial statements for periods commencing on or after
January 1, 2006. The provisions of the Standard should be implemented – in the form
of restatement – regarding comparative per share data relating to previous periods.

NOTE 3:- CASH AND CASH EQUIVALENTS
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in millions
In Israeli currency
In foreign currency

105
730

177
368

12
-

16
-

835

545

12

16

NOTE 4:- SHORT-TERM INVESTMENTS
Weighted
annual
interest
rate (1)
%

Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in millions

Bank deposits:
In USD
In CAD
In unlinked NIS
Restricted deposits

4.1
2.3
4.3

215
6
35
-

21
12
27

-

5.0

-

-

76

395
17
13

130
11

84
-

98
9

681

201

160

107

Loans to subsidiaries:
Unlinked

-

Marketable securities:
Government bonds
Mutual funds
Shares

(1)

As at December 31, 2005.
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NOTE 5:- ACCOUNTS RECEIVABLE – TRADE
Consolidated
December 31,
2005
2004
Reported NIS in millions
Open accounts*)
Checks receivable and credit companies

1,681
823

1,292
647

Less – allowance for doubtful accounts

2,504
148

1,939
115

2,356

1,824

110
107

262
251

3

11

*) Including income to be received from apartment buyers
as follows:
Income recognized from construction of buildings for sale
Less – Proceeds from apartment buyers

NOTE 6:- OTHER ACCOUNTS RECEIVABLE
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in millions
Prepaid expenses and supplier
advances
Current maturities of long-term
receivables and loans
Deferred taxes (1)
Related parties
Government institutions
Dividend and distributable earnings
receivable
Joint ventures for petroleum and gas
exploration, net
Derivative financial instruments
Deposits (2)
Other receivables
(1)
(2)

80

40

-

84
33
7
40

49
41
5
34

256
20
-

70

6

27

17
30
103
75

3
82
39

539

299

-

303

163
10
173

See Note 33e.
As at December 31, 2005, including deposits of NIS 48 million held in trust to secure the
liabilities of subsidiaries related to the leasing of assets in England and in Canada.
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Consolidated
December 31,
2005
2004
Reported NIS in millions
Fuel products at stations and facilities
Inventory of consumer goods at stations
Oil and refined products at refinery
Motor vehicles and spare parts
Others

466
102
309
741
61

388
89
514
55

1,679

1,046

NOTE 8:- BUILDINGS AND LAND FOR SALE
Consolidated
December 31,
2005
2004
Reported NIS in millions
Composition:
Land, commercial and office space for sale
Buildings for sale *)
*)

5
36

11
51

41

62

302
250

406
333

52
16

73
22

36

51

127

139

63

100

Inventory of buildings for sale, net:
Cost of buildings for sale
Less - costs carried to the statement of income
Less - customer advances

Scope of selling contracts entered into during the
year
Part of the accrued amount of selling contracts which
was not recognized as revenues for the end of the
reported year
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A.

Composition:
Shares

2005
Loans

Consolidated:
Affiliates and
partnerships (1)
Other companies

December 31,

2004
Total
Shares
Loans
Reported NIS in millions

Total

1,908
416

262
-

2,170
416

1,080
138

314
-

1,394
138

2,324

262

2,586

1,218

314

1,532

2,106

1,246

3,352

1,665

593

2,258

The Company:
Subsidiaries (1)
(1)
B.

See b below.

Composition of investments in investee companies:
Consolidated
The Company
31 December
31 December
2005
2004
2005
2004
NIS in millions
Cost of the investment
Profits amassed from date of
purchase (less dividend) net
Capital funds, net
Loans and capital notes (see h
below)
Less loans received from
affiliated companies *)

(*

1,700

876

874

874

229
(21)

211
(7)

1,206
26

760
31

1,908

1,080

2,106

1,665

340

314

1,246

593

(78)

-

-

-

2,170

1,394

3,352

2,258

As a result of the refinancing of subsidiaries of Delek Real Estate, cash surpluses were
created at subsidiaries that were made available as loans to companies in the Delek
Real Estate Group. The repayment dates of these loans have yet to be set.
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C.

The unamortized balance of initial difference:
Consolidated
December 31,
2005
2004
Reported NIS in millions
In respect of affiliates and partnerships:
Excess of cost of investments over fair value at date
of acquisition
Less - accumulated amortization

850
42

571
37

Balance to be amortized

808

534

D.

The latest audited financial statements of investees prepared as of the date of the Company's
balance sheet serve as a basis for the computation of the carrying amount, except one affiliate
whose latest financial statements have been prepared as of September 30, 2005.

E.

The change in investments in 2005:

Affiliates
and
partnerships

The
Company

Consolidated
Other
Total
Reported NIS in millions

Subsidiaries

Balance at the beginning of the year
Changes during the year:
Investments in shares
Loans and capital notes, net
Earnings from issue to third party
Initial consolidation of affiliate
Equity in earnings, net *)
Dividends and distributable earnings
Financial statement translation
differences
Changes in additional capital
reserves
Realization of investments in shares
Transition from investment in
subsidiary to investment in cost
Transfer from permanent investment
to current investment
Impairment of investments
Transition from consolidated to
affiliated companies due to
decrease in holding %

1,394

138

1,532

2,258

793
(52)
4
(7)
152
(165)

322
-

1,115
(52)
4
(7)
152
(165)

653
111
498
(163)

(24)

-

(24)

(16)

10
-

(35)

10
(35)

11
-

(10)

10

-

-

-

(16)
(3)

(16)
(3)

-

75

-

75

-

Balance at the end of the year

2,170

416

2,586

3,352

(*

In the consolidated - apart from approximately NIS 6 million which were taken into
account in change in deferred taxes (see Note 33e2).
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F.

Dividends from investee companies and partnerships:
Year ended
December 31,
2005
2004
Reported NIS in millions

G.

In the consolidated balance sheet:
Affiliates

165

14

In the Company's balance sheet:
Subsidiaries

163

166

Investments in shares listed for trade on the stock exchange:
December 31 2005
December 31 2004
Carrying
Market
Carrying
Market
amount
value
amount
value
Reported NIS in millions Reported NIS in millions
912
1,331
233

Subsidiaries
Affiliate and affiliated partnership
Other companies
H.

4,508
1,636
352

240
745
86

2,003
884
109

Linkage terms and interest rates of loans:
Weighted
annual
interest
rate (1)
%
Linked to the Israeli
CPI (2)
Linked to the U.S.
dollar
Linked to the Pound
Sterling
In Swedish Krona
Unlinked
Euro
Unlinked capital notes
with no interest
Swiss francs

(1)
(2)
(3)

Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in millions

4.5

63

50

1,162

593

2.9

11

10

84

-

9
9.7
7.5

80
31
13
93

189
43
22
-

-

-

-

11
38

-

-

-

340

314

1,246

593

As at December 31, 2005.
Company – Weighted annual interest rate of approximately 5.3%.
A maturity date for most of the loans has not yet been determined.
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I.

The Group's share in the financial statements items of jointly controlled entities included by
the proportionate consolidation method:
December 31,
2005
2004
Reported NIS in millions
Current assets
Non-current assets
Current liabilities
Long-term liabilities

147
157
109
140
2005

Revenues
Costs and expenses
Net income (loss)
J.

123
213
142
162

Year ended December 31,
2004
2003
NIS in millions
Reported
Adjusted
164
149

215
209

98
99

15

6

(1)

Principal changes in investees:
1.

REAL ESTATE OPERATIONS
(a)

1.

During June 2005, a subsidiary, Delek Real Estate Ltd. ("Delek Real
Estate"), completed a public issuance of securities, as follows:
(a)

8,200,000 Ordinary shares.

(b)

NIS 49,200 thousand par value of debentures (series C) of NIS 1
par value each, convertible into Ordinary shares of Delek Real
Estate in 4 equal annual payments on May 30 of each of the years
2008 to 2011. The debentures are linked to the Israeli CPI and bear
annual interest at the rate of 6% that is payable twice a year on May
30 and November 30 of each of the years from November 30, 2005
through May 30, 2011. The debentures are convertible into
Ordinary shares of Delek Real Estate up to May 14, 2011, in such a
manner that during the period from the registration of the
debentures for trade through May 30, 2008, each NIS 29.65 par
value of debentures (NIS 29.32 after dividend adjustment) is
convertible into one Ordinary share of Delek Real Estate and during
the period from May 31, 2008 through May 15, 2011, each NIS
34.25 par value of debentures (NIS 33.92 after dividend
adjustment) is convertible into one Ordinary share of Delek Real
Estate (subject to adjustments).
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(c)

NIS 49,200 thousand par value of debentures (series D) of NIS 1
par value each, redeemable in 6 equal annual payments on May 30
of each of the years 2007 to 2012. The debentures are linked to the
Israeli CPI and bear annual interest at the rate of 6% that is payable
twice a year on May 30 and November 30 of each of the years from
November 30, 2005 through May 30, 2012.

(d)

1,640,000 stock options (series 1), exercisable into debentures
(series C) of Delek Real Estate up to July 7, 2005, in such a manner
that each stock option (series 1) is exercisable into NIS 100 par
value of debentures (series C) in consideration for a cash payment
of NIS 92.6, linked to the Israeli CPI.

(e)

3,280,000 stock options (series 2), exercisable into debentures
(series D) of Delek Real Estate from their registration for trade
through July 7, 2005 inclusive, in such a manner that each stock
option (series 2) is exercisable into NIS 100 par value of debentures
(series D) in consideration for a cash payment of NIS 92.6, linked
to the Israeli CPI.

The immediate proceeds that Delek Real Estate received in consideration
for the issuance totaled approximately NIS 284 million (net of issuance
expenses of approximately NIS 15 million) and it was attributed to the
issued securities based on their relative quoted market prices during the
first three trading days; an amount of NIS 124 million was attributed to
shares, NIS 51 million was attributed to debentures (series C); NIS 51
million was attributed to debentures (series D), NIS 20 million was
attributed to stock options (series 1) and NIS 38 million was attributed to
stock options (series 2).
2.

During the period from the date of issuance through July 7, 2005, all the
stock options (series 1) were exercised into NIS 164 million par value of
debentures (series C) in consideration for NIS 150 million and all the
stock options (series 2) were exercised into NIS 328 million par value of
debentures (series D) in consideration for approximately NIS 303 million.
Total issuance proceeds from all securities offered under the prospectus of
Delek Real Estate (including exercise of options) amounted to
approximately NIS 737 million (net of issuance expenses of
approximately NIS 18 million).
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3.

On May 30, 2005, an agreement was signed between the Group and Delek
Real Estate, on the one part, and Mivtahim National Insurance Institution
of the Employees Ltd. and Mivtahim Pension Fund (collectively,
"Mivtahim"), on the other part, according to which Mivtahim will convert
the remaining debentures (approximately NIS 67 million) into Delek Real
Estate shares based on the issue price as determined in Delek Real Estate
prospectus (NIS 24.4 per share), discounted by 11.8% (NIS 21.52 per
share). Accordingly, close to the public issuance, Delek Real Estate issued
to Mivtahim 3,126,265 Ordinary shares of Delek Real Estate. It was also
provided that for the purpose of monetary computation to be performed
between the parties, the conversion rate shall be determined based on the
average quoted market prices for Delek Real Estate shares during the first
30 trading days, discounted by 10.72%. On July 24, 2005 (the end of the
first 30 trading days), the average quoted share price was NIS 14.31 and
approximately NIS 12.75 after a discount of 10.8%. Based on the new
conversion rate, determined as above, according to a monetary reckoning
which took place between Mivtahim and Delek Real Estate, Delek Real
Estate paid to Mivtahim an amount of approximately NIS 27 million. The
remaining liability in respect of the debentures amounting to
approximately NIS 40 million was classified to Delek Real Estate equity.

Subsequent to the issuances, as stated above, the Group's holding rate in Delek
Real Estate decreased to about 80%. As a result of these issuances, the Group
derived a gain totaling approximately NIS 111 million (including recognition of
deferred credit of approximately NIS 24 million on account of earnings
originating for the Group from the issuing of shares of Delek Real Estate to
Mivtahim in the past, whose completion was contingent upon the issuing of
Delek Real estate shares to the public). The said earnings are included as gains
from sale of investments in investees and other companies.
(b)

On April 12, 2005, subsidiaries of Delek Real Estate ("the sellers") entered into
a memorandum of understandings with a third party ("the buyers"), whereby the
buyers offer to the sellers to purchase 55% of the sellers' holdings in foreign
companies ("the shares") that own all property rights in nine investment
properties in England ("the properties"). The net payment made to the sellers for
the shares, as determined in the memorandum of understandings, will be placed
at approximately £ 19.8 million (approximately NIS 162 million).
Based upon the above memorandum of understandings, on July 15, 2005, the
parties carried out and closed the following transactions:
1.

Sale of the entire holdings (100%) in 3 foreign companies which own 4
investment properties in England as well as sale of the entire rights in an
investment property in England to third parties.
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2.

Sale of 55% of the ownership and control of four foreign companies
which own investment properties in England to the buyers. Concurrently
with effecting the sale, the sellers and the buyers entered into a
shareholders' agreement that encompasses, among other things, protecting
the minority shareholders of the sellers as well as adoption of a business
plan for the management and development of the real estate properties.

3.

Effecting a refinancing procedure for 4 companies that, subsequent to the
sale, are jointly owned with the buyers.

Subsequent to the closing of the transaction, as stated above, the Group derived
a gain totaling approximately NIS 65 million (approximately NIS 41 million
after tax and minority interest) which was included in other income in the
statement of income.
As a result of what was stated above, since July 15, 2005, the consolidated
financial statements of the Group do not include the accounts of the three
foreign companies the holdings in which was entirely sold and the accounts of
the other four companies the holding rate in which decreased from 100% to 45%
(the investment in these companies is presented by the equity method of
accounting).
Following are the financial data of the above companies as previously included
in the consolidated financial statements:
As at
December 31
2004
Reported NIS
in millions

Balance sheets
Assets
Liabilities

848
716
Period between
January 1, 2005
and selling date
Reported NIS
in millions

Statement of income
Leasing revenues
Cost leasing revenues
Net income

40
6
16
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(c)

Subsequent to the balance sheet date, on January 26, 2006, Delek Real Estate
allocated to Tarshish Holdings and Investment Hapoalim Ltd. (hereinafter:
"Tarshish") (a company wholly owned by Bank Hapoalim Ltd.), 12,461,673
ordinary shares of Delek Real Estate, representing 11% of the share capital of
Delek Real Estate, in return for NIS 260 million (approx. NIS 255 million after
issuing expenses). Tarshish was also granted an option for an additional period
of 18 months, to acquire – by private placement and at the same price at which
the shares were allocated (linked to the US$ and with interest equal to Libor +
2%) – a quantity of shares equal to 12.36% of the shares allocated by Delek Real
Estate as a result of the exercise of options that shall be allocated to employees
of Delek Real Estate or as a result of a conversion into shares of the debentures
(Series C) issued by Delek Real Estate.
At the same date (January 26, 2006), Delek Real Estate acquired all the rights
(13.04%) of Diyur BP Ltd. (hereinafter: "Diyur") (a company wholly-owned by
Bank Hapoalim Ltd.) in the share capital of Industrial Buildings Ltd.
(hereinafter: "Industrial Buildings") in return for NIS 256 million (including
expenses related to the acquisition). Together with previous holdings of Delek
Real Estate in Industrial Buildings, Delek Real Estate held 13.38% of the
Industrial Buildings shares at that date. On March 6, 2006, Delek Real Estate
acquired 2,000,000 additional shares of Industrial Buildings from third parties in
return for NIS 14 million, thereby bringing its total holdings as at the date of
approval of the financial statements to 43,388,797 shares, representing 14.02%
of Industrial Buildings (12.64% fully diluted). Delek Real Estate possesses an
agreement with Jerusalem Economic Corporation Ltd. (controlling shareholder
in Industrial Buildings) whereby Delek Real Estate possesses the right to appoint
two directors in Industrial Buildings if and when Delek Real Estate shall hold at
least 15% of the shares of Industrial Buildings.
Moreover, Delek Real Estate granted two options (valid until June 15, 2006),
whereby Diyur and one of its investee companies shall be eligible to demand
that Delek Real Estate acquire from them their rights to real estate on which the
Bavli Project is intended to be developed, in return for a total sum of $43 million
(approx, NIS 194 million). It should be noted that a wholly-owned subsidiary of
Delek Real Estate holds half the rights to the real estate that is the subject of the
said combination deal.
Subsequent to the issuance of shares, as stated above, the Group's holding rate in
Delek Real Estate has decreased to approximately 72%. The anticipated earnings to
the Group as a result of the issuance total NIS 125 million and will be recorded to
the statement of income in the first quarter of 2006.
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(d)

In January 2006, a plan was approved for the allocation of 7,317,474 option
warrants to employees and directors of Delek Real Estate. These may be
exercised into 7,317,474 ordinary shares of Delek Real Estate, in accordance
with the directives of Section 102 of the Income Tax Ordinance.
Of the said sum, 926,262 options were granted to the Group’s CEO (currently
serving as Chairman of the Board of Delek Real Estate). The eligibility to
exercise the options will be formulated over 5 years in accordance with
predetermined conditions (approx. 20% every year). The economic value of the
options granted totaled NIS 78 million (the share of the Group’s CEO is NIS 9.7
million and will be allocated to the statement of income in the years 2006-2010.

(e)

In the event that all the option warrants and debentures issued by Delek Real
Estate are exercised and converted, as detailed above, the holding percentage of
the Group in Delek Real Estate will decrease to 62.5%.

(f)

As at December 31, 2005, Delek Real Estate holds 17.3% of the share capital of
Hof Hacarmel Recreation and Tourism 89 Ltd. (hereinafter: "Hof Hacarmel" that
is engaged in the establishment and operation of a hotel and apartment hotel.
As of December 31, 2005, Hof Hacarmel has a shareholders' equity deficiency
amounting to approximately NIS 139 million and a working capital deficiency
amounting to approximately NIS 327 million. The activity of Hof Hacarmel is
primarily financed by a bank in the context of financial support, by shareholders'
guarantee as well as by long and short-term credit available from related parties
(Delek Real Estate’s share amounts to NIS 10 million).
In their opinion on the financial statements as at December 31, 2005, the
auditors of Hof Hacarmel draw attention to the fact that the continuing business
operations of Hof Hacarmel are dependent upon continuing credit provided by
external entities, mainly by banks. It is the estimate of the management of Hof
Hacarmel, which is based, among other things, on a financial support agreement
with said bank and on guarantees provided by shareholders in favor of said bank,
that Hof Hacarmel will be able to fulfill its obligations and to continue its
operations.
Delek Real Estate is conducting negotiations with the shareholders of Hof
Hacarmel and the bank, pursuant to which Delek Real Estate will acquire the
outstanding shares of Hof Hacarmel, while revoking all the guarantees granted
to the bank. These negotiations are still ongoing as at the date of approval of the
financial statements.
As for guarantees that Delek Real Estate provided to Hof Hacarmel,(see Note
25b(3)).

(g)

In certain foreign affiliates, the share of a subsidiary of Delek Real Estate in the
book value of these companies is determined on the basis of financial statements
prepared in accordance with international accounting principles.
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According to IAS 40, investment property is presented at its fair value. The
affiliates included in their statements of income gains from an increase in value
of investment property. The fair value of the investment property is determined
based on a valuation of external experts.
The share of Delek Real Estate in the increase in value of the assets in 2005
amounted to NIS 95 million (NIS 75 million in 2004). This amount (net of the
tax effect of approximately NIS 25 million applicable to Delek Real Estate in
2005 and NIS 20 million in 2004) was included in the statement of income as
"Equity in earnings of affiliates", net.
(h)

In the course of 2005, a Delek Real Estate subsidiary acquired – through
associated companies (in which the holdings amount to 40%-47.5%) – incomegenerating assets that are leased for extended periods, in Germany, Switzerland
and Canada. The volume of asset acquisitions that was performed by the
associated companies amounted to NIS 3 billion. The acquisition of assets was
financed primarily by non-recourse loans from banks and by shareholder loans
(The share of Delek Real Estate amounts to NIS 180 million).
Subsequent to the balance sheet date, the subsidiary acquired – through
associated companies – assets in Finland and Germany at a volume of NIS 900
million. As part of the said acquisitions, the Delek Real Estate subsidiary made
available shareholder loans to the associated companies in the amount of NIS 55
million.

(i)

In March 2005, a subsidiary of Delek Real Estate closed a sale of its rights
(75%) to a property in England which serves as a logistic center for Ericsson.
The property was sold for the total consideration of £ 22 million (approximately
NIS 181 million) and the subsidiary of Delek Real Estate derived a pre-tax gain
of approximately £ 1.8 million (approximately NIS 15 million) which was
included in other income.

(j)

In December 2005, a Delek Real Estate subsidiary completed the indirect
acquisition of 17% of the participation units in a fund registered in Jersey
(hereinafter: "The Fund").
In December 2005, the Fund completed the acquisition of 16 hotels in England
and Scotland, that are managed by the Hilton chain. The rights of the Fund to the
real estate on which the hotels are constructed are mostly ownership rights (11
hotels), while the remaining (5 hotels) are built on land that is perpetually
leased. The cost of acquisition of the hotels by the Fund totaled £ 418 million
(approx. NIS 3.4 billion).
For the purpose of financing the acquisition of the hotels, the Fund received a
non-recourse loan in the amount of £ 331 million (approx. NIS 2.7 billion). The
remaining cost of acquiring the hotels, in the amount of £ 87 million (NIS 0.7
billion) was financed by holders of the participation units in the Fund, pro rata to
their holdings.
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The share of the Delek Real Estate subsidiary in the Fund (17%) amounted to
£ 14.7 million (NIS 117 million) that were made available as a shareholder loan.
The investment of the Delek Real Estate subsidiary in the participation units in
the Fund are presented as a permanent investment according to the cost method.
2.

FUEL AND REFINERY ACTIVITIES IN THE USA
(a)

In April 2005, Delek USA signed an agreement for the purchase of a refinery
and pipeline for the transportation of crude oil in Texas, U.S.A. The transaction
was carried out by a wholly-owned subsidiary, Delek Refining Inc. ("Delek
Refining"). The purchase of the refinery and pipeline totaled approximately $ 73
million (approximately NIS 320 million).
Below is information as to the assets and liabilities of the acquired activity as of
the acquisition date and as at December 31, 2005:
As at date of
As at
acquisition of
December 31,
operations
2005
(Apr-29-05)
Reported NIS in millions
Inventories
Other current assets
Fixed assets
Suppliers and other payables
Estimated liabilities connected with
the environment
Long term liabilities, net.

346
506
236
(555)

375
3
160
(165)

(37)
(84)

(53)
-

412

320

Delek US estimates that in the coming five years an amount of approximately
$ 75 million will be required as an investment in order to improve the acquired
property.
As for the operating results of the refinery, see Note 35, information about
business segments.
Environmental liabilities:
Delek Refining is subject to the provisions of the law, acts, regulations, licenses
and supervision in the area of the quality of the environment which are
promulgated by the authorized authorities in the federal, state and local levels in
its business jurisdiction. These provisions address the entire activity of Delek
Refining both in the field of refining and fuel products which it manufactures
and in the field of transmission (pipeline). The legislation in the quality of the
environment area is complicated and is constantly changing and updating.
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The main legislation in the area of quality of the environment which refers to the
activity of Delek Refining addresses issues of quality of the air, quality of waste
water, solid/toxic waste and prevention of pollution of soil and ground water.
The environmental authorities conducted two investigations against the former
owners of the refinery and the pipeline in connection with pollution discovered
in the soil and in the ground water in the area of the refinery and the pipeline. At
the date of the acquisition of the refinery, the cleanup and purification of the
pollution, as stated above, have not been completed.
As part of the acquisition of the refinery and the oil pipe, Delek Refining
assumed the liability in connection with the existing pollution, in respect of
which the investigation and cleanup and purification processes still continue, as
well as the liabilities that were imposed on the former owners due to said
contamination in an amount which is estimated by Delek Refining at
approximately $ 12 million. Delek Refining is not entitled to be indemnified by
the former owners in respect of environmental damages that it was aware of at
the date of acquisition, but it is entitled to a limited indemnification (in amount
and time) in respect of costs that it may incur in the future as a result of
discovering environmental hazards that had been caused before its acquisition of
the refinery but then unknown.
In is also indicated that Delek Refining acquired an environmental insurance
policy that covers certain environmental damages that may be discovered in the
future.
(b)

In November 2005, Delek US entered into a transaction for the purchase of
rights in 25 gas stations and convenience stores (ownership rights over 20
stations and lease rights in 5 stations) and to 4 other real estate properties
designed for gas stations and convenience stores (ownership rights over 3
properties and lease rights in one property) in Nashville Tennessee, U.S.A.
Delek US will pay in consideration for the purchase approximately $ 36 million.

(c)

During the second quarter of 2005, Delek US sold a gas station in consideration
for approximately $ 3 million (approximately NIS 14 million). The gain deriving
from this sale totaled approximately $ 2 million (approximately NIS 10 million) and
is reported in other income in the statement of income.

(d)

As part of the employment contract with the CEO of Delek US, it was
determined, among other things, that stock options representing 5% of the issued
and outstanding share capital of Delek US will be granted at no consideration to
the CEO of Delek US. The CEO of Delek US is entitled to exercise the options
over a period of 5 years ending in April 2009 for the exercise price of
approximately $ 4 million. The grant of options is conditional upon the issuance
of Delek US shares to the public in the course of the above 5 years. As long as
Delek US shares are not issued to the public, the CEO of Delek US will be
eligible for a financial bonus in accordance with the performance of Delek US. It
should be noted that Delek US is currently in the process of initiating an IPO in
the United States. True to the date of approval of the financial statements, the
terms of the IPO have not yet been determined.
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3.

Fuel Sector Operations in Israel
In July 2005, as part of the approval of the employment conditions of the new CEO of
Delek - The Israel Fuel Corporation Ltd. ("Delek"), Delek's Board approved, among
other things, the grant of stock options representing 5% of the issued and outstanding
share capital of Delek at no consideration to the CEO of Delek. The CEO of Delek is
entitled to exercise the options over a period of 5 years from the date of
commencement of employment at terms and exercise price as determined in a detailed
agreement to be signed by the parties.

4.

Operations in the Automobile and Spare Parts Sector
(a)

On February 28, 2005, Shagrir Towing Services Ltd. (which is 33.3% owned by
a subsidiary) and a wholly owned subsidiary of Shagrir (collectively, "Shagrir")
closed a transaction with Pointer of Eden Telecom Ltd. ("the buyer"), whereby
the buyer purchases from Shagrir all of Shagrir's activity in the field of
automobile towing services, road repairs and loaners and all of the assets and
liabilities related to this activity.
The net consideration for the transaction (net of adjustments as stipulated in the
agreement) totaled approximately NIS 188 million and was paid at closing (of
the consideration, an amount of NIS 40 million was financed by a loan that
Shagrir gave to the buyer). Subsequent to this transaction, the subsidiary
recorded a gain of approximately NIS 46 million (the Group's share is
approximately NIS 28 million).

(b)

In November 2005, the audit committee and the Board of Delek Automotive
Systems Ltd. ("DAS"), authorized the purchase of 9,000,000 Ordinary shares of
NIS 1 par value each of DAS by the CEO of DAS as part of a private placement
which, subsequent to the issuance, shall represent approximately 10% of the
issued and outstanding share capital of DAS. The purchase price, NIS 28.2 per
share with the addition of interest up to the actual payment day ("the purchase
price") (approximately NIS 253.8 million for all shares), approximates the
quoted market share price close to the date of the approval.
It was agreed that half of the shares (4,500,000 shares) will be restricted over
three years from the date of purchase ("The Restricted Shares") and that at the
end of the third year the restriction will be cancelled as to one-third of the
amount of shares, at the end of four year as to an additional one-third and at the
end of the fifth year as to the remaining one-third. The remaining shares
(4,500,000 shares) will be unrestricted ("The Unrestricted Shares").
It was agreed that if employee-employer relations between the CEO of DAS and
DAS terminate at the initiative of DAS, the CEO of DAS shall be entitled to sell
to the parent company the then-remaining restricted shares at a price equal to the
purchase price with the addition of interest and linkage differences (after
adjustments for dividends, etc.). If the CEO of DAS initiates an announcement
of termination of employee-employer relations, the Group retains the option to
purchase from the CEO of DAS the then-remaining restricted shares at a price
equal to the above price.
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It was further agreed that the CEO of DAS will pay 25% of the purchase price
from personal sources and the balance (75%) will be paid by a bank loan that the
CEO of DAS will take against pledging the issued shares. In the event that the
lending bank requires so, the Group may provide a guarantee on part of the loan
amount given to the CEO of DAS, as agreed with the lending bank.
Subsequent to the balance sheet date, in January 2006, DAS issued the said
shares to the CEO in return for NIS 255.1 million. Approximately half of the
said proceeds were allocated to the shareholders’ equity of DAS on the issue
date, while the second half will appear under DAS liabilities and will be
recorded as shareholders’ equity of DAS in line with the liberation of the
restricted shares. The DAS CEO assumed two bank loans for the purpose of
acquiring the shares: The first for financing the unrestricted shares and the
second for financing the restricted shares (each in the sum of NIS 120 million).
In order to secure the repayment of half of the loan for the acquisition of the
restricted shares, Delek Investments made available a limited guarantee in the
sum of NIS 60 million, while the DAS CEO made available NIS 60 million in
collateral to the bank.
A first-degree lien was placed on all the shares in the benefit of the bank. The
restricted shares also have a second-degree lien in favor of Delek Investments.
The benefit that is inherent in the guarantee granted by Delek Investments to the
DAS CEO, as described above, is estimated at NIS 2 million. This sum will be
recorded as an expenditure in the statement of income over the period of the
restriction.
Subsequent to the issuance of shares, the Group's holding percentage in DAS has
decreased to approximately 55%. The overall earnings to the Group as a result of
the said issuance total NIS 120 million, of which NIS 60 million will be
recorded to the statement of income in the first quarter of 2006. The remaining
earnings will be recognized and adjusted over the next several years, in
consideration, inter alia, of the current earnings of DAS, the liberation of the
restricted shares and the non-exercise of the Delek Investments guarantee by the
bank.
(c)

5.

On November 24, 2005, the DAS Board of Directors adopted an employee stock
option plan for DAS employees, pursuant to which the DAS employees will be
issued options conferring rights to 3% of the issued and outstanding share capital
of DAS, as it shall be prior to the issuing of the options. The stock option plan is
contingent upon the approval of the income tax authorities. The option
agreements have yet to be formulated.

Operations in the Telecommunications Sector
(a)

As part of the negotiations that were held regarding the merger of the Cable
television ("CATV") companies, a verbal agreement was reached in February
2006 between Matav Cable Systems Media Ltd. ("Matav"), in which the Group
holds 40%, the Fishman Group, Yediot Communications Group and the banks
that hold the Tevel shares, regarding principles for the merger of the CATV
companies, except the issue of the financing terms of the merged company,
regarding which an agreement has yet to be reached (hereinafter: "The Principle
Agreement").
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According to the said agreements, Matav will absorb the operations of the other
CATV companies in the CATV broadcasting area and in local communication
operations by way of acquiring the operations and the companies that belong to
the other CATV groups, in return for $1,350 per CATV subscriber (Hereinafter:
"CATV subscriber"), to be paid by way of assuming the financial liabilities of
the merged companies, in the amount of $850 per CATV Subscriber acquired in
the merger and by the allocation of shares to the shareholders of the merged
companies. The ratio of holdings in Matav shares subsequent to the merger shall
be in accordance to the ratio of the number of CATV subscribers of each party
to the merger on the date so determined by the parties, according to which the
number of shares allocated to each party will be determined. The merger will
take place retroactively on January 1 2006, so that the results of operation of the
merged activity starting on that date shall be attributed to the merged company.
On the eve of the merger, Matav (who has lower financial debts than the other
CATV companies) will use bank credit to acquire 125,000 subscribers from
Tevel, at a price reflecting a gross value of $1,350 per CATV subscriber.○ Upon
completion of this advanced transaction, Matav’s share will rise to 40% of total
CATV subscribers.
Furthermore, the parties are discussing arrangements, that have yet to be
finalized, regarding the manner of appointing directors at Matav subsequent to
the finalization of the merger and the rights pertaining to the sale of Matav
shares by the banks, after the merger.
The financing conditions regarding the bank debts at Matav subsequent to the
merger have yet to be determined.
The principle agreement between the parties is contingent upon the signing of
final documents by the parties, an agreement regarding the financing conditions
of Matav subsequent to the merger, the approval of the boards of directors and
the respective managements of the parties involved, including the approval of
the general meeting of Matav and various regulatory authorizations. There is no
certainty that these conditions will exist or that the proposed merger will be
completed under these or other conditions.
(b)

As elaborated in Note 6b to the financial statements of Matav as at
December 31, 2005, which are attached to these financial statements, in April
2005, Matav sold to Partner Communications Company Ltd. ("Partner")
approximately 80% of the shares of Partner held by Matav, in consideration of
approximately NIS 250 million. Subsequent to the said sale, Matav derived a
gain (including in respect of a settlement reached with the Tax Authorities as to
the tax liability relating to the sale of Partner's shares) totaling approximately
NIS 170 million. As a result of the above, and taking into consideration the
excess of cost attributed to Matav's investment in Partner, the Group derived a
gain totaling approximately NIS 7 million.
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6.

Operations in the Biochemicals Sector
(a)

In May 2005, a subsidiary, Gadot Biochemical Industries Ltd. ("Gadot"),
completed a public issuance of shares and convertible debentures (series A) on
the Tel Aviv Stock Exchange.
As part of the issuance, the public was issued 1,231,000 Ordinary shares of
NIS 0.1 par value each and about NIS 80,754 thousand par value of registered
convertible debentures (series A) of NIS 1 par value each redeemable in two
equal annual payments in June of each of the years 2008 and 2009. The
debentures bear annual interest at the rate of 4.45%, payable in June and
December of each year from December 1, 2005 through June 1, 2009. The
debentures are linked (principal and interest) to the Israeli CPI and are
convertible into the shares of Gadot in such a manner that until November 30,
2006 each NIS 50 par value of debentures is convertible into one Ordinary share
of NIS 0.1 par value and from December 1, 2006 through May 16, 2009, each
NIS 60 par value of debentures is convertible into one Ordinary share of NIS 0.1
par value. The conversion ratio of debentures into shares is subject to
adjustments (for distribution of dividends, distribution of bonus shares, etc.), as
specified in the terms of the debentures. Total proceeds that Gadot received in
consideration for the issuance totaled approximately NIS 119 million (net of
issuance expenses of approximately NIS 6 million); an amount of approximately
NIS 80 million was attributed to issuance of debentures and the balance was
allocated to shares. The issuance proceeds were attributed to shares and
convertible debentures based on their relative quoted market prices during the
first three trading days.
Subsequent to the issuance, as stated above, the Group's holding rate in Gadot
decreased to about 64% (on a fully diluted basis after exercise of debentures and
stock options granted to Gadot employees, the holding rate is expected to
decrease to about 55%). As a result of this issuance, the Group derived a gain
totaling approximately NIS 10 million which was included in gain from sale of
investments in investees and other companies.

(b)

Gadot deals primarily in the manufacture of Fructose that serves as a raw
material in the manufacture of premium sweeteners, as well as citric acid and
citric-acid salts (derivatives of citric acid) for the food, pharmaceutical and
detergents industries.
1)

After discussions in the European market forums over 2004-2005,
resolutions were taken subsequent to the balance sheet date, regarding
changes in the Sugar Regime, and as of July 1, 2006 changes in the Sugar
Regime will go into effect, bringing about in the end a reduction in the
amount of sugar produced in Europe and a significant fall in the market
price of sugar in Europe. In this capacity, it was determined that sugar
prices will decrease by 36% in the years 2008-2009, along with a
resolution to sharply decrease the export quotas for sugar from Europe
that are eligible for subsidies, leading to their complete cancellation by
2010, a reduction in sugar manufacturing quotas in Europe and more. The
new format of the Sugar Regime will be effective until 2014/2015.
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The said changes may significantly affect sugar prices in Europe and
consequently – also fructose prices. It may also be assumed that a
significant reduction of sugar export quotas from Europe may bring
about lower availability of European sugar for exports, i.e.- the
availability to Gadot of sugar as a raw material in the manufacture of
its products will fall and may lead to higher costs of purchasing sugar
from alternative sources. Consequently, the said changes may have a
significant adverse effect on Gadot’s business.
2)

The principal raw material that serves in Gadot’s operations is white sugar
(currently purchased from Europe). Gadot possesses agreements for the
purchase of sugar covering the entire expected consumption of sugar in
2006.
International sugar prices have risen considerably in the past several
months. Since there is no direct correlation between white sugar prices
and the prices of Gadot products, it is not obvious that a rise in sugar
prices will result in an increase in the prices of Gadot products.
Consequently, in the event that sugar prices on international commodity
markets do not fall dramatically in the future, this may have a significant
adverse effect on Gadot’s business affairs.

7.

Operations in the Insurance Sector
(a)

On March 13, 2005, Delek Investments and Properties Ltd. ("Delek
Investments") closed a transaction to purchase 9.99% of the issued share capital
of Menora Holdings Ltd. ("Menora") by way of a private placement of Menora
shares in consideration for approximately $ 44 million (approximately NIS 191
million). Additionally, Delek Investments was granted an option (exercisable
over a period of about 18 months) to purchase an additional 5% of the issued
and outstanding share capital of Menora in consideration for approximately $ 22
million. The Company intends to exercise the said option. The investment is
stated in the Group's books as permanent investment at cost. In the course of
2005, the Group included dividend revenues obtained from Menora in the sum
of NIS 4 million (out of NIS 7 million received).

(b)

On December 4, 2005, a transaction was finalized for the purchase by the
company, from companies controlled by a third party (hereinafter: "The Sellers")
of 25.01% of the issued and outstanding share capital (hereinafter: "The Sold
Shares") of Israel Phoenix Insurance Company Ltd. ("Phoenix"). The company
paid a sum of NIS 720 million for the Sold Shares.
In addition to the sold shares, the sellers granted the Company an option to buy
their remaining holding of Phoenix which represent about 8.04% of the issued
and outstanding share capital of Phoenix in consideration of approximately
NIS 222 million (including linkage differences to the Israeli CPI and annual
interest at the rate of 5%, subject to adjustments, as specified in the agreement).
The Company shall be entitled to exercise said option over a period of 9 months
from the date of closing (I.e.- until July 2006).
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On November 9, 2005, Phoenix declared the distribution of a dividend in the
amount of approximately NIS 250 million to its shareholders. The dividend was
paid out on January 11, 2006. The company’s share in the said dividend was NIS
63 million.
The Group presents its investments in Phoenix by the equity method of
accounting. Excess of cost of investment over the book value of Phoenix
amounted to NIS 340 million. The company is examining the manner of
attributing this excess cost and at this stage it estimates that the bulk of the
excess cost will be attributed to the value of Phoenix life insurance portfolios
and will be depreciated primarily over a 15-year period.
8.

Operations in Other Sectors
(a)

In the course of 2005, the Group sold certain marketable securities that were
presented as a permanent long-term investment in return for NIS 49 million. The
earnings for the Group as a result of these divestitures amounted to NIS 15
million and were included in the statement of income as gains from sale of
investments in investees and other companies.

(b)

An agreement regarding delivery of electricity to the desalination facility in
Ashkelon
On August 5, 2002, The Company established a wholly owned company
(indirectly) under the name of IPP Delek Ashkelon Ltd. ("Delek Ashkelon"),
that is engaged in building a facility for the production of electricity that shall
deliver electricity to the desalination plant in Ashkelon in the context of the
BOT agreements of VID and the State and to others. At the end of the
contractual period, the electricity facility will be transferred to the State.
The operating date of the power station will become possible only once an
inland pipe for the delivery of natural gas to Ashkelon is built by the Israel
Natural Gas Routes Ltd. (hereinafter: "Gas Routes"), that is expected to be
formed and operated. Gas Routes estimates it will be completed in September
2006. At this stage, it cannot be determined with certainty that Gas Routes will
achieve its targets.
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Delek Ashkelon intends to sign an agreement with Gas Routes for the
transportation of gas, immediately after the approval of the final draft of the
basic transportation agreement by the Natural Gas Administration. Delek
Ashkelon has also asked Gas Routes to perform all the necessary actions and
investments in order to connect it to the national gas transportation network, to
enable the flow of natural gas to the Delek Ashkelon facilities, starting June 28,
2006 (hereinafter: "the required starting date"). Delek Ashkelon undertook to
Gas Routes that in the event that 90 days before the required starting date, a
transportation agreement is not signed by Delek Ashkelon, despite the fact that
such an agreement was submitted for its signature, after being approved by the
Natural Gas Administration, Delek Ashkelon shall compensate and indemnify
Gas Routes for its entire investment in relation to the connection facilities, net of
connection fees that were paid until that date. Delek Investments has guaranteed
this said liability on the part of Delek Ashkelon.
With the completion of the mechanical establishment of the power station
(August 2005) and until the arrival of the natural gas in Ashkelon via the
national transportation network, the power station is being maintained by the
construction contractor, in accordance with an agreement between the contractor
and Delek Ashkelon, pursuant to an applicable maintenance program. With the
completion of the construction, Delek Ashkelon is no longer capitalizing credit
costs to the asset construction costs.
Delek Ashkelon was initially requested to generate electricity for the production
of water at half the total output capacity of the desalination plant (approx. 50
million m3 per annum), starting September 16, 2005, using the national power
grid and the transformation station that was built on-site. In the second stage, it
will provide electricity to produce the full output capacity of water.
Delek Ashkelon has reached an agreement with the IEC, pursuant to which IEC
will pay a sum of $8 million as compensation for the failure in delivering natural
gas to Ashkelon (hereinafter: "The Special Fee"). At the request of IEC, the
special fee will be paid as a supplement to the price of gas that is supplied by
Yam Tethys group to IEC until the special fee is paid in full. The payment of
this fee was conditional upon the commitment of Delek Ashkelon that until the
time that the gas reaches Ashkelon it shall purchase from IEC all the electricity
that it requires and that Delek Ashkelon shall release IEC from any claim or
demand in connection with the relocation of the entry point of gas from
Ashkelon to Ashdod. The said undertaking was granted in February 2006.
In order to implement this settlement, the partners in Yam Tethys group,
including Noble Energy, an operator of the joint venture, and Delek Ashkelon
formed an agreement whereby Yam Tethys group has undertaken to transfer to
Delek Ashkelon all amounts received on account of the special fee from IEC and
Delek Ashkelon has undertaken to indemnify Yam Tethys group for any
expense or damage incurred by it in connection with the special fee. Delek
Investments will guarantee to the partners that this undertaking by Delek
Ashkelon will be honored.
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Through December 31, 2005, an amount of approximately NIS 26 million from
IEC was credited to the partners of the Yam Tethys project as a supplement to
the price of gas. Subsequent to the approval of the agreement in early 2006 and
as detailed above, this sum and additional sums that will be received on account
of the said settlement will be allocated to the statement of income starting in
2006.
Despite having received all the compensation sums and special fees as detailed
above, at this stage it is impossible to determine the scope of the additional cost
that Delek Ashkelon will incur on account of the delay in the arrival of the
natural gas, since it is currently impossible to determine with certainty the date
when the provision of natural gas will begin to the power station, through the
national transportation network.
9.

As for claims against affiliates, see Note 25a(1), (5) and (10).

10.

The list of principal companies and partnerships held by the Group is presented in an
appendix to the financial statements.

11.

As for charges, see Note 26.

12.

The Group attaches to its financial statements the financial statements of the affiliate,
Matav.
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A.

Composition:
Consolidated
Cost
Balance at January 1, 2005
Foreign currency translation adjustments for foreign investees
Additions during the year
Additions for newly consolidated company
Disposals in respect of deconsolidation (2)
Disposals during the year

Reported NIS
in millions
3,371
81
197
42
(785)
(302)

Balance at December 31, 2005

2,604

Accumulated depreciation:
Balance at January 1, 2005
Foreign currency translation adjustments for foreign investees
Additions during the year
Additions for newly consolidated company
Disposals in respect of deconsolidation (2)
Disposals during the year

278
5
42
8
(53)
(14)

Balance at December 31, 2005

266

Depreciated cost at December 31, 2005

2,338

Provision for impairment
Balance at 1 January, 2005
Disposals during the year
Amortization
Balance at 31 December, 2005
Depreciated cost balance at 31 December, 2005
Depreciated cost balance at 31 December, 2004

27
(4)
( 1)
22
2,316
3,066

1%-4%
(mostly between
Annual depreciation rates
1%-2%)
(1) Most of the other land is either freehold land or land leased for generations.
(2) For details regarding disposals, see Note 9j(1)(b).
(3) Capitalized borrowing costs:
Consolidated
December 31,
2005
2004
Reported NIS in millions
12
(4)

As for charges, see Note 26.
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A.

Composition:
Consolidated
December 31,
2005
2004
Reported NIS in millions
Land in Moshav Kfar Aharon (1)
Land in Tel Aviv (Bavli) (2)
Land in Petach Tiqva (Lev Hasavyonim) (3)
Land in Netanya (Kiryat Hasharon) (4)
Land in Netanya (Ir Yamim) (5)
Other land

Capitalized borrowing costs
(1)

76
65
77
78
46
120

99
64
77
82
81

462

403

10

10

In February 2000, a subsidiary acquired from Moshav Kfar Aharon rights to land with
an area of some 120 thousand sq.m. designated for construction of 596 residential units
in consideration of approximately $ 25 million. The subsidiary has also undertaken to
build for the moshav 48 residential units in consideration of a prepayment in the
amount of approximately $ 2.6 million. True to the balance sheet date, the subsidiary
sold 274 residential units out of stages A, B, C and D(1), which comprise of a total of
300 residential units and which are shown as inventory of buildings for sale. The
balance represents the remaining residential units not yet constructed.
The subsidiary has entered into an agreement with a subcontractor for the construction
of the residential units. According to the agreement with the subcontractor, payment to
the subcontractor will be made by transferring part of the revenues from the sale of the
units.

(2)

A subsidiary is the registered owner, together with others (in equal parts) of an area
covering some 64,000 sq.m. on the border of the Bavli district in North Tel Aviv. The
area was acquired for approximately NIS 5 million and for the commitment to
transfer 26% of anticipated revenues from the project. A subsidiary has undertaken
to evacuate tenants from the complex at estimated cost of approximately $ 14
million for the establishment of the project.
As to the option to acquire additional rights to the Bavli project, see Note 9j(1)(c).

(3)

A subsidiary owns the right to construct together with others (the Company's share
is 50%) 874 residential units on land in Petach Tiqva.

(4)

A subsidiary possesses a lease agreement for land in Netanya designated for
construction of 648 residential units and commerce areas. The remaining costs
represent the cost of land for construction of some 403 residential units whose
construction has not yet begun.
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(5)

B.

On June 27, 2005, a subsidiary entered into an agreement with a third party for the
acquisition of land in the "Ir Yamim" compound in Netanya, intended for the
construction of 120 residential units. The land was acquired in return for $7.7 million
(NIS 36 million). True to the date of the financial statements, a construction permit has
yet to be granted and the construction of the project has yet to begin.

As for charges, see Note 26.

NOTE 12:- LOANS, DEPOSITS AND LONG-TERM RECEIVABLES
A.

Composition:
Weighted
annual
interest
rate (1)
%

Consolidated
December 31,
2005
2004
Reported NIS in millions

Financial asset in Cypriot Pounds (2)

6.2

76

93

Loans: (3)
Linked to the Israeli CPI (5)
Linked to the U.S. dollar
Unlinked

5.6
3.9

168
6
7

143
6
-

181

149

257
84

242
49

173

193

64
141
51
429

62
28
30
313

Less - current maturities

Long-term receivables
Restricted deposits (4)
Other

(1)
(2)
(3)
(4)
(5)

As at December 31, 2005.
See Note 2(19)(6).
Including loans of NIS 134 million provided to owners of gas stations and to other
Delek customers.
Primarily on account of the issuing of debentures.
As at December 31, 2005, includes approximately NIS 13 million to related parties, see
also Notes 36f and 36g.
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B.

Maturity dates:
Consolidated
December 31,
2005
Reported NIS
in millions
First year - current maturities
Second year
Third year
Fourth year
Fifth year
Sixth year and thereafter
Undetermined

84
38
25
19
18
66
7
257

C.

Details of the loans by the balances of the borrowers as at December 31, 2005:
Balance in NIS in millions
Up to 1
From 1 to 5
From 5 to 10
Over 10

D.

Number of
loans

Reported NIS
in millions
72
42
4
4

19
80
26
132

122

257

As for charges, see Note 26.

NOTE 13:- INVESTMENTS IN OIL AND GAS EXPLORATION
A.

INVESTMENTS IN OIL AND GAS EXPLORATION
Delek Investments and Delek Energy Systems Ltd. ("DES") hold the Yam Tethys venture
through Delek Drilling Limited Partnership and Avner Oil Exploration – Limited Partnership
("Avner"). Delek Investments also holds the Yam Tethys venture directly. The investments in
Avner appear in the financial statements by the equity method and their balance as at
December 31, 2005 and 2004 amounts to NIS 326 million and NIS 341 million, respectively.
The financial figures in the financial statements of the Yam Tethys joint venture, that serve
Delek Investments and DES in the preparation of their financial statements are based on
documents and accounting information conveyed to the joint venture by the American
operator of the joint venture ("Noble Energy").
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Composition:
Consolidated
December 31
2005
2004
Reported NIS in millions
Cost of properties in Yam Tethys joint venture (1)
Less accumulated depreciation (2)

Cost of acquiring rights in gas and oil property in Vietnam joint
venture (see item g below)

B.

863
80

860
33

783

827

11

10

794

837

(1)

The cost of the assets of the Yam Tethys joint venture includes mainly capitalized
drilling expenses and costs relating to the production and transmission array, as well as
attributed surplus costs.

(2)

The assets are depreciated to operations based on the relation of the volume of
production to total proved reserves, as estimated by an expert (see Note 2(17)).

Marine drilling in the Yam Tethys project
During the years 1999-2001, the Yam Tethys joint venture performed several marine drillings
at the Noa site (Noa and Noa South I) and at the Ashkelon site (Mary I, Mary II and Mary III)
where gas in commercial quantities was discovered. In 2003, the establishment of a
production facility over the Mary gas area and laying the underwater pipe to Ashdod shore
were completed. It should be noted that the connection of the Noa reserve to the said
production facility involves a considerable financial investment. The transmission of natural
gas to the Eshkol power station in Ashdod from the Mary gas reserve, commenced on
February 18, 2004, according to the agreement signed with the Israel Electric Corporation
Ltd. ("the IEC"). For additional details regarding engagements for the delivery of natural gas,
see Section d, below.

C.

Gas Reserve Quantities
According to an assessment of an independent foreign company, the proved gas reserves at
the Mary and Noa wells as of March 2001 were 32.7 BCM (of which about 26.5 BCM at
Mary well and the remainder at Noa well).
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During the previous reported year, an updated report assessing the gas reserves of Mary well
only has been received from an independent foreign company which states that the proved
and developed gas reserves in Mary well as of January 1, 2004 are about BCM 25.6, a
decrease of BCM 0.9 (around 3.4%) compared to the former assessment. Following the sale
of natural gas in the years 2004 and 2005 at a total quantity of 2.9 BCM and the updated
estimate of the reserves obtained from the said company in January 2006, which lowered the
reserve quantities by 0.1 BCM, the remaining proved and developed gas reserves as at
December 31, 2005 at the Mary well are 22.6 BCM. The remaining updated gas reserves at
the Mary well and the remaining reserves at the Noa well, as stated above, are estimated at
28.8 BCM as at December 31, 2005. It should be stated that the financial statements of the
Noble parent company (the operating partner), the company’s books present proved gas
reserves of 29.9 BCM at the Mary and Noa wells (pre-production).
D.

Commitments for delivery of natural gas:
1.

An agreement with the Israel Electric Corporation for delivery of natural gas
On June 25, 2002, the partners of Yam Tethys group and the Israel Electric
Corporation Ltd. ("IEC") signed an agreement for the delivery of natural gas to the IEC
("the agreement").
According to the terms of the agreement, Yam Tethys group shall provide natural gas
to the IEC for a period of 11 years or until such point as it has supplied IEC
approximately 18 BCM of natural gas.
The monetary scope of the transaction (for all partners) is estimated at approximately
$ 1.5 billion. The effective revenues of Yam Tethys group will be the outcome of
several conditions, mainly world market prices of fuel, delivery terms and pace of
establishing the inland natural gas transmission array, actual quantity taken by the IEC
etc. and they might be significantly lower compared to the above estimates. According
to the agreement, the gas price was determined in U.S. dollars per basic transmission
unit (BTU) and it is linked to the basket of fuel and to the American Producer Price
Index based on the mechanism fixed in the agreement with a maximal and minimal
price (see also Note 37e regarding a transaction signed for the fixation of the price for
gas).
On February 18, 2004, the joint venture for delivery of natural gas to the facilities of
the IEC in Eshkol Ashdod power station began.

2.

Additional Agreements
The partners in the Yam Tethys Group possess agreements for the provision of natural
gas to several entities (including Delek Ashkelon, Oil Refineries and AIPM) for
periods ranging between 5-15 years at a total scope of 3.5 BCM and an estimated
financial volume of $320 million. The actual revenues will be affected by a host of
conditions, as detailed in the agreements.
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E.

Establishment of inland transmission network for natural gas
The cabinet for social and economy affairs of the Government of Israel approved in its
decision principles for financing, building and operating an inland transmission array for
natural gas. The principles approved, as above, determined the sections of the array which
will be built by the IEC and the conditions for this approval and the establishment of a
Government gas company to be responsible for implementing, planning, supervising and
building the array and for its operation.
The Government company that was established (Israel Natural Gas Routes Ltd.) commenced
its operations only this past year for implementing the ground route. The ability of the
partners of Yam Tethys project to sell the gas that they own to other potential consumers and
to increase the quantity of gas supplied to the IEC is dependent, among other things, on
settling the issue of the establishment of inland transmission array for natural gas. As of the
date of preparation of these financial statements, the date for completion of the array cannot
be determined with certainty.

F.

Royalties to the State and to others
The commissioner in charge of oil affairs at the Ministry of National Infrastructures informed
the joint venture that the State has decided not to receive in kind the royalties to which it is
entitled from gas discoveries but to receive the market value of the royalties per well in U.S.
dollars.
According to the commissioner's announcement dated July 19, 2004, and a summary of
meeting held with the commissioner, it was agreed on the method of computing royalties to
the State. In accordance with the agreements, royalty payments to the State were included in
2005, representing 10.3% of gross sales (approx. 10.5% in 2004). The method of computation
of royalties, as described above, is also used to compute the market value based on the super
royalties payable to the Group companies and others.

G.

Oil and Gas Exploration Off the Vietnam Shore
Delek Energy (Vietnam) LLC (hereinafter: "Delek Vietnam") (wholly-owned by DES) owns
the rights to a project participating in oil and gas exploration opposite the Vietnam shore
("The Project"). The project includes the oil assets in two adjacent blocks(12W and 12E)
covering a total area of 6,900 km2 (subject to the partners’ agreement to forfeit 25% of the
area, in accordance with the agreed-upon work plan with the Vietnamese authorities).
Premier Oil Vietnam Offshore B.V. (hereinafter: "Premier Vietnam"), a Premier Oil
subsidiary, is a British company with international oil exploration and production operations,
holds the remaining 75% of the project and serves as the Project Operator.
Premier Vietnam undertook to perform an overall work plan, including the performance of a
seismic survey and one verification drilling or exploration in the project and undertook to
cover Delek Vietnam’s share in this work plan. In April 2006, the verification drilling is
expected to begin at the Dua oil field.
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It should be stated that according to 2 Production Sharing contracts relating to blocks 12E
and 12W, the National Oil Company of Vietnam is eligible – in the event of a commercial
find – within one year of the declaration of the commercial find, to participate in 15% of the
projects included in the said blocks, in return for a relative reimbursement of expenses. It
should also be stated that Opeca of Texas is eligible for 3.8% in royalties.
NOTE 14:- FIXED ASSETS
A.

Composition and changes:

Land and
buildings
Cost:
Balance at January 1, 2005
Additions during the year
Foreign currency translation
adjustments for investees
Disposals during the year
Balance at December 31, 2005
Accumulated depreciation:
Balance at January 1, 2005
Additions during the year
Foreign currency translation
adjustments for investees
Disposals during the year
Balance at December 31, 2005
Depreciated cost at December
31, 2005
Less –
provision for impairment, net
Balance of depreciated cost at
December 31, 2005
Balance of depreciated cost at
December 31, 2004

1,450
200
46
(13)

Consolidated
Office
Machinery,
facilities
furniture
Motor
and
and
equipment
vehicles
equipment
Reported NIS in millions
1,519
389
27
(28)

64
7

Total

195
27

(6)

3
(4)

3,228
623
76
(51)

1,683

1,907

65

221

3,876

316
52

688
82

40
8

128
18

1,172
160

5
(3)

5
(9)

(4)

2
(4)

12
(20)

370

766

44

144

1,324

1,313

1,141

21

77

2,552

(17)

(17)

-

-

(34)

1,296

1,124

21

77

2,518

1,118

804

24

67

2,013

Capitalized borrowing costs
December 31,
2005
2004
Reported NIS in millions
32

B.

As for charges, see Note 26.
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Goodwill
from
acquisition
of
subsidiaries

Consolidated
Expenses
relating to
issuance of
debentures
Prepaid
and
expenses
obtaining
Deferred
long-term
and
other
taxes
loans
Reported NIS in millions

Total

Cost
Accumulated amortization

652
131

77
-

170
55

56
22

955
208

Depreciated balance at December 31, 2005

521

77

115

34

747

Depreciated balance at December 31, 2004

552

79

90

20

741
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A.

Composition:
Annual
interest
rate (1)
%
From banks:
In foreign currency:
In or linked to U.S. dollars
CD dollar
Pound Sterling
Swiss Franc
Japanese Yen
Euro

Consolidated
December 31,
2005
2004
Reported NIS in millions

5.6
5.1

277
96
2
2
377

811
98
4
11
14
93
1,031

4.0
4.8

180
1,362
78
1,620

279
829
41
1,149

5.5
5.7

151
10
161

139
108
247

66

23

654
650

22
199
728

1,370

972

3,528

3,399

0.3
3.9

In Israeli currency:
Linked to the Israeli CPI
Unlinked
Liabilities on account of short sale (2)
From others:
Marketable securities:
Unlinked
Linked to the U.S. dollar
Current maturities of convertible
debentures convertible into company
shares
Current maturities of convertible
debentures convertible into subsidiary
shares
Current maturities of debentures
Current maturities of long-term loans

(1)
(2)

Most of the loans bear interest at variable rate. The rate presented is a weighted
average as at December 31, 2005.
In respect of short sale of marketable securities (referring primarily to short-term loans, and
Galil-type Government bonds).

B.

At the company – Unlinked commercial securities bearing variable interest equal to the Bank
of Israel (BOI) rate plus 0.4%-0.5% (as at December 31, 2005: 4.9%-5%).

C.

As for obligations to comply with financial covenants, see Note 19c.

D.

Regarding securities (collateral): See Note 26.
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Consolidated
December 31,
2005
2004
Reported NIS in millions
Primarily open accounts
In or linked to foreign currency
In Israeli currency

1,267
366

714
369

1,633

1,083

NOTE 18:- ACCOUNTS PAYABLE
Consolidated
December 31,
2005
2004
Reported NIS in millions
Government institutions
Deferred revenues and accrued expenses
Customer advances
Salary and related expenses *)
Dividend to minority in subsidiary
Related parties
Liabilities in respect of derivative transactions
Accrued expenses and other

*)

174
78
45
86
72
1
171

198
120
50
62
4
2
30
120

627

586

As at December 31, 2005, including an amount of approximately NIS 19 million (NIS 9
million in 2004) relating to liabilities of a subsidiary in the U.S. to its employees due to
certain privileges given to them (such as medical insurance, sick leave etc.) and relating to
other potential liabilities of the subsidiary. The subsidiary computes the above liabilities in
accordance with the prescribed liability limit per each potential type of claim and based on
claims filed and estimates as to claims whose cause had occurred but were not yet reported to
the subsidiary. Employee privileges in excess of certain limits are secured.
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LONG-TERM LOANS FROM BANKS AND OTHERS
A.

Composition and terms:

Loans from banks:
In or linked to the U.S.
dollar
In Pound Sterling
In Canadian dollars
In Swiss francs or
linked thereto
In Euro or linked thereto
Linked to the Israeli CPI
Unlinked
Liabilities on account of
short sale (2)
Loans linked to the
Israeli CPI from
subsidiaries
Loans from minority
shareholders in
subsidiary
Loans from others linked to the Israeli
CPI

Annual
interest
rate (1)
%

Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in millions

4.3
6.7
6.3

1,570
499
1,044

1,510
1,334
954

-

-

5.7
5.5
6.1

56
986
303

84
136
819
11

-

-

162

125

-

-

4,620

4,973

-

-

-

-

225

229

-

15

-

-

153

149

-

-

4,773
650

5,137
728

225
-

229
-

4,123

4,409

225

229

5.5

6.2

Less - current maturities

(1)

Most of the loans bear interest at a variable rate. The rate presented is a weighted
average as at December 31, 2005.

(2)

In respect of short sale of marketable securities (relating primarily to Galil-type
Government bonds).
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LONG-TERM LOANS FROM BANKS AND OTHERS (Cont’d)
B.

Maturity dates:
Consolidated
The Company
December 31, 2005
Reported NIS in millions
First year - current maturities
Second year
Third year
Fourth year
Fifth year
Sixth year and thereafter
Undetermined yet *)

*)

C.

650
775
852
225
426
1,586
259

47
178
-

4,773

225

The loans (consolidated) have been obtained as part of a financing agreement signed
between a subsidiary, Delek Ashkelon, and a bank which provided Delek Ashkelon
financing for building a power station. According to the financing agreement, the loans
are to be repaid on a quarterly basis over a period of 13 years beginning at the earlier
of four months after the completion of the establishment of the power station or 36
months from the date of the approval of the financing agreement (July 13, 2003). The
management of Delek Ashkelon has contacted the bank and has received its consent in
principle to increasing the credit facility. The Delek Ashkelon management believes
that upon securing the additional credit facility, it is expected that the total credit will
be made available as long-term loans whose repayment is scheduled to begin in March
2007.

Supplementary Information
(1)

Delek has granted irrevocable covenants to several banks in Israel (hereinafter: "The
Banks"), whereby:
1.

Shareholders' equity in the Company's consolidated balance sheet will not fall below
NIS 680 million.

2.

The Company's operating income shall exceed its financial expenses in respect of
non-recourse loans given to the Group companies, plus financial expenses in respect
of loans to finance the reserve inventory of fuels and 140% of the other financial
expenses of the Company.

If these covenants are not satisfied, the banks may either demand additional collaterals or
reduce the amount of loans provided to Delek. The undertaking towards each of the banks
is in effect as long as the liabilities to that bank in respect of loans is not below $ 50 million
(in certain banks - the lower of $ 50 million or 60% of approved obligo).
As at December 31, 2005, the Company is complying with the above financial
covenants.
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(2)

On account of liabilities toward banks of subsidiaries in the USA in the amount of
$196 million (approx. NIS 902 million), it was determined that in the event that the
subsidiaries shall fail to comply with certain financial parameters, the banks shall have
the right to demand the early repayment of the said loans. As at December 31, 2005,
the subsidiaries are complying with the above financial covenants.

(3)

In connection with loans from banks whose balance as at December 31, 2005 is
approximately NIS 615 million, additional subsidiaries have undertaken to maintain
certain financial covenants mainly in connection with the amount of their shareholders'
equity and the ratio of capital to total balance sheet. As of the date of the financial
statements, the subsidiaries are complying with the required financial covenants, as
above. In addition, a subsidiary has undertaken toward a bank that as long as the loans
are not being repaid, the subsidiary will not be able to distribute dividends exceeding
50% of net income and the subsidiary was restricted as to the management fees
payable to the Group.

(4)

As for short and long-term loans from banks whose balance as of December 31, 2005
is approximately NIS 762 million, Delek Motors Ltd. (subsidiary) has undertaken that
its shareholders' equity will not drop below 30% of its total assets. In the course of
2005, Delek Motors received the banks’ approval to lower this percentage to 22%-25%
of its total assets.
As of December 31, 2005, Delek Motors is not complying with the above financial
covenants toward the banks (said rate totaled approximately 20.5%) and consequently,
long-term loans in the amount of NIS 26 million were included as current maturities.
The management of Delek Motors believes that this failure to comply is temporary and
will not harm its continued ability to secure credit from banks or other sources, if
necessary.

D.

As for additional collateral, see Note 26.
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A.

The debentures are linked to the CPI and are composed of the following series:
Par Value Net Balance

Net
Balance

Interest
Rate

Conversion
price in NIS
As at
As at
par value
Dec-31-04 Dec-31-05 (**

As at
As at
Dec-31-05 Dec-31-05
NIS
millions Reported NIS millions
Debentures (series A1)
Debentures (series A2)
Debentures (series B2)
Debentures (series E)

(* 34
1
235

Less - current maturities

(*
(**

(* 36
1
234

47
93
1
485

271
66

626
23

205

603

%
4.1
4.1
5.9
5.5

335
385
385
378

Represents a sum smaller than NIS 1 million.
Conversion price (after adjustment), as at December 31, 2005, reflects the par value in
NIS that is convertible into one ordinary share of the company.

B.

As to the conversion of debentures into company shares in the course of 2005 and subsequent
to the balance sheet date, see Note 27.

C.

Redemption dates as of December 31, 2005:
Consolidated and
the Company
Reported NIS
in millions
First year - current maturities
Second year
Third year
Fourth year
Fifth year

66
66
66
66
7
271
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A.

The debentures are linked to the CPI and we issued at the following companies:
Net
Net
Par Value Balance
Balance
As at
As at
As at
Dec-31-05 Dec-31-05 Dec-31-04
NIS
millions Reported NIS millions
Delek Real Estate – for conversion
into Delek Real Estate shares
Gadot – for conversion into Gadot
shares

Interest
Rate
As at
Dec-31-05
%

213

229

66

6.0

81

86

-

4.5

315
-

66
22

315

44

Less – current maturities

B.

As at December 31, 2005, the market value of the debentures in circulation that were issued
by Delek Real Estate and by Gadot is equal to NIS 233 million and NIS 82 million,
respectively.

C.

Redemption dates as of December 31, 2005:
Consolidated
Reported NIS
in millions
First year – current maturities
Second year
Third year
Fourth year
Fifth year
Sixth year and thereafter

100
100
57
58
315

D.

For additional details, see Notes 9j(1)(a) and 9j(6)(a).
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A.

Composition:
Weighted
interest
rate
December
31 2005
%

Consolidated
The company
December 31
December 31
2005
2004
2005
2004
NIS in millions

Debentures linked to CPI:
Debentures issued by the company
Debentures issued by affiliates *)

4.6
5.7

948
1,502

148
644

948
-

148
-

Dollar-linked debentures issued by affiliates

5.3

691

-

-

-

3,141
654

792
199

948
62

148
147

2,487

593

886

1

Less – current maturities

*)
B.

The market value of marketable debentures whose balance as at December 31, 2005 is
NIS 450 million, is NIS 455 million.

Details regarding debenture and options that were issued by the company in 2005
(1)

During the first quarter of 2005, the Company issued debentures (series F) by private
placement to institutional investors at a volume of NIS 300 million par value. The
debentures are linked to the Israeli CPI and bear annual interest at the rate of 5.25%,
payable twice a year. The principal of the debentures is redeemable in five equal
annual installments from 2006 to 2010.

(2)

In March 2005, the Company issued by private placement NIS 200 million par value of
debentures (series G) redeemable in four equal annual installments in each of the years
2008 to 2011 and bearing annual interest at the rate of 3.95%, together with 400
thousand stock options each of which is exercisable into one Ordinary share of NIS 1
par value of the Company (under the conditions stipulated below). The debentures
were issued for their full price and the stock options were issued without consideration.
The stock options were issued in five series of 80 thousand stock options each which
are exercisable into the Company's shares under the following terms and dates:

Option warrants

Balance of
options at
December 31,
2005

Series 1
Series 2
Series 3
Series 4
Series 5

8,000
13,560
33,560
33,560
33,560

Exercise
Increment at
December 31,
2005 *)
NIS

Exercisable
up to

421
471
511
548
580

March 2006
March 2007
March 2008
March 2009
March 2010

122,240

*)

The exercise increment is linked to the Israeli CPI (subject to adjustments).
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In the course of 2005, 72,000 stock options (series 1), 66,440 stock options (series 2),
46,440 stock options (series 3), 46,440 stock options (series 4) and 46,440 stock
options (series 5) were exercised into 277,760 ordinary shares of NIS 1 par value each
of the Company for a total consideration of NIS 140 million. Subsequent to the balance
sheet date, 8,000 stock options (series 1) were exercised into 8,000 ordinary shares of
NIS 1 par value each of the Company for a total consideration of NIS 3 million.

C.

(3)

In September 2005, the Company issued debentures (series H) by way of a private
placement to institutional investors at a volume of NIS 150 million par value. The
debentures are linked to the Israeli CPI and bear annual interest at the rate of 4.05%,
payable twice a year. The principal of the debentures is redeemable in one payment in
March 2011.

(4)

In December 2005, the Company issued debentures (series H) by way of a private
placement to institutional investors at a volume of NIS 117 million par value. The
debentures are linked to the Israeli CPI and bear annual interest at the rate of 4.6%,
payable twice a year. The principal of the debentures is redeemable in one payment in
December 2010.

(5)

In December 2005, the Company issued debentures (series J) by way of a private
placement to institutional investors at a volume of NIS 166 million par value. The
debentures are linked to the Israeli CPI and bear annual interest at the rate of 4.85%,
payable twice a year. The principal of the debentures is redeemable in one payment in
December 2012.

Details regarding debentures issued by subsidiaries in 2005
Company name

Amount of issue
NIS in millions

Delek Real Estate
Delek Petroleum
Delek Investments
Delek Drilling

(1)

455
454
108
560

Additional details
See note 9j(1)(a)
See (1) and (2) below
See (3) below.
See (3) below

In March 2005, Delek Petroleum Ltd. ("Delek Petroleum") issued by private placement
additional NIS 202,252,475 par value of debentures (series D) in consideration for
approximately NIS 204 million. The debentures are redeemable in one payment on
November 15, 2010, while giving the investors an option for early redemption in
November 2006 or 2008 (the dates of change of interest). The debentures are linked to
the Israeli CPI and bear annual linked interest at the following rates: In the first and
second year: 5.1%; in the third and fourth year: 5.3% and in the fifth and sixth year:
5.5%.
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(2)

In September 2005, Delek Petroleum issued by a private placement NIS 113 million
par value of registered debentures (series E) of NIS 1 par value each and NIS 137
million par value of debentures (series F) in consideration of their par value. The
principal of the debentures (series E) is linked to the Israeli CPI and bears annual
linked interest at the following rates: in the first year - 4.2%; in the second year - 4.4%;
in the third year - 4.6%, in the fourth year - 4.7% and in the fifth year - 4.8%. The
interest is payable once a year beginning September 2006. The debentures (series E)
are redeemable in 2010, while giving the holders of the debentures an option for early
redemption at the end of each anniversary of the issuance date (the dates of change of
interest).
The principal of the debentures (series F) is linked to the Israeli CPI and bears annual
interest at the rate of 4.5%, payable once a year beginning September 2006. The
debentures (series F) are redeemable in four equal payments of principal from
September 2006.
The current maturities as at December 31, 2005 include an amount of NIS 373 million.
In view of the right to early redemption that exists for holders of the debentures in
2006, as detailed in this section and in section (1), above.

(3)

On March 9, 2005, the financing round for a project was completed and Delek and
Avner-Yam Tethys Ltd. ("SPC") issued to institutional investors in the U.S. debentures
at a total scope of $ 275 million ("the debentures") in accordance with Rule 144A., of
which $ 175 million with fixed interest of 5.326% per annum and $ 100 million with
variable interest at the rate of Libor for three months plus a margin of 1.1% per annum
(5.335% as at December 31, 2005).
SPC is a special-purpose company that was established for the new financing round by
Delek Investments, Delek Drilling - Limited Partnership and Avner Oil Exploration Limited Partnership (collectively, "the sponsors") based on their pro-rata holdings in
the Yam Tethys project.
The debentures were issued on the basis of the sponsors' share in the cash flows
generated by sale of natural gas to the Israel Electric Corporation Ltd. ("IEC")
according to the contract of June 2002.
SPC provided the amount raised to the sponsors under terms similar to the terms of the
debentures. It is emphasized that the sponsors have no mutual guarantees and that each
is responsible for the repayment of the loan taken by it individually.
The debentures are redeemable in each quarter until August 1, 2013, in accordance
with the pre-determined amortization schedule (according to an estimate of the
expected transmission of gas to IEC). Despite the aforementioned, if IEC consumption
is more than that expected, the debentures may be repaid earlier with floating interest,
without prepayment fee after two years from the date of issuance of the debentures. On
the other hand, non-repayment of the debentures on the dates stipulated in the
amortization schedule if IEC consumption is less than that expected, subject to
complying with certain minimum requirements, will not be considered as violation of
the terms of the debentures.
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A total of approximately $ 102 million of the issuance proceeds (net of raising
expenses of approximately $ 7 million) was used to repay loans of the sponsors from
Israeli banks, approximately $ 64 million was used to provide guarantees required
under the hedging transactions for the prices of gas and under the contract with the
IEC, approximately $ 28 million was used as a "security cushion" required for rating
and financing and the balance to finance the expected continued investments in the
Yam Tethys project.
The share of Delek Investments and Delek Drilling - Limited Partnership (consolidated
partnership) in the above issuance totals an aggregate of (principal) approximately
$ 155 million, of which $ 99 million with fixed interest and $ 56 million with floating
interest, as elaborated above.
As collateral for the redemption of the debentures, the sponsors and SPC pledged their
rights in several properties among which are Ashkelon drilling and the license to
operate the facility, the contract with the IEC, insurance policies, shares of Yam Tethys
Ltd. (the owner of a license for the pipeline), the hedge contract and SPC bank
accounts (including, among other things, the revenue account in which the revenues
from the IEC will be deposited, and reserve accounts in which "security cushions"
have been deposited, such as for debt services and for construction of the entry point).
It is emphasized that the debentures are non-recourse for the sponsors, excluding a
recourse right for assets out of the assets pledged as above; It is emphasized that
agreements for the sale of gas with other customers and Noa drill are not part of the
pledged assets.
Subsequent to the issuance, other companies of Delek Group were released from the
collaterals that they provided in favor of Delek Drillings and Avner.
In addition to said collaterals, the sponsors committed to several covenants including,
among other things, the following:
1.

Not to decrease their ownership in the Ashkelon drill.

2.

Not to vote in the operating committee in favor of the execution of additional
activities not for the purpose of producing gas for its supply to the IEC
("additional activities") unless one of the following takes place:
(a)

The sponsors have procured full financing for the additional activities and
they have confirmed in writing to the trustee of the debentures that such
financing is committed and dedicated for the additional activities until
their full completion.

(b)

Voting in favor of the additional activities was approved by the majority
of the debenture holders.

(c)

The rating agencies have confirmed that no rating downgrade is expected
due to the commitment to execute the additional activities.
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3.

D.

Not to commit or to agree to an extension or change in the production array
unless all of the following take place:
(a)

The trustee of the debentures received an opinion, according to which the
extension or change is not expected to have a material adverse effect on
the supply to the IEC.

(b)

The sponsors conducted the necessary changes in insurance as a result of
the change or the extension.

Redemption dates subsequent to the balance sheet date are as follows:
Consolidated
The Company
December 31, 2005
Reported NIS in millions
First year - current maturities

654

62

Second year
Third year
Fourth year
Fifth year
Sixth year and thereafter

340
405
410
454
878

62
113
113
231
367

2,487

886

3,141

948

NOTE 23:- ACCRUED SEVERANCE PAY, NET
A.

Composition:
Consolidated
December 31,
2005
2004
Reported NIS in millions

B.

Reserve for retirement compensation and pension
Less - amount funded

18
5

19
5

Total

13

14

The Group companies' liabilities for severance pay to most of the employees are covered by
current payments to provident and pension funds and to insurance companies. The amounts
deposited with provident and pension funds and with insurance companies are not under the
control and management of the companies and, therefore, they and the respective liabilities are
not reflected in the balance sheet. The Group companies' liabilities for severance pay not included
in pension and insurance plans are recorded in the balance sheet according to the law and labor
agreements and this also taking into account past experience and the anticipated dismissal in the
future.
The amounts accrued in compensation funds include retained earnings and can be withdrawn only
upon the fulfillment of the obligations under labor agreements or the Severance Pay Law.
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NOTE 24:- OTHER LIABILITIES
Consolidated
December 31,
2005
2004
Reported NIS in millions
Liabilities for repairing environmental damage (see note 2(25))
Deferred credit balance *)
Expenses for obligations associated with the retirement of a
drilling platform (see Note 2(18))
Other (mainly for rent and deferred revenues)

33
-

24

32
42

14
36

107

74

NOTE 25:- CONTINGENT LIABILITIES, GUARANTEES AND COMMITMENTS
A.

Contingent Liabilities
1.

In previous years, two requests to authorize class action lawsuits at substantial amounts
were filed against an affiliate, Amisragas - the American Israeli Gas Corporation Ltd.
("Amisragas") and other gas companies.
As for one claim which relates to an alleged breach of a liability to perform safety
checks on the part of Amisragas, the Court has dismissed the financial aspect of the
request and has approved to file a class action suit calling for a declaratory judgment
concerning the right of customers to reclaim from Amisragas all amounts paid by them
in cases where safety checks were not performed. The defendants filed an appeal on
this decision with the Supreme Court.
A settlement agreement was approved by the District Court in February 2006. Pursuant
to the settlement agreement, the parties will publish the bulk of the agreement to the
public and in the event that there are no objections on the part of the public, the
agreement will be finally approved. True to the date of approval of the financial
statements, it is impossible to assess whether there will be objections to the said
agreement.
As for the second claim which relates to the plaintiffs argument that the collection of
fixed monthly fees from customers with central gas installation constitutes a breach of
agreement, the Court has not yet given its decision. In the context of this lawsuit, the
amount claimed from Amisragas is approximately NIS 200 million.
In December 2003, an additional request to authorize a class action lawsuit was
filed with the Tel Aviv District Court against Amisragas and three other gas
companies in the aggregate amount of NIS 1 billion. The claim relies on a claim
which was filed in April 2004 by the Anti-Trust Authority against the defendants
concerning the existence of a cartel and coordination of prices between them in
1994 to 1999.
Furthermore, the Tax Authorities issued to Amisragas orders relating to previous years
in which Amisragas' appeal to the District Court was dismissed and, later, Amisragas
submitted an appeal to the Supreme Court.
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It is the estimate of Amisragas' management that, at this time, the effect, if any, of said
proceedings on Amisragas' businesses cannot be predicted.
As for an arbitration procedure relating to a dispute between Amisragas and the
distributors of the gas, in March 2005, the parties reached a compromise which was
validated by a Court decree. The liability of Amisragas toward the gas distributors,
pursuant to the settlement agreement is not materially different compared to the
provision made in its financial statements (approx. NIS 4 million).
As of December 31, 2005, the Group's investment in Amisragas totals approximately NIS
135 million.
2.

In November 2005, a request to authorize a class action suit was filed against a subsidiary,
Delkol Ltd. ("Delkol") and two other fuel companies. The amount claimed by the
plaintiff totals NIS 450 and the amount claimed from Delkol, if the request is
authorized as a class action suit, aggregates to approximately NIS 1,664 million, plus
NIS 27.5 million for mental anguish.
The request to authorize a class action suit principally relies on the argument that Delkol
marketed engine oil and at the same time presented this oil as complying with certain
American and European standards. The plaintiff argues that the above presentation is a
misleading presentation.
It is the opinion of Delkol's management that it has acted legally and that the engine oil
which it markets in Israel indeed complies with the specifications of the aforementioned
standards.
It is the estimate of Delek management, based on the advice of its legal counsel, that the
appeal’s chances of being accepted are remote and, accordingly, no provision has been
made in respect thereof in the financial statements.

3.

Claims filed against Gadot and others addressing the activities of Gadot in the area of
the Kishon river, pertaining to bodily damage and damage to property total hundreds of
millions of NIS (as for details, see Gadot’s financial statements).
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Most of the above proceedings are in preliminary stages. In practice, part of the cases
have not yet been heard and part are only in early proceedings. Hearings in some of the
cases have not yet taken place and in most cases not all parties have submitted their
opinions and affidavits. Moreover, the above claims contain difficult factual disputes
and many of the facts that have to be decided upon are yet unknown to Gadot. In
addition, the complexity and problematic character of the above procedures is extreme
and it derives, among other things, from the fact that most of the claims address events
which span many years, the number of entities involved is large, including the
Government and local authorities, so that the responsibility and share of each party in
the claim cannot be assessed and there is a scientific problem to determine the
proximate cause between the flow of waste water and the damage claimed by the
plaintiffs. Gadot's legal counsel is of the opinion that, at this stage, the risk to Gadot as
a result of the above claims and proceedings cannot be assessed. Nonetheless, at this
stage, in the opinion of legal counsel, it seems that in relation to part of said claims and
proceedings, the likelihood that Gadot will be charged with a substantial amount is not
probable. It is the opinion of Gadot's management that in view of all the uncertainty
factors that exist in all of said claims and proceedings and due to their complexity and
difficulties, at this stage the outcome of these claims and procedures cannot be
assessed and, accordingly, no provision has been made in respect thereof in the
financial statements.
4.

In 2004, the Fuel Administration filed a comprehensive claim of approximately NIS
120 million (Delek's share is approximately NIS 50 million), against Delek, three other
petroleum companies, ORL and Petroleum and Energy Infrastructures Ltd. ("PEI").
The Administration argues that the sued companies have allegedly neglected in treating
reserve inventory of crude oil, which, as ORL claims has turned into "sludge" and that
the Fuel Administration is entitled to be compensated for amounts paid to the
defendants in connection with storage, financing and insurance of the inventory since
1989. It is the opinion of Delek management, based, among other things, on the advice
of its legal counsels, that the main claims are against ORL and PEI and, therefore, the
chances of the claim to prevail against Delek are remote and, accordingly, no provision
has been made in respect of this lawsuit in the financial statements.

5.

Several lawsuits, including requests to authorize part thereof as class action lawsuits,
were filed against Matav and others which aggregate to significant amounts (hundreds
of millions of NIS). Part of the claims address the following issues: A failure to
connect residents of peripheral settlements to the cable networks, non-compliance with
the conditions of the Council for Cable and Satellite Broadcasting as to broadcasting a
certain channel, claims for alleged breach of copyrights of various producers and
breach of agreements to purchase various transmission rights, etc.
It is the opinion of Matav's management, based on the opinion of its legal counsel, that,
at this stage, the chances of the above claims cannot be assessed and, accordingly, no
provision has been made in respect of most of these lawsuits in the financial statements
of Matav. As for additional details, see Note 18 to Matav's statements which are
attached to this report.
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6.

Several lawsuits were filed against investees of Delek Real Estate in connection with
projects in the field of real estate in which the investees participated. The amounts sued
up to the date of filing the lawsuits total approximately NIS 135 million. It is the
opinion of the management of the investees of Delek Real Estate, among other things,
based on the advice of their legal counsel, that the amounts to be charged from the
companies in most of the cases will not exceed the provisions made in the financial
statements.

7.

In the past, three foreign airlines filed claims against Aviation Services Ltd. and against its
shareholders (Paz, Sonol and Delek) totaling approximately NIS 50 million (as of the date
of filing). In 2000, Delek's share in Aviation Services Ltd. was sold (subject to the
possibility to indemnify Aviation Services for claims relating to the period preceding the
selling of the holdings therein, based on Delek's holding in Aviation Services at the eve of
the sale, i.e.- 22.5%). It is the opinion of Delek’s management, based, among other things,
on the advice of its legal counsel, that the plaintiffs will meet substantial difficulties at the
stage of proof of damage and it estimates that the amounts that Delek will be required to
pay in connection with this claim, if any, will not exceed the provision made in respect
thereof.

8.

In November 2002, Delek together with two other petroleum companies filed a
comprehensive lawsuit of approximately NIS 25 million against the Fuel
Administration, ORL and Petroleum and Energy Infrastructures Ltd. ("PEI") relating to
inventories of crude oil which the plaintiffs stored in the past with ORL and PEI in
accordance with the instructions of the Fuel Administration and which ORL refuses to
return to the plaintiff claiming that it is sludge (unusable sediment of crude oil). The
suing companies demand to restore the crude inventory with the addition of financial
expenses as from September 2000 or, alternatively, to compensate them in the amount
of the monetary value of the inventory with the addition of financial expenses as
above.
It is the estimate of Delek management, based, among other things, on the advice of its
legal counsel, that there are fairly good chances that the claim is accepted and,
accordingly, no provision has been made in respect of the outstanding debt of the Fuel
Administration for the above in the total of approximately NIS 11.6 million.

9.

In May 2003, another petroleum company filed a claim against a subsidiary and
another party in an amount, for purposes of court fee, of approximately NIS 5 million
in respect of alleged damages in the aggregate amount of approximately NIS 12
million. The plaintiff argues that the subsidiary illegally sold fuel products to a certain
gas station. It is the estimate of the subsidiary, based on the advice of its legal counsel,
that the chances of the claim are not great and, accordingly, no provision has been
made in respect thereof in the financial statements.

10.

Several lawsuits, including requests to authorize a part thereof as class action lawsuits
were filed against Phoenix, its investee companies and others, which aggregate to
significant amounts (hundreds of millions of NIS). Part of the claims address the
following issues: High insurance fees that unlawfully collected, compensation in
insurance events at lowered sums, etc. For most of these lawsuits, No provisions were
made in the financial statements and for some, it is impossible to estimate the chances
of the lawsuits at this stage. For additional details, see Notes 32 and 33 to the Phoenix
financial statements which are publicly published.
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B.

11.

The Ministry of the Environment has notified a subsidiary that in the event that it is
discovered that environmental damage had occurred during the 40 years of operation
of the subsidiary in the Ashdod facility, it will have no recourse but to treat the
environmental damages prior to leaving the facility. The subsidiary estimates, based
also on ground drilling that surveyed the possibility of soil and ground water
contamination at the facility area and the opinions of its legal counsel, the risk of
investing heavily in soil purification expenses is slim.

12.

The Group companies are parties to various claims that arise in the ordinary course of
business. It is the opinion of the companies management that the provisions made in
respect of said claims, as well as the existing insurance coverage, are adequate.

Guarantees
The following guarantees were provided as at December 31, 2005:
Consolidated
The Company
Reported NIS in millions
Guarantees in favor of subsidiaries (1)
Guarantees in favor of affiliates (3)
Guarantees in favor of others (4) (5)

167
592

466
-

759

466

1.

As collateral for the liabilities of subsidiaries to banks, the Company provided guarantees
in unlimited amounts. The liabilities in connection with these guarantees total
approximately NIS 31 million as at December 31, 2005.
In addition, the Company guarantees the liabilities of subsidiaries to banks and to third
parties. The liabilities in connection with these guarantees total approximately NIS 435
million as at December 31, 2005.

2.

In addition to the said guarantees in Section 1, above and in the context of agreements
relating to the establishment of the desalination facility in Ashkelon by a jointly
controlled entity, the Group has undertaken various covenants towards the State, the
financing institutions, and VID in connection with the liabilities of the subsidiary, the
contractor and the operator. The guarantees granted by the Group as at December 31,
2005 total NIS 44 million.

3.

Primarily as collateral for the liabilities of Hof Hacarmel to a bank, Delek Real Estate
provided perpetual guarantee limited to the amount of up to $30 million and limited to
34.7% of the debt and to 78.32% of the interest and the hedging transactions. As at
December 31, 2005, the balance of loans of Hof Hacarmel totals NIS 346 million.

4.

Delek Real Estate provided guarantees to apartment buyers in the amount of
approximately NIS 329 million in accordance with the Sales Law (Apartments)
(Securing the Investments of Apartment Buyers), 1974, as well as other guarantees in
the amount of approximately NIS 55 million.

5.

Including guarantees of NIS 95 million granted in relation to a hedging transaction on gas
prices, see Note 37e.
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C.

Engagements
1.

As at December 31, 2005, Delek Petroleum entered into the following engagements
with third parties for the rent and lease of stations, facilities and buildings:
Reported NIS millions
2006
2007
2008
2009
2010
2011 and thereafter

191
161
139
128
111
1,080
1,810

D.

2.

A foreign investee company owns a real estate property overseas that includes office
space in the UK, that is leased under long-term lease contracts as well as investments
through affiliates in additional commercial properties. The lease contracts of the
properties are, in general, lease contracts type full repair and insurance ("FRI")
consisting of the lessees obligation to perform repairs and improvements in the leased
property over the term of the lease and to repay expenses relating to current
maintenance of the properties. Generally, the annual lease fees are updated each five
years in such a manner that the lessee pays the higher of the annual payment paid until
the day of update or the appropriate lease fees in the free market (as determined by an
approved appraiser) under the assumption that the property is leased when it is vacated
and the agreement is for a period of 15 years.

3.

As for commitments of subsidiaries in connection with building a power station in
Ashkelon and commitments in connection with oil and gas exploration, see Notes 9j(8)
and Note 13.

4.

As for additional commitments of the Group in connection with investments in
investees, see Note 9j.

Indemnification and insurance of officers
1.

The Group has undertaken to indemnify all authorized officers of the Group due to an
action taken by virtue of serving as an officer of the Group in the past, present or
future. The obligation to indemnify is limited to the type of events, conditions and
amounts as specified in the indemnification letter that was approved by the general
meeting of shareholders.

2.

The Group has decided to exempt officers of the Group from their responsibility under
the duty of prudence toward the Group as set in the third chapter of the sixth part of the
Companies Law, 1999.

3.

Accordingly, the Company insured the liability of the officers with a total liability limit
of $40 million.
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A.

As collateral for loans from banks and others whose balance as of December 31, 2005
amounts to approximately NIS 6,930 million, the following securities were provided:
-

The Company and its subsidiaries recorded fixed and floating charges on fixed and
current assets, including inventory, specific charges on certain shares of investees and
mortgages on all of the Company's rights to properties for which loans were received.

-

Subsidiaries have undertaken to fulfill certain conditions, among which refraining from
recording a charge in favor of others, without the advanced consent of the lending
corporations.

-

Loans amounting to NIS 1,336 million taken by a subsidiary in order to finance real
estate properties overseas are non-recourse loans whose repayment is secured only by
the pledged property.

-

As for undertakings made in connection with the compliance with financial covenants,
see Note 19c.

B.

As for charges on issued debentures, see Note 22c.

C.

As for charges in connection with investments in oil and gas assets, see Note 13.

NOTE 27:- SHARE CAPITAL
A.

Composition:
December 31, 2005
December 31, 2004
Issued and
Issued and
Authorized
outstanding
Authorized
outstanding
Number of shares
Ordinary shares of NIS 1 par value
each

15,000,000

10,930,304

15,000,000

9,733,735

The shares are registered for trade on the Tel-Aviv Stock Exchange.
B.

In 2005, debentures whose carrying amount totaled approximately NIS 358 million were
converted into 918,809 ordinary shares of NIS 1 par value each of the Company, as follows:
46,761,055 debentures (series A1) whose carrying amount totaled approximately NIS 49
million were converted into 129,615 shares, 44,122,641 debentures (series A2) whose
carrying amount totaled approximately NIS 46 million were converted into 110,946 shares
and 264,436,172 debentures (series E) whose carrying amount totaled approximately NIS 263
million were converted into 678,248 shares.

C.

As to the exercise of option warrants into 277,760 ordinary shares of NIS 1 par value each of
the Company, see Note 22b(2).
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D.

Subsequent to the balance sheet date, 535,714 debentures (series A2) whose carrying amount
totaled approximately NIS 1 million were converted into 1,391 ordinary shares of the
Company with a par value of NIS 1 each; 1,344,669 debentures (series E) whose carrying
amount totaled approximately NIS 1 million were converted into 3,561 ordinary shares of the
Company with a par value of NIS 1 each. As to the exercise of option warrants into shares of
the Company subsequent to the balance sheet date, see Note 22b(2). Subsequent to the
conversions and exercises detailed above, the Company's issued and outstanding share capital
is composed of 10,943,256 ordinary shares of NIS 1 par value each.

E.

Dividends

F.

1.

In 2005, the Company distributed a dividend in the amount of approximately NIS 384
million to its shareholders.

2.

Subsequent to the balance sheet date, on March 29, 2006, the Company declared the
distribution of a dividend in the amount of approximately NIS 61 million to its
shareholders.

As for debentures convertible into the Company's shares and issuance of stock options exercisable
into the Company's shares, see Notes 20 and 22b(2).

NOTE 28:- COST OF REVENUES

Purchases of fuel, vehicles, products and raw materials
Salary and payroll accruals
Depreciation, depletion and amortization
Other manufacturing expenses
Transportation
Cost of sold real estate
Cost of oil and gas exploration
Reckoning with the Fuel Administration, net
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Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
14,770
9,580
7,630
152
95
85
141
131
116
501
267
219
74
56
47
152
110
34
27
25
75
(15)
(30)
(40)
15,802
10,234
8,166
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NOTE 29:- SELLING, MARKETING AND GAS STATION OPERATING EXPENSES
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
281
273
228
299
296
260
39
33
48
86
74
60
9
11
9
52
37
25
95
90
81
861
814
711

Salary and payroll accruals
Maintenance of gas stations
Advertisements and sales promotion
Depreciation and amortization
Commissions to agents
Commissions to credit card companies
Others

NOTE 30:- GENERAL & ADMINISTRATIVE EXPENSES
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
136
123
107
36
40
40
40
46
21
19
22
21
106
65
59

Salary and payroll accruals
Depreciation and amortization
Doubtful debts and bad debts
Professional services
Others

337
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NOTE 31:-

FINANCIAL EXPENSES (REVENUES), NET

Expenses (income) in respect of:
Loans from banks
Debentures
Loss (gain) from marketable
securities
Forward transactions
Subsidiaries
Other (primarily deposits and
exchange rate differentials)
Less - expenses capitalized to
qualified assets

NOTE 32:-

Consolidated
The Company
Year ended December 31,
Year ended December 31,
2005
2004
2003
2005
2004
2003
NIS in millions
Reported
Adjusted
Reported
Adjusted
434
286

315
93

246
57

89

56

48

3
(18)
-

(31)
(9)
-

(19)
(9)
-

(4)
(91)

(12)
(39)

(18)
(1)
(9)

(108)

(14)

(41)

(9)

(7)

(14)

597

354

234

(15)

(2)

6

3

12

18

-

-

-

594

342

216

(15)

(2)

6

OTHER INCOME (EXPENSES), NET
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
Gain from realization of companies holding real-estate
assets
Provision for impairment of assets
Loss from decrease in value of debts and other
investments
Gains from sale of fixed assets, net
Management fees from affiliates
Other income, net

NOTE 33:-

92
(9)

(25)

(42)

(5)
11
1
23

(13)
1
1
8

(11)
3
1
2

113

(28)

(47)

TAXES ON INCOME
A.

Tax laws applicable to the Group companies
1.

The provisions of the Income Tax (Inflationary Adjustments) Law, 1985 apply to the
Company and the Group companies in Israel. According to the law, the results for tax
purposes are measured based on the changes in the Israeli CPI.
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B.

2.

According to the provisions of the Law for Amendment of the Income Tax Ordinance
(No. 132), 2003, ("the reform law"), tax at a reduced rate of 25% will apply to capital
gains accrued after January 1, 2003, instead of the regular tax rate. In the sale of assets
that were acquired before the launch of the Reform Law, the reduced tax rate will
apply only to the profit component that was generated subsequent to the law, and will
be calculated in accordance with the law. The Reform Law also stipulates that
carryover capital losses for tax purposes may be used to offset capital gains, with no
time limits. The Reform Law further regulates the possibility of offsetting capital
losses from the sale of assets outside Israel, against capital gains in Israel.
It was further promulgated that, from 2003, companies' income from dividends and
interest from investees will be subject to tax in Israel even if this income was not first
earned in Israel. It was also promulgated that under certain circumstances, an Israeli
resident who is a controlling shareholder in a foreign resident company whose income
is substantially passive income (as defined in section 2a of the Income Tax Ordinance)
will be subject to tax (at the rate of 25%) on such income as if it were distributed as a
dividend in Israel, with a credit in respect of the tax liability abroad. Income from
dividend of foreign company which originates from income on which foreign tax of
over 20% was paid, will not be included in income as described above.

3.

On March 24, 2002, the Law for Amendment of the Real Estate Taxation Law (No.
50), 2002 ("the amendment") was enacted. The amendment begins on November 7,
2001 ("the effective date"). The amendment includes, among other things, changes in
the rates of betterment tax so that tax rate applicable on the real betterment from sale of
real estate earned after the effective date was reduced to 25% (instead of 36%). The
rate of betterment tax on the real betterment earned before the effective date remained
unchanged. The distribution of the real betterment over the period will be made prorata, based on the period of holding in the property.

Tax rates applicable to the income of the Group companies:
1.

Companies in Israel
Until December 31, 2003, the regular tax rate applicable to income of companies was
36%. In June 2004, an amendment to the Income Tax Ordinance (No. 140 and
Temporary Provision), 2004 was passed by the "Knesset" (Israeli parliament). On July
25, 2005, the Knesset passed the Law for the Amendment of the Income Tax
Ordinance (No. 147), 2005, which prescribes, among other things, a gradual decrease
in the corporate tax rate in Israel to the following tax rates: In 2006 - 31%, in 2007 29%, in 2008 - 27%, in 2009 - 26% and in 2010 and thereafter - 25%.
As to the effects of the said amendment, see Section F, below.

2.

Foreign subsidiaries
-

Rental income from real estate properties in the U.K. owned by foreign investees
is subject to income tax at the rate of 22%. Sale of real estate in the U.K. which
constitutes long-term investment is not liable to tax on capital gains.

- 86 -

DELEK GROUP LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 33:-

TAXES ON INCOME (Cont’d)

C.

-

Lease of properties in Canada is made by companies whose assets are held in
trust for a subsidiary. Rental income from real estate properties of these
companies is subject to income tax at the rate between 39% and 46%, according
to the physical location of the property and/or the place where the trust was
registered. During 2004, as a result of change in the place where one of the
Canadian trust was registered, the tax rate applicable to the income of the
Canadian trust was reduced from 40% to 39%.

-

The tax rate applicable to income of subsidiaries in the U.S. (Federal tax) is
35%. Similarly, these companies are also liable to state tax at the rate of 3%.

Tax assessments
The Company received final tax assessments, or assessments deemed final, through 2001.
Most of the subsidiaries received final tax assessments or assessments deemed final, through
the years 2001 to 2004.

D.

Losses carried forward for tax purposes
Carryforward tax losses of the Company total approximately NIS 13 million as of
December 31, 2005. Carryforward tax losses of subsidiaries total approximately NIS 706
million as of that date. A subsidiary in the US has federal operating loss carryforward of
approximately $3 million. Deferred tax assets of approximately NIS 177 million relating
to part of the losses of subsidiaries were recorded in the financial statements. The
Company does not record tax assets in respect of the above losses.

E.

Deferred Taxes
1.

Composition:
Consolidated
December 31,
2005
2004
Reported NIS in millions
In respect of depreciable non-monetary assets and
inventories
Timing differences in accounting for expenses
Carryforward losses
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(319)
38
177

(286)
25
211

(104)

(50)
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The deferred taxes are computed at tax rates that are expected to apply in the countries
in which the Group companies operate (between 22% to 46%) and are presented in the
balance sheet as follows:
Consolidated
December 31,
2005
2004
Reported NIS in millions
Among other accounts receivable
Among other assets
Among other long-term liabilities

2.

33
77
(214)

41
79
(170)

(104)

(50)

The change in deferred taxes:
Consolidated
December 31,
2005
2004
Reported NIS in millions
Balance at beginning of year
Amounts carried to taxes on income
Amounts carried to cumulative effect as of the
beginning of the year of change in accounting
principle, net
Amounts carried to equity in investees
Adjustments for translation of financial statements
of investees
Additions for newly consolidated company

- 88 -

(50)
(43)

38
(8)

(6)

(20)
(20)

(5)
-

(40)

(104)

(50)
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F.

Taxes on income included in the statements of income
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
Current taxes
Transfer of current taxes to capital surplus from
translation adjustments
Deferred taxes (see also e above)
Update of deferred tax balances as a result of
changes in tax rates
Taxes in respect of previous years

G.

299

190

157

39

(5)
2

4

4
(3)

6
(4)

(8)

339

189

153

Below is a reconciliation between the tax expense assuming that all the income was taxed at
the statutory tax rates applicable to the companies in Israel and the actual tax expense as
reported in the statements of income:
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
Income before taxes on income
Statutory tax rate
Taxes computed at the statutory tax rate

991

635

402

34%

35%

36%

337

222

145

(5)
37
4
(4)
(3)

(60)
37
6
(7)
(4)

(17)
48
(3)
(8)

-

(4)

-

(4)

(4)

7

(15)

(15)

(34)

14

11

339

189

153

Increase (decrease) in the tax liability due to:
Utilization of losses from previous years
Losses for which tax benefit was not recorded
Effect of change in tax rates
Share in losses of partnerships
Taxes in respect of previous years
Adjustment of the reports of foreign companies
to changes in the purchasing power of foreign
currency
Permanent differences for which deferred taxes
were not provided
Differences in tax rates between Israel and
abroad
Tax exempt income, non-deductible expenses
and other adjustments, net
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NOTE 33:-

TAXES ON INCOME (Cont’d)
H.

The Company and certain subsidiaries are registered in the VAT as combined licensed trader
(consolidation of traders).

NOTE 34:- EPS
A.

Detailed number of shares and earnings used in computing basic earnings per share:
2005

Year ended December 31,
2004
2003
NIS in millions
Reported
Adjusted

Number of shares and net income used in computing
earnings per share:
Income used in the computation before cumulative
effect of change in accounting principle, net
Cumulative effect as of the beginning of the year of
change in accounting principle, net
Net income
Adjustment for convertible securities converted during
the year
Influence of convertible securities whose conversion
is expected
Earnings for purpose of calculating basic earnings per
share
Weighted average of share capital used in the
computation (in millions)

622

423

183

-

(20)

-

622

403

183

21

-

-

(1)

-

-

642

403

183

11.063

9.733

9.702

B.

Due to immateriality, diluted earnings per share have not been disclosed.

C.

An examination of the probability of exercise of debentures and options convertible into
shares linked to the CPI in 2005 was calculated according to an interest rate of 4% and in the
years 2004 and 2003 an examination was conducted regarding the probability of conversion
of the debentures according to rates of 3.5% and 4%, respectively.

NOTE 35:-

SEGMENTS OF OPERATION
A.

General
The Group companies operate in several primary business segments:
-

Fuel products in Israel - The main activity is marketing and selling of fuel products in gas
stations and elsewhere.

-

Fuel products in the U.S. - The main activity is maintenance and operation of gas stations
and convenience stores in the U.S.
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NOTE 35:-

SEGMENTS OF OPERATION (Cont’d)
-

Oil Refineries in the U.S. – This operation began in 2005 and relates to the operation of an
oil refinery in the USA and a pipeline for the transportation of crude oil; see Note 9j(2)(a).

-

Vehicles and parts - The main activity is importing and marketing of vehicles and parts of
"Mazda" and "Ford".

-

Real estate - The main activity is investing and managing investment properties in Israel
and overseas and the construction of residential and commercial projects designated for
sale.

-

Oil and gas exploration - The main activity is preformed through a joint venture "Yam
Tethys" acting to find oil and gas on Israel's continental shelf.

-

Biochemistry - The main activity consists of the manufacturing and marketing of fructose,
citric acid and salt for the food, pharmaceutical and detergents industries.

-

Other - The main activity is investments in infrastructure including mainly the field of
seawater desalination and the establishment of a power station for the production of
electricity.

The Group holds several affiliates that operate in part of the above segments (primarily real
estate) as well as in other sectors (primarily in the field of telecommunications through its
holdings in Matav and in the insurance sector through the holdings in Phoenix).
The Company's segments of operation are carried out in several major geographic areas
worldwide. In Israel, the residency of the Company and most of the subsidiaries, the activities of
marketing vehicles and parts are performed as well as oil and gas explorations, part of the
manufacturing and marketing of fuel products and investment and management of investment
properties. In the U.S., the activities performed relate to the fuel products sector, as well as the
refinery sector and the real-estate sector. In the U.K. and Canada the activity relates to the realestate sector. Products of the biochemistry segment are marketed in Europe, the U.S. and in Israel.
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NOTE 35:-

SEGMENTS OF OPERATION (Cont’d)
B.

Primary reporting on business segments
1.

Revenues, net of excise and royalties:
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted

Revenues from external parties (1):
Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others
Total, as per the statement of income

( 1)

4,050
4,951
4,239
3,868
484
375
184
182

3,273
3,846
3,923
503
343
141
220

3,129
2,633
3,212
371
277
136

18,333

12,249

9,758

Minority interest in revenues:
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted

Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others

1,490
66
120
58
-

881
45
99
44
-

659
30
79
-

Total

1,734

1,069

768
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NOTE 35:-

SEGMENTS OF OPERATION (Cont’d)
2.

Attributed Costs
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others
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4,004
4,807
3,738
3,488
329
307
89
173

3,217
3,776
3,518
261
277
62
220

3,069
2,578
2,840
164
242
76
143

16,935

11,331

9,112
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NOTE 35:-

SEGMENTS OF OPERATION (Cont’d)
3.

Sector results and reconciliation to net income
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted

Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others
Expenses not allocated to sectors
Operating income
Financial expenses, net
Gain from sale of investments in investees, net
Other expenses, net
Taxes on income
Equity in earnings (losses) of affiliates and
partnerships, net (1)
Minority interest in earnings of subsidiaries, net
Income before cumulative effect of change in
accounting principle
Cumulative effect as of the beginning of the year of
change in accounting principle, net
Net income

(1)

46
144
501
380
155
68
95
9
1,398
(65)

56
70
405
242
66
79
918
(13)

60
55
372
207
31
(76)
(3)
646
(13)

1,333
(594)
139
113
339

905
(342)
100
(28)
189

633
(216)
32
(47)
153

146
(176)

136
(159)

20
(86)

622

423

183

-

(20)

-

622

403

183

Equity in earnings (losses) of affiliates and partnerships, net:
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
20
13
9
45
6
6
123
121
11
15
22
(5)
(57)
(26)
(1)

Fuel products - Israel
Automobile
Real estate
Oil and gas exploration
Others, net *)

146

*)

136

20

In the years 2005 and 2004 – primarily in respect of equity in the Matav
losses.
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NOTE 35:-

SEGMENTS OF OPERATION (CONT’D)
4.

Gross Profit
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others

5.

469
647
527
441
198
117
102
30

497
569
466
267
111
82
23

467
438
446
220
66
(68)
23

2,531

2,015

1,592

Assets used by the sector
Consolidated
December 31,
2005
2004
Reported NIS in millions
Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others

2,121
1,516
896
1,722
3,460
417
1,065
777

1,981
1,275
1,300
3,955
389
895
625

11,974

10,420

Investments in affiliates
Fuel products - Israel
Automobile
Real estate
Oil and gas exploration
Others *)

134
34
615
326
1,298

122
31
442
341
443

Assets not allocated to sectors

2,407
1,602

1,379
1,089

15,983

12,888

Total consolidated assets

*)

Including investment in Matav whose balance totals approximately NIS 348 million
as at December 31, 2005 and the investment in Phoenix whose balance totals NIS
658 million.
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NOTE 35:-

SEGMENTS OF OPERATION (CONT’D)
6.

Sector liabilities
December 31,
2005
2004
Reported NIS in millions
Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others

7.

492
268
530
654
191
69
25
151

565
198
477
255
59
12
133

Liabilities not allocated to sectors

2,380
11,327

1,699
9,644

Total consolidated liabilities

13,707

11,343

Acquisition costs of long-term assets
2005

Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others

8.

Year ended December 31,
2004
2003
NIS in millions
Reported
Adjusted
53
225
398
23
595
17
6
992

80
135
49
478
25
29
649

15
55
53
64
10
227
64

2,309

1,445

488

69
111
6
9
71
14
52
18

68
72
6
48
14
37
50

101
54
17
52
14
54
39

350

295

331

Depreciation and Amortization
Fuel operations in Israel
Gas stations & convenience stores in the US
Refinery operations in the US
Automobile sector
Real-estate sector
Biochemistry sector
Oil and gas exploration sector
Others
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NOTE 35:-

SEGMENTS OF OPERATION (CONT’D)
C.

Secondary reporting on geographic areas
1.

Revenues by geographic markets (based on the location of the customer)
2005

Israel
USA
UK
Canada
Western Europe

2.

8,506
9,297
98
199
233

6,995
3,808
153
195
213

5,810
2,739
131
198
152

18,333

11,364

9,030

Carrying amounts for assets used by the segment and acquisition cost of long-term assets
by geographic areas (based on the location of the asset):
Segment's assets
December 31,
2005
2004
Reported
Israel
USA
UK
Canada
Western Europe

NOTE 36:-

Year ended December 31,
2004
2003
NIS in millions
Reported
Adjusted

Acquisition cost of long-term assets
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted

7,601
2,412
602
1,359
-

6,321
1,274
1,607
1,218
-

1,389
623
117
64
116

1,298
135
6
6
-

403
55
25
5
-

11,974

10,420

2,309

1,445

488

RELATED PARTIES
A.

In May 2004, Delek Investments completed the purchase of the remaining shares of
Commutech which were held by parties related to the controlling shareholder (ultimate
concatenation) of Commutech and the Company for the same price as paid to the
shareholders of Commutech out of the public (as part of a tender offer from December 2003)
and in return for a total of NIS 9 million. According to the Securities Regulations
(Presentation of Transactions Between a Corporation and a Controlling Shareholder Therein
in the Financial Statements), 1996, the difference of approximately NIS 6 million between
the payment made for the purchase and the carrying amount of the shares in the books of the
controlling shareholders is recorded in shareholders' equity.
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NOTE 36:-

RELATED PARTIES (Cont’d)
B.

On May 10, 2004, the general meetings of the Company and of Delek Automotive Systems
Ltd. ("DAS") approved an agreement whereby the subsidiaries entered into an agreement for
the sale of their share in the executive jet to Elad Group Ltd. (a company owned and
controlled by the controlling shareholder in the Company). The price of the transaction
totaled approximately $13.4 million (NIS 59 million), based on a valuation made to the
airplane in January 2004. The payment approximates the value of the airplane in the Group's
books.

C.

A foreign investee of Delek Real Estate and a 50% owned investee of the Group's controlling
shareholder entered into management agreements for the management of three buildings in
Canada. The agreements are for a period of two years and they are renewed for additional
periods unless one of the parties notifies the other as to the termination of the commitment.
The annual volume of the engagement totals NIS 2 million.
Additionally, a company owned by the Group's controlling shareholder leases, at arm's length
terms, offices in Canada from a foreign investee of Delek Real Estate. The annual volume of
the engagement totals NIS 0.5 million.

D.

In early 2006, the board of directors of Delek Real Estate and the general meeting of
shareholders of Delek Real Estate, respectively, approved the Delek-Belron engagement
(hereinafter: "The Agreement") with R.G. Naor Management Services Ltd. (hereinafter:
"Naor"), a company wholly-owned by the son-in-law of the controlling shareholder in the
Company.
Pursuant to the agreement, Naor shall be eligible to receive a special (phantom) bonus
(hereinafter: "The Bonus") once a year starting June 1st 2006, for a period of five years (five
batches), provided that Naor continues to provide the Company with services pursuant to the
agreement for provision of consulting services between them, dated June 21, 2004. The level
of the bonus for each year will be derived from the difference between the price of the shares
of the parent company on the stock exchange and the exercise price as determined between
the parties, subject to adjustments, for each eligibility date multiplied by 416,818 shares.
The payment of the bonus will be made by written demand that Naor shall submit to DelekBelron and its level will be determined at the date the demand was submitted, provided that
the demand letter is submitted subsequent to Naor’s eligibility for the said bonus, as stated
above and no later than December 31, 2010. In the event that Naor does not demand the
bonus on account of a particular year, this eligibility will be preserved and will accrue until
the end of the said period.
According to the calculation formula in the stock exchange directives, the economic value of
all the bonus options that were granted to Naor according to the said plan, on the date of
approval of the general meeting, is NIS 8.79 for each option from the first tranche, NIS 9.20
for each option from the second tranche, NIS 9.58 for each option from the third tranche, NIS
9.91 for each option from the fourth tranche and NIS 10.26 for each option from the fifth
tranche – so that the overall economic value of the options granted to Naor (as at the date of
approval of the plan) as part of the plan amounts to NIS 19.9 million.
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NOTE 36:-

RELATED PARTIES (Cont’d)
E.

Companies owned by the controlling shareholder of the Company provided guarantees with
specified amount in order to secure the liabilities of subsidiaries of Delek Real Estate to
banks. As of the balance sheet date, the guarantee amounts to NIS 21 million. The guarantee
was provided against loans in the amount of approximately NIS 70 million. A subsidiary has
undertaken to indemnify companies owned by the controlling shareholder in connection with
any damage caused to them as a result of providing said guarantee. The guarantee of the
controlling shareholder was cancelled subsequent to the balance sheet date due to the
refinancing of the said assets.

F.

The Group’s CEO was granted loans whose balance, as at December 31, 2005, amounts to
NIS 7.5 million. A sum of NIS 5 million is scheduled for repayment no later than January
2007 and the balance no later than August 2008. The terms of the loans specify that the loans
shall be linked to the Israeli CPI with the addition of annual interest at the rate of 4%. The
loan funds serve for the acquisition of shares in Delek Group companies. The acquired shares
serve as collateral for the repayment of the loans and any sum obtained from the sale of the
shares shall be used initially to repay the loans. During 2006, an additional loan was granted
to the CEO in the amount of approximately NIS 0.5 million.

G.

The chairman of the Company’s board of directors was granted a facility for obtaining loans
in the maximum amount of NIS 6.9 million, scheduled for repayment no later than the years
2007-2008. The terms of the loans specify that the loans shall be linked to the Israeli CPI
with the addition of annual interest at the rate of 4%. The loans will serve to purchase shares
of Delek Group companies, at the discretion of the chairman of the board of directors. The
acquired shares serve as collateral for the repayment of the loans and any sum obtained from
the sale of the shares shall be used initially to repay the loans. As at December 31, 2005, the
outstanding loans total NIS 5.1 million. During 2006, an additional loan was granted to the
chairman of the board of directors in the amount of approximately NIS 1.9 million.

H.

As to a stock option plan at a subsidiary, that was granted to the Group CEO, see Note 9j(1)
(d).

I.

Benefits to related parties
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
0.2

0.2

0.2

Number of unemployed directors and related parties

4

4

4

Salary of employed directors and related parties (*)

5

4

5

Number of employed directors and related parties

3

3

3

Fees for unemployed directors

(*)

Including payments made by a subsidiary to a Group director on account of
management services, in the sum of NIS 0.6 million (NIS 0.2 million in 2004).
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NOTE 36:-

RELATED PARTIES (Cont’d)
J.

Balances and Transactions with Related Parties
1.

Balances:
Consolidated
December 31,
2005
2004
Reported NIS in millions

2.

Loans and long-term receivables

13

9

The highest balance of loans to related parties
during the year

13

9

Transactions:
Consolidated
Year ended December 31,
2005
2004
2003
NIS in millions
Reported
Adjusted
1
1
-

Financial income

K.

NOTE 37:-

The Group companies conduct transactions with entities that are related parties in the
ordinary course of business – at arm's length terms – and under regular credit terms, at
volumes that are immaterial.
FINANCIAL INSTRUMENTS AND RISK MANAGEMENT

A.

Credit Risks
The Group companies derive revenues from a large number of customers. The management
of the companies perform ongoing credit evaluations of their customers and the financial
statements include allowances which, in managements' estimates, are adequate to cover
potential losses from doubtful accounts.

B.

Interest risks:
The Group is exposed to changes in cash flows as a result of the fluctuations in interest rates
on loans bearing floating interest which finance the investment properties and properties
under construction. For part of the loans with floating interest, the Group performed interest
rate swap transactions (floating interest exchanged for fixed interest) and entered into
hedging transactions which limit the maximum interest.
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FINANCIAL INSTRUMENTS AND RISK MANAGEMENT
C.

Currency Risks
As at December 31, 2005, the excess of monetary liabilities denominated in foreign currency
(primarily US dollars and Pound Sterling) in the Company's consolidated balance sheets, over
monetary assets in foreign currency, totaled approximately NIS 3,260 million, including
approximately NIS 325 million excess of current liabilities over current assets in foreign
currency. The excess of unlinked monetary assets over unlinked monetary liabilities totaled
approximately NIS 30 million, including approximately NIS 189 million excess of unlinked
monetary current assets. The excess of CPI-linked monetary liabilities over linked monetary
assets totaled approximately NIS 4,326 million, including approximately NIS 987 million of
excess of linked monetary current liabilities.

D.

Derivative Financial Instruments
From time to time, the Group companies enter into transactions with certain derivative
financial instruments which are, in part, designated to hedge the exposure to fluctuations in
the exchange rates of foreign currencies, to changes in the value of inventory and of selling
prices of gas and to changes in interest rates.
As of the balance sheet date, the subsidiaries have open commitments as detailed below:
(1)

Forward transactions:
Purchase of $ 102,704 thousand in exchange for NIS 474,373 thousand.
Purchase of JPY 1,782,120 thousand in exchange for $ 15,074 thousand.
Purchase of Indonesian rupee 18,624 thousand in exchange for $2 thousand.
Purchase of Malaysia ringit 14,788 thousand in exchange for $ 4,000 thousand.
Purchase of € 10,000 thousand in exchange for $ 11,876 thousand.
Purchase of 68,000 thousand of CPI units in exchange for CAD 18,321 thousand.
Purchase of 590,000 thousand of CPI units in exchange for NIS 590,000 thousand.
Purchase of ₤ 3,000 thousand in exchange for NIS 24,045 thousand.
Purchased foreign currency options:
Purchase of JPY 1,300,000 thousand in exchange for NIS 52,840 thousand.
Purchase of JPY 5,065,000 thousand in exchange for $ 44,348 thousand.
Purchase of $ 65,000 thousand in exchange for NIS 279,100 thousand.
Purchase of NIS 232,850 thousand in exchange for $ 54,978 thousand.
Purchase of $ 15,000 thousand in exchange for JPY 1,805,000 thousand.
Purchase of € 20,039 thousand in exchange for $ 24,295 thousand.
Purchase of $ 43,639 thousand in exchange for € 36,500 thousand.
Purchase of € 12,500 thousand in exchange for JPY 1,740,000 thousand.
Purchase of € 5,000 thousand in exchange for NIS 27,900 thousand.
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FINANCIAL INSTRUMENTS AND RISK MANAGEMENT (Cont’d)
Purchase of CAD 36,642 thousand in exchange for $ 28,966 thousand.
Purchase of € 5,000 thousand in exchange for CAD 7,100 thousand.
Purchase of € 3,000 thousand in exchange for ₤ 2,010 thousand.
Purchase of € 5,000 thousand in exchange for HUF 1,244,000 thousand.
Purchase of € 2,000 thousand in exchange for PLN 7,900 thousand.
Purchase of ₤ 11,000 thousand in exchange for CAD 24,325 thousand.
Purchase of £ 2,869 thousand in exchange for CHF 6,600 thousand.
Purchase of ₤ 2,070 thousand in exchange for $ 3,000 thousand.
Purchase of ₤ 2,000 thousand in exchange for $ 3,464 thousand.
Purchase of PLN 7,900 thousand in exchange for € 2,000 thousand.
Purchase of $ 3,570 thousand in exchange for ₤ 2,000 thousand.
Purchase of $ 14,452 thousand in exchange for NIS 68,000 thousand.
Writing of foreign currency options:
Purchase of NIS 146,000 thousand in exchange for JPY 3,675,000 thousand.
Purchase of JPY 300,000 thousand in exchange for NIS 12,900 thousand.
Purchase of $ 20,000 thousand in exchange for JPY 2,340,000 thousand.
Purchase of NIS 433,800 thousand in exchange for $ 100,000 thousand.
Purchase of $ 93,000 thousand in exchange for NIS 433,944 thousand.
Purchase of € 5,000 thousand in exchange for JPY 700,000 thousand.
Purchase of € 3,000 thousand in exchange for AUD 4,830 thousand.
Purchase of $ 41,663 thousand in exchange for € 34,000 thousand.
Purchase of JPY 1,080,000 thousand in exchange for $ 10,000 thousand.
Purchase of € 3,000 thousand in exchange for MXN 42,000 thousand.
Purchase of AUD 4,830 thousand in exchange for € 3,000 thousand.
Purchase of CHF 2,500 thousand in exchange for JPY 222,500 thousand.
Purchase of € 18,000 thousand in exchange for $ 20,793 thousand.
Purchase of CAD 18,321 thousand in exchange for $ 14,486 thousand.
Most of these transactions are for a period of one month up to 12 months.
(2)

In December 2001, a subsidiary purchased an option to exchange Libor interest for
three months for fixed interest for the period from January 2004 to October 2007. As
of December 31, 2005, the scope of the transaction is approximately NIS 39 million.

(3)

A subsidiary in the US entered into interest rate swap transactions for loans amounting
to approximately $19.2 million, whereby the subsidiary exchanged variable interest
(Eurodollar + 1.25% - 1.5%) for fixed interest ranging between 5.12% and 5.19%.
In addition, the subsidiary entered into cap-type interest rate swap transactions,
whereby the subsidiary is conferred the right to exchange variable interest (as detailed
above) on loans of $ 145 million for fixed interest ranging between 3.5% and 4%,
subject to the maximum interest rates determined in the agreements.
The transactions are for various periods terminating in 2006 - 2010.

As at December 31, 2005, the net fair value of all the derivative transactions totals approximately
NIS 30 million.
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E.

In 2004, Delek Investments, Delek Drilling and Avner entered into an agreement with a
company related to a foreign investment bank for fixing the price for gas. According to the
agreement, the price of gas for the years 2005 to 2013 was set at a fixed dollar value (the total
sum of the transaction amounted to $ 630 million). The balance of the fixing transaction as at
December 31, 2005, totals $570 million.
According to the above transaction, if the quarterly price for gas is lower than the fixed price
($ 2.47 per million BTU), the performing company shall pay Delek Investments and the
limited partnerships the difference between the actual price and the fixed price with respect to
the predetermined quantity. In the event that the actual price is higher than the fixed price, the
limited partnerships will pay the difference with respect to the predetermined quantity.
Bank Hapoalim Ltd. and Bank Leumi Ltd. provided guarantees in the aggregate of
approximately $ 37 million, as at the date of the formulation of the financial statements, to
secure the liabilities of Delek Investments, Delek Drilling and Avner. Concurrently, a
guarantee to secure the liability of the foreign investment bank has been obtained.
In 2005, in the context of agreements entered into in connection with the issuance of
debentures (Note 22c(3) above), the above hedging arrangement and guarantees were
assigned to SPC (the issuing company). Concurrency, a back-to-back agreement was signed
between Delek Investments, Delek Drilling and Avner, with SPC, according to which profit
and loss from the hedging arrangement shall be transferred from SPC to Delek Investments,
Delek Drilling and to Avner.

F.

Fair Value of Financial Instruments
The carrying amounts of cash and cash equivalents, short-term investments, trade receivables,
other accounts receivable, short-term credit from banks and others, trade payables, other accounts
payable and convertible and other debentures approximate their fair value. As to the value of
convertible debentures, convertible into shares of investee companies and other debentures, see
Notes 21 and 22.

NOTE 38:-

CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES
A.

The Company provides nominal historical data for income tax purposes only.

B.

The financial statements have been prepared in accordance with generally accepted
accounting principles based on the historical cost convention, without taking into
consideration the changes in the general purchasing power of the Israeli currency.
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NOTE 38:-

CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES (Cont’d)
C.

Company Balance Sheets
December 31,
2005

2004
NIS in millions

CURRENT ASSETS

475

296

INVESTMENTS IN INVESTEES

1,768

1,280

LONG-TERM LOANS

1,251

597

4

4

3,498

2,177

244

185

LONG-TERM LIABILITIES

1,316

832

SHAREHOLDERS' EQUITY

1,938

1,160

3,498

2,177

DEFERRED CHARGES

CURRENT LIABILITIES

D.

Company Statements of Income
2005

Year ended December 31,
2004
2003
NIS in millions

Revenues, net
Equity in earnings of investees, net
Earnings from issue of shares to third party
Management fees from investees

533
128
5

419
5

206
7

666

424

213

7
(15)

5
(2)

6
3

(8)

3

9

674

421

204

Expenses
General and administrative expenses
Financial expenses (income), net

Net income
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NOTE 38:-

CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES (Cont’d)
E.

Statements of Changes in Shareholders' Equity

Share
capital
Balance as of January 1, 2003
Purchase of Company's shares by
subsidiary
Capital surplus from transaction with
controlling shareholder
Foreign currency translation adjustments
for investees
Contributions from revaluation of fixed
assets in investee, net
Net income
Dividend declared subsequent to balance
sheet date
Balance as of December 31, 2003
Sale of Company's shares by subsidiary
Unrealized losses on interest rate swap
transaction of an affiliate
Capital surplus from transaction with
controlling shareholder
Adjustments from translation of investee’s
financial statements
Dividend
Net income
Dividend declared subsequent to balance
sheet date
Balance as of December 31, 2004
Conversion of debentures into Company's
shares
Unrealized losses on interest rate swap
transaction of an affiliate
Capital surplus from transaction with
controlling shareholder
Foreign currency translation adjustments
for investees
Dividend
Net income
Dividend declared subsequent to balance
sheet date
Balance as of December 31, 2005

Dividend
declared
subsequent
Retained to balance
earnings sheet date
NIS in millions

Capital
surplus

Company's
shares held
by
subsidiary

Total

10

620

107

50

(12)

775

-

2

-

-

12

14

-

(9)

-

-

-

(9)

-

13

-

-

-

13

-

-

(36)
204

(50)
-

-

(86)
204

(54)

54

-

-

10

626

221

54

-

911

-

1

-

-

-

1

-

(2)

-

-

-

(2)

-

(52)

-

-

-

(52)

-

32
-

(97)
421

(54)
-

-

32
(151)
421

-

-

(104)

104

-

-

10

605

441

104

-

1,160

1

357

-

-

-

358

-

11

-

-

-

11

-

(21)

-

-

-

(21)

-

140
-

(280)
674

(104)
-

-

140
(384)
674

-

-

(61)

61

-

-

11

1,092

774

61

-

1,938
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LIST OF PRINCIPAL INVESTEES AND PARTNERSHIPS

Holding company

Name of company

Ownership and
control by the
holding
company as at
December 31,
2005 (1)
%

Manner of
presentation

Delek Group Ltd.
Delek Petroleum Ltd.
Delek Real Estate
Delek Investments and Properties Ltd.

100
80
100

Subsidiary
Subsidiary
Subsidiary

Delek - The Israel Fuel Corporation Ltd.
Delek Hungary Holding Ltd.

100
100

Subsidiary
Subsidiary

100
100
60
51
100

Subsidiary
Subsidiary
Subsidiary
Subsidiary
Subsidiary

100

Subsidiary

100
100
75
75
100

Subsidiary

Delek Petroleum Ltd.

Held by Delek - The Israel Fuel Corporation Ltd.:
Delkol Ltd.
Gal-Shoham Fuel Corporation Ltd.
Bitom Petrochemical Industries Ltd.
Delek Heating Ltd.
Shall-Dal Fuel Transportation Services Ltd.
Sha'arei Delek - Development and Management Registered
Partnership
Delek Belski Registered Partnership for Marketing of Fuels
and Oil
Delek Menta Roads Ltd.
The Consolidated Company for Oil Exports Ltd.
Tanker Services Ltd.
Delek Retail Areas Ltd. (2)
The American-Israeli Gas Co. Ltd.
Orpak Industries Ltd.
P. Glilot Oil Terminals and Pipes Ltd.
Basic Oils Haifa Ltd.

( 1)
( 2)

39
7.9
15.3
11.5

Subsidiary
Subsidiary
Subsidiary
Affiliate
Cost
Cost
Cost

Held by Delek Hungary Holding Ltd.
Delek US Holdings, Inc.

100

Subsidiary

Held by Delek US Holding, Inc.
MAPCO Express, Inc.
MAPCO Family Centers
MAPCO Fleet Inc.
Delek Refining Inc.

100
100
100
100

Subsidiary
Subsidiary
Subsidiary
Subsidiary

Ownership and control held directly and indirectly.
50% held by Delek – The Israel Fuel Corporation Ltd. and 50% by Delek Real Estate Ltd.
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Holding company

Name of company

Ownership and
control by the
holding company
as at
December 31,
2005 (1)
%

Manner of
presentation

Delek Real Estate Ltd.
Delek Poleg
Delek Real Estate Hod Hasharon (Shamtan) Ltd.
Dankner Investments Ltd.
Delek Belron International Ltd.
Ein Yahav - Delek Ltd.
Orhan Megido Waters Ltd.
Delson Investments and Property (1994) Ltd
Trading Center Delek Corporation - B.L.G. Ltd.
Delek Saadon - Initiation Corporation
Biranit Galil-Tahton Tveria Ltd.
Hof Carmel Recreation and Tourism 89 Ltd.
Hof Hacarmel 88 Ltd.
Delek Retail Areas Ltd.

100
100
100
100
50
50
50
50
50.1 (2)
45
17.3
17.3
50

Subsidiary
Subsidiary
Subsidiary
Subsidiary
Jointly controlled
Jointly controlled
Jointly controlled
Jointly controlled
Affiliate
Affiliate
Affiliate
Affiliate
Jointly controlled

Held by Delek Belron International Ltd.
Carnwood Holdings Limited
Kristwood Holdings Limited
Roundwood Properties Limited
Rosmore Limited.
Romesfielled Properties
Linchfield Limited
North Ring Limited
Quarry Town Limited
Padwick Properties Sarl
Stevemary Holding Ltd.

( 1)
( 2)

Ownership and control held directly and indirectly.
Ownership held by the Company
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40
49
40
40
45
40
49
21.25
45
47.5

Affiliate
Affiliate
Affiliate
Affiliate
Affiliate
Affiliate
Affiliate
Affiliate
Affiliate
Affiliate

DELEK GROUP LTD.
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Holding company

Name of company

Ownership and
control by the
holding
company as at
December 31,
2005 (1)
%

Manner of
presentation

100
100
61.5
64.1
100
89.4
6.5
4.4
9.1
12.6
40
25
10

Subsidiary
Subsidiary
Subsidiary
Subsidiary
Subsidiary
Subsidiary
Subsidiary
Jointly controlled
Jointly controlled
Affiliate
Affiliate
Affiliate
Cost

50

Jointly controlled

Delek Investments and
Properties Ltd.
Delek Infrastructures Ltd.
Delek Ecology - Limited Partnership
Delek Automotive Systems Ltd.
Gadot Biochemical Industries Ltd.
Commutech Holdings & Investments Ltd.
Delek Energy Systems Ltd. (DES)
Delek Drilling - Limited Partnership
Yam Tethys Joint Venture
Delek Avner Yam Tethys Ltd. (SPC)
Avner Oil Exploration - Limited Partnership
Matav Cable Systems Media Ltd.
The Israel Phoenix
Menora Holdings Ltd.
Held by Delek Infrastructures Ltd.:
IDE Technologies Ltd.
Held by Delek Ecology - Limited Partnership:
I.P.P. Delek Ashkelon Ltd.

( 1)

100

Subsidiary

Held by Delek Automotive Systems Ltd.:
Delek Motors Ltd.
Delek Automobile Spare Parts (1987) Ltd.
DAS Properties (1985) Ltd.
D.S.R. - Delek Automobile Agencies 1994 - Limited
Partnership
Shagrir Towing Services Ltd.

100
100
100

Subsidiary
Subsidiary
Subsidiary

100
33.3

Subsidiary
Affiliate

Held by Delek Energy Systems Ltd.:
Delek Drilling Management (1993) Ltd.
Delek Drilling Trusts Ltd.
Delek Energy (Vietnam) LLC.
Delek Energy Debentures Ltd.
Delek Drilling - Limited Partnership
Avner Oil and Gas Ltd.
Avner Oil Exploration - Limited Partnership (1)
Avner Trusts Ltd.

100
100
100
100
62.27
50
39.04
50

Subsidiary
Subsidiary
Subsidiary
Subsidiary
Subsidiary
Jointly controlled
Affiliate
Affiliate

Held by Delek Drilling - Limited Partnership
Yam Tethys Joint Venture
Delek Avner Yam Tethys Ltd. (SPC)

25.5
47.2

Jointly controlled
Jointly controlled

Held by Avner Oil Exploration - Limited Partnership
Yam Tethys Joint Venture
Delek Avner Yam Tethys Ltd. (SPC)

23
43.7

Jointly controlled
Jointly controlled

Held by IDE Technologies Ltd.
VID Desalination Company Ltd.
OTID Desalination Partnership

50
50

Affiliate
Jointly controlled

Ownership and control held directly and indirectly.
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Chapter 4 – Additional Information on the Company

Name of Company:

Delek Group Ltd.

Company Nr: 52-004432-2

Date of balance sheets: December 31, 2005
(Article 9)
Date of financial statements:
(Articles 1 and 7)

March 29, 2006

Article 9:

Financial statements
Audited financial statements as at December 31, 2005
together with the auditors’ report, attached hereto.

Article 10:

Directors’ report
Directors’ report on the company’s situation as at
December 31, 2005, attached hereto.

Article 10A:

Summarized quarterly statements of income
Attached (to the Directors’ report) are the summarized
quarterly statements of income.

Article 10C:

Use of the proceeds of securities in relation to the use of
the proceeds in accordance with the Prospectus
The Company has not raised money through a public
offering.

Article 11:

List of investments in subsidiaries and significant
associated companies at balance sheet date

Subsidiaries
Name of
Company

Delek
Investments &
Properties Ltd.
Delek
Petroleum Ltd.
Delek Real
Estate Ltd.

Share No.
on Stock
Exchange

Type of
share

-

Ordinary
shares

-

Ordinary
shares
Ordinary
shares

-

Total
nominal
value

Reported
cost

NIS ‘000
5,586,407 352,675

1,100 444,637
81,000 79,907

D-1

Reported
equity
value
NIS ‘000
763,292

Loans
under
Investments
NIS ‘000
1,028,287

778,225

-

564,582

133,223

Delek Investments & Properties Ltd. – Subsidiaries and Associated Companies
Company Name

Delek Energy Systems Ltd.
Delek Drilling – Limited Partnership
By Delek Investments and Properties,
Ltd.
Delek Drilling – Limited Partnership
By Delek Energy Systems Ltd
Avner Oil Exploration – Limited
Partnership
By Delek Investments and Properties,
Ltd.
Avner Oil Exploration – Limited
Partnership
By Delek Energy Systems Ltd

Share No.
on Stock
Exchange

0565010

475020
475020
268011

268011

Type of
share

Ordinary
shares
Participatin
g units
Participatin
g units
Participatin
g units
Participatin
g units
Ordinary

Total par
value

Reported
cost

Reported
equity value

Loans under
investments

NIS

NIS

thousands

thousands

4,098,452

**130,666

(55,308)

35,730,446

** 19,799

48,748

*340,855,709

*222,442

* 211,098

-

420,011,874

** 52,225

90,484

-

1,271,098,536

225,871

217,839

-

100

***

(29,103)

115,903

NIS thousands

495,798

-

Delek Infrastructure, Ltd.

-

Delek Ecology - Limited Partnership
By Delek Investments and Properties,
Ltd.

-

-

-

19,573

(51,752)

Delek Ecology - Limited Partnership
By Delek Infrastructure Ltd.

-

-

-

6,525

(14,327)

6,733

I.P.P. Delek Ashkelon Ltd.

-

1,001,000

10,514

(12,467)

57,340

IDE Technologies Ltd.

-

635,256

71,200

76,332

53,915

VID Desalination Company Ltd.

-

500

21,011

114,275

93,499

Delek Motors Systems, Ltd.

892010

50,166,456

** 149,760

206,242

-

Delek Motors Ltd.

-

1,497

336,480

336,480

-

ADC Holdings Ltd.
(formerly Shagrir Towing Services
Ltd.)

-

500

33,680

31,074

-

Gadot Industries and Biochemicals, Ltd.

1093004

7,200,000

** 79,387

147,667

-

Matav Cable Systems, Ltd.

510016

12,088,618

428,864

347,832

-

Cable Communication Systems HaifaHadera Ltd.

-

10,000,000

8,585

(92,556)

38,237

Matav Infrastructures Ltd.

-

* 39,100

*-

* 41,301

-

HOT Vision Ltd.

-

10,000

59

614

-

The Phoenix Israel Insurance Company
Ltd.

0767012
0767038

42,713,039

720,254

657,722

-

shares

Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares
Ordinary
shares +1
Ordinary
shares 5

D-2

35,952

Delek Petroleum Ltd. - Subsidiaries and Associated Companies
Company Name

Share No.
on Stock
Exchange

Type of
share

Total par value

Reported cost
NIS
thousands

Delek Hungary Holding Ltd

-

Ordinary

Delek U.S Holding ,Inc

-

Ordinary

Delek The Israeli Fuel Corporation, Ltd.

-

Shall-Dal Fuel Transportation Services
Ltd.

-

Delkol Ltd.

-

Orpak Industries Ltd.

London SE

Amisragas - the American Israeli Gas
Corporation Ltd.

-

shares

shares
Ordinary
shares A+
B+C
Ordinary
shares A+
B+voting
Ordinary
shares
Ordinary
shares
Ordinary
shares A+ B

Reported
equity value
NIS thousands

Loans under
investments
NIS
thousands

10,000

42

363,019

189,783

100,000

199,200

551,762

222,684

9,731,771

334,515

421,282

-

5,800

5,337

7,182

6,161

13,586

** 15,194

45,416

8,495

52,483

11,312

10,165

-

33,500,000

23,809

140,256

-

Reported
equity value

Loans under
investments

Delek Real Estate, Ltd. - Subsidiaries and Associated Companies
Company Name

Share No.
on Stock
Exchange

Type of
share

Total par value

Reported cost
NIS
thousands

Delek Belron International, Ltd.

-

Ordinary

Dankner Investments, Ltd.

-

Ordinary

shares

shares

*
**

NIS thousands

thousands

495,385

55,675

685,974

426,462

21,396,384

298,379

237,914

76,240

Including holdings via wholly-owned company.
Cost was calculated according to company’s share in share capital + premium of investee
company.
*** Less than NIS 1 thousand.

D-3

NIS

Consolidated Holding Percentage
Subsidiaries
Name of Company

Delek Investments & Properties Ltd.
Delek Petroleum Ltd.
Delek Real Estate Ltd.

In equity

In votes

100%
100%
80.34%

100%
100%
80.34%

Authority
to appoint
Directors

*
*
*

Stock
Exchange
price at
balance
sheet date
2,300

Subsidiaries and Associated Companies of Delek Investments & Properties Ltd.
Company Name
Delek Energy Systems Ltd.
Delek Drilling – Limited
Partnership
By Delek Investments and
Properties, Ltd.
Delek Drilling – Limited
Partnership
By Delek Energy Systems Ltd
Avner Oil Exploration –
Limited Partnership
By Delek Investments and
Properties, Ltd.
Avner Oil Exploration –
Limited Partnership
By Delek Energy Systems Ltd
Delek Infrastructure, Ltd.

Stock Exchange
price at balance
sheet date

In equity

In votes

Authority to
appoint
Directors

89.41%

89.41%

*

17,430

6.53%

6.53%

(2)

210

62.32%
(1)

(1) 62.32%

(2)

210

12.59%

12.59%

(2)

29.6

39.02%
(3)

(3) 39.02%

(2)

29.6

100%

100%

*

-

75%

75%

(2)

-

Delek Ecology - Limited
Partnership
By Delek Investments and
Properties, Ltd.
Delek Ecology - Limited
Partnership
By Delek Infrastructure Ltd.
I.P.P. Delek Ashkelon Ltd.

25%

25%

(2)

-

100%

100%

*

-

IDE Technologies Ltd.

50%

50%

*

-

49.998%

49.998%

*

-

61.48%

61.48%

*

3,190

Delek Motors Ltd.

100%

100%

*

-

ADC Holdings Ltd. (formerly
Shagrir Towing Services Ltd.)
Gadot Industries and

33%

33%

*

-

64.11%

64.11%

*

3,548

40.02%

40.02%

*

3,416

100%

100%

*

-

VID Desalination Company
Ltd.
Delek Motors Systems, Ltd.

Biochemicals, Ltd.
Matav Cable Systems, Ltd.
Cable Communication Systems
Haifa-Hadera Ltd.
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Stock Exchange
price at balance
sheet date

In equity

In votes

Authority to
appoint
Directors

(1) 100%

(1) 100%

*

-

HOT Telecom Ltd.

26.6%

26.6%

*

-

HOT Vision Ltd.

26.3%

26.3%

*

-

The Phoenix Israel Insurance
Company Ltd.

25.01%

25.23%

(5)

1 par value – 1,538
5 par value – 6,472

Company Name
Matav Infrastructures Ltd.

Delek Petroleum Ltd. - Subsidiaries and Associated Companies
Stock Exchange
price at balance
sheet date

In equity

In votes

Authority
to appoint
Directors

Delek Hungary Holding Ltd

100%

100%

*

-

Delek U.S Holding ,Inc

100%

100%

*

-

100%

100%

*

-

100%

100%

*

-

Delkol Ltd.

100%

100%

*

-

Orpak Industries Ltd.

7.89%

7.89%

*

(4) 1,131

Amisragas

38.95%

38.95%

38.95%

-

Company Name

Delek The Israeli Fuel
Corporation, Ltd.
Shall-Dal Fuel Transportation
Services Ltd.

Delek Real Estate, Ltd. - Subsidiaries and Associated Companies
Stock
Exchange
price at
balance sheet
date

In equity

In votes

Authority
to appoint
Directors

Delek Belron International, Ltd.

100%

100%

*

-

Dankner Investments, Ltd.

100%

100%

*

-

Company Name

(1)
(2)
(3)
(4)
(5)

Including holdings via wholly-owned company.
The company has authority to appoint directors in the general partner of the limited partnership.
Including holdings via a jointly controlled company.
Stock exchange price at the London Stock Exchange according to GBP exchange rate as at Dec-31-05.
The authority to appoint directors lies with the majority in the general meeting of shareholders.
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Article 12:

Changes in investments in subsidiaries or significant
associated companies during the period of the report

Delek Investments & Properties Ltd. - Subsidiaries and Associated Companies
Date of
change

Nature of
change

4.12.2005

Acquisition

4.12.2005

Acquisition

Company Name
The Phoenix Israel
Insurance Company
Ltd.
The Phoenix Israel
Insurance Company
Ltd.

Article 13:

Type of
share

Total par
value

Reported
cost
NIS
thousands

0767012

Ordinary
shares NIS 1

41,570,721

640,077

0767038

Ordinary
shares NIS 5

1,142,318

80,177

Share No.
on Stock
Exchange

Revenues of the subsidiary and associated companies
and the Group’s revenues therefrom as at the date of
the balance sheet

Subsidiaries
Company Name

Delek Petroleum Ltd.
Delek Investments &
Properties Ltd.
Delek Real Estate Ltd.

Profit
(Loss)
2005,
before
provision
for
taxes*
NIS ‘000

Profit
(Loss)
2005,
after
provision
for
taxes*
NIS ‘000

Dividends

Interest

Management
Fees

NIS ‘000

NIS
‘000

NIS ‘000

446,575
411,095

280,527
116,084

100,000

49,100

1,353

133,696

121,003

62,712

16,033

812

Delek Investments & Properties Ltd. - Subsidiaries and Associated Companies

Company Name

Delek Energy Systems Ltd.
Delek Drilling – Limited
Partnership
Avner Oil Exploration – Limited
Partnership
Delek Infrastructure, Ltd.
Delek Ecology - Limited
Partnership

Profit
(loss) in
2005
before
provision
for taxes
(*)
NIS

Profit
(loss) in
2005 after
provision
for taxes
(*)

Dividends

Interest

Managem
ent fees

NIS

NIS

NIS

NIS

thousands

thousands

thousands

thousands

thousands

(7,214)

(14,784)

-

30,161

108

44,742

44,742

21,067

-

-

51,747

51,747

31,182

-

-

6,138

6,138

-

-

379

(17,289)

(17,289)

-

849

16

D-6

Profit
(loss) in
2005
before
provision
for taxes
(*)
(13,110)

Profit
(loss) in
2005 after
provision
for taxes
(*)

Dividends

Interest

Managem
ent fees

(13,110)

-

2,188

1,123

31,078

23,610

-

1,917

1,262

-

-

-

2,871

-

Delek Motors Systems, Ltd.

396,928

308,628

213,207

-

1,508

Delek Motors Ltd.

266,551

176,951

149,000

-

320

61,615

45,293

43,000

-

-

62,002

46,783

38,022

-

-

Company Name

I.P.P. Delek Ashkelon Ltd.
IDE Technologies Ltd.
VID Desalination Company Ltd.

ADC Holdings Ltd. (formerly
Shagrir Towing Services Ltd.)**
Gadot Industries and Biochemicals,
Ltd.
Matav Cable Systems, Ltd.
Cable Communication Systems
Haifa-Hadera Ltd.
Matav Infrastructures Ltd.

68,838

69,574

-

-

-

(19,532)

(19,593)

-

-

-

29,228

29,228

-

51

-

HOT Telecom Ltd.

(36,155)

(36,155)

-

-

-

-

-

-

-

2,675

432,386

304,139

62,532

-

-

HOT Vision Ltd.
The Phoenix Israel Insurance
Company Ltd.

Delek Petroleum Ltd. - Subsidiaries and Associated Companies
Profit
(loss) in
2005
before
provision
for taxes
(*)
NIS

Profit
(loss) in
2005 after
provision
for taxes
(*)

Dividends

Interest

Managem
ent fees

NIS

NIS

NIS

NIS

thousands

thousands

thousands

thousands

thousands

(370)

(370)

-

12,163

-

477,623

310,061

-

22,414

-

(19,000)

(30,041)

-

904

2,706

1,584

1,030

-

623

-

Delkol Ltd.

4,589

3,274

-

495

-

Orpak Industries Ltd.

24,228

22,211

-

-

-

Amisragas - the American Israeli
Gas Corporation Ltd.

67,619

47,465

-

-

-

Company Name

Delek Hungary Holding Ltd
Delek U.S Holding ,Inc
Delek The Israeli Fuel Corporation,
Ltd.
Shall-Dal Fuel Transportation
Services Ltd.
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Delek Real Estate, Ltd. - Subsidiaries and Associated Companies
Profit
(loss) in
2005
before
provision
for taxes
(*)
NIS

Profit
(loss) in
2005 after
provision
for taxes
(*)

Dividends

Interest

Managem
ent fees

NIS

NIS

NIS

NIS

thousands

thousands

thousands

thousands

thousands

Delek Belron International, Ltd.

224,293

214,225

-

37,656

5,000

Dankner Investments, Ltd.

(43,688)

(42,888)

-

3,303

-

Company Name

(*) The data is consolidated..
(**) See Note 9.4.a to the financial statements regarding the sale of the activity.

(*) Includes revenues from the subsidiary Delek the Israel Fuel Corporation.
(**) Includes revenues from consolidated companies.
Article 14:

List of groups of balances of loans given at balance sheet
date, if the provision of loans was one of the main
occupations of the Company.
None

Article 20:

Trading on stock exchange – securities registered for
trade – dates and reasons for interruption in trading

In 2005, 277,760 ordinary shares of NIS 1 par value each were registered for trade as
a result of the exercise of option warrants for the purchase of company shares.
In the first quarter of 2006, an additional 8,000 ordinary shares of NIS 1 par value
each were registered for trade as a result of the exercise of option warrants for the
purchase of company shares.
In 2005, 918,809 ordinary shares of NIS 1 par value each were registered for trade as
a result of the conversion of debentures of the company.
In the first quarter of 2006, an additional 4,952 ordinary shares of NIS 1 par value
each were registered for trade as a result of the conversion of debentures of the
company.
To the best of the company’s knowledge, trade was not ceased, other than on the day of
publication of the financial statements and/or publication of an announcement regarding
dividend distribution.

Article 21:

Payments to senior executives:
1. The Company’s Chairman: NIS 2,016 thousand, plus
expenses for a company car. In addition the Company
awarded the Chairman loans whose balance as at Dec31-05 amounted to approx. NIS 5,114 thousand.
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2. The Company’s CEO: NIS 2,228 thousand, plus
expenses for a company car. In addition the CEO
received loans from Delek Investments and Properties
Ltd. whose balance as at Dec-31-05 amounted to
approx. NIS 7,527 thousand.
3. The Company’s Senior Vice President: NIS 1,539
thousand, plus expenses for a company car. In addition,
the Senior Vice President received loans from Delek
Investments and Properties Ltd. that were repaid in their
entirety by Dec-31-05.
4. The Company’s Internal Auditor: NIS 495 thousand,
plus expenses for a company car. This amount includes
compensation on account of his work at other Group
companies.
5. Director: NIS 562 thousand.
Article 22:

Salary and benefits
Payment to directors of NIS 245,000 in the year reported
for attendance at meetings (excluding payments to directors
who are executives).
-

Article 24:

In respect of the salaries of the Chairman and CEO of
the company, see Article 21 above.

Convertible shares and securities held by interested
parties in the Company as at Mar-27-06

Name of Interested
Party

Co. No. or
ID No.

Yitzhak Sharon
(Teshuva) *

043480003

Gabriel Last

4787933

Assi Bartfeld

65474108

Name
of
share
or
security
Delek
Group
Ltd.
Delek
Group
Ltd.
Delek
Group
Ltd.

Share
No. on
Stock
Exchange

Nominal
value
held at
Mar-2706
6,817,06
1

Holding %
in equity
& voting
rights (*)
62.29

57.94

1084128

6,165

0.06

0.05

1084128

4,876

0.04

0.04

1084128

Holding
%, fully
diluted

* Shares held by companies under the full control of Mr. Yitzhak Sharon (Teshuva)
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Article 24A:

Registered and issued capital and convertible securities
The following data is true to Mar-27-06
Capital:

Ordinary shares, nominal
value NIS 1, each

Registered capital
Nominal value
15,000,000

Convertible securities
Convertible bond – Series A1
Convertible bond – Series A2
Convertible bond – Series B2
Convertible bond – Series E
Options – Series 2
Options – Series 3
Options – Series 4
Options – Series 5

Issued & paid up capital
Nominal value
10,943,256

Nominal value
313
33,643,359
714,286
233,713,465
13,560
33,560
33,560
33,560

The following data is true to Dec-31-05
Capital:

Ordinary shares, nominal
value NIS 1, each

Registered capital
Nominal value
15,000,000

Convertible securities
Convertible bond – Series A1
Convertible bond – Series A2
Convertible bond – Series B2
Convertible bond – Series E
Options – Series 1
Options – Series 2
Options – Series 3
Options – Series 4
Options – Series 5

Issued & paid up capital
Nominal value
10,930,304

Nominal value
313
34,179,073
714,286
235,058,134
8,000
13,560
33,560
33,560
33,560

Article 25:

Registered address
Address:
7 Giborei Israel Street, Netanya
Tel:
09-8638444
Fax:
09-8854955
E-mail:
friedgoot_y@delek.co.il
Website:
www.delek-group.com

Article 26:

Company directors
Attached are details concerning the Company’s directors.
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Article 26A:

Company’s senior executives
Attached are details concerning the Company’s senior
officeholders.

Article 27:

Company’s auditors
Kost Forer Gabbay & Kasierer, 3 Aminadav Street, TelAviv

Article 28:

Change to Memorandum or Articles of Association
On Sept-7-05 the company’s general meeting approved the amendment of the
company’s articles of association, in the items dealing with the exemption
and indemnification of executives, as follows:

1.

In section 114, the following words will be added: “or for any other

breach for which the law allows the company to exempt the
executive”
2.

Section 115 will be replaced by the following:
“The company may provide an advanced undertaking to indemnify an
executive of the company, provided that such undertaking be limited to
the types of events that the board of directors feels may be anticipated
in view of the company’s actual operations, at the time of granting the
undertaking to indemnify and to a sum or standard that the board of
directors has determined to be reasonable given the circumstances. The
company may also indemnify an executive retroactively, all on account
of any liability or expenditure that shall be authorized at that time
according to the law and/or according to any law at the time of making
such a resolution as aforesaid".
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Article 29:

Decisions and Recommendations of the Board of
Directors:
On Aug-7-05, the company’s board of directors decided to recommend
the following to the general meeting:
1.
2.

3.

4.

5.

Approve the payment of a bonus for 2004 in the amount of NIS
600,000 to the chairman of the board of directors;
Approve a loan to the chairman of the board of directors in the
amount of NIS 2.5 million for a period of 3 years, linked + 4%
interest per annum. The purpose of the loan was for the
acquisition of marketable securities of the Group, to serve as
collateral for the loan;
To approve payment of a bonus of NIS 126,000 to the director
M. Amit, in his role as chairman of the board of directors of the
subsidiary Delek The Israeli Fuel Corporation, Ltd. (the payment
will be made by the subsidiary).
To amend articles 114 and 115 of the company’s articles of
association (dealing with exemption and indemnification of
company executives). Details regarding amendments made to the
company’s articles of association appear in Article 28, above.
To amend the letter of indemnification of company executives.
Details regarding the amendments to the letter of indemnification
appear under Article 29a(4), below.

All the resolutions outlined in sections 1 through 5, above, were
ratified by the extraordinary meeting of the company on Sept-7-05.
Subsequent to the date of this periodical report, on Mar-29-06, the
company’s board of directors decided to recommend to the general
meeting to appoint two new external directors, to replace the existing
external directors, whose tenure is about to end. The resolution will be
brought to the approval of the company’s general meeting, whose
convention date has yet to be determined.
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Article 29 (C):

Decisions of the Extraordinary General Meeting

On Sept-7-05, the company’s extraordinary general meeting made the
following resolutions:
1. Approve the payment of a bonus for 2004 in the amount of NIS
600,000 to the chairman of the board of directors;
2. Approve a loan to the chairman of the board of directors in the
amount of NIS 2.5 million for a period of 3 years, linked + 4%
interest per annum. The purpose of the loan was for the acquisition
of marketable securities of the Group, to serve as collateral for the
loan;
3. To approve payment of a bonus for 2004 of NIS 126,000 to the
director M. Amit, in his role as chairman of the board of directors
of the subsidiary Delek The Israeli Fuel Corporation, Ltd. (the
payment will be made by the subsidiary).
4. To amend articles 114 and 115 of the company’s articles of
association (dealing with exemption and indemnification of
company executives).
5. To amend the letter of indemnification of company executives.
Details regarding amendments made to the company’s articles of
association appear in Article 28, above. Details regarding the
amendments to the letter of indemnification appear under Article
29a(4), below.

Article 29A (4):
.1

Exemption, insurance and indemnification of executive,
valid during the date of the report:
On Aug-7-05, the company’s board of directors and Audit
Committee decided to amend the letter of indemnification to
company executives. This resolution was approved by an
extraordinary general meeting of the company on Sept-7-05. The
amendment of the letter of indemnification was made in order to
adapt it to amendment No. 3 of the Companies Law – 1999 and
is in line with the amendment of the articles of association that
was approved by the general meeting as aforesaid. Pursuant to
the amended letter of indemnification, seeing as the articles of
association of the company includes a suitable directive
allowing the company to provide an advanced undertaking to
indemnify an executive therein, provided that the said
undertaking shall be limited to the types of events that the board
of directors feels may be anticipated in view of the company’s
actual operations, at the time of granting the undertaking to
indemnify and to a sum or standard that the board of directors
has determined to be reasonable given the circumstances, all on
account of any liability or expenditure that shall be authorized at
that time according to the law and/or according to any law at the
time of making such a resolution as aforesaid, the company also
undertakes to indemnify the executive for reasonable litigation
expenses, including lawyer fees, such that he may incur as a
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result of an investigation or proceedings that shall take place
against you by any authority certified to launch an investigation
or proceeding and that has ended without filing charges against
the executive and without a fine being imposed in lieu of
criminal proceedings or that has ended without an indictment
being filed against the executive, yet while imposing a fine in
lieu of criminal proceedings in a felony that does not warrant the
proof of criminal intent.
.2

Pursuant to previous resolutions of the company’s institutions
(made prior to 2005), the company resolved to grant an
exemption to company executives from their liability for the
duty of care toward the company, as set in the third chapter of
the sixth part of the Companies Law.
Furthermore, pursuant to previous resolutions of company institutions,
made prior to 2005, the company insures its executives with Directors’
insurance.

Delek Group Ltd.
Date: March 29, 2006
Names and positions of signatories:
Gabriel Last Chairman of the Board of Directors
Asi Bartfeld CEO
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Director’s Name

Main Occupation During Last 5 Years

Gabriel Last, Chief Superintendent (res.)
Address:
72 Kochav Hayam St.,
Hofit
Year of birth:
1946
ID No.:
4787933
Appointment
2003
date:
Citizenship:
Israeli
External
No
director:
Education:
LLB (TA Uni.)
MA (Haifa Uni.), AMP
(Harvard)
Benjamin Davidai
Address:
Nehardea 9/7, Tel Aviv
Year of birth:
1929
ID No.:
01640002
Appointment
2000
date:
Citizenship:
Israeli
External
No
director:
Education: BSc MBA (TA Uni.)
Eng.
Member of the
Audit
Committee
Shimon Vig
Address:
18
Binyamini
Zvi,
Ramat Hasharon
Year of birth:
1941
ID No.:
04258158
Appointment
2000
date:
Citizenship:
Israeli
External
Yes (member of audit
director:
committee)
Education:
MBA (TA Uni.)
Dr. Haim Parlok
Address:
18 Arazi, Tel Aviv
Year of birth:
1953
ID No.:
052028057
Appointment
2000
date:
Citizenship:
Israeli
External
Yes (member of audit
director:
committee)
Education:
Medicine,
law,
economics

CEO of the insurance company union,
1998-2001. Chairman of the companies:
Delek Group, Delek Petroleum, Delek
The Israeli Fuel Company Ltd., Delek
Motors, Delek Motor Systems, Delek
Infrastructures, Delek Properties &
Investments, ADC and the boards of the
subsidiaries.
Since 2000, service as external director at
Synel Industries Ltd.

CEO + Director of ZLP-Gal Industries
Ltd.; director of L.B. Davidai Ltd.

Financial and Economic Consultant

Chairman of Mediton – chain of medical
centers.
Chairman of Parlok Medical Holdings.
Chairman of Mediton Bezeq – collection
of medical information.
Chairman of Mediton Adam.
Member of the management of the Israeli
opera.
Management member at Keshet.
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Mazal Bronshtein
Address:
8
Haroov,
Zichron
Yaakov
Year of birth:
1952
ID No.:
51245330
Appointment
1.4.2003
date:
Citizenship:
Israeli
External
No
director:
Education:
Academic
Moshe Amit
Address:
17
HaMeorer
St.,
Givatayim
Year of birth:
1935
ID No.:
1127885
Appointment
1.4.2004
date:
Citizenship:
Israeli
External
No
director:
Education:
Social
Sciences
graduate,
Bar-Ian
University

Marketing of real estate projects.
Director of Bet Shacham Ltd. and partner
(14.5%) in a retirement home.

Serves as Joint-CEO of Bank Hapoalim,
Acting CEO of Bank Hapoalim.
Board member: Isracard, Bank Hapoalim
Switzerland,
St.
Lawrence
Bank
Barbados, Israel Phoenix Insurance
Company, Matav Cable Communication
Systems, Poalim Capital Markets, Tempo
Beer Industries, Blue Square Properties &
investments, Global Factoring Ltd.
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Additional Senior Executives
Asaf Bartfeld
Address:
Year of birth:
ID No.:
Appointment
date:
Citizenship:
Education:

106 Rokach, Ramat Gan
1952
65474108
4.9.2003
Israeli
Academic

Ronel Ben Dov
Address:
13a
Simtat
Kinneret,
Ganei Tikva
Year of birth:
1968
ID No.:
023718836
Appointment
01.05.2004
date:
Citizenship:
Israeli
Education:
Graduate of Accounting
and Economics, Bar-Ilan
University
Michael Greenberg
Address:
17 Klauzner St., Herzlia
Year of birth:
1955
ID No.:
069108231
Citizenship:
Israeli
Appointment
2002
date:
Role:
Company Auditor
Education:
Academic

CEO of Delek Group Ltd., CEO of
Delek Investments & Properties Ltd.
and board member of various Delek
Group companies.
Previously served as CFO of Delek
and other Group companies; In 20012003 served as Deputy CEO of Delek
Group Ltd.
Deputy CEO of Delek Group Ltd.,
CFO of Delek Investments &
Properties Ltd., board member of
various Group companies.
Previously worked for 11 years at
Luboshitz
Kasierer/Kost
Forer
Gabbay & Kasierer CPAs, in various
capacities. Partner during the years
2001-2004.

Internal Auditor of Delek Group Ltd.
and various Group companies.
Internal Auditor of the Israel
Petroleum Institute.

* The senior executives are not related to other senior executives at the company or to
an interested party.
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Phone: 972-3-6232525
Fax: 972-3-5622555

REPORT OF INDEPENDENT AUDITORS
To the shareholders of
MATAV - CABLE SYSTEMS MEDIA LTD.
We have audited the accompanying balance sheets of Matav - Cable Systems Media Ltd. ("the Company")
as of December 31, 2005 and 2004 and the consolidated balance sheets as such dates and the related statements
of operations, changes in shareholders equity and cash flows - of the Company and consolidated - for each of the
three years in the period ended December 31, 2005. These financial statements are the responsibility of the
Company's board of directors and management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We did not audit the financial statements of a jointly controlled company whose assets included in
consolidation constitute approximately 4.8% and 4.9% of total consolidated assets as of December 31, 2005 and
2004, respectively, and whose revenues included in consolidation constitute approximately 0.9% and 1% of total
consolidated revenues for the years ended December 31, 2005 and 2004, respectively. Also, we did not audit the
financial statements of certain affiliates, the investment in which, at equity, amounted to NIS 78,869 thousand
and NIS 100,334 thousand as of December 31, 2005 and 2004, respectively, and the Company's equity in their
earnings (losses) amounted to NIS (2,099) thousand, NIS 14,401 thousand and NIS 42,105 thousand for the
years ended December 31, 2005, 2004 and 2003, respectively. The financial statements of those companies were
audited by other auditors, whose reports have been furnished to us, and our opinion, insofar as it relates to
amounts included for those companies, is based solely on the reports of the other auditors.
We conducted our audits in accordance with generally accepted auditing standards in Israel, including
those prescribed by the Auditors' Regulations (Auditor's Mode of Performance), 1973. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits and the reports of other auditors provide a reasonable basis for our opinion.
In our opinion, based on our audits and the reports of other auditors, the financial statements referred to
above present fairly, in all material respects, the financial position - of the Company and consolidated - as of
December 31, 2005 and 2004 and the results of operations, changes in shareholders equity and cash flows - of
the Company and consolidated - for each of the three years in the period ended December 31, 2005, in
conformity with accounting principles generally accepted in Israel. Furthermore, in our opinion, the financial
statements referred to above are prepared in accordance with the Securities Regulations (Preparation of Annual
Financial Statements), 1993.
As described in Note 2, the financial statements as of the dates and for the reported periods subsequent to
December 31, 2003, are presented in reported amounts, in conformity with Accounting Standards of the Israel
Accounting Standards Board. The financial statements for the year ended December 31, 2003, are presented in
values that were adjusted until that date according to the changes in the general purchasing power of the Israeli
currency, in accordance with pronouncements of the Institute of Certified Public Accountants in Israel.
Without qualifying our opinion, we draw attention to Note 18 regarding contingent liabilities and claims
filed against the Company and its investees.
Tel-Aviv, Israel
March 16, 2006

KOST FORER GABBAY & KASIERER
A Member of Ernst & Young Global
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MATAV - CABLE SYSTEMS MEDIA LTD.
CONSOLIDATED BALANCE SHEETS

Note

December 31,
2005
2004
Reported NIS in thousands (1)

ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Short-term deposit
Trade receivables
Other accounts receivable

3
11b(2)
4
5

LONG-TERM INVESTMENTS AND RECEIVABLES:
Investments in affiliates
Investment in another company
Investment in limited partnerships
Rights to broadcast films and programs
Other receivables

6b
6b(2)
7
8

13,184
27,196
74,699
20,381

24,250
50
75,458
20,010

135,460

119,768

79,040
19,278
669
23,918
317

101,736
1,656
26,509
601

123,222

130,502

FIXED ASSETS, NET

9

814,408

825,511

OTHER ASSETS, NET

10

2,525

3,101

1,075,615

1,078,882

(1)

See Note 2.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
CONSOLIDATED BALANCE SHEETS

Note

December 31,
2005
2004
Reported NIS in thousands (1)

LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Credit from banks and others
Current maturities of debentures
Trade payables
Jointly controlled entity - current account
Other accounts payable

11
14
12
13

LONG-TERM LIABILITIES:
Loans from banks and others
Debentures
Deferred taxes
Customers' deposits for converters, net
Accrued severance pay liability, net

15
14
17
16

CONTINGENT LIABILITIES, COMMITMENTS,
GUARANTEES AND CHARGES

18

SHAREHOLDERS' EQUITY

19

(1)

551,742
34,596
105,187
15,648
101,525

465,339
34,005
104,282
18,112
201,943

808,698

823,681

75,464
4,695
16,074
3,327

101,457
33,201
20,279
2,483

99,560

157,420

167,357

97,781

1,075,615

1,078,882

See Note 2.

The accompanying notes are an integral part of the financial statements.
March 16, 2006
Date of approval of the
financial statements

Meir Srebernik
Chairman of the Board and CEO
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Tal Peres
Chief Financial Officer

MATAV - CABLE SYSTEMS MEDIA LTD.
BALANCE SHEETS - THE COMPANY

Note

December 31,
2005
2004
Reported NIS in thousands (1)

ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Short-term deposit
Trade receivables
Other accounts receivable

3
11b(2)
4
5

LONG-TERM INVESTMENTS AND RECEIVABLES:
Investments in subsidiaries and long-term accounts
Investments in affiliates
Other receivables

6a
6b

6,364
27,196
33,835
12,801

21,602
37,398
15,321

80,196

74,321

276,772
77,814
317

254,100
*) 99,183
601

354,903

*) 353,884

FIXED ASSETS, NET

9

545,452

557,487

OTHER ASSETS, NET

10

172

616

980,723

*) 986,308

*)
(1)

Reclassified.
See Note 2.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
BALANCE SHEETS - THE COMPANY

Note

December 31,
2005
2004
Reported NIS in thousands (1)

LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Credit from banks and others
Current maturities of debentures
Trade payables
Subsidiaries - current account
Other accounts payable

11
14
12
13

LONG-TERM LIABILITIES:
Loans from banks and others
Debentures
Excess of losses over investment in subsidiaries
Customers' deposits for converters, net
Accrued severance pay liability, net

15
14
6a
16

CONTINGENT LIABILITIES, COMMITMENTS,
GUARANTEES AND CHARGES

18

SHAREHOLDERS' EQUITY

19

*)
(1)

510,252
34,919
76,203
16,979
86,193

424,992
34,005
74,917
18,619
*) 179,965

724,546

*) 732,498

75,464
11,838
1,518

101,457
34,005
*) 4,643
14,901
1,023

88,820

*) 156,029

167,357

97,781

980,723

*) 986,308

Reclassified.
See Note 2.

The accompanying notes are an integral part of the financial statements.
March 16, 2006
Date of approval of the
financial statements

Meir Srebernik
Chairman of the Board and CEO
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Tal Peres
Chief Financial Officer

MATAV - CABLE SYSTEMS MEDIA LTD.
CONSOLIDATED STATEMENTS OF OPERATIONS
Year ended December 31,
2004
2003
NIS in thousands
(except per share amounts)
Reported (1)
Adjusted (2)

2005
Note
Revenues

2k

542,968

584,564

545,480

Operating expenses:
Depreciation and amortization
Other operating expenses

21a

141,795
339,765

144,902
327,586

160,521
306,165

481,560

472,488

466,686

61,408

112,076

78,794

53,318
42,133

63,676
*) 45,023

43,954
*) 42,122

95,451

*) 108,699

*) 86,076

*)

3,377
50,333
(42,680)

*) (7,282)
83,958
*) 83,001

Total operating expenses
Gross profit
Selling, marketing, general and administrative
expenses:
Selling and marketing expenses
General and administrative expenses

21b

Operating income (loss)
Financial expenses, net
Other income (expenses), net

21c
21d

(34,043)
50,645
153,526

Income (loss) before taxes on income
Taxes on income

17

68,838
(6,736)

*) (89,636)
*) 7,649

*) (8,239)
*) 38,118

Income (loss) after taxes on income
Equity in earnings (losses) of investees, net

6

75,574
(6,000)

(97,285)
14,301

(46,357)
40,907

69,574

(82,984)

(5,450)

2.30

(2.74)

(0.19)

Net income (loss)
Net earnings (loss) per Ordinary share (in NIS)

*)
(1)
(2)

22

Reclassified.
See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
STATEMENTS OF OPERATIONS - THE COMPANY
Year ended December 31,
2004
2003
NIS in thousands
(except per share amounts)
Reported (1)
Adjusted (2)

2005
Note
Revenues

2k

345,819

370,275

367,326

Operating expenses:
Depreciation and amortization
Other operating expenses

21a

104,524
240,465

103,715
223,632

116,878
207,205

344,989

327,347

324,083

830

42,928

43,243

Total operating expenses
Gross profit
Selling, marketing, general and administrative
expenses:
Selling and marketing expenses
General and administrative expenses

21b

31,399
27,607

*)

34,988
30,050

26,878
*) 27,853

59,006

*)

65,038

*) 54,731

Operating loss
Financial expenses, net
Other income (expenses), net

21c
21d

(58,176)
35,068
157,911

*) (22,110)
45,961
(41,976)

*) (11,488)
79,387
*) 86,602

Income (loss) before taxes on income
Taxes on income

17

64,667
(5,779)

*) (110,047)
*)
4,806

*) (4,273)
*) 37,592

6

70,446
(872)

(114,853)
31,869

(41,865)
36,415

69,574

(82,984)

(5,450)

2.30

(2.74)

(0.19)

Income (loss) after taxes on income
Equity in earnings (losses) of investees, net
Net income (loss)
Net earnings (loss) per Ordinary share (in NIS)
*)
(1)
(2)

22

Reclassified.
See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY

Share capital
Number of
shares
Amount
Balance at January 1, 2003
Sale of Company shares held by
subsidiary
Loss for the year
Balance at December 31, 2003

30,204

48,882

-

-

30,204

48,882

Additional
paid-in
Accumulated
capital
deficit
Adjusted NIS in thousands (2)
401,329
(25,791)
375,538

(238,222)

Cost of
Company
shares
held by
subsidiary
(64,917)

Total
147,072

(5,450)

64,917
-

39,126
(5,450)

(243,672)

-

180,748

Reported NIS in thousands (1)
Balance at January 1, 2004
Exercise of stock options by
employees
Loss for the year
Balance at December 31, 2004
Exercise of stock options by
employees
Net income
Balance at December 31, 2005

(1)
(2)

30,204

48,882

375,538

(243,672)

-

180,748

17
-

17
-

-

(82,984)

-

17
(82,984)

30,221

48,899

375,538

(326,656)

-

97,781

2
-

2
-

-

69,574

-

2
69,574

30,223

48,901

375,538

(257,082)

-

167,357

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Year ended December 31,
2004
2003
NIS in thousands
Reported (1)
Adjusted (2)

2005
Cash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to net cash provided
by (used in) operating activities (a)

69,574

(82,984)

(5,450)

(91,359)

204,244

101,503

Net cash provided by (used in) operating activities

(21,785)

121,260

96,053

(27,146)
(51,820)
(12)
(27,656)
(151,285)
244,249
112
-

(50)
(12,209)
(87)
(95,217)
1,393
-

1,980
(56,642)
292
114,440
1,700
(1,394)

277
(142)

277
(68)

-

(13,423)

(105,961)

60,376

2
(27,816)
(34,585)
86,541

17
3,759
(45,965)
(34,107)
47,299

39,126
31,676
(73,522)
(33,701)
(89,664)

24,142

(28,997)

(126,085)

(11,066)
24,250

(13,698)
37,948

30,344
7,604

13,184

24,250

37,948

Cash flows from investing activities:
Investment in short-term deposits, net
Investment by granting loans to Hot Telecom
Investment in limited partnerships
Newly consolidated jointly controlled entity (b)
Investment in affiliate
Purchase of fixed assets
Collection of long-term loans from affiliate
Proceeds from sale of investment in affiliate, net
Proceeds from sale of fixed assets
Grant of long-term loan for the purchase of fixed assets
Collection of long-term loans granted for the purchase of fixed
assets
Issuance of capital note and long-term account with affiliate
Net cash provided by (used in) investing activities
Cash flows from financing activities:
Exercise of stock options into shares by employees
Sale of Company shares held by subsidiary
Receipt of long-term loans from banks and others
Repayment of long-term loans from banks and others
Redemption of debentures
Short-term credit from banks, net
Net cash provided by (used in) financing activities
Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year
(1)
(2)

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Year ended December 31,
2004
2003
NIS in thousands
Reported (1)
Adjusted (2)

2005
(a)

Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:
Income and expenses not involving cash flows:
Equity in losses (earnings) of investees, net
Depreciation and amortization
Deferred taxes, net
Increase in accrued severance pay, net
Loss (gain) from:
Changes in shareholding in affiliate (including from
sale of shares of affiliate)
Write-off of investment in another company
Sale of fixed assets
Linkage differences on debentures
Linkage differences on long-term loans from banks and
others and accounts receivable, net

3,434
158,440
(19,286)
844

(22,652)
146,488
8,351
377

(164,647)
6
1,975

16,241
197
1,467

(96,662)
1,428
355

(1,097)

(3,647)

1,692
(17,542)

*) (62,840)
171,820
*) 15,630
1,685

149,372

*) 27,769

759

7,693

9,718

3,590
(371)
5,328

8,418
(245)
9,717

(29)
(1,832)

Changes in operating assets and liabilities:
Decrease in trade receivables
Decrease in rights to broadcast movies and programs
(including amortization of investment in limited
partnerships)
Increase in other accounts receivable
Increase (decrease) in trade payables
Increase (decrease) in jointly controlled entity - current
account
Increase (decrease) in other accounts payable
Increase (decrease) in customers' deposits for converters,
net

*)
(1)
(2)

(2,464)
(76,454)

422
34,263

(4,205)

(5,396)

(73,817)

54,872

*) 73,734

(91,359)

204,244

101,503

Reclassified.
See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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15,008
*) 50,003
866

MATAV - CABLE SYSTEMS MEDIA LTD.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Year ended December 31,
2004
2003
NIS in thousands
Reported (1)
Adjusted (2)

2005
(b)

Newly consolidated jointly controlled entity:
Working capital, net (except cash and cash equivalents)
Fixed assets, net
Investment in limited partnerships
Rights to broadcast movies and programs
Long-term liabilities
Investment in affiliate (prior to consolidation)

(c)

-

38,745
(1,142)
(2,057)
(34,927)
737
624

-

-

1,980

11,590

16,833

35,512

Significant non-cash activity:
Purchase of fixed assets on credit

(1)
(2)

-

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
STATEMENTS OF CASH FLOWS - THE COMPANY
Year ended December 31,
2004
2003
NIS in thousands
Reported (1)
Adjusted (2)

2005
Cash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to net cash provided
by (used in) operating activities (a)
Net cash provided by (used in) operating activities

69,574

(82,984)

(5,450)

(146,107)

147,052

42,870

(76,533)

64,068

37,420

(27,196)
(51,820)
(94,904)
244,249
83
-

(12,209)
(50,511)
11,817
1,117
-

(12,311)
54,396
113,709
1,077
(1,394)

Cash flows from investing activities:
Investment in short-term deposits, net
Investment by granting loans to Hot Telecom
Purchase of fixed assets
Collection of long-term loans granted to subsidiaries, net
Proceeds from sale of investment in affiliate, net
Proceeds from sale of fixed assets
Grant of long-term loan for the purchase of fixed assets
Collection of long-term loans granted for the purchase of fixed
assets
Investment in investees (including issuance of capital notes),
net
Net cash provided by (used in) investing activities

277
(32,393)

278

-

-

-

38,296

(49,508)

155,477

2
(27,816)
(34,585)
85,398
-

17
3,759
(45,965)
(34,107)
47,459
-

31,676
(73,522)
(33,701)
(89,646)
731

22,999

(28,837)

(164,462)

(15,238)
21,602

(14,277)
35,879

28,435
7,444

6,364

21,602

35,879

Cash flows from financing activities:
Exercise of stock options into shares by employees
Receipt of long-term loans from banks and others
Repayment of long-term loans from banks and others
Redemption of debentures
Short-term credit from banks, net
Receipt of long-term loans from subsidiary
Net cash provided by (used in) financing activities
Increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year
(1)
(2)

See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
STATEMENTS OF CASH FLOWS - THE COMPANY
Year ended December 31,
2004
2003
NIS in thousands
Reported (1)
Adjusted (2)

2005
(a)

Adjustments to reconcile net income (loss) to net cash
provided by (used in) operating activities:
Income and expenses not involving cash flows:
Equity in earnings of investees, net
Depreciation and amortization
Deferred taxes, net
Increase in accrued severance pay, net
Loss (gain) from:
Changes in shareholding in subsidiary and affiliate
(including from sale of shares of affiliate)
Write-off of investment in another company
Sale of fixed assets
Linkage differences on debentures
Linkage differences on long-term loans from banks and
others and accounts receivable, net
Erosion of long-term accounts and capital note

(444)
107,555
(19,448)
495

(40,219)
102,098
8,351
319

(164,647)
7
1,494

16,227
81
1,014

(97,876)
938
(116)

(1,097)
-

(3,386)
82

801
-

*) (58,348)
126,350
*) 15,630
1,109

(74,187)

86,774

*) (15,617)

3,563
2,520
1,076
(1,640)
(74,376)

8,002
4,110
14,160
2,631
35,356

2,235
(5,781)
(4,268)
13,973
*) 51,793

(3,063)

(3,981)

(71,920)

60,278

*) 58,487

(146,107)

147,052

42,870

*) 6,981

28,602

Changes in operating assets and liabilities:
Decrease in trade receivables
Decrease (increase) in other accounts receivable
Increase (decrease) in trade payables
Increase (decrease) in subsidiaries - current accounts
Increase (decrease) in other accounts payable
Increase (decrease) in customers' deposits for converters,
net

(b)

Significant non-cash activity:
Purchase of fixed assets on credit

*)
(1)
(2)

535

6,406

Reclassified.
See Note 2.
Adjusted to the NIS of December 2003.

The accompanying notes are an integral part of the financial statements.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 1:- GENERAL
a.

A General Description of the Group
1.

Matav - Cable Systems Media Ltd. (the "Company") was incorporated in June 1987.
The Company operates independently and through a wholly owned subsidiary and
investee partnership in two principal fields: multi channel TV broadcasting to
subscribers (provided since 1990) and access to high speed internet over cables
services to the private sector (provided since April 2002). The Company also holds
interests (about 26.6%) in an affiliated partnership that provides nationwide fixed line
telephony service and access to high speed internet over cables and other telecom
services to the business sector.

2.

Multi channel TV broadcasting
The Company and its wholly owned subsidiary, Cable Systems Media Haifa-Hadera
Ltd. ("Matav Haifa") supply multi channel TV broadcasting to subscribers in various
sites in central and northern Israel. The Company, including Matav Haifa, is one of
three groups that hold general non-exclusive cable broadcast licenses (the "Broadcast
Licenses"). The two other groups are the Tevel group and the Golden Channels group.
Since July 2001, upon the approval of amendment (No. 25) to the Israeli
Telecommunications Law, 1982, the Company and Matav Haifa conduct their
operation pursuant to long-term, non-exclusive Broadcast Licenses. The Broadcast
Licenses are effective for a period of 15 years that may be extended for additional
periods of 10 years each.
In July 2001 the Company and Matav Haifa began to provide digital broadcasting
services, in addition to the analog broadcasting services which were provided all along.
The Company and Matav Haifa offer their digital subscribers the digital Basic
Package. In addition, the digital subscribers may receive at their chose for additional
consideration, additional content products that include, inter alia, a variety of
additional channels and channel packages.
The Broadcast Licenses stipulate the fee the Company and Matav Haifa may charge the
analog subscribers for the Basic broadcasts in the different areas. The Broadcast licenses
do not stipulate fees for digital subscribers. Under promulgated pursuant to the
Telecommunication Law the Company and Matav Haifa may determine the subscriber
fees for digital subscribers and the Minister of Communication may direct the Company
and Matav Haifa to adjust such fees if he finds, inter alia, that they are harmful to
competition, discriminatory or misleading. Additional digital services (channel packages,
single channels, pay per view and video on demand services) are subject to additional
charge.

3.

Access to High Speed internet and Telephony Services
a)

On March 27, 2002, the Ministry of Communication granted Matav Infrastructures
2001 Limited Partnership ("Matav Infrastructures") which is controlled by the
Company, a Telecommunication Infrastructure License (the "Infrastructure
License") for the provision of access to high speed internet services. In April 2002,
Matav Infrastructures began to provide high speed internet over cable services
under said license.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 1:- GENERAL (Cont.)
In July 2002, the Cable Companies filled a request for a license to provide
domestic fixed communication services to the general Israeli public. In October
2003, the Cable Companies signed an agreement for the establishment of a
limited partnership, Hot Telecom ("Hot Telecom") which is 26.6% owned by
Matav Investments Ltd. (a wholly owned subsidiary of the Company). In
November 2003 the Ministry of communication granted Hot Telecom an
Infrastructure License which replaced and terminated the Infrastructure License
of Matav Infrastructures, including, among others, a license to provide high
speed internet services, fixed telephony services, various data communication
services and various data transmission services. The Infrastructure License was
granted for a period of 20 years that may be extended by the Minister of
Communication for additional periods of 10 years each.
On March 16, 2005, the Minister of the Communications amended Hot Telecom
Infrastructure License thereby allowing Hot Telecom to provide access to High
Speed Internet services, by the former Infrastructure Licensees of the Cable
Companies, including inter alia, Matav Infrastructures, whilst the said services
shall be deemed to have been provided by Hot Telecom, until the consummation
of the merger of the Cable Companies.
As of the date of the financial statements, the internet activity in the private
sector is performed by Matav Infrastructures and the internet activity in the
business sector is preformed by Hot Telecom.
b)

Telephony services provided by Hot Telecom
Since the first quarter of 2005, Hot Telecom began to provide, in addition to
access to high speed internet to the business sector, as described above,
commercial fixed line telephony services using VOIP technology.
In this context, Hot Telecom is required to make substantial investments in order
to provide telephony services and various related services that will be offered to
the entire public in Israel. According to the approval of the Controller of
Restrictive Business Practices ("the Controller") to the merger of the Cable
Companies (detailed below) it was determined, among others, that Hot
Telecom's comprehensive investment in fixed line telephony infrastructure shall
be in an amount of not less than NIS 350 million (the Company's share in that
amount totals approximately NIS 93 million) and it shall be invested as follows:
an amount not less than NIS 190 million by June 30, 2005 and not less than
NIS 160 million until June 30, 2006 and any additional amount that will be
required for the finance of the business plan. The Controller also determined a
minimal number of subscribers of telephony subscribers between 2005 and
2007. The Company believes that as of the date of the approval of the financial
statements, Hot Telecom is complying with the conditions set forth by the
Controller regarding the amount of investments and the connection of
subscribers.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 1:- GENERAL (Cont.)
4.

Ownership of the cable network
According to the Telecommunications Law, the grant of an Infrastructure License to
Hot Telecom was contingent on the holders of the broadcasting licenses (Cable
Companies) transferring to the owners of the Infrastructure Licenses, the ownership of
the cable network. According to the Infrastructure License, Hot Telecom is entitled to
use the cable network which is owned by the Cable Companies and to perform any
operation thereon, according to the law, during an interim period. According to an
amendment to the Infrastructure License from November 2005, the interim period shall
terminate once the merger between the Cable Companies is consummated or June 30,
2006, whichever periods ends first. The Cable Companies intends to transfer the
ownership of the cable network to Hot Telecom at the end of the interim period. As of
the date of the approval of the financial statements, the ownership of the cable network
was not yet transferred to Hot Telecom.
On September 15, 2005, the Cable Companies (including the Company) and Hot
Telecom signed agreements according to which the Cable Companies rendered Hot
Telecom exclusive leasehold rights in the cable network. Furthermore, the former
holders of domestic fixed communication licenses (subsidiaries of the Cable
Companies) assigned their rights and commitments according to the broadcast
distribution agreements to Hot Telecom. The payment for the right to use the cable
network and the payment for the services that Hot Telecom shall provide to the Cable
Companies was not yet determined.

5.

Structural Separation
The Broadcast Licenses and Hot Telecom Infrastructure License contain provisions as
to the existence of a structural separation between holders of broadcasting licenses and
the holder of the Infrastructure License. According to these provisions, there are
restrictions limiting the identity and number of directors that are permitted to serve in
both the infrastructure entity (and its general partner), and the Cable Broadcast
Companies. Further, according to these licenses, in the earlier event of the following:
another entity is granted general broadcasting license through the cable network or in
the event the number of access to high speed internet subscribers reaches 450,000, or
in the event the number of telephone lines operated by Hot Telecom reaches 250,000
or December 31, 2007 (an additional term in the Broadcast Licenses), the holders of
the licenses shall carry out a structural separation in a format specified in the licenses
including, among others, separation of the management of the holders of licenses,
separation of the assets of the holders of licenses and separation of the employees of
the holders of licenses.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 1:- GENERAL (Cont.)
6.

Hot Vision Ltd.
In 1989, the Cable Companies (including the Company) formed Hot Vision Ltd. ("Hot
Vision") which, as of December 31, 2005 is approximately 26.3% owned by the
Company (as of December 31, 2004 - approximately 26.2%). The holding rate in Hot
Vision is determined according to the relative share of each company in total cable
subscribers in the market. The shareholders of Hot Vision have a contractual
arrangement for joint control over Hot Vision. Hot Vision is engaged in editing and
preparing content to be screened and broadcasted by the Cable Companies. Hot Vision
also purchases and produces local programs for the Cable Companies. The said activity
is conducted by the Cable Companies through Hot Vision according to the approval of
the Controller to the merger between the Cable Companies.
In the past, Hot Vision executed agreements with certain shareholders regarding the
provision of content which it purchased from the owners of said content. Such
agreement between Hot Vision and Tevel is in force until December 31, 2006. The
shareholders are entitled to extend the agreement for additional periods of 12 months
each, on terms to be determined by the parties. The scope of the transactions in 2005
and 2004 totaled approximately NIS 26 million and NIS 68 million, respectively.

7.

The operational merger between the Cable Companies:
Since 2001, the Cable Companies, including the Company, act to gradually merge their
operations and activities. The purpose of the merger is to, among others, enable the
merged entity to consolidate, expand and facilitate its position as a national entity in
the field of multi channel TV broadcasting and internet access services so to be able to
compete more effectively against its competitors (mainly Bezeq, Israel’s national
telecom operator and its subsidiary, the satellite company, "YES"), cooperate in
various areas, including purchase of content, sales and marketing so to achieve a
substantial savings in operational costs.
The merger received approvals under applicable law from the Council for Cable and
Satellite (the "Council"), the Controller and the Income Tax Commissioner.
According to the position of the Supervisor of Banks, the merger of the cable
television operators and the formation of the merged cable entity would constitute a
deviation from the directives of the Bank of Israel and of "Proper Bank management
Directives" of the Supervisor of Banks regarding, among other things, restrictions on
debt amounts to a "Group of Borrowers" as such term is defined in "Proper Bank
Management Directives". The relevant directives deal with certain limits applicable to
loan amounts given by banking corporations to "Sole Borrower", and/or "Group of
Borrowers" and as a result, attribution of the merged company’s debt, among other
things, to an indirect controlling shareholder of the Company and the other cable
television operators.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 1:- GENERAL (Cont.)
In order to strengthen the cooperation between the Cable Companies, in June 2004, the
operational merger between the Cable Companies (including the Company) began to
be fully implemented. To this effect, a joint management was appointed to oversee the
full operational merger of the marketing, sales, engineering, customer service,
operations and information systems activities of the Cable Companies (including Hot
Telecom).
The joint management conducts and manages the Company's activities in the ordinary
course of business in the areas of the joint activities. Nonetheless, material decisions
require the approval of the board and other corporate bodies, as required by law, of
each of the Cable Companies. The Cable Companies have agreed on principles for the
allocation of expenses according to the relative share of each company in total cable
subscribers in the market. The operational merger does not constitute a legal merger
and does not include the transfer of assets or liabilities from any of the Cable
Companies to the joint entity or from one cable company to another. Each cable
company remains the sole owner of its assets and is entitled to the revenues received
from its subscribers, see also 8 below.
8.

The Legal Merger
As part of the negotiations that took place regarding the merger of the Cable
Companies, on February 21, 2006, the Company, Fishman Group and Yediot
Communication Group (controlling shareholders of the Golden Channels Group) and
the banks that hold Tevel shares reached a verbal understanding in regard to the major
principles relating to the legal merger of the Cable Companies, except for the issue of
the financing conditions of the merged company in respect of which no agreement has
been reached yet ("the agreement in principle").
In the context of the merger, inter alia, the Company will purchase the operations and
assets of the other Cable Companies in the field of cable television broadcasting and
fixed domestic communication services by purchasing the operation and interest in
entities and companies of the Golden Channels and Tevel groups in consideration of an
enterprise value of $ 1,350 per cable TV subscriber ("a cable TV subscriber") such
consideration to be paid by way of assuming certain financial debt of the Golden
Channels and Tevel groups (credit from banks and working capital, net as defined by
the parties to the merger) representing a total of $ 850 per cable TV subscriber
purchased by the Company through the merger process and by issuing shares to the
shareholders of the Golden Channels and Tevel groups. The holding ratios in the
Company's shares following the merger shall be in accordance with the relative pro
rata number of cable TV subscribers contributed by each party to the merger upon the
date which will be determined by the parties, thus determining the amount of shares to
be allocated to each party. The merger will be effected retroactively as of January 1,
2006 such that the business operating results of the merged activity as of that date will
be attributed to the merged company.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 1:- GENERAL (Cont.)
The merger transaction described above, requires that the financial debt level in the
Company, prior to the consummation of the merger, will be at the level of $ 850 per
cable TV subscriber. Thus, prior to the consummation of the merger, the Company,
which has a lower financial debt compared to the required $ 850 level, shall purchase
(through a 100% bank credit) approximately 125,000 subscribers from Tevel Group at
a price reflecting an enterprise value of $ 1,350 per cable TV subscriber. Upon
completion of this initial transaction, the Company's share in the total cable TV
subscribers base on Israel will increase to approximately 40%.
The parties are also discussing arrangements, which have not yet been settled,
regarding the manner of nominating directors in the Company once the merger is
consummated and the rights in connection with the sale of the Company's shares held
by the banks after the consummation of the merger. The financing terms of the bank
debt following the merger have not yet been determined.
The agreement in principle between the parties is subject, inter alia, to the execution of
definitive documents by the parties, an agreement on the merged company terms of
financing, the corporate approval of the relevant parties including the approval of the
Company's shareholders as well as various regulatory approvals. There is no assurance
that these conditions will be satisfied or that the proposed merger will be consummated
under these conditions or under any other terms.
The Company's management is examining the consequences of the merger in its
present format and the accounting treatment in the Company’s financial statements.
The merger will be accounted for (if and when consummated) on the date upon which
all the prerequisites are met (as detailed above).
9.

The financial conditions and operating results of the Company
Over the recent years, the Company incurred operating losses due to the intensified
competition in the cable TV market. The Company financed its operating activities
(mainly investments in infrastructure, network, customer premises equipment and
investments in Hot Telecom), among others, by its own sources (cash flow from
operating activities), short-term borrowings from banks and proceeds derived from the
sale of Partner's shares in 2002, 2003 and 2005 (in 2005, the Company sold a
substantial part of its investment in Partner in consideration of approximately NIS 250
million, so that as of December 31, 2005, the Company holds approximately 1.2% of
Partner's shares, see also Note 6b(2)). The Company therefore has a working capital
deficiency of approximately NIS 644 million (which, as above, was mostly financed by
short-term borrowings from banks).
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 1:- GENERAL (Cont.)
In 2005, the Company incurred operating losses due to several principal reasons which
include, among others, aggravation of the competition in the cable TV market which
caused loss of subscribers and decrease in average revenue per subscriber, increase in
expenses relating to customer service and increase in operating expenses as a result of
new services that the Company launched (such as VOD). The Company's management
estimates that launching a service package which integrates cable TV, internet and
telephony (triple play strategy) concurrently with a substantial investment in
infrastructure and network (including investments in telephony that are made through
Hot Telecom) will, in the future, stimulate growth in revenues and in the Company's
share in the communication market in Israel and achieve a considerable improvement
in the Company's operating income.
The Company's management is examining different financing sources (banks and
others) in order to finance its working capital deficiency and investments that are
needed for its current and planned activities and for the activity of Hot Telecom.
In furtherance to the above, subsequent to the balance sheet date, the Company signed
agreements that settle the validity of the banks' credit facilities, according to which the
banks granted the Company short-term credit facilities (including documentary credit)
up to a total amount of approximately NIS 524 million that is due on March 31, 2007
provided that none of the events specified in the above agreements occurs, see also
Note 11c.
As of December 31, 2005, the banks provided the Company short-term credit in the
amount of approximately NIS 482 million (out of the above credit facility), whose
terms were settled subsequent to the balance sheet date as part of these agreements.
In view of all of the aforesaid, the Company believes that in the future it will be able to
either renew or repay all of its liabilities when due, including by raising external
capital from either bank or other financial sources. The Company's management
estimates that a comprehensive financing arrangement for the Company's debt will be
reached as part of the agreements for the legal merger, if and when consummated.
10.

Delisting the Company's shares from the stock exchange in the U.S.
In February 2006, the Company announced its intention to voluntarily delist its ADRs
from the NASDAQ, a process which is expected to be completed no later than the end
of June 2006.
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MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 1:- GENERAL (Cont.)
11.

On August 9, 2005, as part of its economical policy for the year 2006, the Israeli
Government adopted the following Resolutions a)

Resolution no. 4121 - To procure the establishment of a digital, nationwide,
terrestrial distribution system which will broadcast and enable the free terrestrial
reception of the following channels: the Israeli Broadcasting Authority channels
(Channels "1" and "33), the commercial broadcasts channels (channels "2" and
"10") and the "Parliament Channel" (channel "99") ("DTT System"). This
resolution further provides for the appointment of a multi-ministerial tenders
committee that shall publish a tender designed to enable that committee to
choose a single bidding winner who shall design, establish and operate the said
DTT System. According to the resolution such tender shall be published by not
later than January 1, 2006, the announcement of the chosen winner shall be
made by not later than April 1, 2006 and said DTT System shall commence
operation by no later than January 1, 2007;

b)

Resolution no. 4095 - (i) To allow consumers, by no later than January 1, 2007,
to purchase from a multi-channel television operator a basic package of services
which will include connection to the infrastructure of such operator and
reception of the aforementioned channels, the Educational Television channel
(channel "23") and the Dedicated Channels (channels "9" and "24") (the "Basic
Package"), without being obliged to purchase any other services; (ii) To appoint
an inter-ministerial committee which will determine by no later than March 1,
2006 the maximum price payable by the consumers for the said package. Such
price shall be based on the cost of access to the infrastructure and the cost of
distribution of the said channels, plus reasonable profit to the relevant operator;
(iii) to perform the necessary legislation amendments in order to implement said
Resolution.
In accordance with Resolution no. 4095, an amendment to the
Telecommunications Law was submitted to the Knesset's Finance Committee.
The amendment incorporates Resolution no. 4095 within the framework of the
Arrangements Bill for the Country's Economy for the year 2006 (as section 37
of the Telecommunications chapter). According to the said amendment: (1) the
Cable Broadcast Licensee ("Licensee") shall be obliged to offer the Basic
Package to its subscribers, without conditioning the provision of said Basic
Package upon the purchase of any other broadcasts or services; (2) the Minister
of Telecommunications, with the consent of the Minister of Finance, and after
having consulted with the Council may determine the maximum amount that a
general Licensee for Cable Television Broadcast may demand for the provision
of the Basic Package, based on the cost of the provision of said Basic Package
plus a reasonable profit for the Licensee; (3) the Minister may, after having
consulted with the Council, instruct such Licensee with respect of the activities
which said Licensee will be demanded to undertake for the purpose of providing
the Basic Package.
The entry into force of the said amendment, if approved by the Knesset, shall be
as from January 1, 2007.
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NOTE 1:- GENERAL (Cont.)
As of the date of the financial statements, the Company is not able to evaluate the
impact of realization the Government decisions on its business results.
b.

Definitions:
In these financial statements:
Subsidiaries and
consolidated partnerships -

companies or limited partnerships in which more than 50%
of the voting equity is owned or controlled by the Company
(as defined in Opinion 57 of the Institute of Certified Public
Accountants in Israel) and whose accounts are consolidated
with those of the Company.

Jointly controlled entity

-

a company owned by various entities that have a contractual
arrangement for joint control, and whose accounts are
consolidated with those of the Company using the
proportionate consolidation method.

Affiliates and
affiliated partnerships

-

companies or limited partnerships that are not subsidiaries
and over which the Company has significant influence. The
Company's investment therein is included using the equity
method of accounting.

Investees

-

subsidiaries and consolidated partnerships, a jointly
controlled entity and affiliates and affiliated partnerships.

Another company

-

a company that is not an investee and the investment therein
is presented at cost.

The Group

-

the Company and its subsidiaries, including consolidated
partnerships.

Related parties

-

as defined in the Securities Regulations (Preparation of
Annual Financial Statements), 1993 and as defined in
Opinion 29 of the Institute of Certified Public Accountants in
Israel.

Cable Companies

-

Tevel International Communications Ltd. and its subsidiaries,
Golden Channels Group, including Golden Channels and Co.
partnership.
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NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES
The financial statements are prepared in accordance with the Securities Regulations (Preparation of
Annual Financial Statements), 1993.
The significant accounting policies applied in the preparation of the financial statements on a
consistent basis, are as follows:
a.

Reporting basis of the financial statements:
1.

General:
Until December 31, 2003, the Company prepared its financial statements based on the
historical cost convention, adjusted for the changes in the general purchasing power of
the Israeli currency ("New Israeli Shekel" or "NIS") based on the changes in the Israeli
Consumer Price Index ("Israeli CPI"). In accordance with Accounting Standard No. 12
with respect to the discontinuance of the adjustment of financial statements, the
adjustment of financial statements for the effects of inflation was discontinued
beginning January 1, 2004. The adjusted amounts, as included in the balance sheet as
of December 31, 2003 (the transition date), served as a starting point for nominal
financial reporting beginning January 1, 2004. Additions made after the transition date
are included at nominal values.

2.

Definitions:
Adjusted amount - historical nominal amount adjusted for the Israeli CPI as of
December 2003, according to the provisions of Opinions No. 23 and No. 36 of the
Institute of Certified Public Accountants in Israel.
Reported amount - adjusted amount as of the transition date, plus additions in nominal
values after the transition date and less amounts deducted after the transition date.
Cost - cost in these financial statements represents cost in the reported amount.

3.

Balance sheet:
a)

Non-monetary items are presented in reported amounts.

b)

Monetary items are presented in nominal values as of the balance sheet date.

c)

The book value of investments in investees is determined based on the financial
statements of these companies in reported amounts.

d)

The amounts for non-monetary assets do not necessarily represent realizable
value or current economic value, but only the reported amounts for those assets.

- 24 -

MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)
4.

b.

Statement of operations:
a)

Income and expenses relating to non-monetary items are derived from the
change in the reported amounts between the opening balance and the closing
balance.

b)

Other items in the statement of operations are presented in nominal values.

c)

The equity in the results of operations of investees is determined based on the
financial statements of these companies in reported amounts.

5.

Comparative data for 2003 are presented after adjustment for the Israeli CPI as of the
transition date (the Israeli CPI for December 2003).

6.

Condensed financial data of the Company in nominal historical values for tax purposes
is presented in Note 27.

Consolidated financial statements:
The consolidated financial statements include the accounts of companies over which the
Company exercises control. A jointly controlled entity is included by the proportionate
consolidation method. Significant intercompany balances and transactions between the Group
companies have been eliminated in the consolidated financial statements.

c.

Investments in investees:
1.

The investments in investees are presented by the equity method of accounting.

2.

The Company evaluates in each reporting period the necessity to record an impairment
loss, in accordance with the provisions of Accounting Standard No. 15 (see i below).

3.

Investment in another company:
Investment in another company is stated at cost, net of impairment losses for declines
in value if they are judged by the Company's management to be other than temporary,
see i(2) below.

4.

Investments in limited partnerships:
The investments in limited partnerships producing films, in which the Company is a
limited partner, are stated at cost. The investments in the partnerships are written down
when actual broadcasting takes place.

d.

Cash equivalents:
The Group considers all highly liquid investments, including unrestricted short-term bank
deposits purchased with original maturities of three months or less, to be cash equivalents.
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NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)
e.

Short-term deposits:
Short-term bank deposits are deposits purchased with original maturities of more than three
months.

f.

Allowance for doubtful accounts:
The allowance for doubtful accounts is principally determined in respect of specific debts
whose collection, in the opinion of the Company's management, is doubtful based on the age
of the customers' debt.

g.

Fixed assets:
1.

Fixed assets are stated at cost net of accumulated depreciation. The Company evaluates
in each reporting period the necessity to record an impairment loss, in accordance with
the provisions of Accounting Standard No. 15 (see i below).

2.

Depreciation is calculated by the straight-line method at annual rates which are deemed
adequate to depreciate the assets over their estimated useful lives, as follows:
%
Buildings
Cable network
Headend (primarily electronic equipment) and studio
equipment
Converters and modems
Computers and peripheral equipment
Office furniture and equipment
Vehicles

3.
h.

2 - 4 (mainly 2%)
8.33;10
15 - 20 (mainly 15%)
10
15 - 33
6 - 10
15

Leasehold improvements are depreciated by the straight-line method over the term of
the lease or the estimated useful life of the improvements, whichever is shorter.

Long-term receivables and other assets:
1.

Expenses relating to the issuance of debentures are amortized over the term of the
debentures, in proportion to the outstanding amounts of debentures according to the
effective interest method. The amortization is included in financial expenses, net.

2.

Other assets include payment made in respect of non exclusive license to provide
stationary communication services within Israel. The license charges are amortized by
the straight-line method over the period of the license (15 years).

3.

The remaining lease fees under financial lease (net of the interest component) are
presented in other long-term receivables and amortized over the period of the lease (5
years).
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NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)
i.

Impairment of assets:
1.

Impairment of fixed and intangible assets:
The Company applies Accounting Standard No. 15, "Impairment of Assets". The
Standard applies to the assets included in the balance sheet other than inventories,
assets arising from construction contracts, assets arising from employee benefits,
deferred tax assets and financial assets (with the exception of investments in affiliates).
According to the Standard, whenever there is an indication that an asset may be
impaired, the Company should determine if there has been an impairment of the asset
by comparing the carrying amount of the asset to its recoverable amount. The
recoverable amount is the higher of an asset's net selling price or value in use, which is
determined based on the present value of estimated future cash flows expected to be
generated by the continuing use of an asset and by its disposal at the end of its useful
life. If the carrying amount of an asset exceeds its recoverable amount, the impairment
to be recognized is measured by the amount by which the carrying amount of the asset
exceeds its fair value. An impairment loss recognized should be reversed only if there
have been changes in the estimates used to determine the asset's recoverable amount
since the impairment loss was recognized.

2.

Impairment of investment in another company:
The Company generally evaluates the fair value of its investment in each reporting
period and whenever changes in circumstances or occurrence of other events indicate a
decline in value that is other than temporary.
The evaluation of the fair value takes into consideration, among others, the market
value of the investment, estimates of analysts and valuations of the investment, the
conditions of the industry in which the portfolio company is operating, the portfolio
company's business condition, off-market transactions in the portfolio company's
securities and prices of equity transactions in the portfolio company.
Based on the results of the above evaluation, the Company, if necessary, recognizes an
impairment loss that is other than temporary in the statement of operations.

j.

Deferred taxes:
1.

As of January 1, 2005, the Company applies Accounting Standard No. 19, "Taxes on
Income" ("the Standard"). The Standard prescribes the principles for recognition,
measurement, presentation and disclosures of taxes on income and deferred taxes in the
financial statements.
Deferred taxes are computed in respect of temporary differences between the amounts
included in the financial statements and the amounts allowable for tax purposes, other
than a limited number of exceptions described in the Standard.
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NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (Cont.)
Deferred tax balances are measured using the enacted tax rates expected to be in effect
when the differences are expected to reverse, based on the applicable tax laws at
balance sheet date. The amount for deferred taxes in the statement of operations
represents the changes in said balances during the reported year.
2.

Taxes that would apply in the event of the sale of investments in investees (except the
investment in Partner) have not been taken into account in computing the deferred
taxes, as long as it is probable that the sale of the investments in investees is not
expected in the foreseeable future.
As for the investment in Partner's shares - in 2003, the Company's management revised
its plans as to the investment in Partner's shares such that the sale of Partner's shares
may be expected in the foreseeable future. In view of the change in the plans of the
Company's management as to the sale of the investment in Partner's shares, in
accordance with the provisions of Opinion 68 of the Institute of Certified Public
Accountants in Israel, the Company recorded a deferred tax liability (see also
Note 6b(2)).

3.
k.

l.

As it is not probable that there will be taxable income in the future, no deferred tax
assets have been recorded in the financial statements.

Revenue recognition:
1.

Revenues from subscription fees, including revenues from lease fees relating to
converters, are recognized on a monthly basis as the service is provided.

2.

See l below (amortization of customers' deposits for converters).

3.

As for the disclosure of the effect of Accounting Standard No. 25 in the period prior to
its adoption, see v3 below.

Customers' deposits for converters:
The Company and Matav Haifa collect deposits from their subscribers in respect of
converters installed by them in an amount not exceeding the cost of the converters. The
Company and Matav Haifa partially refund the deposit when the converter is returned. The
refund amount (which is linked to the Israeli CPI) is amortized to reflect 10% of the cost of
converter to the Company for each year or a portion thereof in which the subscriber used the
converter.
The amortization of the deposits is included in the statement of operations as revenues.

m.

Advertising expenses:
Advertising expenses are charged to the statement of operations as incurred.
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n.

Rights to broadcast films and programs:
The cost includes the cost to purchase rights to broadcast films and TV programs with the
addition of direct costs in order to adjust the films and programs for broadcasting in Israel.
The rights to use content by the jointly controlled entity which was made available by its
shareholders, is also included as part of this item.
Cost of rights are amortized when actual broadcasting takes place, while giving a relatively
greater weight to primary broadcasting.

o.

Monetary balances presented at present value:
Monetary balances which do not bear interest are stated at their present value, which is
computed based on the prevailing market rate when the monetary balances were originally
recognized.

p.

Net earnings (loss) per share:
Net earnings (loss) per share are computed based on the weighted average outstanding share
capital during the year.
As for Accounting Standard No. 21, see v5 below.

q.

Exchange rate and linkage basis:
1.

Assets and liabilities in or linked to foreign currency are presented according to the
representative exchange rates published by the Bank of Israel at balance sheet date.

2.

Assets and liabilities linked to the Israeli CPI are presented according to the relevant
index for each linked asset or liability.
Below are data about the exchange rates of the U.S. dollar and the Israeli CPI:
Representative
exchange rate of
U.S. dollar
NIS

As of

Israeli CPI
for December
Points *)

December 31, 2005
December 31, 2004
December 31, 2003
December 31, 2002

4.603
4.308
4.379
4.737

Change during the year ended

%

%

6.8
(1.6)
(7.6)

2.4
1.2
(1.9)

December 31, 2005
December 31, 2004
December 31, 2003
*)

The index on an average basis of 1993 = 100.
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r.

Derivative financial instruments:
The Company purchases options (call options combined in certain cases with put options)
designated to offset the effect of possible fluctuation in the NIS/dollar exchange rate against
the NIS amount of certain dollar cash outflows.
The options are presented at fair value. Gains and losses on the options are recorded in
financing.

s.

Use of estimates for the preparation of financial statements:
The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities in the
financial statements and the amounts of revenues and expenses during the reported years.
Actual results could differ from those estimates.

t.

Fair value of financial instruments:
The carrying amount of cash and cash equivalents, short-term investments, trade receivables,
other accounts receivable, short-term credit from banks and others, trade payables, other
accounts payable and debentures approximate their fair value. As for long-term loans, see
Note 15.

u.

Long-term liabilities to banks in respect of borrowed debt securities:
Debt to banks that represents borrowing of debt securities, for which the Company has an
intent to repay at maturity date, is recorded at fair value with changes in fair value recorded
in earnings.

v.

Disclosure of the effects of new Accounting Standards prior to their adoption:
1.

Accounting Standard No. 22, "Financial Instruments: Disclosure and Presentation":
In July 2005, the Israel Accounting Standards Board issued Accounting Standard
No. 22, "Financial Instruments: Disclosure and Presentation" ("the Standard"). The
Standard will be applicable to financial statements for periods commencing on or after
January 1, 2006 ("the effective date ").
This Standard prescribes principles for the presentation of financial instruments and
identifies the information that should be disclosed about them in the financial
statements. The presentation principles apply to the classification of financial
instruments or their component parts, on initial recognition as a financial liability,
financial asset or equity instrument; the classification of related interest, dividends,
losses and gains; and the circumstances in which a financial asset and a financial
liability should be offset.
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The Company believes that the effect of the new Standard on its financial position,
results of operations and cash flows is not expected to be material.
2.

Accounting Standard No. 24, "Share-Based Payment":
In September 2005, the Israel Accounting Standards Board issued Accounting
Standard No. 24, "Share-Based Payment" ("the Standard"). The Standard will be
applicable to financial statements for periods commencing on or after January 1, 2006
("the effective date").
This Standard requires the Company to recognize share-based payment transactions in
its financial statements in respect to the purchase of goods or services. Such
transactions include transactions with employees or other parties that must be settled in
the Company's equity instruments or in cash. Concurrently with the recognition of the
goods or services received, it is necessary to recognize in the financial statements an
increase in shareholders' equity when the share-based payment transaction will be
settled in equity instruments and the incurrence of a liability when this transaction will
be settled in cash. This contrasts with the situation prevailing prior to the effective date
in which certain types of the above mentioned transactions were not reflected in the
financial statements.
The Standard prescribes that transactions with employees or others which supply
similar services in return for equity instruments should be measured according to their
fair value on the date in which such equity instruments were granted. The Standard
also prescribes certain requirements if the terms of an option or share grant are
modified. As for share-based transactions with parties other than employees, the fair
value of the goods or services received must be measured upon receipt. Furthermore, if
the equity instruments granted do not vest until the counterparty completes a specified
period of service, the services will be recognized in the financial statements over the
vesting period.
For equity-settled share-based payment transactions, the Standard is applicable to
grants made subsequent to March 15, 2005, and which had not yet vested as of the
effective date. The Standard will also be applicable to modifications that were made to
the terms of equity-settled transactions subsequent to March 15, 2005, even if the
modifications relate to grants that were made before this date. In the financial
statements for 2006, comparative data in the financial statements for 2005 shall be
restated in order to reflect the expense relating to the aforementioned grants.
For liabilities arising from share-based payment transactions existing as of the effective
date, it will be necessary to apply the provisions of the Standard retrospectively.
Comparative data will be restated, including adjusting the opening balance of retained
earnings for the earliest period in which comparative data are presented.
The Company believes that the effect of the Standard on its financial position, results
of operations and cash flows is not expected to be material.
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3.

Accounting Standard No. 25, "Revenues":
In February 2006, the Israel Accounting Standards Board published Accounting
Standard No. 25, "Revenues" ("the Standard").
The Standard deals with the recognition of revenue from three types of transactions:
sale of goods, rendering of services and revenue from interest, royalties and dividends
and prescribes the criteria for recognizing each type of revenue. The basic principle is
that revenues should be measured at the fair value of the consideration received and/or
receivable. If the consideration is not received on the date of the transaction, the
revenue should be measured by discounting the future consideration using the
prevailing market rate of interest. The Standard also prescribes that in cases where
components of one transaction may be separately identified, revenue should be
measured separately for each component if that reflects the substance of the
transaction. The Standard stipulates that revenues recognized in the financial
statements should only include the amounts received and/or receivable by the
Company on its own account. Accordingly, amounts collected on behalf of a third
party are not revenues of the Company.
In order to determine whether the Company is required to report its revenues on a gross
basis (since it acts as a principal supplier) or on a net basis (since it performs as an
agent), Interpretation No. 8, "Reporting Revenues on a Gross or Net Basis" was
published concurrently with this Standard ("the Interpretation"). Pursuant to the
Interpretation, recognition of revenues on a gross or net basis shall be determined in
accordance with the distribution of the risks and rewards resulting from the transaction.
The Interpretation sets forth indicators which should be taken into consideration in
determining the basis of reporting (gross or net).
The Standard and Interpretation will be applicable to financial statements for periods
beginning on January 1, 2006 and thereafter.
As for amounts reported as revenues but represent amounts collected on behalf of a
third party in accordance with the Standard, or for revenues which had not been
reported on a gross or net basis, as required by the Interpretation, the relevant
provisions of the Standard and Interpretation are to be applied retrospectively,
including a restatement of the comparative data. Furthermore, assets and liabilities
included in the balance sheet as of December 31, 2005, are to be adjusted, as of
January 1, 2006, to the amounts that would have been recognized in accordance with
the provisions of the Standard, with the effect of the adjustment being recorded in the
statement of income for the period beginning as of that date ("cumulative effect of
change in accounting principle").
The Company believes that the effect of the new Standard on its financial position,
results of operations and cash flows is not expected to be material.
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4.

Accounting Standard No. 20 (Revised), "Accounting for Goodwill and Intangible
Assets upon Acquisition of Investee":
In March 2006, the Israel Accounting Standards Board published Accounting Standard
No. 20 (Revised), "Accounting for Goodwill and Intangible Assets upon Acquisition of
Investee" ("the Standard"). The Standard is applicable to financial statements for
periods commencing on January 1, 2006 ("the effective date").
The Standard determines that the excess of cost of an investment in an investee should
also be attributed to the investee's identifiable intangible assets, as opposed to the rules
applied so far according to which the excess of cost of an investment was generally
only attributed to tangible assets. Cost of the acquisition is allocated to an intangible
asset only if it satisfies the Standard's criteria for recognition as an intangible asset
which include, inter alia, identifiability and the ability to reliably measure the fair
value. The Standard distinguishes between intangible assets with a finite useful life and
intangible assets with an indefinite useful life. Prior to the issuance of the Standard,
there were no specific principles for identifying and allocating the cost of an
acquisition to an investee's intangible assets.
The Standard further determines that negative goodwill created upon the acquisition,
after deduction of the investee's intangible and non-monetary assets, should be
immediately recognized upon the date of acquisition as a gain in the statement of
income and not systematically amortized as was required prior to the effective date of
the Standard.
Positive goodwill and intangible assets with an indefinite useful life will no longer be
amortized. The Standard requires an annual assessment, or more frequently if certain
indicators exist, of an impairment in goodwill in respect of a subsidiary or a jointly
controlled entity, or of intangible assets with an indefinite useful life. Furthermore,
each period, events and circumstances should be reviewed to determine whether they
continue to support an assessment that the useful life of the assets is indefinite.
Intangible assets with a finite useful life are to be systematically amortized and will
also be subject to an evaluation for impairment. The impairment of goodwill in respect
of an affiliate will be accounted for in the context of the evaluation of impairment of
the entire investment. The accounting for impairment is to be performed in accordance
with Accounting Standard No. 15, "Impairment of Assets".
The transition provisions prescribe that comparative data for the periods prior to the
effective date should not be restated. The balance of goodwill as of the effective date
will no longer be amortized and, from that date, the impairment of goodwill will be
evaluated as described above. The balance of negative goodwill as of December 31,
2005, is to be derecognized as of the effective date with a corresponding adjustment to
the opening balance of retained earnings.
The Company believes that the effect of the Standard on its financial position, results
of operations and cash flows is not expected to be material.
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5.

Accounting Standard No. 21, "Earnings per Share":
In February 2006, the Israel Accounting Standards Board published Accounting
Standard No. 21, "Earnings per Share" ("the Standard"), which prescribes the
principles for the computation and presentation of earnings (loss) per share in the
financial statements and supersedes Opinion No. 55 of the Institute of Certified Public
Accountants in Israel.
According to the Standard, earnings per share are to be computed based on the number
of ordinary shares (and not per NIS 1 par value of the shares as computed until the
effective date). Basic earnings per share are to include only shares which are
outstanding during the period whereas convertible securities (such as convertible
debentures and options) are to be included in the computation of diluted earnings per
share, in contrast to the principles applied until the effective date according to which in
cases where a convertible security is likely to be converted, it is included in the
computation of basic earnings per share. In addition, convertible securities which had
been converted during the period, are to be included in diluted earnings per share up to
the date of conversion and are to be included in basic earnings per share from that date.
Pursuant to the Standard, options will be included in diluted earnings when their
exercise results in the issuance of shares for a consideration which is less than the
market price of the shares. The amount of dilution is the market price of the shares
minus the amount that would have been received as a result of the conversion of the
options into shares. This is in contrast to the method of computation prescribed by
Opinion No. 55, which also includes adjustments to earnings.
In the event that the Company has various types of ordinary shares with different
rights, earnings per share are to be presented separately for each type of share, in
accordance with the method of calculation prescribed by the Standard. The investor's
share of earnings of an investee is to be included based on the investor's share in the
earnings per share of the investee multiplied by the number of shares held by the
investor.
This Standard is applicable to financial statements for periods beginning on January 1,
2006 and thereafter. Comparative data for earnings per share are to be retrospectively
restated.

NOTE 3:- CASH AND CASH EQUIVALENTS
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Cash
Short-term deposits from banks
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6,966
6,218

4,155
20,095

147
6,217

1,507
20,095

13,184

24,250

6,364

21,602
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Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands

Open accounts (1), (2)
Checks receivable
(1)

Net of allowance for doubtful
accounts

(2)

Including credit card receivables

74,355
344

75,030
428

33,540
295

37,074
324

74,699

75,458

33,835

37,398

4,296

3,238

3,328

2,546

18,074

19,576

12,306

13,084

NOTE 5:- OTHER ACCOUNTS RECEIVABLE
Cable Companies - current account
Prepaid expenses
Income receivable (1)
Advances to suppliers
Other

(1)

5,246
5,720
7,133
1,733
549

4,180
6,424
3,136
5,236
1,034

4,065
6,024
2,029
683
-

2,999
7,010
2,267
2,473
572

20,381

20,010

12,801

15,321

Compromise settlement regarding the Hop Channel:
In 2000, Matav Investments was granted a call option for the purchase of 50% of the share
capital of Hop Channel Ltd. ("Hop") in consideration of $ 50 thousand. Due to regulatory
provisions in the Controller’s approval to the merger of the Cable Companies, Matav
Investments was required to transfer the option to the full and exclusive ownership of a third
party so that it will have no interest in Hop. This option was sold to YBZ Holdings Ltd.
("YBZ") in consideration of an amount equivalent to 95% of the amount that will be actually
received upon the sale of the option to a third party (independent and unaffiliated to the
parties) or, alternatively, 95% of the value of the shares underlying the exercise of the option
by a third party. In August 2003, YBZ entered into an agreement with an independent
unaffiliated entity (the "Buyer") for the sale of the option for the total consideration of
approximately $ 1.8 million (the "Agreement for the Sale of the Option"). The share of Matav
Investments totals approximately $ 1.7 million. This agreement was not executed in 2003 and
2004, since the existing shareholder in Hop refused to accept the validity of the rights that
Matav Investments assigned to the buyer.
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On December 31, 2005, after the buyer filed with the Tel Aviv District Court two claims
(regarding the rights assigned to it by Matav Investments) against the existing shareholder in
Hop and after discussions in which the existing shareholder denied the arguments of the
buyer and of Matav Investments as to the validity of the option, the parties involved reached
a final and definite compromise settlement according to which the agreement for the sale of
the option including all its conditions becomes null and the existing shareholders in Hop will
pay Matav Investments, among others, approximately $ 1 million (an amount of
approximately $ 0.8 million was paid subsequent to the balance sheet date and the balance is
payable to the Company in three equal annual payments from December 31, 2006). In return
Matav Investments and others undertook to waive any claim or demand as to their rights in
Hop. Accordingly, a capital gain in the amount of approximately NIS 4.6 million was
recorded in the financial statements for the year 2005.
NOTE 6:- INVESTMENTS IN SUBSIDIARIES, AFFILIATES AND ANOTHER COMPANY
a.

Investments in subsidiaries, consolidated partnerships and long-term accounts (excess of
losses over investment in subsidiaries)
1.

Composition of investments:

Cost of shares
Equity in accumulated losses, net

Long-term loan (1)
Long-term accounts (2)
Capital notes (3)

The Company
December 31,
2005
2004
Reported NIS in thousands
8,362
(114,029)

8,362
*) (108,154)

(105,667)

*) (99,792)

38,237
344,202
276,772

37,346
315,254
(3,351)
*) 249,457

*)

Reclassified.

(1)

The loan is linked to the Israeli CPI, bears no interest and its repayment date has
not yet been determined.

(2)

Long-term balances are linked to the Israeli CPI and their repayment date has
not yet been determined.

(3)

As of December 31, 2004, the capital notes are not linked to the Israeli CPI and
bear no interest. These capital notes were repaid in December 2005.

(4)

The balance of investments in subsidiaries and long-term accounts as of
December 31, 2005 includes an amount of approximately NIS 4,643 thousand
which is presented in long-term liabilities.

(5)

As for investment in jointly controlled entity, see c below.
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2.

The changes in investments in 2005 and 2004 are as follows:
The Company
December 31,
2005
2004
Reported NIS in thousands
Balance at the beginning of the year

*) 249,457

236,570

Change during the year:
Equity in earnings (losses)
Repayment of capital notes
Increase (decrease) in long-term accounts, net
Linkage differences of long-term loan
Balance at the end of the year
*)
b.

(5,875)
3,351
28,948
891

*) 24,772
*) (12,328)
*)
443

276,772

*) 249,457

Reclassified.

Investments in affiliates
1.

Composition of investments:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Partner, see (2) below
Nonstop Ventures, see (3)
below
Hot Telecom, see (4) below
Barak, see (5) below

*)

Reclassified.
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91,334

-

*) 73,283

171
51,213
27,656

1,402
9,000
-

13,785
64,029
-

13,691
12,209
-

79,040

101,736

77,814

*) 99,183
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NOTE 6:- INVESTMENTS IN SUBSIDIARIES AFFILIATES AND ANOTHER COMPANY (Cont.)
The changes in investments in 2005 and 2004 are as follows:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Balance at the beginning of the year

101,736

66,807

*) 99,183

75,992

51,820
(3,434)
-

12,209
22,616
68

51,820
6,319
-

12,209
*) 10,878
68

27,656
(79,602)

36
-

(19,278)
142

-

94

-

79,040

101,736

77,814

*) 99,183

552

2,437

-

-

18,726

89,131

-

*) 73,517

Change during the year:
Investment in Hot Telecom
Equity in earnings (losses)
Issuance of capital note
Provision for expected loss from
decrease in shareholding upon
conversion of convertible
securities in affiliate
Investment in Barak
Sale of investment in affiliate
Transfer from investment in affiliate
to investment in another company
(see c below)
Increase in long-term account
Balance at the end of the year

*)
2.

(79,602)

36
-

Reclassified.

Partner:
a)

Composition of
the investment:
Shares:
Cost of shares
Equity in accumulated
earnings
Provision for expected loss
from decrease in
shareholding upon
conversion of convertible
securities in affiliate
Transfer of the investment in
Partner to investment in
another company (see c
below)

-

(19,278)
-

*)

Reclassified.
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(234)

-

(234)

-

-

-

91,334

-

*) 73,283
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b)

The Company holds, through Matav Investments, 1,884,926 Ordinary shares of
Partner Communications Ltd. ("Partner"), representing about 1.2% of the share
capital of Partner as of December 31, 2005 (the Company held about 5.3% as of
December 31, 2004 following the sale in 2003 of about 2.1% of Partner's
shares). Partner provides cellular communication services and its shares are
traded on the stock exchanges in the U.S., London and Israel. Until April 2005,
the investment in Partner was presented by the equity method of accounting
since the Company had significant influence over Partner (including the right to
nominate directors), as defined in Opinion 68 of the Institute of Certified Public
Accountants in Israel.

c)

On April 20, 2005, the Company sold to Partner 7,783,444 of Partner's shares
(representing about 80% of the Company's total holdings in Partner) in
consideration of approximately NIS 250 million. The capital gain, before taxes
on income, from the sale of Partner's shares, as described above, which is
included in the Company's statement of operations for the year 2005, as other
income, is approximately NIS 164.6 million. As for the capital gain after the tax
effect, see d below.
In light of this sale, as above, which resulted in a significant decrease in the
Company’s holding in Partner's shares, the remaining investment in Partner (in
the amount of NIS 19,278 thousand as of December 31, 2005) is presented, from
the above date of sale, at cost, net of impairment losses for decline in value if
judged by the Company's management to be other than temporary.
The market value of Partner's shares which are held by the Company is
approximately NIS 73 million as of December 31, 2005 (approximately NIS 358
million as of December 31, 2004).
The remaining Partner shares that Matav Investments holds are subject to Israeli
limitations under the Partner's communications license according to which the
shares may be sold to a third party that is an Israeli resident, as defined in that
license.

d)

Further to the sale of Partner's shares by the Company and further to long
discussions with the Tax Authorities regarding the tax aspects of the sale of
Partner's shares by Matav Investments in 2002 and 2003, in the context of which
as a result of lack of agreement an order was issued against Matav Investments
with respect to the 2002 tax year, on July 31, 2005, the Company and Matav
Investments reached a settlement with the Tax Authorities which was validated
by a court decree.
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Pursuant to the settlement, a portion of the gain that was recognized by Matav
Investments from the sale of Partner's shares, in the amount of approximately
NIS 208 million, is considered as the Company's gain and offset against its
carryforward tax losses. The remaining tax liability from the sale of Partner's
shares, net of prepayment previously made to the Tax Authorities, in the amount
of approximately NIS 106 million (including interest and linkage differences),
was fully paid by Matav Investments in 2005.
In light of this settlement, the capital gain, after taxes and selling expenses, from
the sale of Partner's shares, as described above, which is included in the
Company's 2005 financial statements, is approximately NIS 170 million.
3.

Nonstop Ventures:
a)

Composition of the investment:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Shares:
Cost of shares
Equity in accumulated losses
Long-term loans and capital
note *)

*)

b)

5
(13,619)

5
(12,294)

-

-

13,785

13,691

13,785

13,691

171

1,402

13,785

13,691

Includes long-term loans (bearing interest at the Prime rate) and capital
notes that bear no interest and are unlinked, effective from January 2002.
The date of repayment of the above capital notes and long-term loans has
not yet been determined.

Nonstop ventures is 50% owned by the Group and 50% owned, directly and
indirectly (mainly (45%) by Dankner Investments Ltd), by the shareholders of
the Company as of December 31, 2005 and 2004.
Nonstop Ventures has performed, in previous years, investments in companies
and entrepreneurs whose main activities are in the area of internet, cable and
data communications.
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4.

Hot Telecom:
a)

Composition of the investment:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Equity in accumulated losses
Long-term debt (1)

(1)

(12,816)
64,029

(3,209)
12,209

64,029

12,209

51,213

9,000

64,029

12,209

The long-term debt is unlinked to the Israeli CPI, bears no interest and its
repayment date has not yet been determined.

b)

Hot Telecom was established by the Cable Companies in November 2003. As
for the business activity of Hot Telecom, investments in equipment etc., see also
Note 1a(3) and (4).

c)

The shareholders of Hot Telecom, including the Company, are committed to
give Hot Telecom the financing that is needed for its operating activity over a
period of three years. The banks gave their approval in principle to grant the
Cable Companies in favor of Hot Telecom a credit facility of approximately
$ 37 million. In 2005, Hot Telecom through the Cable Companies addressed the
banks with a request to increase the credit facility by approximately an
additional $ 38 million. Most of the banks gave their verbal agreement in
principle.

d)

According to the provisions of the Infrastructure License which was granted to
Hot Telecom, Hot Telecom will pay the State of Israel royalties at the rate of
about 3.5% of its revenues.

e)

As for guarantees that the Company provided in favor of Hot Telecom, see
Note 18.
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5.

Barak:
a)

Composition:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Cost of shares of Barak I.T.C.
(1995) - International
Telecommunications
Services Corp. Ltd.
("Barak")
Less - impairment loss

52,859
25,203

25,203
25,203

-

-

Total balance of investment *)

27,656

-

-

-

102,094

-

-

-

*)

(1)

Including excess of
cost created upon
acquisition (1)

At this stage the Company is examining the allocation of excess of cost
created upon acquisition based on the fair value of Barak's assets and
liabilities.

b)

The Company holds, indirectly through Matav Investments, about 18.5% of the
share capital of Barak as of December 31, 2005 (about 10% as of December 31,
2004), which is engaged in the provision of internet services and international
communication solutions. Until December 2005, the investment in Barak was
included in the financial statements at cost. In this context, and after an
examination of the necessity to recognize an impairment loss, the investment in
Barak was written down (a total of approximately NIS 25 million) in 2004 and
2002 due to the operating results and shareholders' deficiency of Barak and
based on a work of a valuation expert received in 2004 which determined the
fair value of Barak.

c)

On December 21, 2005, the shareholders, Matav Investments and Clal signed a
shareholders agreement ("the agreement") according to which Clal and Matav
Investments will pay Barak a total of approximately $ 32.3 million in return for
100% of the issued share capital of Barak.
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The share of Matav Investments in said funding totals approximately $ 6 million
and its share in the share capital of Barak after such funding is about 18.5%.
According to the agreement, Matav Investments is entitled to appoint one board
member (out of five board members) provided that its holding in Barak is not
below about 12.5%. In view of the aforesaid, since the date of the investment, as
above, the investment in Barak is included by the equity method of accounting.
d)

c.

1.

Further, Matav Investments was granted a Put option to sell all of its shares in
Barak to Clal in consideration of approximately $ 6 million (which bears interest
at the rate of 5% per anum from the effective date). The option is exercisable by
September 30, 2006. Concurrently, Clal was granted a Call option to purchase
all of the shares of Barak held by Matav Investment in consideration of
approximately $ 7 million (which bears interest at the rate of 5% per anum from
the effective date). The option is exercisable by September 30, 2006. As for a
charge on the above option, see Note 18c(2).

Investment in a company consolidated by the proportionate consolidation method
December 31,
2005
2004
Reported NIS in thousands
Current assets

26,455

24,044

Non-current assets

25,482

29,202

Current liabilities

50,674

57,594

648

605

Long-term liabilities

Year ended
December 31,
2005
2004
Reported NIS in thousands

2.

Revenues

4,860

5,852

Expenses

3,419

1,291

As for the activity of Hot Vision (which as of December 31, 2005 is 26.3% held by the
Company), see Note 1a(6).
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NOTE 7:- INVESTMENT IN LIMITED PARTNERSHIPS
The jointly controlled entity invests in limited partnerships that are engaged in the production of
films in Israel. The limited partnerships received an approval from a committee at the Ministry of
Industry and Trade which deals with withholding tax of films under the Income Tax Regulations
(Withholding of Investors Income from Israeli Films), 1990.
The jointly controlled entity is a limited partner in these partnerships.
As of December 31, 2005, Hot Vision has an obligation to perform additional investments in these
partnerships of NIS 109 thousand (December 31, 2004 - NIS 190 thousand).
NOTE 8:- RIGHTS TO BROADCAST FILMS AND PROGRAMS
Consolidated
December 31,
2005
Reported NIS
in thousands
Balance at the beginning of the year

26,509

Additions during the year
Amortization during the year

26,013
(28,604)

Balance at the end of the year

23,918
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a.

Consolidated:
Land
(including
construction
plans)
(1, (2)

Cable
network

Balance at January 1, 2005
Additions during the year
Disposals during the year

65,575
730
-

1,366,751
33,250
-

155,428
25,956
-

15,331
269
-

434,161
81,122
-

66,206
4,961
-

14,815
591
-

793
436

2,119,060
146,879
436

Balance at December 31, 2005

66,305

1,400,001

181,384

15,600

515,283

71,167

15,406

357

2,265,503

Balance at January 1, 2005
Additions during the year
Disposals during the year

17,613
1,731
-

910,481
79,134
-

113,792
14,458
-

12,947
963
-

169,688
44,014
-

57,855
4,112
-

10,590
672
-

583
68
318

1,293,549
145,152
318

Balance at December 31, 2005

19,344

989,615

128,250

13,910

213,702

61,967

11,262

333

1,438,383

Depreciated cost at December 31,
2005

46,961

410,386

53,134

1,690

301,581

9,200

4,144

24

827,120

Less - impairment loss, net

12,712

-

-

-

-

-

-

-

12,712

Balance of depreciated cost at
December 31, 2005

34,249

410,386

53,134

1,690

301,581

9,200

4,144

24

814,408

Depreciated cost at December 31,
2004

47,962

456,270

41,636

2,384

264,473

8,351

4,225

210

825,511

Headend
(primarily
electronic
equipment)

Computers
Converters
and
Studio
and
peripheral
equipment
modems
equipment
Reported NIS in thousands

Office
furniture
and
equipment

Vehicles

Total

Cost:

Accumulated depreciation:
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b..

The Company:
Land
(including
construction
plans)
(1), (2)

Cable
network

Headend
(primarily
electronic
equipment)

Computers
Converters
and
Studio
and
peripheral
equipment
modems
equipment
Reported NIS in thousands

Office
furniture
and
equipment

Vehicles

Total

Cost:
Balance at January 1, 2005
Additions during the year
Disposals during the year

30,264
516
-

990,463
1,131
-

73,717
13,798
-

3,561
-

306,969
74,794
-

59,039
4,546
-

8,784
381
-

420
324

1,473,217
95,166
324

Balance at December 31, 2005

30,780

991,594

87,515

3,561

381,763

63,585

9,165

96

1,568,059

Balance at January 1, 2005
Additions during the year
Disposals during the year

10,459
1,042
-

664,116
59,690
-

59,087
5,259
-

3,561
-

120,785
32,919
-

51,407
3,616
-

6,048
349
-

267
42
234

915,730
102,917
234

Balance at December 31, 2005

11,501

723,806

64,346

3,561

153,704

55,023

6,397

75

1,018,413

Depreciated cost at December 31,
2005

19,279

267,788

23,169

-

228,059

8,562

2,768

21

549,646

4,194

-

-

-

-

-

-

-

4,194

Balance of depreciated cost at
December 31, 2005

15,085

267,788

23,169

-

228,059

8,562

2,768

21

545,452

Depreciated cost at December 31,
2004

19,805

326,347

14,630

-

186,184

7,632

2,736

153

557,487

Accumulated depreciation:

Less - impairment loss, net
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(1)

Including cost of buildings on leased land (consolidated - approximately NIS 21.9 million
and cost of buildings in the Company). The lease in respect of most of the land is for a period
of 49 years ending in 2040, with an option to renew the lease for an additional 49 years.
Registration of the leases with the Land Registry Office has not yet been completed.

(2)

a.

In 1989, the Company signed an agreement with the Israel Lands Administration ("the
Administration") for the development of land with a total area of about 2,500 sq.m. in
Bat Yam. The lease agreement is conditional upon the Company's fulfillment of the
obligations stipulated by the above development agreement. According to the
provisions of the development agreement with the Administration, the Company had to
fulfill its obligations by June 2006. According to the development agreement, the
Company has undertaken that in the event of failure to comply with the conditions of
the development agreement, it may be required to return the land to the Administration
and pay compensation as set forth in the development agreement with the
Administration. Currently the Company is acting to extend the development period.
In view of the uncertainty regarding the Company's fulfillment of the development
agreement, as above, the Company recognized an impairment loss in the statement of
operations for the year 2005 as other expenses.

b.

c.

In the context of the operational merger of the Cable Companies, which includes,
among others, consolidation of headquarters and activity, the Company intends to sell
part of the land that is owned by a subsidiary. According to a valuation of an
independent expert who was requested to examine the fair value of the land, the
Company recognized an impairment loss of approximately NIS 8.5 million. This
provision is included in the statement of operations for the year 2005 as other
expenses.

As for charges, see Note 18.

NOTE 10:- OTHER ASSETS, NET

Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands

Debentures issuance expenses:
Original amount
Less - accumulated amortization
Non-exclusive license (see Note 2h):
Original amount
Less - accumulated amortization
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11,393
11,221

11,393
10,777

11,393
11,221

11,393
10,777

172

616

172

616

3,972
1,619

3,972
1,487

-

-

2,353

2,485

-

-

2,525

3,101

172

616
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a.

Composition:
Weighted
interest
rate
December 31,
2005
%
Short-term credit from
banks
Current maturities of
long-term loans (see
Note 15)

b.

6.09

Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
523,570

437,029

482,080

396,682

28,172

28,310

28,172

28,310

551,742

465,339

510,252

424,992

Financial covenants
1.

In 2003, the Company undertook toward a bank which had granted it credit facilities in
the total of approximately NIS 87 million (of which as of December 31, 2005, the
Company used approximately NIS 86.4 million, see also 2 below) to fulfill certain
financial covenants. As of December 31, 2005, the Company did not comply with
certain financial covenants, as detailed below:
a)

The number of cable TV subscribers.

b)

Operating surplus, as defined in the credit facility agreement, mentioned above,
including excess of operating income in relation to the credit facilities used by
the Company and in relation to debt, as defined in the credit facility agreement.

On February 20, 2006, the Company received a letter from the bank according to
which the bank does not deem the non-compliance with the financial covenants, as
described above, a violation of the Company's undertaking to maintain financial ratios
until March 31, 2007.
2.
c.

The Company invested approximately NIS 27.2 million in a short-term deposit which
is used as a security for part of the Company's credit facilities from such bank.

Agreements settling the validity of the credit facilities
During February 2006, the Company signed agreements with banks which provide it with
credit facilities, according to which the banks are committed to provide the Company shortterm credit facilities (including documentary credit) up to a total amount of approximately
NIS 524 million which is due on March 31, 2007, provided that none of the events, as
specified in these agreements, occurs (among which is a liquidation request filed against the
Company, discontinuance of the Company's business activity etc.).
As of December 31, 2005, the banks provided to the Company short-term credit in the
amount of approximately NIS 482 million, whose terms were settled subsequent to the
balance sheet date as part of the above agreements.
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d.

A bank has demanded that Hot Vision repay its outstanding short-term credit amounting to
NIS 78 million (the Company's share totals approximately NIS 20 million). Hot Vision is
holding negotiations with the bank to extend the credit period.

e.

As for collaterals, see Note 18.

NOTE 12:- TRADE PAYABLES
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Open accounts
Checks payable

60,481
44,706

66,255
38,027

42,841
33,362

45,681
29,236

105,187

104,282

76,203

74,917

7,170
4,838
14,981
2,403
6,224
572
38,686

6,754
5,114
103,779
2,738
11,069
1,381
22,695

5,417
3,425
8,638
6,224
572
35,313

4,710
3,761
97,448
11,069
1,381
18,153

26,053
598

23,400
23,981
1,032

26,053
551

23,400
*) 19,448
595

101,525

201,943

86,193

*) 179,965

NOTE 13:- OTHER ACCOUNTS PAYABLE
Employees and payroll accruals
Provision for vacation pay
Government authorities (1)
Advances from Cable Companies
Royalties to the Government of Israel
Interest payable
Accrued expenses (2)
Provision for verdict under appeal (see
Note 18(a)(3))
Deferred taxes (see Note 17e)
Others

*)

Reclassified.

(1)

As of December 31, 2004, included mainly a provision for taxes in respect of the sale of
Partner shares in 2002 and 2003.
In view of the settlement with the Tax Authorities, the remaining tax of approximately
NIS 106 million relating to the Company's liability to the Tax Authorities for the sale of
Partner's shares was paid in 2005.

(2)

As of December 31, 2004, includes a provision relating to expenses to be paid to a related
party in the amount of NIS 1,300 thousand.
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a.

According to a prospectus dated August 28, 1997, the Company issued NIS 200 million par
value of debentures (series A), for redemption in seven equal annual installments on
August 20 in each of the years 2000 to 2006, and 2,850,000 stock options (series 1). The
debentures (principal and interest) are linked to the Israeli CPI and bear annual interest at the
rate of 3.7%. Debentures with a par value of NIS 30,700 thousand were purchased by a
wholly-owned subsidiary, upon issuance. In August 2001, the subsidiary sold the remaining
debentures held by it for NIS 23,268 thousand. The debentures are traded on the Tel Aviv
Stock Exchange. Expenses relating to the issuance of debentures are presented in the balance
sheets as deferred charges. See Notes 2h and 10.

b.

Composition:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Debentures outstanding
Less - discount for sale of debentures
by subsidiary
Less - current maturities
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34,919

68,010

34,919

68,010

323

804

-

-

34,596
34,596

67,206
34,005

34,919
34,919

68,010
34,005

-

33,201

-

34,005

MATAV - CABLE SYSTEMS MEDIA LTD.
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NOTE 15:- LONG-TERM LOANS FROM BANKS AND OTHERS
a.

Composition:
Interest
rate
December 31,
2005
%
From banks - linked to the dollar
From banks - linked to the Israeli
CPI
From others - linked to the dollar
From others - unlinked (1)

5.75 - 6.2
Libor + 1.75

Less - current maturities

b.

Consolidated and
the Company
December 31,
2005
2004
Reported NIS in thousands
-

1,206

103,334
302
-

125,937
1,140
1,484

103,636
28,172

129,767
28,310

75,464

101,457

(1)

Amounts received from sale of credit card receivables with recourse.

(2)

The Libor rate as of December 31, 2005 was 4.84% (as of December 31, 2004 - 3.1%).

The loans (net of current maturities) are repayable in the following years subsequent to the
balance sheet date:
Consolidated and
the Company
December 31,
2005
2004
Reported NIS in thousands
Second year
Third year
Fourth year

60,380
15,084
-

27,922
58,847
14,688

75,464

101,457

c.

As for financial covenants that the Company has undertaken to maintain, see also Note 11b.

d.

As for collaterals, see Note 18.
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a.

Composition:
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Accrued severance pay
Less - amounts funded

21,188
17,861

19,477
16,994

14,339
12,821

14,368
13,345

3,327

2,483

1,518

1,023

b.

The liabilities of the Group companies for severance pay are computed on the basis of the
employees most recent salary as of the balance sheet date and in accordance with the
Severance Pay Law and are fully covered by current payments to insurance companies as
well as by the balance sheet accrual.

c.

The amounts accumulated in managers' insurance companies on behalf of the employees in
order to cover the Company's liabilities for severance pay and the respective liabilities are not
included in the balance sheet as they are not under the control and management of the
Company.

d.

The amounts funded in severance pay funds include profits accrued through the balance sheet
date. The amounts deposited can be withdrawn only after compliance with the obligations
under the Severance Pay Law or labor agreements.

NOTE 17:- TAXES ON INCOME
a.

Tax laws applicable to the Group companies:
Income Tax (Inflationary Adjustments) Law, 1985
According to the law, the results for tax purposes are measured based on the changes in the
Israeli CPI. The Group is taxed under this law.
Capital gains/losses
Pursuant to the provisions of the Law for Amendment of the Income Tax Ordinance
(No. 132), 2003 ("the reform law"), tax at a reduced rate of 25% will apply on capital gains
accrued after January 1, 2003, instead of the regular tax rate. In case of the sale of properties
purchased before the adoption of the reform law, the reduced tax rate will apply only to the
portion of the profit which accrued after the adoption of the law, as computed according to
the law. Further, the reform law states that capital losses carried forward for tax purposes may
be offset against capital gains indefinitely. The reform law also provides for the possibility to
offset capital losses from sales of properties outside Israel against capital gains in Israel.
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b.

Tax rates applicable to the income of the Group companies
Until December 31, 2003, the regular tax rate applicable to income of companies was 36%. In
June 2004, an amendment to the Income Tax Ordinance (No. 140 and Temporary Provision),
2004 was passed by the "Knesset" (Israeli parliament) and on July 25, 2005, another law was
passed, the amendment to the Income Tax Ordinance (No. 147) 2005, according to which the
corporate tax rate is to be progressively reduced to the following tax rates: 2004 - 35%, 2005
- 34%, 2006 - 31%, 2007 - 29%, 2008 - 27%, 2009 - 26%, 2010 and thereafter - 25%.

c.

Tax assessments
The Company received final tax assessments through 1996, a subsidiary through 2002 and
other Group companies received final tax assessments through 1997.
As for tax assessments received by the Company and its subsidiary for 1997 to 2002, see
Note 18a(2)(e).
As for a compromise agreement with the Income Tax Authorities which finally and definitely
settled the Group's dispute with the Income Tax Authorities regarding the tax liability of the
Group from the sale of Partner's shares in 2002 and 2003 and the tax expense relating to the
sale of Partner's shares in 2005, see Note 6b(2).

d.

Carryforward losses for tax purposes
Carryforward tax losses of the Company (after implementing the principles of the
compromise settlement as detailed in Note 6b(2)) total approximately NIS 343 million as of
December 31, 2005 (approximately NIS 408 million as of December 31, 2004). Carryforward
tax losses of subsidiaries total approximately NIS 138 million as of that date (approximately
NIS 125 million as of December 31, 2004). The amount of carryforward losses for tax
purposes is conditional upon the outcome of the Company's appeal on the orders and
assessments which the Company and a subsidiary received (see Note 18a(2)(e)).
Deferred tax assets relating to these losses - consolidated and the Company - of
approximately NIS 120 and NIS 86 million, respectively, were not recorded due to the
uncertainty of their utilization in the foreseeable future.
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e.

Deferred taxes
1.

Composition and change as presented in the balance sheet are as follows:
Consolidated
The Company
Deferred taxes computed in respect
of temporary differences investment in affiliate
Reported NIS in thousands
Balance as of January 1, 2004

(15,630)

(15,630)

868
(9,219)

868
*) (4,686)

(23,981)

*) (19,448)

Changes during the year:
Adjustment due to change in tax rate
Deferred tax liabilities (1)
Balance as of December 31, 2004
Changes during the year:
Adjustment due to change in tax rate
Deferred tax liabilities (1)
Reversal of deferred tax liability due to sale
of investment in Partner

1,088
(2,566)

(1,316)

20,764

20,764

Balance as of December 31, 2005

(4,695)

*)
(1)

-

Reclassified.
The deferred tax liability is presented in equity in earnings of investees.
Consolidated
The Company
December 31,
December 31,
2005
2004
2005
2004
Reported NIS in thousands
Short-term liabilities (other
accounts payable)
Long-term liabilities

2.

(4,695)

(23,981)
-

-

*) (19,448)
-

(4,695)

(23,981)

-

*) (19,448)

Deferred taxes as of December 31, 2005 are measured at the tax rate of 25% (the tax
rates expected to be in effect based on the applicable tax laws at balance sheet date).
*)

Reclassified.
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f.

Taxes on income included in the statements of operations
Consolidated
The Company
Year ended December 31,
Year ended December 31,
2005
2004
2003
2005
2004
2003
NIS in thousands
Reported
Adjusted
Reported
Adjusted
Current taxes
Deferred taxes
Taxes in respect of
prepayments due to
surplus expenses paid
Adjustment of deferred
tax balances due to
change in tax rates
Taxes in respect of
previous years

14,721
(20,764)
395

-

41,799
(6,303)

14,721
(20,764)

*) 368

*) 2,542

264

-

-

7,281

80

*) 7,649

*) 38,118

(1,088)

(6,736)

*)

-

290

*) 2,096

-

-

-

-

4,516

-

*) 4,806

*) 37,592

(5,779)

*)

41,799
(6,303)

Reclassified.

Current taxes for the reported year were computed based on the compromise settlement with
the Income Tax Authorities, as described in Note 6b(2).
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g.

Below is a reconciliation between the theoretical tax expense (benefit) assuming all of the
Group's income is taxed at the statutory tax rates applicable to companies in Israel and the
income tax expense (benefit) as reported in the statements of operations.
Consolidated
The Company
Year ended December 31,
Year ended December 31,
2005
2004
2003
2005
2004
2003
NIS in thousands
Reported
Adjusted
Reported
Adjusted
Income (loss) before
taxes on income
Statutory tax rate
Tax expenses (benefit)
computed at the
statutory tax rate

68,838

*) (89,636)

34%

*) (8,239)

35%

23,404

*) (31,373)

(1,088)
4,679

*)
*)

36%

64,667

(110,047)

34%

*) (4,273)

35%

*) (38,516)

36%

*) (2,966)

21,987

*) (1,538)

6,258

*) 1,065

1,850

*)

6,170

368

*) 2,542

264

*)

290

*) 2,096

35,325

24,759

*) 36,685

32,349

*) 25,218

*) 33,805

-

-

-

7,361

6,919

*) 2,370

-

-

(69,644)

-

-

Increase (decrease) in
taxes expenses
(benefit) resulting
from:
Adjustment of deferred
tax balances due to
change in tax rate
Nondeductible expenses
Taxes in respect of
prepayments due to
surplus expenses paid
Tax losses for which
deferred taxes were
not provided
Taxes in respect of
partnership's earnings
Utilization of losses for
which deferred taxes
were not provided in
the past (see
Note 6b(2))
Temporary differences
for which deferred
taxes were not
provided
Taxes in respect of
previous years

395

(69,644)

193

356

(6,736)

*)

*)

54

209

7,281

80

-

4,516

-

7,649

*) 38,118

*) 4,806

*) 37,592
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(5,779)

*)

617

712

Reclassified.

*)

*)

242
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a.

Contingent liabilities
1.

Claims and petitions for approval of class actions
a)

On April 22, 1999, a personal lawsuit and motion to approve the claim as a class
action were filed against the Company with the Tel-Aviv-Jaffa District Court by
a customer of the Company who seeks approval as class action, thereby
representing all of the Company's subscribers.
In the claim, it is alleged that the Company constitutes a monopoly, and that it
adversely exploits its position in the market, in a manner which is, or may be,
damaging to the general public, among others, by setting and collecting
unreasonable and unfair prices for the services it provides. If the class action is
approved, the court will be requested to require the Company to reduce the
subscriber fees that it collects and to pay its subscribers, compensation in
connection with the subscriber fees collected from May 10, 1996 to April 1,
1999. In this context, the petitioner claims that he has sustained damages in a
sum of reported NIS 1,387 and further claims that the sum of compensation due
to all of the members of the class included in the class action, if approved,
amounts to reported NIS 360 million.
On February 16, 2006, the District Court denied the motion to approve the claim
as a class action.

b)

On August 28, 2002, a lawsuit and motion to approve the claim as a class action
were filed with the Tel-Aviv Jaffa District Court against the Cable Companies
on behalf of the residents of peripheral settlements. The claim is for
indemnification in respect to these settlements not being connected to the cable
networks within six years of the date on which the former franchises were
granted. The plaintiffs are seeking that the Company and the other Cable
Companies pay compensation to all of the members of the class in action, if
certified as a class action. In accordance with the lawsuit the Company's share in
this claim amounts to approximately NIS 141 million.
The Company and Golden Channels filed a motion to dismiss the suit without
prejudice due to the dismissal of a lawsuit identical in substance to the
aforementioned suit. The Court determined that the motion for dismissal of the
suit without prejudice will be heard together with the motion to approve the
claim as a class action. The Company and Golden Channels filled a reply to the
motion to approve the claim as a class action. The plaintiff’s request to join the
hearing as creditors of Tevel was dismissed by the Court and the motion to
approve the claim as a class action and the reply on behalf of the Cable
Companies were amended accordingly. On January 29, 2006 a hearing was held
in the matter of the motion to dismiss the suit. As of the date of the approval of
the financial statements, the Court's has not yet rendered a ruling in this issue
was yet not given.
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According to the opinion of the Company’s management, based on the opinion
of its legal counsels, it is not possible to estimate the chances of the claim.
Therefore, no provision was recorded in respect to the aforesaid claim in the
Company’s financial statements.
c)

On December 3, 2002, a lawsuit and motion to approve the claim as a class
action were filed with the Tel-Aviv Jaffa District Court by seven plaintiffs,
representing about 1,050,000 subscribers of the Cable Companies.
According to the claim, the Cable Companies violated the terms of the approval
of the Council for the transmission of the pay sport channel (offered to
subsidiaries through the Tiering services) since the Company and the other
Cable Companies did not maintain certain programs in the original sport channel
which was part of the basic package offered to subscribers. The plaintiffs
requested the Court to instruct all three Cable Companies to compensate the
subscribers by a total amount of approximately NIS 302 million (as of the date
the claim was filed) and by an additional amount of NIS 25.2 million for each
month from the date the claim was filed until a ruling is rendered by the Court.
The Company's proportionate share based on the subscribers ratio is estimated at
approximately NIS 80 million, in addition to a monthly amount of
approximately NIS 6.7 millions accumulating from the date the claim was filed
until a ruling is rendered.
On May 27, 2004, the Court denied the motion to approve the claim as a class
action. On July 5, 2004, the plaintiffs submitted an appeal to the Supreme Court.
Following an amendment to the Consumer Law and the consent of the parties
the Supreme Court ordered that the District Court shall rule in the matter of the
motion to approve the claim as a class action. Thus, without prejudice to the
parties claims.
In December 2005, the plaintiffs filed a revised motion to approve the claim as a
class action against the Company and Golden Channels, jointly and severally.
The claim according to the revised motion (which is not against Tevel) totals
approximately NIS 199 million and approximately NIS 16.6 million for each
month from December 3, 2002 and thereafter.
According to the opinion of the Company’s management, based on the opinion
of its legal counsels, it is not possible to estimate the chances of the claim.
Therefore, no provision was recorded in respect to the aforesaid claim in the
Company’s financial statements.
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2.

Other claims
a)

On March 28, 2000, a claim was filed in the Tel-Aviv-Jaffa District Court
against the Cable Companies, including the Company, by the Association for the
International Collective Management of Audiovisual Works ("AGICOA"), for
alleged breach of copyrights. The aggregate sum of the claim is not less than
approximately $ 170.2 million and for the purpose of court fees was limited to
sum of $ 20 million.
The Cable Companies argue, inter alia, that in view of the Anti Trust laws in
Israel, the claimant has no right to file a claim in Israel and that the period of
time on which the claim relies exceeds, at least partially, what is prescribed by
law. The Cable Companies also argue that the amounts of the claim are
groundless and exaggerated.
In January 2005, the parties completed the discovery proceedings and therefore
in the context of the preliminary proceedings, disclosing additional information
and questionnaires remain to be completed.
According to the opinion of the Company’s management, based on the opinion
of its legal counsels, it is not possible to estimate the chances of the claim.
Therefore, no provision was recorded in respect to the aforesaid claim in the
Company’s financial statements.

b)

In June 2004, Eshkolot - The Israeli Artists Society for Performers' Rights Ltd.,
("Eshkolot") filed a claim, and notice of arbitration, against the Cable
Companies, including the Company, for payment of fees and royalties alleging
violation of copyright and use of rights of performers without authorization.
The amount of the claim (which was filled within the arbitration proceedings
which significantly exceeds the amounts that were paid previously to Eshkolot
by the Cable Companies pursuant to the agreement that was valid until 2002), is
NIS 8.5 million for 2003 and a similar amount plus 10% for each of the years
2004 to 2006.
The statement of defense on behalf of the Cable Companies was filed on
August 3, 2004, and in their defense, the Cable Companies refute Eshkolot's
arguments. The Cable Companies argued, inter alia, that the fees that should be
paid to Eshkolot are significantly lower than the fees paid by the Cable
Companies to Eshkolot in 2002 and no more than the said amount plus a
minimal addition. On March 7, 2006 the hearing was conducted. The parties
shall file their summations by the beginning of July 2006.
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According to the opinion of the Company’s management, based on the opinion
of its legal counsels and in the view of the preliminary stage of the proceedings,
it is not possible, at this stage, to estimate the chances of the claim. Nevertheless,
the Company’s management included in the financial statements a provision,
which in its opinion reflects adequately the Company’s exposure in respect of
this claim.
c)

On April 11, 2005, the Israeli Records and Cassettes Federation ("the
Federation") filed in the District Court of Haifa a claim and a request for
payment of temporary royalties against the three Cable Companies, including
the Company. Within the said claim the Federation seeks a permanent injuction
that shall prohibit the Cable Companies to use the compositions, which are
included in the Federation repertoire.
The Cable Companies argue that this claim was not submitted in good faith,
since in 2003 the Cable Companies already extended interim payments to the
claimant on account of 2003 and in 2004 to 2005 the Cable Companies wanted
to continue to pay interim payments, however the claimant refused to accept
them and addressed the Court. The Cable Companies also argue that the amounts
requested from them are significantly higher compared to the amounts paid to
the Federation during the term of the agreement.
On July 6, 2005, a hearing was held in the matter of the interim payments. At the
end of the hearing, the Court rendered a decision according to which the
temporary royalties shall be at this stage placed at $ 380 thousand (plus VAT)
per each year (approximately NIS 1.7 million). The Court also determined that
the Cable Companies shall receive a license in the scope of the actual use made
by the Cable Companies. The said amount is due in respect of 2003 and
thereafter until a final decision is rendered by the Court. Additional affidavits on
behalf of the parties shall be submitted by May 1, 2006.
According to the opinion of the Company’s management, based on the opinion
of its legal counsels, it is not possible, at this stage, to estimate the chances of
the claim. Nevertheless, the Company’s management included in the financial
statements a provision, which in its opinion reflects adequately the Company’s
exposure in respect of this claim.

d)

The Company is involved in several additional claims that are not included in
this section and which do not exceed the aggregate of NIS 5.5 million. The
Company's management estimation, based on the opinion of its legal counsel, is
that no provision should be included in the financial statements in respect of
such claims.

e)

The Company and Matav Haifa have received assessments for the years 1997 to
2001. In view of the disputes that arose between the Company and Matav Haifa
and the Income Tax Authorities, which have not yet been settled, the Income
Tax Authorities issued orders for those years during 2002 and 2004. In addition,
the Company filed an objection to the assessment for the tax year 2001 which it
had received during 2005.
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The orders and the assessment, as described above, include requirements from
the Company and Matav Haifa to pay an additional tax amount totaling
approximately NIS 44.7 million (not including interest and linkage differences)
and to decrease their carryforward losses for the years 2000 and 2001 by
approximately NIS 170.6 million. The Company and Matav Haifa object to
these orders and assessment, as discussed above.
The Company's management estimates, based on the opinion of its independent
advisors, that the Company has well founded arguments against the issued
orders and assessment and the Company intends to continue to object to these
orders and assessment. In view of previously non-concluded discussions and
understandings with the Income Tax Authorities, the Company recorded in the
financial statements (for 2004) a provision of approximately NIS 6.5 million
with respect to the aforementioned orders which, in the opinion of the Company,
reflects the Company's exposure in respect of the tax years to which the orders
refer.
3.

Claims against the Cable Companies and the indemnification settlement with Hot
Vision
a)

On November 27, 2002, International Television Distribution ("Warner") filed a
lawsuit against Tevel in the District Court in California seeking, among others, a
monetary compensation of approximately $ 17 million, contending that the
agreement for the purchase of rights between Warner and Tevel was breached.
The Court in Israel determined that Warner's claim cannot be materialized or
enforced in the boundaries of the state of Israel. Warner appealed to the Supreme
Court which on February 9, 2005 decided that although it believes that the
prospects of Warner's appeal to prevail are remote, the factual situation shall be
irreversible if the stay of performance is not granted. In this context, the Court
instructed that Tevel's trustee reserve an amount of approximately $ 4 million in
favor of Warner until a final decision in the appeal is given. The hearing in the
appeal was scheduled for May 19, 2006.
Tevel's management believes, based on the opinion of its legal counsels, that the
chances of the appeal, as discussed above, are remote. In view of the above, no
provision has been recorded in the financial statement in respect of this claim.

b)

On December 9, 2002, Warner filed a lawsuit against Golden Channels in the
District Court in California seeking monetary compensation of approximately
$ 25 million, contending breach of agreement for the purchase of content. On
September 29, 2004, the District Court in California, ruled in favour of Warner.
The District Court awarded Warner damages in the amount of approximately
$ 19.3 million (excluding attorney fees) and rejected Golden Channels’
counterclaims in the matter. The said amount, including legal expenses, may
reach approximately $ 21.7 million.
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On March 7, 2005, Golden Channels filed a notice of appeal, pursuant to which,
it appeals to the Unites States Court of Appeals for the Ninth Circuit from the
Final Amended Judgment, including other prior orders and decisions granted by
the Court.
On March 21, 2005, Warner filed a notice of cross appeal pursuant to which, it
appeals to the United States Court of Appeals for the Ninth Circuit from the
order of the District Court denying Warner's motion to amend the judgment to
add prejudgment interest, as reflected in the Final Amended Judgment, including
all orders and decisions pertaining thereto that are or may be merged into the
Final Amended Judgment.
On August 3, 2005, the opening brief in respect of the appeal was filed on behalf
of Golden Channels.
On October 24, 2005, the Appellee's Brief was filed on behalf of Warner.
Warner withdrew the cross appeal which was filed on its behalf.
In January 2006, a response to the appeal mentioned above was submitted by
Golden Channels.
As of the date of the financial statements, a decision in the appeal was not
rendered.
c)

In June 2003, the Cable Companies and Hot Vision signed an agreement
according to which the Cable Companies have agreed that they are committed,
one towards the other, to jointly and fully finance through Hot Vision the
amounts that Hot Vision may be liable to in respect of the claim between Tevel
and Golden Channels and Warner (as detailed in a and b above) as regarding the
purchase of content to channels "HOT 3" and "HOT Movies" (including the
amounts of new guarantees provided to the major studios) and all expenses
regarding legal proceedings, as defined in this agreement. The agreement
stipulates, among other things, that each of the Cable Companies shall pay such
expenses according to the relative share of each company in total subscribers in
the market at that time. The commitments of the Cable Companies to Hot
Vision, as above, may be revoked in the occurrence of events as detailed in the
agreement (including upon the merger of the Cable Companies). The Company's
share in the above indemnification is about 26.6% of total amounts awarded in
favor of Warner up to a maximal amount of approximately $ 5.8 million. Close
to the filing of the claims mentioned in a and b above, Warner forfeited bank
guarantees each in the amount of approximately $ 5 million which were
provided by Tevel and Golden Channels.
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The agreement further stipulates that the commitments of the Cable Companies
shall be revoked in the following cases: (1) if the Cable Companies release Hot
Vision in writing from its obligations under this agreement (2) if Tevel, Golden
Channel and the Company merge into another cable company (the "Merged
Company") and the Merged Company assumes, in writing and without any
condition, the commitments of all of the Cable Companies towards Hot Vision
under this agreement even if Hot Vision is not released from all of its said
obligations given that the Merged Company holds all of the issued share capital
of Hot Vision and that its commitments cover all of Hot Vision's obligations
under the agreement.
In view of the abovementioned, the Company has made a provision in the
financial statements for Warner's claim (as detailed in b above) in the amount of
approximately NIS 26 million which reflects its relative share in the amounts
awarded in favor of Warner, including interest and linkage differences to the
U.S. dollar. This provision was included in the 2004 financial statements as
other expenses.
b.

Commitments
1.

Royalties and other payments to the Government
a)

The Company, Matav Haifa and Matav Infrastructures are obligated to pay royalties
to the Government of Israel amounting to 3.5% of their gross revenues (excluding
VAT) from the provision of broadcasting services and internet services.

b)

In July 2001, the Cable Companies, including the Company, signed an
agreement with the State of Israel which settles the disputes between the Cable
Companies and the State of Israel regarding the right of each company to
operate the cable network existing in each of the license areas after the license
period ends. The agreement prescribes that the State waives all its arguments and
rights regarding the cable network so that each cable company will own all the
rights, including proprietary rights, to the cable network in its license area and
the right to operate it also at the end of the license period. In consideration, it
was determined that each company shall make payments to the State over a
period of 12 years (beginning on January 1, 2003) equal to its relative share in
an amount determined by multiplying certain revenues (as specified in the
agreement) of all Cable Companies by a gradual percentage which is between
0% to 4% (according to the amount of such revenues). The relative share of each
company may be changed by an agreement between the Cable Companies. It
was also determined that each company shall pay over a period of 12 years up to
12% of total revenues from the sale of any activity related to the cable network
or a right related to such activity (as defined in the agreement).
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2.

Other royalties
In the context of the Group's current activity in the area of broadcasting, the Group
enters into arrangements and agreements by virtue of which the Group pays royalties to
various performers entities. In this respect, total royalties paid in 2005, 2004 and 2003
total approximately NIS 3.8 million, NIS 3.6 million and NIS 2.7 million, respectively.

3.

Under the Telecommunications Law and in accordance with the Council's resolution,
the Group is required to invest in locally produced programs which are initially
broadcast by the Group, up to 8% of its total annual revenues from subscriber fees
(beginning in April 2002). The above also applies to the years 2006 and 2007. The
Company's management estimates that the percentage which was invested in locally
produced programs in 2005, 2004 and 2003 was more than 8%.

4.

Lease commitments
The Group entered into agreements for the lease of buildings and motor vehicles for
various periods ending in 2008. The future minimum lease fees under the lease
agreements as of December 31, 2005, not including the renewal option are as follows:
NIS in thousands
2006
2007
2008
2009

4,852
4,239
3,747
6,203
19,041

c.

Charges and guarantees
1.

As colleteral for the Company's liabilities to banks and holders of debentures which at
December 31, 2005 amounted to approximately NIS 620 million, a first ranking
floating charge was placed on all of the Company's assets.

2.

In February 2006, against obtaining a long-term loan from a bank, the Company
pledged its contractual entitlements to amounts in connection with Call and Put options
in respect of Barak shares (as detailed in Note 6b(5)).

3.

In order to ensure the Group's compliance with the obligations as prescribed in the
agreement with the State for the grant of licenses, the following guarantees have been
provided:
a)

A bank guarantee in favor of the Ministry of Communications in the amount of
approximately NIS 12.2 million valid until December 2007 pursuant to the
Infrastructure License granted to Hot Telecom.
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On March 23, 2006 the Ministry of Communications reduced the bank guarantee
to a 60% of its original amount.

4.

b)

A guarantee in favor of the Council in the amount of approximately NIS 9.5
million (linked to the Israeli CPI) valid until April 2007 pursuant to the
broadcasting license.

c)

A bank guarantee in favor of the Controller in the amount of approximately
NIS 2.4 million valid until December 2007 pursuant to the Company's
compliance with the terms of the merger as approved by the Controller.

The Company provided Hot Vision with unlimited guarantee in favor of a bank at the
rate of up to 25% of Hot Vision's total indebtedness to that bank. In accordance with
the resolution of Hot Vision's Board of directors, it was determined that the total credit
to be extended to Hot Vision by the bank shall not exceed the approximate amount of
$ 35 million. Any excess amount shall be approved in writing by the Company's Board
of directors. The Company's share in this guarantee amounted to approximately $ 4.6
million.
In addition, the Company guarantees Hot Vision's liabilities to another bank in a
varying amount which ranges between $ 4.2 million to $ 6.4 million.

5.

As collateral for the Company's liabilities to a supplier, the Company pledged
equipment purchased from that supplier in a total amount of NIS 0.5 million.

6.

The Company provided Barak a guarantee in the amount of $ 200 thousand. In
addition, according to the agreement for the purchase of Barak's shares (as detailed in
Note 6), it was determined that the Company shall increase its guarantees by
approximately $ 170 thousand, based on the new shareholding. The Company has not
yet provided that guarantee.

7.

Guarantees to Hot Telecom
a)

The Company and Tevel provided, jointly and severally, a guarantee in a total
amount of $ 4.5 million to secure the payments of Hot Telecom to Cisco. The
Cable Companies signed an indemnification agreement in respect of the
mentioned guarantee.

b)

The Cable Companies provided a guarantee in the amount of NIS 200 million to
secure the liabilities of Hot Telecom in respect of a lease agreement that was
signed with a third party. The Company's relative share in this guarantee
amounts to approximately NIS 53 million.
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NOTE 19:- SHAREHOLDERS' EQUITY
a.

Composition of share capital
December 31, 2005
December 31, 2004
Issued and
Issued and
Authorized outstanding Authorized outstanding
Number of shares
Ordinary shares NIS 1 par
value each

b.

100,000,000

30,222,775

100,000,000

30,220,477

The Company's shares are traded on the Tel-Aviv Stock Exchange ("TASE").
The Company's ADRs are listed on the NASDAQ under the symbol "MATV". Each ADR
represents two of the Company's Ordinary shares of NIS 1 par value. As for the Company's
intention to be delisted from the NASDAQ, see also Note 1a(10).

c.

Issuance of options to senior employees
1.

In December 2003, the Company's Board approved a stock option plan for 50 of the
Company's employees ("the 2003 Plan"). According to this Plan, 770,000 options that
are exercisable into 770,000 Ordinary shares of NIS 1 par value of the Company were
issued (including 85,000 options granted to a related party), in three equal annual
tranches over a vesting period of three years from the date of grant. The share market
price on the date of grant of the options was NIS 34.4. The exercise price shall not be
actually paid to the Company and shall be used for the computation of the benefit
component only, meaning the employees will be allotted shares in consideration for
their par value only, in the amount which fair value reflects the element of the benefit
embodied in the options as calculated at the time of exercise. It was also determined in
the plan that on the occurrence of certain events as they are defined, such as: a merger
and a change in control, the Board of Directors and the committee on its behalf have
the authority to determine, at their exclusive and final discretion, regarding the
acceleration of the vesting dates of all or part of the options for which the vesting date
has not yet occurred, the rights holders will be entitled to exercise these options to
shares 10 days from the occurrence of the aforesaid events.
The stock options which were granted in three tranches are exercisable as follows:
a.

The first tranche is exercisable from January 31, 2004, in consideration for an
exercise price of NIS 26.82 (on the basis of 85% of the average price of the
Company's share during 30 trading days before the date of the approval of the
2003 Plan).

b.

The second tranche is exercisable from January 31, 2005, in consideration for an
exercise price of NIS 30.43 (on the basis of 90% of the average price of the
Company's share during 30 trading days before the end of the vesting period of
the second tranche).
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c.

The third tranche is exercisable from January 31, 2006, in consideration for an
exercise price of NIS 31.32 (on the basis of 90% of the average price of the
Company's share during 30 trading days before the end of the vesting period of
the third tranche).

The above stock options are exercisable for a period of 36 months from the end of each
of the above periods. Options not exercised shall expire after the exercise period.
The fair value of each option at the date of grant (computed by the Black & Scholes
formula) is approximately NIS 13.096 - NIS 14.474.
2.

On November 16, 2004, a special meeting of the Company's shareholders approved the
grant of 302,205 stock options under the 2003 Plan to the chairman of the Company's
Board of Directors. The exercise price of said stock options was determined at NIS 38
per share. According to this plan, the stock options are exercisable at the ratio of one to
thirty six of total options at the end of each month from the beginning of employment
of the chairman as long as he continues to be employed by the Company, so that by the
end of three years of employment all options become exercisable. In certain events, as
they are defined in the employment agreement and the options agreement, in which the
termination of the employment of the Chairman of the Board of Directors occurs, the
Chairman of the Board of Directors will be entitled to exercise all of the aforesaid
stock options under certain circumstances and conditions.
The fair value of each option at the date of grant (computed based on Monte-Carlo
model) is approximately NIS 14.01.
The main assumptions used in this calculation were: exercise price, as mentioned
above, expected volatility from 35% to 45%; risk free interest rate of 2.5%, the stock
price on grant date (NIS 35.45) and expected life of 5-7 years.

3.

In the reported year, the Company's Board of Directors approved the issuance of
additional 70,000 options to the Company's employees (under the 2003 Plan, as
specified above). The terms for 30,000 stock options are identical (except the vesting
periods of these stock options) to those detailed in 1 above whereas the terms for the
remaining 40,000 stock options are identical to those detailed in 1 above, except the
exercise price which was determined at approximately NIS 38 and the vesting periods
of these stock options.
The fair value of each option at the date of grant (computed based on Monte-Carlo
model) is approximately NIS 11.53 - NIS 16.35.
The main assumptions used in this calculation were: exercise price, as mentioned
above, expected volatility from 36% to 44%; risk free interest rate of 2.7% - 3.2%, the
stock price on grant date (NIS 36.62) and expected life of 3-5 years.

4.

As of December 31, 2005, under the 2003 Plan, 1,142,205 options were issued to 48
employees, 46,749 options were exercised and 97,250 options were forfeited.

5.

The 2003 Plan is subject to section 102 to the Income Tax Ordinance.
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Consolidated:
In or linked
to foreign
currency

December 31, 2005
Linked to
the Israeli
CPI
Unlinked

In or linked
to foreign
Total
currency
Reported NIS in thousands

December 31, 2004
Linked to
the Israeli
CPI
Unlinked

Total

Assets:
Cash and cash equivalents
Short-term deposit
Trade receivables
Other accounts receivable
Loan, long-term debts and capital note to
affiliates
Other receivables

92
1,318
648

-

13,092
27,196
73,381
12,280

13,184
27,196
74,699
12,928

70
2,060
320

20,095
-

4,085
50
73,398
12,210

24,250
50
75,458
12,530

-

-

77,814
317

77,814
317

-

-

25,900
601

25,900
601

2,058

-

204,080

206,138

2,450

20,095

116,244

138,789

20,317
19,930
27,259

6,706

503,253
85,257
15,648
64,563

523,570
105,187
15,648
98,528

20,115
28,362
27,936

94,758

416,914
75,920
18,112
52,530

437,029
104,282
18,112
175,224

302
-

103,334
34,596
16,074

-

103,636
34,596
16,074

2,346
-

125,937
67,206
20,279

1,484
-

129,767
67,206
20,279

67,808

160,710

668,721

897,239

78,759

308,180

564,960

951,899

Liabilities:
Credit from banks
Trade payables
Jointly controlled entity - current account
Other accounts payable
Loans from banks and others (including current
maturities)
Debentures (including current maturities)
Customers' deposits for converters, net
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The Company:
In or linked
to foreign
currency

December 31, 2005
Linked to
the Israeli
CPI
Unlinked

In or linked
to foreign
Total
currency
Reported NIS in thousands

December 31, 2004
Linked to
the Israeli
CPI
Unlinked

Total

Assets:
Cash and cash equivalents
Short-term deposit
Trade receivables
Other accounts receivable
Loan, long-term debts and capital note to
investees
Other receivables

92
648

358,228

6,272
27,196
33,835
5,446

6,364
27,196
33,835
364,322

70
320

20,095
352,600

1,437
37,398
5,518

21,602
37,398
358,438

-

-

77,814
317

77,814
317

-

-

25,900
601

25,900
601

740

358,228

150,880

509,848

390

372,695

70,854

443,939

13,877
26,053

3,846

482,080
62,326
16,979
55,742

482,080
76,203
16,979
85,641

1,245
22,490
26,771

92,043

395,437
52,427
18,619
38,965

396,682
74,917
18,619
157,779

302
-

103,334
34,919
11,838
-

-

103,636
34,919
11,838
-

2,346
-

125,937
68,010
14,901
-

1,484
*) 3,351

129,767
68,010
14,901
*) 3,351

40,232

153,937

617,127

811,296

52,852

300,891

510,283

864,026

Liabilities:
Credit from banks
Trade payables
Subsidiaries - current account
Other accounts payable
Loans from banks and others (including current
maturities)
Debentures (including current maturities)
Customers' deposits for converters, net
Capital notes to subsidiaries

*)

Reclassified.
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a.

Other operating expenses:
Consolidated
The Company
Year ended December 31,
Year ended December 31,
2005
2004
2003
2005
2004
2003
NIS in thousands
Reported
Adjusted
Reported
Adjusted
Payroll and related
expenses
Royalties and other
payments to the
Government of Israel
Royalties in respect of
films and programs paid to Hot Vision
Programs and other
broadcasts
Subscribers maintenance
Vehicle maintenance
Other

b.

42,717

34,550

32,131

25,308

18,894

18,840

21,971

22,879

24,242

13,978

14,659

15,925

48,009

51,647

53,994

38,069

37,759

38,129

151,930
36,884
7,095
31,159

157,104
27,589
*) 5,320
*) 28,497

*) 141,500
22,845
*) 4,592
*) 26,861

110,956
24,083
5,165
22,906

107,987
19,369
*) 3,706
*) 21,258

98,957
14,380
*) 3,141
*) 17,833

339,765

327,586

306,165

240,465

223,632

207,205

22,640
22,502
8,176

19,121
32,791
11,764

15,539
14,698
13,717

10,171
14,873
6,355

9,631
19,444
5,913

10,446
8,457
7,975

53,318

63,676

43,954

31,399

34,988

26,878

14,826

19,309

16,596

10,249

13,792

12,718

11,388

9,635

7,894

6,254

5,318

4,692

7,067

*) 8,562

*) 6,992

4,863

*) 7,774

*) 6,627

-

-

894

-

-

-

3,844
5,008

1,928
*) 5,589

5,300
*) 4,446

3,030
3,211

1,256
*) 1,910

*)

42,133

*) 45,023

*) 42,122

27,607

*) 30,050

*) 27,853

95,451

*)108,699

*) 86,076

59,006

*) 65,038

*) 54,731

Selling, marketing, general and
administrative expenses:
Selling and marketing:
Payroll and related
expenses
Advertising
Sales promotion

General and
administrative:
Payroll and related
expenses
Office rent and
maintenance
Professional and legal
consulting
Write down of excess of
investment cost in
Matav Haifa
Doubtful accounts and
bad debts
Other

*)

Reclassified.
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(Cont.)
c.

Financial expenses, net:
Consolidated
The Company
Year ended December 31,
Year ended December 31,
2005
2004
2003
2005
2004
2003
NIS in thousands
Reported
Adjusted
Reported
Adjusted
In respect of debentures
and long-term loans
In respect of short-term
credit **)
Bank and credit card
companies
commissions
Other, net

**)

d.

10,767

15,068

11,214

10,767

15,068

11,214

25,978

22,251

51,637

21,848

20,062

49,272

6,326
7,574

7,394
5,620

7,473
*) 13,634

4,899
(2,446)

5,609
5,222

5,296
13,605

50,645

50,333

83,958

35,068

45,961

79,387

-

96,662

164,647

-

97,876

-

-

In 2003, including
purchasing loss in
respect of monetary items.

Other income (expenses), net:
Gain (loss) from:
Gain from sale of shares
of affiliate (1)
Write-off of investment
in other company
Gain (loss) from sale
and write-off of fixed
assets (including
impairment loss)
Provision for claims and
settlement of claim (3)
Expenses relating to the
merger of the Cable
Companies
Gain from sale of option
in Hop Channel (2)
Adjustment of
amortization of
liabilities for deposits
for converters and
others
Refund of royalties from
previous years
Other

*)
(1)
(2)
(3)

164,647
-

(16,241)

(16,206)
(224)

51

*) (9,956)

(24,292)

-

(812)

4,574

-

-

-

735

(1,386)

153,526

(42,680)

Reclassified.
See Note 6b(2).
See also Note 5(1).
See Note 18a(3).
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(4,487)
-

(4,001)

(7,248)
(224)

(16,227)

168

(7,638)

(24,751)

-

(812)

-

-

-

-

4,151
632

736

(354)

*) 83,001

157,911

(41,976)

*)

-

(4,487)
-

(2,803)
*)

4,151
(497)

*) 86,602
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Number of shares and net income (loss) used in the computation of net earnings (loss) per Ordinary
share:
2005
Weighted
number of
shares
In thousands

Net
income
Reported
NIS in
thousands

30,222

69,574

Number of shares and net
income (loss), according to
the statements of
operations

*)

Year ended December 31,
2004
Weighted
number of
Net
shares
loss
Reported
NIS in
In thousands thousands

29,360

(82,984)

2003
Weighted
number of
shares
In thousands

*) 29,347

Net
loss
Adjusted
NIS in
thousands

(5,450)

Less Company shares held by subsidiary.

In the computation of net earnings (loss) per share, options whose conversion is not probable were
not taken into consideration since their effect is immaterial, this in accordance with the provisions
of Opinion 55 of the Institute of Certified Public Accountants in Israel.
NOTE 23:- BUSINESS SEGMENTS
a.

General:
The Group companies operate in two principal business segments: cable TV and internet.

b.

All income and expenses are attributed directly to business segments. There were no
significant intersegment transactions.

c.

The Company does not charge Matav Infrastructures for the usage of the cable infrastructures
and other facilities of the Company by the internet segment since a fee mechanism has not
been determined yet. Accordingly, the results of the internet segment do not include the
above expenses and the depreciation of the cable infrastructure equipment is fully recorded as
part of the cable TV segment results. The results of the internet segment include direct
expenses only.

d.

Segment's assets include all operating assets used in the segment and mainly consist of trade
receivables and fixed assets. Most of the assets can be attributed to a certain segment. The
amounts of certain assets that are used by both segments, are allocated between the segments
on a reasonable basis.

e.

The segment's liabilities include all operating liabilities deriving from its operating activities
and mainly consist of trade payables and other accounts payable. Segment's assets and
liabilities do not include income tax assets and liabilities.
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Year ended December 31, 2005
Cable
Total
Internet
TV
consolidated
Reported NIS in thousands
Sales to external customers

59,632

483,336

542,968

Segments results (operating income (loss))

31,428

(65,471)

(34,043)

Financial expenses, net
Other income, net
Taxes on income

(50,645)
153,526
(6,736)

Income after taxes on income
Equity in losses of affiliates

75,574
(6,000)

Net income

69,574

Other information:
Segment assets
Unallocated assets

151,222

824,709

Total consolidated assets

975,931
99,684
1,075,615

Segment liabilities
Unallocated liabilities

15,603

219,129

Total consolidated liabilities

234,732
673,526
908,258

Capital expenditure
Depreciation and amortization
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Year ended December 31, 2004
Cable
Total
Internet
TV
consolidated
Reported NIS in thousands
Sales to external customers

65,659

Segments results (operating income (loss))

28,457

518,905
*) (25,080)

Financial expenses, net
Other expenses, net
Taxes on income

584,564
*) 3,377
(50,333)
(42,680)
*) 7,649

Loss after taxes on income
Equity in earnings of affiliates

(97,285)
14,301

Net loss

(82,984)

Other information:
Segment assets
Unallocated assets

112,863

839,401

Total consolidated assets

952,264
126,618
1,078,882

Segment liabilities
Unallocated liabilities

17,445

210,916

Total consolidated liabilities

228,361
752,740
981,101

Capital expenditure

8,165

87,263

95,428

Depreciation and amortization

6,871

138,412

145,283

*)

Reclassified.
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Year ended December 31, 2003
Cable
Total
Internet
TV
consolidated
Adjusted NIS in thousands
Sales to external customers

34,403

Segments results (operating income (loss))

10,436

511,077
*) (17,718)

Financial expenses, net
Other income, net
Taxes on income

545,480
*) (7,282)
(83,958)
*) 83,001
*) 38,118

Loss after taxes on income
Equity in earnings of affiliates

(46,357)
40,907

Net loss

(5,450)

Other information:
Segment assets
Unallocated assets

78,090

*) 940,663

Total consolidated assets

1,142,552

Segment liabilities
Unallocated liabilities

15,963

184,141

Total consolidated liabilities

200,104
761,700
961,804

Capital expenditure
Depreciation and amortization
*)

*) 1,018,753
*) 123,799

Reclassified.
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a.

Balances:
Consolidated
December 31,
2005
2004
Reported NIS in thousands
Balances included in trade payables

1,644

2,721

Consolidated
Year ended December 31,
2005
2004
2003
NIS in thousands
Reported
Adjusted
b.

Salaries and profit sharing grant
1.

To directors not employed by the
Company:
Payments
Number of recipients

2.

142

142

2

5

3

1,181

2,481

1,116

2

2

1

144

119

141

18,996

10,095

13,936

47

87

2,728

To directors employed by the
Company:
Cost of salaries (1)
Number of recipients

c.

139

Expenses:
Rental fees and services
Purchases of infrastructure and services from
suppliers
Professional services
(1)

For the year ended December 31, 2004, including a provision in the amount of
NIS 1,300 thousand.
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NOTE 25:- FINANCIAL INSTRUMENTS AND RISK MANAGEMENT
a.

Foreign exchange risk management:
The Company enters into foreign exchange contracts designated to hedge against the risk of
the possible fluctuations of the exchange rate of the NIS in relation to the dollar due to future
negative dollar cash outflows.
As of December 31, 2005, the Company had call options to buy $ 22 million (December 31,
2004 - $ 24 million). The options are presented in the balance sheet at market value (see c
below).
Those hedges were not designated as hedge transactions for accounting purposes; hence all
changes in their fair value in the amount of NIS 191 thousand, NIS 1,000 thousand and
NIS 11,218 thousand were recorded in 2005, 2004 and 2003 in financing, respectively.

b.

Concentration of credit risks:
As of December 31, 2005 and 2004, the Group's cash and cash equivalents were deposited
mainly with Israeli banks. The Group estimates that the credit risk in respect of these
balances is remote.
The Group's revenues derive from a large number of cable TV and high-speed internet
subscribers in the license areas. Consequently, the exposure to credit risk relating to trade
receivables is limited. The Group performs ongoing credit evaluations of its customers for the
purpose of determining the appropriate allowance for doubtful accounts.

c.

Fair value of financial instruments:
The fair value of the financial instruments included in the working capital of the Group
usually approximates their carrying amount. As for long-term loans granted and the fair value
of long-term loans from banks, see Notes 11 and 15.
The fair value of debentures as of December 31, 2005 and 2004 amounted to NIS 34.8
million and NIS 67 million, respectively, which represents the price of the debentures on the
Tel Aviv Stock Exchange.
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a.

In January 2006, Matav Investments and Cable Tech Ltd. ("Cable Tech"), a company
controlled by a related party in the Company, signed an agreement by virtue of which Matav
Investments will purchase the activity of Cable Tech in the supply of cable TV services in a
number of settlements in Judea and Samaria.
Several other agreements were also signed between the Cable Companies whereby the
acquisition will be carried out in trust on behalf of the Company as the merged cable
company. In the event that the merger is not effected, the acquired activity shall be
transferred to a jointly held cooperation of the Cable Companies and/or their shareholders.
The closing of the transaction with Cable Tech is contingent on the occurrence of several
prerequisites (the significant of which include obtaining the approval of the Controller, which
has already been granted, obtaining licenses from the civil administration, receiving certain
agreements from the local councils of the relevant settlements and arranging the bank
financing for the transaction with the bank and the owner of the pledge on Cable Tech's
assets).
These prerequisites have not been met in full as of the date of the signing of the financial
statements. In the context of the transaction, Cable Tech's cable TV subscribers, estimated at
about 4,000, will be purchased at a price representing an enterprise price of $ 750 per
subscriber. The consideration will be paid in respect of Cable Tech subscribers who will enter
into actual engagements with the buyer during an intermediate period of 60 days which may
be extended up to six months at the most. The agreement also defines a mechanism according
to which, provided that certain conditions are fulfilled and subject to the completion of the
merger of the Cable Companies, the seller will be entitled to an additional consideration of up
to $ 150 per each subscriber purchased in the transaction.
On March 16, 2006, the Company's audit committee and Board and Matav Investments'
general meeting approved the agreement.

b.

On January 25, 2006, a third party filed with the Court a request to enforce an arbitration
award and a request to appoint an arbitrator for the Cable Companies, including the
Company. In the context of the claim, the third party argues that an amount of approximately
NIS 15 - NIS 20 million is owed to it by the Cable Companies. As of the date of the financial
statements, the Cable Companies are preparing to file their response.
The Company's management estimates, based on the opinion of its legal counsels, that the
outcome of this proceeding will not result in material amounts, if any, to the Company and,
accordingly, no provision has been recorded in the financial statements.
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NOTE 26:- SUBSEQUENT EVENTS (Cont.)
c.

d.

To the best of the Company’s management knowledge on March 1, 2006, the Knesset
approved the Law for Class Actions, 2006 (the "Law"). The Law shall come into force upon
it’s publication in the Government gazzette. The Law prescribes a general and uniform
arrangement for filling class actions according to Israeli law and voids the specific
arrangements in respect of class actions, which were anchored in several specific laws prior
to the approval of the Law. The Law significantly expands, inter alia, the grounds for filing
class actions, the list of plaintiffs, which are entitled to file a motion to approve a claim as a
class action. Furthermore, the Law removes various procedural barriers for filling a motion to
approve a claim as a class action. In the opinion of the Company's management the
publication of the Law, as detailed above, may increase the number of motions to approve
as class actions claims against the Group and may increase the Group's legal exposure.
See Note 1a(8) regarding the legal merger between the Cable Companies.

NOTE 27:- CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES
a.

The Company provides nominal historical data for income tax purposes only.

b.

The financial statements have been prepared in accordance with generally accepted
accounting principles based on the historical cost convention, without taking into
consideration the changes in the general purchasing power of the Israeli currency.

c.

Balance sheets - the Company:

December 31,
2005
2004
NIS in thousands

ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Short-term deposit
Trade receivables
Other accounts receivable
LONG-TERM INVESTMENTS AND
RECEIVABLES:
Investments in subsidiaries and long-term accounts
Investment in affiliates
Other receivables

FIXED ASSETS, NET
OTHER ASSETS AND DEFERRED CHARGES,
NET
*)

Reclassified.
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6,364
27,196
33,835
12,801

21,602
37,398
15,321

80,196

74,321

264,938
77,814
317

239,974
*) 95,584
601

343,069

*) 336,159

514,987

514,088

147

525

938,399

*) 925,093
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NOTE 27:- CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES (Cont.)
December 31,
2005
2004
NIS in thousands
LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Credit from banks and others
Current maturities of debentures
Trade payables
Subsidiaries - current account
Other accounts payable

LONG-TERM LIABILITIES:
Loans from banks and others
Debentures
Excess of losses over investment in subsidiaries
Customers' deposits for converters, net
Accrued severance pay liability, net

SHAREHOLDERS' EQUITY

*)

Reclassified.
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510,252
34,919
76,203
16,979
86,193

424,992
34,005
74,917
18,619
*) 178,881

724,546

731,414

75,464
11,838
1,518

101,457
34,005
*) 5,557
14,901
1,023

88,820

*) 156,943

125,033

36,736

938,399

925,093
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NOTE 27:- CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES (Cont.)
d.

Statements of operations - the Company:
2005

Year ended December 31,
2004
2003
NIS in thousands

Revenues

345,819

370,275

372,202

Operating expenses

334,143

312,627

304,573

Gross profit

11,676

57,648

67,629

Selling, marketing, general and
administrative expenses:
Selling and marketing expenses
General and administrative expenses

31,399
27,607

34,988
*) 30,050

27,236
*) 28,229

59,006

*) 65,038

*) 55,465

(47,330)
(35,029)
163,049

*) (7,390)
(40,787)
(42,201)

*) 12,164
(71,181)
*) 90,177

Income (loss) before taxes on income
Taxes on income

80,690
(5,706)

*) (90,378)
*) 4,806

*) 31,160
*) 38,626

Income (loss) after taxes on income
Equity in earnings of investees, net

86,396
1,899

(95,184)
32,844

(7,466)
62,734

Net income (loss)

88,295

(62,340)

55,268

Operating income (loss)
Financial expenses, net
Other income (expenses), net

*)

Reclassified.

- 81 -

MATAV - CABLE SYSTEMS MEDIA LTD.
NOTES TO FINANCIAL STATEMENTS
NOTE 27:- CONDENSED FINANCIAL DATA IN NOMINAL HISTORICAL VALUES FOR TAX
PURPOSES (Cont.)
e.

Statements of changes in shareholders' equity:

Additional
paid-in
capital

Share
capital

Balance at January 1, 2003

30,204

Accumulated
deficit
NIS in thousands

Cost of
Company
shares
held by
subsidiary

Total

318,350

(281,851)

(62,294)

4,409

(22,911)
-

55,268

62,294
-

39,383
55,268

Sale of Company shares held
by subsidiary
Net income

-

Balance at December 31, 2003

30,204

295,439

(226,583)

-

99,060

16
-

-

(62,340)

-

16
(62,340)

30,220

295,439

(288,923)

-

36,736

2
-

-

88,295

-

2
88,295

30,222

295,439

200,628

-

125,033

Exercise of stock options by
employees
Loss for the year
Balance at December 31, 2004
Exercise of stock options by
employees
Net income
Balance at December 31, 2005
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LIST OF PRINCIPAL INVESTEES
Ownership and
control as of
December 31,
2005

Name of company
Cable System Media Haifa-Hadera Ltd.

100%

subsidiary

Matav Investments Ltd.

100%

subsidiary

Matav Infrastructures 2001 - Limited Partnership

100%

subsidiary

Matav Properties Ltd.

100%

subsidiary

Hot Vision Ltd.

26.3%

jointly controlled entity

50%

affiliate

Hot Telecom - Limited Partnership

26.6%

affiliate

Barak I.T.C. (1995) - International
Telecommunication Services Corp. Ltd.

18.5%

affiliate

Nonstop Ventures Ltd.
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