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*

These areas are subject to agreements betwesi #81d the Palestinian Authority. The
Palestinian Authority has gradually taken respahsilfor administering certain self-rule areas,

including most of the Gaza Strip and the citieBethlehem, Jenin, Jericho, Kalkilia, Nablus,
Ramallah, Tulkarem and part of Hebron.
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Except as otherwise specified, all amounts inryp®rt are expressed in New Israeli Sheqels
(“NIS™) or in U.S. dollars (“$", “US$”, “dollars” @ “USD”"). Any amounts stated in dollars in
this report as of a stated date or for a stateidgeéhnat were converted from NIS into dollars
were converted at the representative foreign exgdaate for dollars on such date, or at the
average of the representative foreign exchangs fatelollars for each day during such period,
as published by the Bank of Israel. The represi@ptéoreign exchange rate for dollars for any
day is calculated by the Bank of Israel as theayeof the NIS/$ buying and selling rates
prevailing in the market on such date. The represize NIS/$ exchange rates as of the
following dates and for the following periods were:

Table No. 1
NIS/U.S. Dollar Exchange Rates
Year
2000 2001 2002 2003 2004
Year ENd.......oocovvvevieiiiiiiiicce s 4.041 4.416 4.737 4.379 4.308
Yearly AVErage.....cccccceeeeeeeeeeiesieeecemens 4.077 4.240 4,738 4.548 4,482

Source Bank of Israel.

On June 15, 2005, the Bank of Israel representédineggn exchange rate for U.S. dollars was
4.482 NIS per U.S. dollar. In October 2000, aditretions on foreign currency derivative
transactions with nonresidents were abolished.aRarther discussion of the convertibility of
the NIS, see “Balance of Payments and Foreign Fdé@eign Exchange Controls and
International Reserves.”

The fiscal year of the Government of Israel (th@V&rnment”) ends December 31. The twelve-
month period ended December 31, 2004 is referr@uttus Prospectus as “2004” and other
years are referred to in a similar manner.

Totals in certain tables in this report may diffiem the sum of the individual items in such
tables due to rounding. Unless otherwise spegifietbunts in NIS or USD are given in current
amounts.

Figures in this report are as of June 10, 2005.
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SUMMARY INFORMATION

The following summary is qualified in its entirdty, and should be read in conjunction with, the
more detailed information appearing elsewhere imdbcument.

Economic Developments in 20Q4Economic recovery strengthened considerably in
2004. The Gross Domestic Product (“GDP”) growtte raas 4.3% and the business sector GDP
growth rate reached 6.1%. The economic improvemestreflected in rapid growth of all
components of GDP except construction investmBuoth the number of Israeli employees and
the labor participation rate rose in 2004, anduhemployment rate decreased from an annual
average of 10.7% in 2003 to 10.4% in 2004 on amaaverage basis and to 9.8% in the last
quarter of the year. External sustainability imadizs expressed by a surplus of $504 million in
current account balance in 2004, high foreign re=e($27.2 billion as of December 31, 2004)
and negative net external debt (negative 10.1%0P @s of December 31, 2004) reflect a high
degree of external stability both by internatiosi@ndards and relative to the situation that
existed in Israel in the mid-1990s.

Economic Developments in the First Quarter of 2005Preliminary figures (seasonally
adjusted at annual rate) published by the Cenneg¢®u of Statistics indicate that the GDP
growth rate for the first quarter of 2005 was 2.886 the growth rate of the business sector
product reached 3.5% for the same period. Exmdrg®ods and services increased by 4.2%,
while public consumption dropped sharply by 7.2@éflecting cuts in government expenditures.
Private consumption rose by 0.8%. Both the nurobésraeli employees and the labor
participation rate rose in the first quarter of 20@nd the seasonally adjusted unemployment rate
decreased from 9.8% in the fourth quarter of 2@04.1% in the first quarter of 2005.

Fiscal and Monetary Policy: The improvement in the economic outlook was sujgplo
by the adoption of a firm fiscal policy (includifgyidget cuts and structural changes) and a less
contractionary monetary policy. The budget defigtlined to 3.9% of GDP in 2004 as
compared with a budget deficit of 5.6% in 2003, mhadue to a decline of 1.9% (in real terms)
in public consumption. Israel’s net public debiagsercentage of GDP declined to 88.4% in
2004 from 91.0% in 2003.

Balance of Payments and Foreign Tradelsrael’s current account of the balance of
payments showed a small surplus of $504 milliod004, as compared with $578 million in
2003 and a current account deficit of $1.5 billior2002. Total exports of goods and services
increased by 14.9% in 2004 in real terms, and doiestl 42.9% of GDP. Israel has concluded
free trade agreements with its major trading pastrend is one of the few nations that is a party
to free trade agreements with both the United Stael the European Union.

Inflation : In contrast to periods of high inflation in tharly 1980s, since 1985, inflation
has been reduced and stabilized. In 2004, theageeCPI inflation rate was negative 0.4%.

Privatization: In recent years, the Government has made signifiprogress in the
privatization of State-owned enterprises and thecgon of its subsidization of industry. From
1986 through May 2005, 89 companies ceased to ber@ment Companies (see “The
Economy—Role of the State in the Economy”) andGlogernment’s proceeds from
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privatization were approximately $10.9 billion. 2004, proceeds from privatization totaled
$189 million.

Capital Markets: Over the course of 2004, share prices on theAVsl Stock
Exchange (“TASE”) rose sharply. The General Indeghares and convertible securities (which
iIs comprised of all shares and convertible seawifiadable on the TASE) increased by 17.6%
in 2004, compared with an increase of 55.4 % inGbkaeral Index in 2003. During 2004, the
Tel Aviv 100 Index (which is comprised of the 1@0ddest companies by market capitalization)
and the Tel Aviv 25 Index (which is comprised of @b largest companies by market
capitalization) increased by 19.0% and 22.6% rdspdyg, compared with an increase of 60.7%
and 51.0%, respectively, in 2003. As of Decemlier2B04, the total market value of all listed
equity securities was $92.1 billion compared wifl® # billion in 2003 and $42.6 billion in
2002. The average daily trading for equity semsiincreased to $147 million during 2004,
compared with $81 million in 2003 and $51 millien2002.
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Table No. 2

Selected Economic Indicators
(in billions of NIS unless noted)

Year
2000 2001 2002 2003 204

Main Indicators
GDP (at constant 2000 prices)............... NIS 470.9 NIS 469.7 NIS 464.0 NIS 472.1 NIS 493.0
Percentage change, real GDP ............... 7.7% -0.3% -1.2% 1.7% 4.4%
GDP per capita (at constant

2000 prices) (in NIS)......cccceeeeeennne, 74,871 72,941 70,631 70,564 72,405
Percentage change, GDP per capita..... 4.9% -2.6% -3.2% -0.1% 2.6%
Inflation

(change in CPI - annual average) 1.1% 1.1% 5.7% 0.7% -0.4%
Industrial production ..............ccccceeeviieene. 10.1% -4.9% -1.9% -0.3% 6.9%
Business sector product (at constant 20

PIICES) .. uvvviieeeeiiiiiiieeessannnreeeessmmne, 337.2 332.3 321.4 329.5 350.2
GDP (at current prices)..........ccvveeeeernnnne 470.9 478.6 493.7 502.3 523.9
GNP (at current prices).........cocvveeeeeniune. 445.2 461.7 478.3 489.0 510.8
Permanent average population

(thousands) ........ccveeeeeeiiiiiieenennnns 6,289 6,439 6,570 6,690 6,809
Unemployment rate .......cccccceeeeeeiieiiinnene 8.8% 9.4% 10.3% 10.7% 10.4%
Foreign direct investment (net inflows, ir

billions of dollars) .........ccccceeeennnee. $5.0 $3.6 $1.8 $3.9 $1.7
Trade Data
Exports (f.0.b.) of goods and services (e

constant 2000 prices)................... 187.4 165.9 161.8 173.9 204.2
Imports (f.0.b.) of goods and services (a

constant 2000 PriCes).......cccceeeennne 212.8 202.3 198.9 195.5 218.7
Public Debt
Net Domestic Public Debt (at end-of-ye:

CUITENt PriCES) wevvvvvevieeeeeeeeeeeeeiaan, 346.1 368.1 411.0 440.4 452.6
Net External Public Debt (at end-of-yeat

CUITENt PrICES) .vvevveeeeeeeveireeeaeea, 16.0 16.3 16.2 15.7 18.5
Total Net Public Debt (at end-of-year

CUITENE PIICES) .o 362.1 384.5 427.2 456.1 471.1
Total Net Public Debt as percentage

(0] €] B = P 75.7% 81.8% 84.9% 91.0% 88.4%

External Debt
External Debt Liabilities

(in millions of dollars) ................. $64,336 $65,106 $67,653 $71,177 $73,633
External Debt Assets

(in millions of dollars) ................. $60,874 $65,321 $70,277 $77,262 $85,500
Net External Debt

(in millions of dollars) ................. $3,462 ($215) ($2,623) ($6,085) ($11,867)

Sources Central Bureau of Statistics, Bank of Israelnidiry of Finance.
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STATE OF ISRAEL
Introduction

The State of Israel (the “State” or “Israel”) idighly developed, industrialized democracy.
Since 1990, Israel has seen improvements in mosioaaic indicators. Gross Domestic Product
(“GDP”) increased on average by 5.2% annually fa880 through 2000. A number of

negative factors converged in the last quartet0002and during 2001 and 2002, including the
ongoing security unrest in Israel, which negatiegigcted tourism, the global technology
slump, which slowed investments in high-tech conggrand the global economic slowdown,
which affected Israeli exports. As a result, Gerdased by 0.9% in 2001 and 0.7% in 2002.
An economic recovery began in 2003 and acceleiat2d04. In 2004, GDP increased by 4.3%,
following an increase of 1.3% in 2003. This acraied growth rate was the result of several
factors, including increased macroeconomic stgbiihich resulted from restrained government
expenditures and the loan guarantees providedebyitited States government, a recovery of
the global economy, a relatively calm securityaiton, and a less restrictive monetary policy.
The willingness of the U.S. to provide the loanrgméees was itself subject to Israel’s adherence
to its economic goals, including restraint in goraent spending, adherence to the budget
deficit target, and the implementation of strucketaanges aimed at enhancing the economy’s
overall efficiency and competitiveness.

The Israeli economy is export-oriented. Exportsstibuted 42.9% of GDP in 2004. Exports
recovered in 2003 and continued to grow in 2004e\iong two years of recession which was
manifested, amongst others, in a decrease in expdlte increase in exports of both high-tech
and traditional industries during 2003 and 2004 led<y the depreciation of the Israeli
currency in real effective terms during 2002 an@2Q@he global economic recovery, the
expansion of global trade and the increase in ddrf@rhigh-tech products, the decrease in real
domestic wages in 2002 and 2003, and corporatgerfity measures. During this period,
exports of services increased as well, especiallsigm, which recovered from a slump that
began in late 2000.

In recent years, Israel has made substantial pgegmneopening its economy, and major trade
barriers and tariffs have been removed. Israethasluded free trade agreements with its major
trading partners, and is one of the few nationsitha party to free trade agreements with both
the United States and the European Union (“EUS)aél has also signed free trade agreements
with the European Free Trade Association (“EFTAS)etries, Canada, Turkey, Mexico,
Bulgaria and Romania.

Since 1990, Israel’s fiscal and monetary policiagehbeen formulated and coordinated with the
goals of reducing Israel’s high tax burden, narrgwihe Government’s fiscal deficit, attaining
levels of inflation similar to those in other indiualized countries and enhancing economic
growth. As part of its economic policies, the Gowveent has pursued a policy of privatizing
State-owned enterprises, including banks. In eshtio periods of high inflation in the early
1980s, inflation has been reduced and stabiliZzdee annual average inflation rate was 9.5%
between 1992 and 1999, representing a gradualateover that period. Since 1999 the annual
average inflation rate has been close to zero, tgrexception of 2002 when the annual average
inflation rate rose to 5.7% as a result of a oneetincrease in prices due to currency
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depreciation, which adjusted the currency ratectm@ktic and external events. The annual
average inflation rate was 0.7% in 2003 and droppetegative 0.4% in 2004.

The total budget deficit (excluding net lending dhe realized profits of the Bank of Israel)
averaged 3.7% of GDP per year between 1995 and 498dropped to 0.7% of GDP in 2000.
The total budget deficit increased to 4.5% of GBR001 and 3.8% of GDP in 2002, mainly as
a result of a decline in GDP and an increase iartsf expenditures. The growth in the
budgetary deficit in 2003 to 5.6% of GDP originatemin the continuing economic slowdown,
especially steep decreases in wages and privageiogoiion, and the considerable downward
deviation of the inflation rate from its targets A result, actual revenues from taxes and other
sources did not grow at the rate that was origyratiticipated when the budget was drafted.
Expenditures, on the other hand, grew in accordaittethe budgetary plan. The 2004 total
budget deficit was 3.9% of GDP. The 2004 declinthe total budget deficit reflects the 1.9%
fall in public consumption in 2004 as a result pésding cutbacks in both the civilian and
defense sectors and the growth in GDP.

The implementation of a decisive fiscal policy @03 and 2004 and the loan guarantees
provided by the United States Government duringehgears contributed significantly to
macroeconomic stability, raising fiscal credibilapd lowering economic uncertainty.

The current account deficit averaged $3.1 billien year between 1995 and 2000, $1.9 billion in
2001, and $1.5 billion in 2002. The current acadad surpluses of $578 million in 2003 and
$504 million in 2004. These surpluses reflectghldegree of external stability both by
international standards and relative to the situretinat existed in Israel in the mid-1990s.

The unemployment rate increased from 9.4% in 26Q0t7% in 2003. In 2004, the
unemployment rate declined to 10.4% on an annwaspand to 9.8% in the last quarter of the
year. Both the number of Israeli employees andaber participation rate rose in the first
guarter of 2005, and the seasonally adjusted urgmmant rate decreased from 9.8% in the
fourth quarter of 2004 to 9.1% in the first quaxé&2005.

Israel’s productive and highly educated populatemains a principal strength of the economy.
Based on 2003 statistics, approximately 39% olsheeli population over the age of 15 has had
13 or more years of schooling. In addition, fro89Q through 2004, approximately 1.1 million
immigrants arrived, increasing Israel’s populatiyn25%. The new immigrants are generally
highly educated and include a high percentageiehsfic, academic, technical and other
professional workers. Although this wave of imnaigpn initially placed strains on the economy
by raising the budget and trade deficits and cbuatimg to a relatively high level of
unemployment, these immigrants have been succhssfiggrated into the economy. Today,
the employment rate of immigrants who came to Israthe first half of the 1990s is similar to
that of native-born Israelis.

Over the past three decades, Israel has made psagreeducing the state of hostility that has
existed with Arab countries in the region sincedbtablishment of the State in 1948, although
the unrest in the areas administered by the PaiastAuthority, which began in September
2000 and intensified during 2001 and 2002, has ba®ajor setback in the peace process. In
2003 and 2004 there was an improvement in the sgsituation, as reflected by the relative
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decline in the number of terrorist attacks and ggcincidents. The first peace agreement
between Israel and its neighbors was the 1979 peamed with Egypt. In September 1993,
Israel and the Palestinian Liberation Organiza{i®.O") signed a Declaration of Principles, a
turning point in Israeli-Arab relations. Israejsed a peace treaty with Jordan in 1994. Further
agreements have also been signed between Isragiard.O.

On June 6, 2004, the Government of Israel apprtvedisengagement Plan, stating that it is
Israel’s intention to relocate all Israeli commigstin the Gaza Strip and four Israeli towns in
the northern West Bank, as well as all its militanrstallations in those areas, by the end of 2005.
Implementation of the Disengagement plan was amcharth the legislature (the “Knesset”)
approval in October 2004. The Knesset also apprtve Disengagement Implementation Law
in February 2005, allowing the Government to conspé the residents relocated from the Gaza
Strip and northern West Bank. See “—Internatid®elations.”

Geography

Israel lies on the western edge of Asia bordetrggMediterranean Sea. It is bounded on the
north by Lebanon and Syria, on the east by Jomathe west by the Mediterranean Sea and
Egypt, and on the south by Egypt and the Gulf tdtEilsrael has a total land area (excluding the
Gaza Strip and the West Bank) of approximately @1 &juare kilometers or 8,305 square miles,
approximately the size of the State of New Jerskyusalem is the capital of Israel.

Population

Israel’s population, including Israeli citizensifig in the West Bank and the Gaza Strip, but not
including foreign nationals residing in Israel Banployment purposes, was estimated to be 6.86
million as of December 31, 2004, up from 6.75 raillias of December 31, 2003. During the
period from 1990 through 2004, Israel’s populatpew by 50.5%, largely as a result of
immigration. At the end of 2003, approximately 18%the population was 65 years of age or
older, 30% was between the ages of 35 and 64, 32%dbetween the ages of 15 and 34, and
28% was under the age of 15. Approximately 92%mefpopulation lives in urban areas.

Twenty percent of the population lives in Isra¢hisee largest cities: Jerusalem (population
704,900), Tel-Aviv (population 371,000) and Haifepulation 269,300).

The Israeli population is composed of a varietgtbinic and religious groups. As of the end of
2003, 76.5% of the total Israeli population wasidawl5.9% was Moslem, 2.1% was Christian,
1.6% was Druze and 3.8% were not classified bgill Israel’'s Declaration of Independence
and various decisions by Israel’'s Supreme Countaquae freedom of worship for all Israeli
citizens. Hebrew and Arabic are the official laages of Israel; English is commonly used.

Immigration

Israel has experienced a continuous flow of immmtga@ver time, in part due to Israel’s Law of
Return, which provides that any Jewish immigrargnstled to become a citizen of Israel. Since
1990, the flow of immigrants has increased dramadyic During 1990 and 1991, a total of
375,600 immigrants arrived in Israel, while therage annual number of immigrants to Israel
from 1992 through 2000 was 71,200. The annual murabimmigrants to Israel decreased to
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43,600 in 2001, 33,600 in 2002, 23,200 in 20032MA00 in 2004. The substantial influx of
immigrants between 1990 and 2004, totaling 1,13¥,,B&reased Israel’s population by 25%
over this period. Over the same period, total petmn growth was 50.5%. Approximately
83% of all immigrants to Israel since 1990 have edrom the former Soviet Union. Many of
these immigrants are highly educated. Of the imnamty who arrived since 1990 who were
above 15 years of age, 58% had over 13 years obfing. Of the immigrants who arrived
between 1990 and 2002 who worked in their pladesifresidence, approximately 63% held
scientific, academic, technical or other skilledgo This influx of highly skilled workers has
contributed to the growth of the Israeli econommcei 1990.

Form of Government and Political Parties

The State of Israel was established in 1948. lissaeparliamentary democracy, with
governmental powers divided among separate letyis|agxecutive and judicial branches. Israel
has no formal written constitution. Rather, a nemdif basic laws govern the fundamental
functions of the State, including the electoraksys the government, the legislature and the
judiciary, and guarantee the protection of propédifiy, body and dignity, as well as the right to
privacy and freedom of occupation. These lawsyaren special status by Israeli courts relative
to other laws and, in some cases, cannot be amenxdegt by an absolute majority vote of the
Knesset. All citizens of Israel, regardless oetaeligion, gender or ethnic background, are
guaranteed full democratic rights. Freedom of Wiprsspeech, assembly, press and political
affiliation are embodied in the country’s laws, igidl decisions and Declaration of
Independence.

The President is the head of state and is elegtéldebknesset for a single seven-year term. The
President has no veto powers and the duties afffloe are mainly ceremonial. The President
selects one of the Knesset members to form thergment, after consulting with different
parties’ representatives. This Knesset memberrbesd’rime Minister. The current President,
Moshe Katsav, was elected in July 2000. The Phfimaster is the head of Israel’s Government
and appoints a cabinet to assist in governing thetcy.

The legislative power of the State resides in thed§et, a unicameral parliament that consists of
120 members elected by universal suffrage undgstars of proportional representation. The
entire country constitutes a single electoral damesticy. Each party receiving more than 2.0%

of the total votes cast is assigned membershipearkKnesset in proportion to its percentage of
the total national vote. Knesset elections ard beery four years, unless the Knesset votes for
elections to take place earlier or the Knesset tailpass the annual budget by the end of March.

If a 61-vote majority of the Knesset subsequendyges a vote of no confidence in the
government and proposes an alternate candidatgpttegnment will dissolve and the President
will select the alternate candidate to form a newegnment. If the alternate candidate fails to
form a new government, new elections will be héelthe Prime Minister, with the approval of
the President, also has the authority to dissdlgekinesset. However, a majority of Knesset
members may require the President to appoint an&ihesset member to form a new
government. If this Knesset member fails to formeas government, new elections will be held.



Currently, Israel has three major political partiekud, Avoda (Labor)-Meimad-Am Ehad and
Shinui. Since the establishment of the Stateraklsn 1948, the Government has been a
coalition government led by Avoda or Likud and soiped by a majority of the members of the
Knesset.

The following table presents the distribution ofremt Knesset seats by party as of June 2005:

Table No. 3
Distribution of Knesset Seats by Party

Number

of Seats
1 T PSSR 40
Avoda (Labor)-Meimad-Am Ehad ................ e eeeeeeeeeeee e 21
Shinui-the Secular MOVEMENL ............eiiiiimmeeme e . 14
Sephardi Torah Guardians (Shas)..........ccceeeeeeriiiiiiiiieeee s 11
TNUA LEUMI .ttt e e e s 7
Yahad and the Democratic ChOICE ..........c.ueeeeeeeiiie i 6
National Religious Party (Mafdal) ...........ceeeeeeeeeeieiiiiiiiicceeeeeeeee 4
Agudat Yisrael (Agudah) .........coooiiiiiiimm e 3
National Democratic Assembly (B.L.D.) .....ooiioooociiiiii s 3
Hadash-Ta’al ........cooiiiiiicicice e e e e eenanees 3
Renewed National Religious ZiONiSM ...........ceeueeiiiiiiiiiiiiiiiieeieeeeeaeee e 2
Degel HAtOrah........ocoiiiiiiie e 2
United Arab List (R.AM) oo e e e 2
N OY et 1
Zionism Liberalism EQUAlILY ...........uuuuruemmmmmmeeereniieeeeeereerrereeeeeeeeseesssnsnennnns 1
TOMAD ceeeieeeeeee e ———————————— _120

Following the January 2003 elections, Presidentiddsatsav selected Ariel Sharon to form a
government. Prime Minister Sharon formed a newittma government, consisting of the Likud
party (into which the Yisrael B’Aliyah party was nged), the Shinui party, the National
Religious Party (Mafdal), and Ihud Leumi-Israel t8eu party. Former Prime Minister
Benjamin Netanyahu was appointed Minister of FimanSince February 2003, the following
changes in the coalition government of Prime MernS&haron have taken place. In June 2004,
the Ihud Leumi party withdrew from the coalitionvgonment and in November 2004, The
National Religious party (Mafdal) withdrew as welh December 2004, the Shinui party left the
coalition government and was replaced in Janua®p 2y the Avoda (Labor)-Meimad, Agudat
Yisrael and Degel Hatorah parties. In August 200&ister Ehud Olmert was appointed as
acting Minister of Finance, replacing Minister Negahu.

Israel’s parliamentary system allows members okthesset to make changes to their party
affiliation following their election to the KnesseSince the elections in January 2003, the
following changes in party affiliation have takelage. In May 2003, Yisrael Be’aliyah merged
into the Likud party. In June 2004, Meretz-Demticr&€hoice-Shahar changed its name to
Yahad and the Democratic Choice. In January 20@8ed Torah Judaism split into two
parties: Agudat Yisrael and Degel Hatorah. In &ha2005, the Hitchabrut party split out of the
National Religious Party and in May 2005 the Hitoha party changed its name to Renewed
National Religious Zionism. In May 2005, Zionisnberalism Equality split out of Shinui-the
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Secular Movement. In May 2005, the Noy party split of Am Ehad, which in turn united with
Avoda (Labor)-Meimad to create a new party nhameddav(Labor)-Meimad-Am Ehad.

The judicial power in Israel is exercised by th@®@me Court, District Courts and Magistrate
Courts, as well as municipal courts, labor cowthninistrative tribunals and religious courts.
The five District Courts (located in Jerusalem,-Aglv, Haifa, Beer-Sheva and Nazareth) hear
all cases not within the exclusive jurisdictiontleé Magistrate Courts or the specialized courts
and also hear appeals from the Magistrate CoUiftge Supreme Court has ultimate appellate
jurisdiction over all decisions rendered by Didt@ourts. The Supreme Court also exercises
original jurisdiction sitting as the High Court &distice in matters in which it considers it
necessary to grant relief in the interests of pestind that are not within the jurisdiction of any
other court or tribunal. In its capacity as thghtCourt of Justice, the Supreme Court hears
petitions in matters of constitutional and admiaigve law, reviewing acts of the executive
branch and the Knesset. In addition, the High Coludustice may order religious courts and
labor courts to adjudicate any particular mattetpcset aside any proceeding held or decision
given. Judges are appointed by the President elgation by the Judges’ Election Committee,
the majority of whose members represent the legdépsion. Some marital and family matters,
and certain other matters related to personalstate handled by religious courts. Each
religion has its own religious courts.

National Institutions

Israel has four so-called National Institutions dewish Agency for Israel, the World Zionist
Organization, Keren Hayesod and the Jewish NatiBnatl. The National Institutions, which
predate the formation of the State, perform a wané&non-governmental charitable functions.
Each of the National Institutions is independenthef Government and finances its activities
through private and public sources, including dmmet from abroad. In 2004, the National
Institutions were responsible for net unilaterahsfers into Israel of $330 million.

International Relations

Over the past three decades, Israel has made psagreeducing the state of hostility that has
existed between Israel and the Arab countriesarréigion since the establishment of the State of
Israel in 1948. As a result of the historic visitisrael by the President of Egypt in 1977 and
intensive negotiations held by the two countriggyi and Israel signed a peace treaty on

March 26, 1979, which was the first between Iseaxel one of its neighboring countries. In

1991, the Madrid Conference marked the start abader peace process in the Middle East. On
October 26, 1994, Israel and Jordan signed a [iezaly.

In September 1993, the mutual recognition and if@rsy of a Declaration of Principles
between Israel and the Palestinian Liberation Grgdion was a turning point in Israeli-Arab
relations. A number of interim agreements werechated and the Palestinian Authority (the
“PA”) was established. As part of the 1994 GazgSind Jericho Agreement signed in Cairo,
and the 1995 Interim Agreement on the West Banktadsaza Strip signed in Washington,
D.C., Israel withdrew from Jericho and much of @eza Strip, as well as from six additional
West Bank towns. The PA has gradually taken resipdity for administering those areas of the
West Bank and Gaza Strip designated as self-rekesarin October 1998, Israel and the PA
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signed the Wye River Memorandum restating theirrmgment to the implementation of the
outstanding interim obligations and the resolubbpermanent issues through negotiations.
Several rounds of negotiations were held betweselleind the PLO in 2000, aimed at
achieving a permanent agreement and an end tettikkct. Unfortunately, these negotiations

did not result in an agreement. Since Septemb@®,2@lations between Israel and the PA have
deteriorated due to violence and terror attackslgoted by Palestinian terror organizations
against Israeli targets and citizens in violatibmlbbilateral agreements signed since 1993. This
has also resulted in significant damage to econoatétions, primarily in the area of bilateral
trade.

A performance-based, multi-phase plan to end ttaelisPalestinian conflict, known as the Road
Map, was released by the United States, the UN&obns, the European Union and Russia in
April 2003. The first phase of the Road Map regsiithe immediate cessation of violence by the
Palestinians, the implementation by Palestiniarsoaiprehensive political reforms, the
withdrawal by Israel from Palestinian areas coterbby the Israeli Defense Forces since
September 28, 2000, and the dismantling of setti¢imatposts erected since March 2001. The
second phase of the Road Map, which would begim gatisfactory performance of the
obligations outlined in the first phase by both Badestinians and Israel, contemplates the
creation of a temporary Palestinian state with {@ownal borders and an elected government.
The third and final phase of the Road Map wouldude the negotiation of a final agreement
relating to the creation of a permanent Palestistate. While the Road Map has been accepted
by both Israel and the Palestinian Authority, inmpéstation of the Road Map faces a number of
obstacles, including opposition by certain groups.

On June 6, 2004, the Government of Israel apprtvedisengagement Plan, stating that it is
Israel’s intention to relocate all Israeli commigstin the Gaza Strip and four Israeli towns in
the northern West Bank, as well as all its militarstallations in those areas, by the end of 2005.
Implementation of the Disengagement Plan was aecdhaith Knesset approval in October
2004. The Knesset also approved the Disengagdmetgmentation Law in February 2005,
allowing the Government to compensate the resideldsated from the Gaza Strip and northern
West Bank.

The possibility of coordinating elements of the é&digagement Plan with the Palestinian side
developed after the death of Yasir Arafat, the tRalestinian Authority Chairman, and the
election of Mahmoud Abbas as the new Palestiniathéity Chairman. If the new situation
within the Palestinian Authority leads to effectialestinian steps to end terrorism and
dismantle the terrorist infrastructure, politicéldgue will resume. Successful coordinated
implementation of the Disengagement Plan can gaeevay to renewed negotiations between
both sides according to the Road Map.

As part of the renewed dialogue after the eleabbllahmound Abbas, the Sharm e-Sheikh
summit was initiated on February 8, 2005. At thmgnit, Prime Minister Sharon and
Palestinian Authority Chairman Abbas reached asearf understandings. The Palestinians
agreed to stop all acts of violence against adldss everywhere while Israel agreed to cease all
its military activity against all Palestinians eywhere. Prime Minister Sharon and Chairman
Abbas agreed on a process of transferring sea@sgyonsibility for Palestinian cities.

Following the summit, Israel initiated a seriesadtlitional confidence building measures,
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including the release of Palestinian prisonersrawing the humanitarian conditions of the
Palestinian population, and renewing the consiaatif a sea port in Gaza.

Israel and Jordan signed a peace treaty in Octi@#¢. In signing the peace treaty with Israel,
Jordan became the second Arab country to do dowiolg Egypt. After resolving issues

relating to borders and water, Israel and Jordaered into negotiations to promote economic
cooperation and plan regional economic developnm&idtives. In addition, Israel has begun to
establish economic and political relations withestbountries in the region, in both North Africa
and the Gulf states. In October 1999, Israel aadiania established full diplomatic relations.
Mauritania is the third Arab country after Egyptajordan with whom Israel has exchanged
ambassadors. Israeli authorities continue théirtsfto promote peaceful relations and increase
economic opportunities, with a particular focustio@ goal of enhancing regional development.

Although Israel has entered into various agreemeittsArab countries and the PLO, and
various declarations have been signed in conneutittnthe efforts to resolve some of the
economic and political problems in the Middle East prediction can be made as to whether,
and under what terms, a full resolution of thes#bfams will be achieved. To date, Israel has
not entered into a peace treaty with either Leband®yria. On May 23, 2000, Israeli military
forces unilaterally withdrew from South Lebanonastordance with a Government decision to
implement United Nations Resolutions 425 and 426.

Since 1948, the members of the Arab League havetanaed a trade boycott of Israel. The
primary tier of the boycott prohibits the importatiof Israeli-origin goods and services by
member states. The secondary tier of the boycoltilpits individuals in Arab League states
from engaging in business with foreign firms thamtibute to Israel’s military or economic
development, and the tertiary tier of the boycothbits business dealings with firms that do
business with blacklisted entities. In Septem!894] the Gulf Cooperation Council (which
includes Qatar, Oman, Bahrain, the United Arab Btas, Saudi Arabia and Kuwait) suspended
their secondary and tertiary trade boycotts ofesrsignifying a major shift in Israel’s relations
with several Arab nations in the region. ThesefGlgltes, as well as four other Arab League
members (Algeria, Djibuti, Mauritania and Somaha)longer enforce the secondary and tertiary
boycotts of Israel.

Prior to the recent security unrest, Israel anéith neighbors had taken several initiatives to
encourage the development of economic relationsgrtite countries of the region. The
formation of additional regional economic organiaas was proposed to enhance cooperation
between Israel and other countries of the reglmong these, the most important are the
Middle East Development Bank (“MEDB”), the Middle&ern-Mediterranean Tourist and
Travel Association (“MEMTTA”) and the Regional Basiss Council (“RBC”).

Israel maintains a close economic, diplomatic ardary relationship with the United States.
Israel receives economic and military assistanme fithe United States in amounts that have
averaged approximately $3 billion per year sinc&719In 1991, the United States provided
Israel with an additional one-time special gran$650 million due to expenses incurred by
Israel as a result of the Gulf War. In 1992, thetéd States approved up to $10 billion of loan
guarantees during U.S. fiscal years 1993 throu@8 18 help Israel absorb the recent influx of
immigrants. In April 2003, the United States apaab up to $9 billion in loan guarantees for the
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State of Israel to be issued during U.S. governrfiecal years 2003 through 2005, with an
option to extend the program in an additional ydar2005, the United States confirmed Israel’s
request to extend the program for two more yeAsssuch, the program will be available
through 2008. The amount of guarantees that bbealsued to Israel under the loan guarantee
program may be reduced by an amount equal to tloei@inextended or estimated to have been
extended by Israel for activities that the Predidéthe United States determines are
inconsistent with the objectives and understandiegshed between the United States and Israel
regarding the implementation of the loan guaraptegram. For United States fiscal year 2003,
the amount of this reduction was $289.5 milliorheTamount of the reduction for subsequent
fiscal years has not yet been determined. Thespdxof the guaranteed loans may be used to
refinance existing debt (see “Public Debt—ExteifPablic Debt”). In May 2003, as part of the
aid package, the U.S. formally granted Israel $iohiin military aid.

The Government of Israel and the United States hgveed to reduce foreign assistance to
Israel. This reduction involves a phase-out of.lEE&nomic Support Fund (“ESF”) assistance
to Israel through incremental annual reductionthénlevel of such annual assistance over a ten-
year period that began in fiscal year 1999. Okersame time period, the United States will
increase annually the level of its Foreign Militd&yancing (“FMF”) assistance to Israel in
amounts equal to half the amount of the annualateaiuin ESF assistance. Subject to
Congressional appropriations, from fiscal year 1886ugh 2008, each year the level of ESF
assistance will be reduced by $120 million andi¢ivel of FMF assistance will be increased by
$60 million. The level of ESF assistance for flgezar 2005 is $357 millions.

Israel currently maintains diplomatic relationstwihore than 160 countries. Israel has
established or re-established commercial, tradedgsidmatic relations with several republics of
the former Soviet Union, nations of Eastern Eur@me, other countries that had been aligned
politically with the former Soviet Union. Furtheame, the developments toward peace in the
region in the last decade have facilitated the ¢navf commercial, trade and diplomatic
relations with several Asian countries, includigdn, South Korea, China and India.

Membership in International Organizations and International Economic Agreements

Israel is a member of a number of internationabargations, including the United Nations, the
World Bank Group (including the International FisarCorporation), the International Monetary
Fund (the “IMF”), the European Bank for Reconstiactand Development, and the Inter-
American Development Bank.

Israel was a signatory to the General Agreementariifs and Trade (“GATT”) of 1947 from
1962 and is a founding member of the World TradgaDization (the “WTQ”), since its
inception in 1995. In addition, Israel activelyrfpapates in plurilateral initiatives conducted
under the framework of the WTO, such as the GovenirRrocurement Agreement (GPA) and
the Information Technology Agreement (ITA).

In March 1996, the Council of Ministers of the Ongaation for Economic Co-operation and

Development (“OECD”) approved Israel’s requestactigipate in the organization’s activities,
and Israel has accordingly joined certain OECD cdttess as an observer. Since February
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2000, Israel has been in dialogue with OECD ledderns order to promote Israel’s admission
to the organization as a full member.

Israel has concluded free trade agreements (“FTW®&F) its major trading partners and is the
only nation, except for Mexico, Chile and Jorddmattis a party to free trade agreements with
both the United States and the European Unioraellsrfree trade agreements allow Israel to
export industrial products duty-free to the Unifsdtes and to most Western industrialized
nations. In addition, Israel has free trade agergmwith the EFTA countries, Turkey, Canada,
Mexico, Bulgaria and Romania.

In 1975, Israel established a free trade agreemigmthe European Economic Community
(“EEC”) that provided for the gradual reduction aritimate elimination of tariffs on
manufactured goods and certain agricultural pradubtt July 1995, Israel signed an Association
Agreement with the EU, which came into force indd@000. The new agreement, which
replaced the 1975 agreement, addresses issuesn€ifal services, competition, government
procurement, and cooperation in research and dewot. It also expands the list of
agricultural products under the 1975 free tradeamient, and an extension of the agreement
improves Israel’s access to European governmeupement markets in the field of
telecommunications. A free trade agreement wighBRTA that applies to most manufactured
goods has been in effect since 1993. In 1985¢lisrad the United States entered into a free
trade agreement that resulted in the eliminatioalldfriffs on all industrial products effective
January 1, 1995. The free trade agreement witblttited States has also resulted in the
elimination of certain non-tariff barriers to tradetween the two countries.

In recent years, Israel, together with its two m#jading partners, the U.S. and the EU, has
developed new regional trade agreements that stteieconomic cooperation between Israel
and its neighbors in the Middle East. Israel siga€ualified Industrial Zones (“QIZ”)
agreement with Jordan in 1997 and a separate, &r6dd agreement with Egypt in December
2004. The above mentioned agreements provideutyrfctee market access for products of joint
ventures between Israeli companies and their couents in both Jordan and Egypt.

In October 1995, Israel became a member of the Ebtsth Framework Programs for Research
and Development, allowing Israeli firms and academmstitutions to participate in EU research
and development projects. In February 1999, Israelmission to the EU’s Fifth Research and
Development Program was approved, a recognitidheofpecial status of Israel as a key
technological player in the global arena. Underrtibric of the Fifth Research and
Development Program, more than 500 Israeli projeat®e been implemented, with a total value
of more than €150 million. In November 2002, I$naas admitted to the EU’s Sixth Research
and Development Program and gained access to fibn lof research and development tenders
from EU countries.

In order to promote its international economic caagion, and in particular to promote Israeli
investments in emerging markets, Israel has si@2duilateral investment treaties. The treaties
provide investors from countries that are partthetreaties with basic security and protection
rights when investing in another party’s countngluding repatriation of investments and
returns, a prohibition on expropriation or nationaion other than for public purposes, prompt,
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adequate and effective compensation, and no lgesallale treatment as compared to investors
from countries that are not party to the treaties.

In November 2004, Israel and China signed the SeEwatocol for Financial Cooperation. The
protocol of financial cooperation is a vehicle fsomoting trade activities between the two
countries, which enables Chinese companies tovedang-term loans in transactions with
Israeli exporters with regards to capital goods iafrdstructure projects.

Israel is also a party to over 38 conventions lierdvoidance of double taxation that cover most
aspects of income tax and capital gains tax. Din@entions provide investors from countries
that are parties to the conventions with greateaggy when investing in another party’s
country and contribute to economic cooperation betwthe countries that are parties to the
conventions.
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THE ECONOMY
Overview

Israel’s economy is industrialized and diversifigdDP per capita in 2004 was $17,270. From
1990 through 2004, real GDP growth averaged 4.1%¢@r (1.3% per capita). From 1990
through 2000, GDP increased on average by 5.3%adlgnbased largely on increased domestic
demand due to the large volume of new immigrantsamthe growth of high value-added
industries, such as electronics and high-tech naédmguipment. A number of negative factors
converged in the last quarter of 2000 and durin@l2&nd 2002, including security unrest with
the Palestinian Authority, which negatively affetteurism and contributed to the fiscal deficit,
the global technology slump, which slowed investta@m high-tech companies, and the global
economic slowdown, which affected Israeli expoAs. a result, GDP decreased by 0.9% in
2001 and by 0.7% in 2002. There was a recoveegamomic activity in 2003, as evidenced by
a 1.3% increase in GDP. The recovery gained mameirt 2004, as expressed by a 4.3%
increase in GDP. The recovery in 2003 and 2004relased to the improvement in the global
economy (as manifested by the expansion of glabdetand demand for high-tech products),
the adoption of a firm fiscal policy, a relativedglm security situation, and a less restrictive
monetary policy. In 2004, economic improvement vediected in rapid growth of all
components of GDP with the exception of construcivestment. Particularly noteworthy
were the sharp rises in the exports of goods arwices (14.9%) and in private consumption
(5.7%). In the first quarter of 2005, the GDP rbge2.9% (seasonally adjusted an annual rate),
exports of goods and services increased by 4.28s¢sally adjusted an annual rate), while
public consumption dropped sharply by 7.2% (sedboadjusted an annual rate), reflecting cuts
in Government expenditures. During that periodjgte consumption rose by 0.8% (seasonally
adjusted an annual rate).

The composition of Israel’s trade sector reflebsindustrialized nature of its economy.

Exports consist primarily of manufactured goodspamticular high-tech goods, while raw
materials and investment goods comprised 82% obrted goods in 2004. Exports have played
a significant role in Israel’s economic growth, esiplly since 1992. Exports of industrialized
goods (excluding diamonds) grew by an annual aeeofd.6.2% (in volume terms) during the
period from 1992 to 2004. In 2000, due to rapiolgh in the U.S. and EU economies, Israel’s
exports of industrialized goods (excluding diamgndsreased by 27.6%. Total exports of
goods and services in 2000 increased by 23.1%. eMenytotal exports of goods and services
decreased by 11.2% in 2001 and by 2.4% in 2002 rit&in factors behind the contraction in
exports of goods were the global slowdown, whicimp@ned global trade, and the decline in
demand for high-tech goods. Exports of servicagweverely affected by the large decline in
exports of tourism services caused by the secantypolitical situation, and the decline, to
nearly zero, of start-up exports (sales of sucaéssdrt-up companies to international buyers)
due to the global high-tech crisis. In 2003, expbegan to recover, growing by 6.2%. The
recovery in exports gained momentum in 2004, asegpose sharply, by 14.9%. The growth

in exports in 2003 and 2004 was a result of thealeconomic recovery, the expansion of
global trade and increased demand for high-tectlymts, the depreciation of the NIS in real
effective terms during the period from 2002 thro2@04, the decrease in real wages during
2002 and 2003 and improved efficiency of businegsrerises in Israel, as well as lower interest

D-17



rates. High-tech and traditional industries toakt jin the rise in exports of goods; the export of
services also rose, including tourism, which recesiafter a slump that began in late 2000.

Historically, the Government has had a substaimiadlvement in nearly all sectors of the Israeli
economy. In the past 15 years, however, a ceaitrabf the Government’s economic policy has
been to reduce its role in the economy and to pterpovate sector growth. In order to advance
these goals, the Government has pursued a poligywaEtizing State-owned enterprises,
including banks (see “—Role of the State in therterny”). The Government has also pursued
stability-oriented monetary and fiscal policieshe$e policies build upon the economic
stabilization program established by the Governmet®85.

The 1985 economic stabilization program was a ceimgsive plan designed mainly to reduce
the high inflation rates and chronic deficits ie thalance of trade experienced by Israel as a
result of high levels of defense expenditurespnggbovernment spending and rising oil prices.

Since 1985, Israel has made significant progressaipilizing inflation through effective
implementation of monetary policy by the Bank ok, fiscal restraint and trade liberalization
by the Government. In 1986, the Government su@edreducing inflation to 19.6%. During
the period of 1987 through 1991, inflation stalgiizo an annual average rate of 17.8%. During
the period of 1992 through 1999, the annual aveirgtgion rate decreased to an average of
9.5%. In 2000 and 2001, the average rate of infladropped to a mere 1.1% in each year, but
rose in 2002 to an average of 5.7%. This increasethe result of the currency depreciation
during the first half of 2002, which adjusted therency rate to domestic and external events.
In 2003, the average annual inflation rate was Gari¢hin 2004 the average annual inflation rate
was negative 0.4%. The Government'’s inflationeafgr 2005 and onward is 1% to 3%.
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Table No. 4

Main Economic Indicators
(in millions of NIS unless noted)

Year

2000 2001 2002 2003 2004
Growth (Percent Change)
Real gross domestic product ..............ccc....... 7.7% -0.3% -1.2% 1.7% 4.4%
GDP per capita.......cccceveeeiiiiiiiiiieeiiiineeens 4.9% -2.6% -3.2% -0.1% 2.6%
Inflation

(change in CPI - annual average) .............. 1.1% 1.1% 5.7% 0.7% -0.4%

Industrial production.........cccccevveeeeeiieennaes 10.1% -4.9% -1.9% -0.3% 6.9%
Constant 2000 Prices (thousands of NIS)
GDP .. 470,878 469,669 464,043 472,057 493,011
Business sector product................ceeeeeneee 337,217 332,282 321,416 329,471 350,224
Current Prices (thousands of NIS)
GDP .. 470,875 478,607 493,746 502,343 523,851
Business sector product...........cccceeeeiiunennn. 337,213 335,877 337,613 349,844 368,140
GNP .. e 445,213 461,696 478,343 489,045 510,818
Net national income (at market prices) ......... 374,940 385,543 392,532 399,129 424,754
Permanent Average Populationthousands)

6,289 6,439 6,570 6,690 6,809

Source Central Bureau of Statistics.
Gross Domestic Product

GDRP is defined as gross national product (“GNPusiincome of Israeli residents from
investments abroad, earnings of Israeli resideot&iwg abroad, and other income from work
and leases abroad, less corresponding paymentsaheated (after deduction of payments to
foreign companies with respect to production féesilocated in Israel).

GDP growth averaged 5.2% annually between 199®806. Since October 2000, the GDP
growth rate has been declining due to the globahemic slowdown, which dampened demand
for high-tech products on which a significant petegie of the Israeli economy relies, the
decline of the NASDAQ index, which reduced investisan Israeli start-up companies and in
high-tech industry in general, and the adversectffef Palestinian terrorism on tourism,
construction, agriculture and exports to the Palest Authority areas. Growth was negative
0.9% and negative 0.7% in the years 2001 and 2@6@ectively. The recovery process began
in 2003 and gained momentum in 2004 with GDP graaté increasing to 1.3% and 4.3% in
2003 and 2004, respectively. Contributing factorthe rate of GDP growth include the
improvement in the global economy (as manifestethbyexpansion of global trade and demand
for high-tech products), the adoption of a firntéikpolicy, a relatively calm security situation,
and a less restrictive monetary policy. In 20@&r®mic improvement was reflected in rapid
growth of all components of GDP with the exceptdrconstruction investment.
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During the first half of 2004, GDP increased by98.@seasonally adjusted an annual rate) and in
the second half of the year, the growth rate of Gibéelerated to 3.8% (seasonally adjusted an
annual rate). In the first quarter of 2005, GDBerby 2.9% (seasonally adjusted an annual rate).

Table No. 5
Resources and Use of Resources
(in millions of NIS at constant 2000 prices)
Year
2000 2001 2002 2003 2004
Resources
GDP ..o, NIS 470,878 NIS 469,669 NIS 464,043 NIS 472,057 NIS 493,011
Imports of goods and services. 212,768 202,320 198,939 195,543 218,678
Total. ..o 683,646 671,989 662,982 667,600 711,689
Use of Resources
Private consumption................. 263,160 270,794 273,526 275,862 289,763
Public consumption.................. 131,474 136,271 143,104 139,835 136,489
Gross domestic investment...... 101,612 99,036 84,572 77,210 80,318
Exports of goods and services. 187,400 165,888 161,827 173,890 204,223
Total. ..o 683,646 671,989 663,029 666,797 710,793
Q) The estimates at 2000 prices were obtainechbining estimates computed each year to previoassye
prices. Due to the chaining, the sums of the carapts of resources and of the use of resourcesomay

different.

Source Central Bureau of Statistics.

Savings and Investments

In 2004, gross national savings increased to 1&fl&DP (in current prices), compared with
17.4% in both 2003 and 2002, while gross domestiestment (the sum of investments in fixed
assets and the change in inventories) totaled 18f63®P in 2004, compared with 16.9% in
2003 and 18.8% in 2002. In 2004, total gross damas/estment increased by 6.4% in real
terms following a decrease of 10.7% in 2003, a%3décrease in 2002 and a 5.1% decrease in
2001. Investment in fixed assets decreased by In72804, following a 4.9% decrease in 2003,
a 7.0% decrease in 2002 and a 3.3% decrease in db@&lcontraction in 2001 through 2003
affected most industries, and reflected the secantl economic uncertainty, the global
slowdown and the domestic monetary restraint.olmtrast, the decline in 2004 was largely
related to a 10.4% decrease in construction investmvhere large surpluses relative to demand
had accrued over recent years. Investments inima&gh equipment and transport vehicles
increased by 8.6% in 2004.

Investment in residential construction in 2004 dased by 5.9%, following decreases of 4.2%
in 2003, 0.1% in 2002 and 4.7% in 2001. The regideconstruction sector has contracted over
the past five years as a result of the decreadenmand following the slowdown in the wave of
immigration and in response to the recession.
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Business Sector Product

Business sector product in Israel equals GDP lessrgl government services, services of
private non-profit institutions and housing sergi¢eepresenting the imputed value of the use of
owner-occupied residential property).

Business sector product grew at an average anatigabf 6.6% in real terms from the beginning
of 1990 through the end of 2000. Business sectmiyzt decreased by 2.4% in 2001 and by
2.6% in 2002. In 2003, business sector producaiég grow, increasing by 1.7% in 2003 and
6.1% in 2004. In the first quarter of 2005, thewth rate of the business sector product reached
3.5% (seasonally adjusted an annual rate).

Table No. 6
Composition and Growth of Business Sector Product
Percentage
Annual Growth (real terms) of Total
2000 2001 2002 2003 2004 2004
Total business sectar................ 10.2% -2.4% -2.6% 1.7% 6.1% 100.0%
Trade and Services ........cccccoveveeenne 12.6 -0.8 -3.9 0.9 6.3 51.7
Manufacturing” ..........cccoeeennnn. 14.7 -10.0 -1.3 0.5 6.3 24.5
Transport and communications.... 3.9 0.2 0.1 7.3 8.8 11.2
Construction ..........coccccvvviiiiieinen. -2.9 4.1 -1.1 -2.9 -7.1 6.9
AGrCUUe.....vviiiiiiiiiieeeiieeieeeeee, 7.6 7.9 9.3 -12.4 11.6 2.8
Water and electricity................... 7.0 -0.2 2.2 4.1 0.9 3.3
Implied banking servicé.......... -1.9
Errors and omissiofs................ 15

(1) Including diamonds.
(2)  This item corrects the double counting of iempayments, included in both banking productthed

product of principal industries.
(3) Reflecting the difference between businessosgrbduct obtained from the uses side and that fro

measuring the principal industries.

Source Bank of Israel.

Trade and ServicesThe trade and services sector consists of matdilwholesale sales,
professional services, banking, hotels and othercgs. The trade and services sector increased
by 0.9% in real terms in 2003 and by 6.3% in 2004.

Manufacturing Manufacturing (including diamonds) increased®26 in real terms in 2003
and continued to increase by 6.3% in 2004.
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Table No. 7
Manufacturing by Category

Annual Real Percentage Change
2000 2001 2002 2003 2004

Total (excluding diamonds) 10.0% -5.0% -1.9% -0.3% 6.6%

Food, beverages and

tobaCCO.....co o 0.1 -1.1 -1.4 -2.3 1.3
Mining of minerals and

guarrying of stone

and sand ........ccocoevviiiiiie -2.3 2.0 7.9 -2.9 -3.2
Textiles and clothing ...........c..eee..... -2.6 -3.8 -4.9 -8.7 -2.8
Leather and leather products........... -10.2 -14.0 -0.9 3.6 -8.2
Wood and wood products............... 4.5 -14.3 -0.3 -0.9 7.5
Paper and paper products................ -0.1 -3.8 0.3 -3.4 0.1
Publishing and printing................... -0.4 -3.1 4.1 -2.8 5.0
Chemical products and

refined petroleum...........cceuveeeeeee. 3.4 6.2 155 5.6 12.6
Rubber and plastic products............ 3.3 2.5 9.0 6.1 5.8
Non-metallic mineral products ....... -8.3 -7.0 -5.6 -5.3 -8.4
Basic metal ..........ccoceeeeiiiiiiiineen, 1.9 -7.1 -9.0 -11.1 7.8
Metal products.........cccvveeeveveeeeeenennn. 8.9 -4.4 -1.4 -1.2 6.3
Machinery and equipment............... 12.8 -7.4 -7.1 -3.7 -7.0
Electric motors.........cooecvvvveveeeininnen. 2.0 -10.9 -2.7 11 -3.0
Electric and electronic

eqUIPMENt.....cccciiiriieereeeee e 43.1 -9.2 -8.1 4.1 7.2
Communication equipment............. 16.0 -16.8 -14.6 -84 21.7
Transport equipment....................... 4.9 1.4 1.4 3.1 16.6
Jewelry and goldsmiths .................. 2.8 -7.5 -4.6 -7.0 -3.1
Other.....ccooiiieee e -0.5 9.0 1.1 11.2 -0.6

Source Bank of Israel.

Table No. 8

Industrial Production Index®
(Base: 2004=100)

Year
2000 2001 2002 2003 2004
100.6 95.7 93.9 93.5 100.0

(1) Excludes diamonds.

Source Central Bureau of Statistics.

Transportation Buses are the major form of public transportatiBus routes exist in all cities
in Israel and connect Israel’s major cities, smdthevns and rural areas. Israel also has a
network of over 17,000 kilometers of roads, inchgdhighways that link Tel-Aviv with Haifa,
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Jerusalem and Dimona. Government-owned railwaysram Nahariya on the northern
coastline to Beer-Sheva in the south, linking soimisrael’s major cities and the southern part
of the country.

Since 1993, the Government has identified infrastme improvement as one of its top

priorities. From 1993 through 2004, the Governnspant NIS 35 billion on infrastructure
improvements. In recent years, the Governmenappsoved a number of major road
construction projects, including the “Cross-Isidahway” - Israeli North-South toll highway.
The 86-kilometer central section of this highwaysvepened to traffic in January 2004. Other
projects include the Carmel Tunnel (to be compl@e2D10), a fast toll lane at the east entrance
to Tel-Aviv (to be completed in 2009) and a subarbahway in the south-east of Tel-Aviv
(Highway 431), which, unlike existing highways, Moe mostly privately funded (to be
completed in 2008).

The Government considers the development of annaavhbrailway system a top priority. In
2003, the Government issued a tender to establightaail build-operate-transfer (“B.O.T.”)
project in metropolitan Tel-Aviv. The first Tel-Avline is expected to commence operations in
2012. In 2000, the Government issued a tendestabksh a light rail B.O.T. project in
Jerusalem. The first Jerusalem line is expectednomence operation in 2008. In 2004, the
Government decided to invest $4.5 billion over fyj@ars in a rail development program; two-
thirds of this amount is to come from the Governtirrdget and one-third from external
sources. As a part of this development plan @)dld line between Jerusalem and Tel-Aviv (via
Bet-Shemesh) was rehabilitated and was opened toubilic in April 2005, (ii) a direct and
upgraded line between Jerusalem and Tel-Aviv iedgled to commence operations in 2009,
(iii) the line between Tel-Aviv and the Ben-Guribrternational Airport was opened to the
public in March 2005, and its extension through Mods scheduled to commence operations in
2007, and (iv) several new and upgraded lines aachel-Aviv-Rishon Le-Zion, Haifa-Beit
She’an, Carmiel-Acre, Kfar Saba-Rananna-Tel-Aviw] &shkelon-Beer-Sheva are scheduled to
commence operations in 2009.

Israel has three major seaports: Haifa and Asholodhe Mediterranean coast, and Eilat, by the
Red Sea. In 2004, 21 million tons of freight werdoaded and 16 million tons were loaded at
Israeli ports. In July 2004, the Knesset decidea structural reform of the seaports in order to
enhance competition and improve efficiency of tbeg and thereby strengthen Israel’s foreign
trade. As mandated by the legislation, the IsPaets Authority ceased operations on February
16, 2005 and was replaced by four Government-owoetpanies. Ashdod Port Company Ltd.,
Haifa Port Company Ltd. and Eilat Port Company Liide three port-operating companies,
received a mandate to operate port facilities tlaat been leased to them (in Ashdod and Haifa,
for a term of 49 years, and in Eilat, for a onerygexiod), while the Israel Ports Development
and Assets Company Ltd. serves as landlord of dnerpal estate in Haifa, Ashdod and Eilat
and is responsible for developing and leasing tippgperties. Among the major projects are the
development of the “Hayovel” terminal in Ashdod waficommenced operations in May 2005,
and the “Hacarmel” terminal in Haifa, which is sdbhked to commence operations in 2009.
Approximately NIS 3.9 billion is being invested the Israel Ports Development and Assets
Company Ltd. in these two projects.
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Israel has three international airports. The Aitpduthority is responsible for maintaining,
developing and operating airports and the secauofitiie airports and facilities in accordance
with the directives of the Minister of Transporteti Israel’s main airport is Ben Gurion Airport
in Lod, which is located approximately 40 kilomat&om Jerusalem and 20 kilometers from
Tel-Aviv. Ben Gurion Airport served approximatély? million passengers in 2004, compared
with 6.8 million in each of 2003 and 2002, 8 miflim 2001, and 10 million in 2000, with flights
to most major cities in Europe, Asia and North Aiceer A new terminal opened at Ben Gurion
Airport in November 2004 in order to increase thpacity for annual passenger arrivals and
departures to approximately 16 million passengétse financing for this expansion is derived
exclusively from Airports Authority revenues andvate project financing.

Communications As of the end of 2004, more than 90% of Israeliseholds had at least one
direct telephone line. In September 2004, the diméxed telephony market was opened to
competition after the Economics Committee of thegset canceled regulation regarding the
obligation of telephone companies to provide s&wviaver large areas. In November 2004, cable
companies began providing commercial telephonyisesy International telecommunications
services have been opened to complete competitioe the end of 2004. As of May 2005,
Israel has six companies offering internationaplbny services. Israel has four cellular
telephone network operators. Israel had approxiy&5 million cellular phones in use in
2004, a penetration rate of more than 95%. Tahllar market revenues in 2004 were
approximately $3.1 billion. Frequency bands haserballocated for future use by three major
cellular telephone network operators. In March2@able stations were given licenses to
provide internet services using their cable infiagures.

The Israeli Public Broadcasting Authority had afictdl monopoly on television broadcasts
through 1993. As of 2001, there were three natipablic TV channels broadcasting in Israel
and one national commercial channel. In 2002 carsgcommercial channel started to operate
via cable and satellite and a fourth public Aragpeaking satellite-delivered channel was
launched. In addition, a Russian-speaking chaamelan Israeli music channel, both
commercial special-interest TV channels, begandwasting in 2003. A fifth public TV
channel, with broadcasting related to the Knessetted operating via cable and satellite in
2004.

The cable television market currently includes éfmegional cable television operators as well as
a single direct broadcast satellite (“DBS”) operdhat began operations in 2000. About 53% of
all households subscribe to cable television, &% &f households subscribe to the DBS
service. The three cable companies each held@nagnonopoly until a 2001 amendment to
the Telecommunications Act, which cancelled exel@siable concessions, opened the multi-
channel subscriber television market to competiteord separated content broadcasting from
infrastructure.

Construction In 2004, investment in residential constructil@ereased by 5.9% as compared
with 2003, following a 4.2% decrease in 2003, &®decrease in 2002, and a 4.7% decrease in
2001. The decline in residential building stams kontinued since 1997, although this number
appears to have leveled off in 2004. The real woes price index (“CPI”)-adjusted prices of
owner-occupied apartments decreased by 0.5% in, 2003wing consecutive decreases from
1998 through 2003. These decreases followed aghdrom 1993 through 1996, during which
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the demand for housing in the central regions mafellshad increased substantially, resulting in
significant increases in housing prices.

Agriculture In 2004, agricultural exports totaled $908.3lioml, representing 3.7% of total
merchandise exports (excluding diamonds). Agricaltproduction in 2004 included livestock
(comprising 39.2% of total agricultural revenueggetables (24.1%), non-citrus fruits (14.7%),
ornamental plants and seeds (7.9%), citrus frdi®%), field products (6.6%) and other
agricultural production. In 2004, 2.0% of all Isieemployees were working in agriculture.
Investments in agriculture contributed to 2.3% mfsg capital formation.

The Government has implemented structural refommder to increase competition and
productivity in the agricultural sector. In 1994e Government launched a reform to eliminate
production quotas for fowl, cattle and crops. 898, steps were taken to reform the dairy sector
aimed at enhancing competition and efficiency auiicing pollution levels emanating from
dairy farms. These reforms facilitated a sizeabié& from manufacturing, marketing and
financing of agricultural products through largeageratives, which were heavily subsidized by
the Government, to a system in which decisionsroigg such matters are made by individual
production units, which receive fewer subsidiesrfrine Government. Government grants for
implementing these reforms, through the end of 2@8tdlled NIS 650 million.

Water and Electricity The scarcity of fresh water is a serious probienthe entire Middle East
region. In 2000 through 2004, the Government $icamtly increased investment in the water
and electricity sectors. Israel is conducting géstons with Jordan and the PA with respect to
the allocation of water resources. The primarycesiof fresh water in Israel are the Sea of
Galilee, the Eastern mountain region aquifer (aipoof which is located under the West Bank)
and the coastline region aquifer along Israel'steresborder. Water from these sources is
distributed throughout Israel by pipeline, incluglidistributions to the arid areas in the south.

Approximately 70% of Israel’s fresh water is digtried through Mekorot Water Co. Ltd., a
State-owned company (see “—Role of the State ifctteomy”). The remaining 30% of

Israel’s fresh water is supplied by private watesaiations established by agricultural users and
certain municipalities. During 2004, Mekorot Wa@w. spent approximately NIS 550 million

on capital investments related to water distribuyten increase from the NIS 507 million spent
during 2003 and the 439 million spent during 2002.

Approximately 57% of Israel’s total water use addalof Israel’s fresh water use is attributable
to agriculture. As almost all of Israel’s existifigsh water resources are already being utilized,
Israel is investing resources to develop additioveter sources, mainly from treated wastewater
and desalinated seawater. Currently, desalinglemis are being built by both local and foreign
private sector companies through build-operate-¢BrO.0.”) and B.O.T. projects. When the
plants are operational, the Government expectsitthpse between 200 and 315 million cubic
meters of desalinated seawater per year from trgpht an estimated cost of between NIS 500
million and NIS 750 million per year. During 20G6e Government plans to purchase
approximately 35 million cubic meters of desalinbseawater from the first desalination plant in
Ashkelon, which is expected to commence operaiiAgigust 2005. In addition, further
development of agriculture involves intensifying tyield from land that is already irrigated and
the reuse of treated wastewater. As a resuledant years there has been a reduction in the size
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of certain agricultural crops, such as cotton, teqtire large amounts of water. To address the
relative shortage of water, Israeli companies dexeloped a number of sophisticated irrigation
systems, including micro-drip systems, that peefiitient irrigation.

Israel has also increased its investment in patific and improvement of wells and sewage
treatment plants. The 2005 Government budget dedyrovisions for both grants and loans to
stimulate capital investment in these programse Gbvernment has also taken steps to
facilitate the establishment of regional compatoegssume responsibility from Israel’s
municipalities for the treatment of water and sesvaghe purpose of these steps is to promote
professional and efficient management of watersavderage systems and to direct the revenues
from these services to investments in water ancksaye infrastructures. In July 2001, the
Knesset passed a law regulating the commercialop&hip between the regional companies,

the municipalities and consumers. As of May 20@ves regional companies already operate;
three more are to be established by the end ofehe

Almost all electric power in Israel is provided the Israel Electric Corporation (“IEC”), a State-
owned company that generates virtually all its gewer (see “—Role of the State in the
Economy”). In 1996, IEC’s exclusive concessiomirthe Government expired and the
Electricity Industry Act was enacted. The purpokthe Act is to regulate activity in the
electricity industry for the benefit of the publand to achieve reliability, availability, quality
and efficiency while guaranteeing cost minimizatwaithin a competitive market. The Act
provides for a ten-year transition period duringakHEC has a license to transmit, distribute,
supply and market electricity. Under the Act, thvener of a license for transmission or
distribution functions will be required to purchasdectricity from other generators of electricity,
and to enable other licensed generators to usgathe transmission and distribution channels to
supply electricity to their own customers. On Jagul, 1998, IEC received licenses, valid until
March 2006, to produce electricity at each of Bggéneration units. A public utility
commission has been established to superviseielattity services, which includes regulating
the prices of electricity. In recent years, thev€&ament has begun to open up the electricity
industry to competition by setting rules for thergrof private electricity producers into co-
generation of electricity and publishing a tenderdgeneration. This plan was reflected in a
change in the Electricity Industry Act in 2003, winiformulated rules for the licensing of
additional electrical distribution companies. Si2€®5, the Public Utility Commission has taken
charge of this process. The Government’s goal &chieve a decentralized industry, divided
into the following segments: generation, which @evernment expects to be competitive;
transmission, where the Government expects a natunaopoly to take hold; and distribution,
where the Government expects regional monopoli¢ésks hold. During 2005, an inter-
ministerial committee is expected to present itbnemendations for the implementation of the
structural reform in the industry.

Energy

Israel’s main sources of energy are oil and ctsrlel is almost totally dependent on imported
fuel for its energy requirements, since domestodpction of crude petroleum is negligible and
Israel has no domestic production of coal. Modsddel’s foreign oil is purchased in the open
market. Pursuant to the Oil Supply Arrangemerd,Whited States has agreed to supply Israel
with oil in the event of a failure of Israel’s @lipply. In 2000, a substantial amount of natural
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gas was discovered near Israel’'s Mediterraneareshine discovery of the natural gas could
reduce Israel’'s dependence on imported oil.

Israel has succeeded in significantly reducingl@gendence on oil for the production of
electricity by switching to coal-fired power stat®located along Israel’s coastline, and by
expanding a coal facility in Ashkelon. All of tikeal used in Israel is imported. Israel purchases
the majority of its coal from South Africa, the Wedl States, Colombia and Australia. Smaller
amounts of coal are purchased from other couninekjding China. The shift to coal has not
had a significant environmental impact in Israelcduse most of the coal used in Israel is low-
sulfur coal.

In 1997, the Government decided to establish aralagas infrastructure in Israel. In August
2003, the Government founded Israel Natural Gasd lrtd. (“INGL”), a Government-owned
company that was established to supervise, coatrwloperate the natural gas transportation
system. In March 2004, the first natural gas postation in Israel was inaugurated in Ashdod.
Currently, this power station has the ability togwce approximately 10% of Israel’s total
energy capacity.

In April 2004, INGL, IEC and the State signed aneggnent for the financing, construction and
operation of a natural gas transportation systelmder the agreement, IEC will build the 100
kilometer underwater gas pipeline route, and INGIL e@nstruct the continental route. The
underwater pipeline construction is expected tadrapleted in 2005. INGL has begun building
the continental segment between Ashdod and Ashkelbirs segment is scheduled to be
completed by the end of 2006. The resulting gassprortation system will be State-owned.

Table No. 9
Imports and Production of Crude Oil, Natural Gas, etc.
(in thousands of tons oil equivalent)
Year
1999 2000 2001 2002 2003
Imports
Crude Ol ....oeveiiiieieeee e 9,926 10,722 9,985 9,371 10,723
(O7o T | RSP 5,961 6,123 7,029 7,837 7,486
Production
Crude Oil....cvveeeeeiiiee e 4.2 4.2 4.0 4.7 3.1
Natural gas........eeevveereeerrreeerieeeeesseseeneeernnnnn 9.0 8.7 8.6 7.8 7.1

SourcesCentral Bureau of Statistics, Ministry of Infrastture.
Tourism

Tourism plays an important role in the Israeli emoy. Receipts from foreign tourism
(excluding expenditures of foreign workers in I$yagcreased in 2004 to $1.5 billion (1.3% of
GDP) relative to $1.1 billion (0.9% of GDP) in 2008t are still low compared with $3.1 billion
in 2000 (2.7% of GDP), a record year.
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The major tourist centers are Jerusalem, significgligious sites, the Eilat area, the Dead Sea
and its environs and the Mediterranean coast.

From 1992 through 1995, aided by the peace prottessumber of tourist arrivals to Israel
increased by an average annual rate of 25.0% oWl terrorist attacks in central Israel in
1996, the number of tourist arrivals decreased toyad of 12.9% between 1996 and 1998,
compared to 1995. After a three-year slump, thrabrar of tourist arrivals increased by 19.1%
in 1999 compared to 1998, and increased by aniaddit4.5% in 2000.

The unrest that began in September 2000 resulted immediate drop of 45.3% (October 2000
compared to September 2000) in the number of tsugistering Israel by air. The total number
of tourists entering by air decreased by 45.8%0@12 compared to 2000. In 2002, the number
of tourists further decreased by 26.6%. Follonangadditional reduction in tourism in the first
quarter of 2003 due to the war in Iraq, since #eoad half of 2003, tourism has been showing
signs of recovery due to an improved security sibmathe favorable effects of the end of major
hostilities in Iraq and the global economic recgvefhe number of tourists arriving by air in
2004 was 1.3 million, an increase of 37.7% over @it still 30% lower than the level
preceding the Palestinian terror attacks of 2000.

Table No. 10
Tourist Arrivals by Area of Origin and Receipts
(arrivals in thousands and receipts in millions ofdollars)
Year
2000 2001 2002 2003 2004

Total arrivals............. 2,416.8 1,195.7 8619 11,0634 1,505.6
ASIa..cciiii 249.5 115.3 86.7 86.9 117.8
AffiCa v 58.3 40.9 325 324 43.4
Europe......coccvvnneenne 1,389.6 669.0 459.9 572.7 828.7
Americas

United States......... 488.5 266.2 206.1 271.9 379.1

Other.......ccoccvvvennne. 195.6 84.3 54.8 75.7 107.4
Oceania...........ccee... 28.2 12.6 9.6 11.5 17.2
Other.....coovevirennn 7.1 7.4 12.3 121 12.1
Total receipts of
travel services.......... $4,073.6 $2,463.1 $2,039.5 $2,039.0 $2,382.9
Of which
Expenditures of

foreign workers in

ISta€l.eeeeeeeneei, $940.7 $1,084.7 $1,120.7 $968.4 $884.1

Source Central Bureau of Statistics.
Research and Development

The Government encourages investment in indusesadarch and development through support
and incentive programs created under the Law ®iEihcouragement of Industrial Research and
Development. The objectives of the Governmentjgpsut for industrial research and
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development are to foster the development of teldgyerelated industries, to create
employment opportunities for Israel's scientifidaechnological labor force, and to improve
Israel’s balance of payments by increasing expufrtsgh-technology products and reducing
reliance on imports of such products. In 2004%@ GDP was invested in civilian research
and development. Government support of civilisseegch and development (including general
university funds financed by the Government) tatalgS 4.2 billion in the 2004 budget, NIS 4.9
billion in the 2003 budget and NIS 4.5 billion met2002 budget.

Israel participates in 28 different internationatldi-national industrial research and
development joint ventures, of which four are wilte United States, three with the EU, two
each with Canada and India and one each with Aigstaermany, China, France, Belgium,
Italy, Turkey, Hong Kong, United Kingdom, JapanjWan, Singapore, Spain, Portugal,
Sweden, Finland and the Netherlands. The 2005atuaget for the activity of these joint
ventures was approximately NIS 250 million. Eighthese joint ventures are funded through
an interest-bearing fixed deposit account set ufhbyparticipants, with the annual interest
income and royalties financing the joint venturadtivities.

Wages and Prices

In the early and mid-1980s, Israel's economy exgpexed high rates of inflation, reaching a peak
of 445% in 1984. In response to this crisis, iB3.¢he Government implemented the Economic
Stabilization Program, which succeeded in redutiiegrate of inflation to 19.6% in 1986, and in
maintaining the rate of inflation at an annual agerof 17.8% during the period from 1987
through 1991. As a result, price controls thatenatroduced as part of the Economic
Stabilization Program were largely eliminated bylfhD38.

The inflation rate, measured by the CPI, averag&&3uring the period from 1992 to 1999,
with fluctuations between 9.0% and 12.3% on an ahaverage basis. Inflation since 1999 has
been close to zero. The inflation rate in 2002g@nual average of 5.7%) was an exception and
reflected a one-time increase in prices due toecusr depreciation after several years of high
interest rates that had delayed the exchange-daistenent. The average annual inflation rate in
2003 was 0.7%. The average annual inflation ra0D4 was negative 0.4%.

Both the Ministry of Finance and the Bank of IsraaVe stated that reaching and maintaining
price stability is one of their main prioritiesinSe the end of 1991, the Government has
announced annual inflation targets as part offftateto further reduce inflation (see “Public
Finance—The Budget Process and Deficit Reductiomf)e Bank of Israel has adopted a
restrictive monetary policy in recent years. Agsult, since 1999 inflation has been below
government targets most years.

Since November 1993, the Bank of Israel has adjustekey interest rate on lending to banks on
a monthly basis. However, beginning in June 2@8@3 Bank of Israel lowered the key interest
rate at an accelerated rate, reaching 5.2% byntt@e2003. In 2004 the nominal rate was
reduced from 4.8% in January to 4.1% in April aechained at that level from May thorough
November. In December 2004, the key interestwai®lowered to 3.9%. This trend continued
during the first few months of 2005. For Februdmpugh April, the key interest rate stood at
3.5%.
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Real interest rates, derived from the Bank of Isad@y interest rate, have fallen from more than
6% in mid-2003 to 1.9% in January 2005, and furthemiined to 1.3% in February 2005. The
public’s inflation expectations are calculatedlas difference between nominal yields (on
unindexed Government bonds) and real yields to ntgation indexed Government bonds).

During 2004, the public’s inflation expectations éme and two years ahead, as derived from the
capital market, were consistent with the inflatiarget range of 1-3%.

Table No. 11
Selected Price Indices
(Percentage change, annual average)
CPI Wholesale Price

(excluding housing, of Manufacturing
Period CPI fruits and vegetables) Output
2000 ... %.1 2.1% 3.6%
2001 .. 1.1 0.3 -0.1
2002 .. 5.7 4.1 3.9
2003 .. 0.7 2.4 4.3
2004 ... 40. 0.5 5.4

Source Central Bureau of Statistics.

The wage system in Israel is subject to comprekiensdexation under nationwide cost-of-

living agreements. These agreements are negobgtéstael’s nationwide labor union and
representatives of the major employers’ organinatio the private sector. After the agreements
are negotiated, the Minister of Labor validatesabeeements for all workers in the public and
private sectors. The current 2002 agreement pesvetnployees a cost-of-living increase at an
agreed-upon percentage tied to changes in the Blrthermore, wages in certain industries are
subject to labor agreements that guarantee additpmriodic wage increases, as well as equality
of treatment with respect to wage increases wittkers in other specified industries. In the
past decade, wage linkage between sectors weaksreedesult of a decrease in the scope of
unionization and the increased use of individugblryment contracts. In 2003, the Ministry of
Finance reached an agreement with the labor umiortsitbacks in public sector employment
and a temporary wage reduction prior to the Knéssebption of the comprehensive economic
plan in May 2003. Under this agreement, the temagowrvage reduction expires in July 2005. In
December 2004, an agreement was signed with tloe laddons to change the timing of the wage
supplements in the public services from Januaryp20@ecember 2004.

In 2002, real wage per employee post in the busisestor decreased by a significant 6.7%,
while in the public services sector, real wagesegsed by 4.3%, as a result of a decrease in
demand for labor and a rise in prices. In 2008 rdal wage per employee declined by 3.0%
(2.5% in the business sector and 4.1% in the pgklicices sector). In the public services
sector, the nominal wage per person employed dstkharply in 2003 by 3.3%, mainly due to
public sector wage reductions that were part ottiraprehensive economic plan adopted in
May 2003.
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In 2004, the real (CPIl-adjusted) wage per emplaogse by 2.7%. The increase was 1.9% in the
business sector and 4.4% in the public servicesedthis increase was the result of a general
economic recovery and a one-time change in timfngame supplements in the public services
sector. In the year ending in January 2005 (aodeshich is not affected by the problem of
wage supplements timing), real wages rose by 117884 in the business sector and 1.3% in the
public services sector).

Employment and Labor

One of Israel’s most important resources is itseelgmced and highly educated work force. In
2003, approximately 39% of the Israeli populatimeroage 15 had 13 or more years of
schooling. With this highly educated populatisrakel has developed an export-oriented,
technology-based industrialized economy. In 2@%8% of the Israeli work force consisted of
scientific, academic and other professional, texdirand related workers, while 24% consisted
of administrative or managerial workers. These@atages compare favorably with the
percentages of such workers found internationallye employment qualifications of recent
immigrants have been consistent with the high tpafithe Israeli work force, with two-thirds
of immigrants from the former Soviet Union havingelm employed there as professionals,
scientists, engineers and technical staff.

The wave of immigrants since 1990 has led to sicgmt growth in the Israeli labor force. In
2004, Israel’s civilian labor force averaged altof2.7 million people compared to 1.9 million
in 1992.

After peaking at 11.2% at the end of 1992, Isragtiemployment rate decreased substantially
during the period from 1994 through 1996, as tleation of jobs outpaced the growth of the
civilian work force. In 1997 through 1999, duddaer growth rates caused by tight fiscal and
monetary policy, the unemployment rate increaskue recession that began in late 2000 caused
the unemployment rate to increase from 8.8% in 20Q0.3% in 2002. Despite the economic
recovery that began in 2003, the unemploymentaatéinued to climb, to 10.7% in 2003. In
2004, the unemployment rate decreased to 10.4% anraual average basis and to 9.8% in the
last quarter of the year. Both the number of Iseraployees and the labor participation rate
rose in the first quarter of 2005, and the sea$padjusted unemployment rate decreased from
9.8% in the fourth quarter of 2004 to 9.1% in tinstfquarter of 2005.

An increase in the average labor force participatage, from 54% in 2002 to 55% in 2004
resulted in the increase in unemployment in 20@Btha relatively modest decrease in 2004
even as the number of Israelis employed increaselledly during 2003 and 2004, by
approximately 100,000 (the participation rate measthe civilian labor force as a percentage of
the population over the age of 15. In Israel, thte is negatively affected by the relatively karg
number of soldiers). The increase in the participarate and the number of Israeli employed is
attributed, among other factors, to the successiplementation of government policy of cutting
transfer payments and reducing the number of fareigrkers. In 2004, business sector
employment increased by 74,000 and government imaot declined by 3,000 (year-on-year
averages). The decrease in government employme&®04 represents a significant step toward
realizing the economic policy that set as a goalrdduction in the size of the public sector.
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Table No. 12

Structure of Employment in Israel®

Year
2000 2001 2002 2003 2004
Total workers (in thousands)...................... 2,221.2 2,264.9  2,284.4 2,330.3  2,400.8
Employed Persons, As Percent Of Labor Force

By Sector

BUSINESS SECLON ... eeeeeeess e, 70.2% 69.5% 68.8% 68.9% 69.9%

General GQOVErNMENt ...........c.cvovvveer e 29.8% 30.5% 31.2% 31.1% 30.1%

By Industry
Manufacturing.......cccvveeeeeeeieeiies s cmeee e, 17.9 17.3 16.5 16.2 16.1
AGrCURUIe ..o, 2.2 2.0 2.0 1.9 2.0
Water and electricity.............cooeevvvvmmmennnn, 0.9 0.8 0.8 0.8 0.8
CONSLIUCION....uviiiiieiiiiiiee e 5.2 5.2 5.2 5.6 54
Trade ...cooooviiiiiiiiie e 13.3 13.2 13.6 13.6 135
(0= 11=1 4] o o [T 4.6 4.2 4.1 4.0 4.3
Banking and financial services.................. 3.3 3.3 3.3 3.3 3.3
BUSINESS SEIVICES ......ccevvviviiiiie e 11.7 12.3 12.1 12.9 13.3
Public administration .................ccevvvmmm.n. 54 5.7 5.9 5.2 4.6
Education ..........cccveeiieiiiiii e 12.3 12.3 12.6 12.7 12.6
Health, welfare and social wark................ 9.6 9.9 10.2 10.7 10.6
I 1 5 o o ] SR 6.5 6.6 6.4 6.4 6.4
Personal and other services..................... 1.6 15 15 1.4 1.6
Other ...oeeeeieiii e 4.8 4.7 4.8 4.8 4.6
Extra - territorial organizations and bodies 0.1 0.1 0.1 0.1 0.1
NOt KNOWN ...oooiiiiiiiiiiiiiicceeeee e 0.8 0.7 0.8 0.5 0.7

(1) Israeli workers only; As of 2003, accordinglte Standard Industrial Classification of All Ecomio
Activities 1993 - Second Edition, 2003.

SourcesCentral Bureau of Statistics, Bank of Israel didistry of Finance calculations.

The unemployment rate among immigrants in 2004 1@e4%, identical to that of the native-
born population. Surveys undertaken by the Is@ehtral Bureau of Statistics indicate that
immigrant unemployment declines with length of stathe country. Immigrant participation
rate in the labor force stood at 59.3% in 2004 careg to 54.9% for the working age population
as a whole.

Despite the initial difficulties experienced by myaof the professional and other highly skilled
immigrants in finding suitable employment, statistidata regarding employment in Israel
suggest that immigrants have moved from their pafgobs into jobs better suited to their
education and other employment qualifications. @mgortant factor in this transition has been
the professional requirements of Israel’s high-teaimpanies, which have matched well with the
educational and professional background of immitgran
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Table No. 13

Principal Labor Market Indicators
(annual average)

Year
2000 2001 2002 2003 2004

Permanent average population

(thouSaNdS) ....eevviiiiiiiiiie e 6,289 6,439 6,570 6,690 6,807
Population aged 15+ (thousands)............commm. 4,487 4,605 4,706 4,792 4,876
Civilian labor force (thousand)........................ 2,435 2,499 2,547 2,610 79,6
Labor-force participation rafe.................c.......... 54.3% 54.3% 54.1% 54.5% 54.9%
Unemployment rate ...........ccccevveiiiiieninineicnnns 8.8% 9.4% 10.3% 10.7% 10.4%

(1)  The sum of the number of civilian workers ahd humber of job seekers.
(2)  Civilian labor force as a percentage of theuydation over the age of 15.

Source Central Bureau of Statistics.

The General Federation of Labor in Israel (the talisut”) has historically played a significant
role in the Israeli economy and social system.p#s of a structural and organizational reform,
the Histadrut concentrates today on its functioa &iede union and a social organization. The
Histadrut also has a major influence on labor awiles$ legislation in the Knesset.

Over 30 trade unions are members of the Histadkithough the percentage of union workers
has been declining (mainly due to the terminatibthe link between membership in the
Histadrut and the General Health insurance org#inizawvhich is the largest provider of health
services), a considerable part of the Israeli labarket is unionized. The Histadrut signs
collective bargaining agreements, which affect veoskin both the public and private sectors. In
addition to nationwide agreements (such as theafelsting agreement), the collective
bargaining network includes collective agreemeetsvben occupation or industry unions and
employers’ associations. Such agreements predothyreffect the public sector. Collective
agreements cover issues related to wages, conslioemployment and social benefits.

Role of the State in the Economy

Historically, the Government has been involvedeanty all sectors of the Israeli economy,
particularly in defense-related and monopolistisibasses. Before the privatization process
began, ownership of industry in Israel was dividetiveen the Government, the Histadrut and
the private sector, with the Government and theadrsit owning prominent interests in several
key industries. In recent years, the Governmesthade significant progress towards the
privatization of State-owned enterprises. As péthis process, the Government has
implemented structural reforms aimed to enhancepetition in some essential monopolistic
sectors such as the communication sector and ¢hpases. In addition, the Government has
begun the process of introducing competition tatamthl sectors and industries, such as the
electricity sector and refineries.
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As of May 2005, there were 98 State-owned compaBiésf which are business-oriented
enterprises. The remainder of the State-owned aamap, which includes funds established as
vehicles for employee savings or educational int&g, are not business-oriented.

State-owned enterprises are divided, by law, wim ¢ategories: Government Companies and
Mixed Companies. In addition to State-owned emiseg, the Government is also involved in
some sectors of the market through statutory aifidr

Government Companies (which excludes State-ownekisb@cquired pursuant to the Bank
Shares Arrangement, see “Privatization” below),those in which the Government owns more
than 50% of the voting shares and which are subjeitte provisions of the Israeli Government
Companies Law and the regulations promulgated tineler (the “GCL”), as well as the
directives of the Government Companies Authorige($Privatization” below). The provisions
of the GCL regulate the management and operatib@®wernment Companies and the
circumstances under and procedures by which the@ment may sell shares in Government
Companies or reorganize Government Companies.

Mixed Companies are companies in which the Statesd0% or less of the voting shares.
Under the GCL, Mixed Companies are not subjechéosame degree of regulation as
Government Companies. However, Mixed Companiegdain subject to certain limited
provisions of the GCL, including the Governmengpaintment and qualification of certain
directors.

Government Companies play a significant role inlghaeli economy. In 2003, Government
Companies accounted for 8.3% of total exports &h8% of investment in fixed assets,
although they employed only 1.8% of the Israelikforce. These companies include several
public service monopolies and a number of compahigtseither engage in activities considered
crucial to Israeli national security or provide ionfant services to the Government.

The Government has initiated a number of reguladorgngements with the major Government
Companies that are designed to increase compeititithre markets in which these companies
participate and thus prepare them for privatizatiblevertheless, the pace of privatization may
be affected by the need for further regulatory sindctural reforms and formulation of policies
that will define the post-privatization environmeémtwvhich these companies will operate. The
development and implementation of some of thesieipsland reforms may take a considerable
period of time.

Privatization An essential element of the broader structwiarms initiated by the
Government over the past several years to prorhetgrowth of the private sector and to
enhance competition is the Government’s move tosvarivatizing its business holdings.
Privatization efforts have included the full or f@rsale of State-owned companies, banks and
the transfer of activities which were previouslyfpemed by the Government or statutory
authorities to private entities. From 1986 throiygyy 2005, 89 companies ceased to be
Government Companies and the Government’s prodeamisprivatization from 1986 through
May 2005 were approximately $10.9 billion. In 20p#oceeds from privatization totaled $189
million.
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Privatization of all State-owned enterprises, othan banks, is conducted by the Government
Companies Authority. Pursuant to the Bank Sharearyement (as described below), the
responsibility for privatization of banks is in thands of the Ministry of Finance through M.I.
Holdings Ltd., a wholly-owned Government CompaM.l. Holdings Ltd. advises the Minister
of Finance regarding bank privatizations and masdige process according to the Minister’s
instructions. The Ministerial Privatization Comtae#, consisting of the Minister of Finance, as
chairman, the Minister of Justice and one otheristen (the “Privatization Committee”), has the
power to initiate the privatization of any Govermmh€ompany or Mixed Company without the
consent of the minister directly responsible factsGovernment Company or Mixed Company,
and to authorize preparatory measures necessafiettt such privatization. The Government
Companies Authority also has general authoritytiredeto the supervision of Government
Companies, including the right to convene boardtmge and the authority to issue directives to
Government Companies in relation to decisions efRhvatization Committee.

In 1983, as a result of the collapse in the shaoep of several large banking institutions on the
TASE, the Government entered into an arrangembeat‘Bank Shares Arrangement”) with
shareholders of banking institutions. Under thalB&hares Arrangement, the State purchased
shares from the banks’ shareholders at the tintieeotrisis. As a result, the State gained a
controlling stake in five of the six largest Isia#nks (although the State did not exercise any
management control over these banks). The Goverrgrengoing privatization program is
intended to result in the sale of the Governmetttgrolling interest in these banks.
Implementation of this program is ongoing as the@&oment continues to reduce its bank
holdings through a variety of public and priva@ngactions.

Between 1993 and 2001, the Government sold 27. ¥tedbtal outstanding shares of Israel
Discount Bank Ltd. In February 2005, the governnseitd the control of the bank (26% of the
issued share capital of the bank) for a total & NI3 billion. This sale is still pending the
approval of Bank of Israel. Together with the cohof the bank, the buyer bought the option to
purchase an additional stock package totaling 2b&eoissued share capital of the bank. As of
June 2005, the State still holds 57.1% of the shiarésrael Discount Bank. After the Bank of
Israel shall approve the deal, and if all optioresta be exercised, the holdings of the Stateen th
bank will decrease to approximately 6%.

Between 1997 and 2000, the State sold 72.4% dbthkoutstanding shares of Bank Hapoalim
Ltd. in private sales for a total of $2.3 billioks of June 2005 the State holds 0.01% of Bank
Hapoalim.

Between 1993 and 1999, the State sold 97.2% dbthkoutstanding shares of United Mizrahi
Bank Ltd. in both public and private sales, footat of $525.5 million. As of June 2005, the
State holds 0.5% of United Mizrahi Bank.

Between January 2000 and January 2005 the Statd 4@5% of the total outstanding shares of
Bank Leumi Ltd. In March 2005, the State sold dditonal 6.5% of the shares to a private
bidder for a total of $266.7 million. As of Jun@d®, the State holds 28.3% of the shares of
Bank Leumi. The Government intends to completeptinaatization of Bank Leumi by mid-
2006.

D-35



Table No. 14
Selected State-Owned Compani€s
(at, or for the period ended, December 31, 2004)
(in millions of dollars, except percentages)

Percentage
Direct and
Indirect
Ownership of Total Long-Term Total
Government Assets Liabilities Revenues
Bezeq, the Israel Telecommunications
Corp. Ltd@ ..o 46.4% $ 4,682 $ 1,721 $ 2,152
Israel Electric Corporation Ltd............ 99.8 14,939 10,233 3,401
Bazan Oil Refineries Ltd..................... 74.0 2,129 665 4,374
El Al Israel Airlines Ltd® ................... 30.5 1,511 842 1,386
Israel Aircraft Industries Ltd................ 100.0 2,252 182 2,056
Rafael-Armament Ltd.......................... 100.0 773 109 831

(1) Based on consolidated, NIS reported finandatksnents as of December 31, 2004, according aelisr
generally accepted accounting principles. Amougnots/erted from NIS to dollars at the exchange oate

December 31, 2004 ($1=NIS 4.308).
(2) In May 2005, the State chose a preferred bitistethe sale of most of the State shares. Whers#te is
completed the Government’s percentage of directirgticect ownership in Bezeq will be 16.4% (1% yull

diluted).
(3) The Government’s percentage of direct and @aiownership in El Al Israel Airlines was 21.7%caidMay

2005. Since June 2004, El Al is a Mixed Company.
Sources Ministry of Finance, Government Companies Auityor

Set forth below are summary descriptions of théeStavned companies included in the above
table. Also described below are specific stepansd or taken by the Government to prepare
companies for privatization or reform their struetand operations.

Bezeq, the Israel Telecommunications Corp. Ltde¢®y”), is the State-owned
telecommunications corporation. Its operationssatgect to regulatory arrangements by the
Government, including tariff and structural supsiomn. Arrangements implemented since 1994
are designed to increase competition in the comaations sector. International telephony
services are provided by six companies (of whiok isra wholly-owned subsidiary of Bezeq).
Cellular services are provided by four companiésvdch one is wholly-owned by Bezeq). In
June 1999, Bezeq's exclusive right to supply fitgldcom services was terminated. Since the
end of 2000, initial steps have been taken to thice competition into the supply of fixed
telecom services and other internal communicateaices, including competition from other
communication companies involved in the cellulad aable services. Between July 1997 and
February 1998, the State sold a 21.4% interese&ed in a sale to Merrill Lynch & Co. and in a
public offering in Israel, which together raisetbtal of $508.7 million and reduced the State’s
ownership level to 54.6% (fully diluted). In 2008 State reduced its holdings in Bezeq in two
tranches, representing 3.6% and 5.8%, and resuttimgome to the Government of more than
NIS 1 billion. As of November 2003, the State h48d1% of Bezeq's shares. As a result of
these sales, Bezeq (with its subsidiaries) becamiad Company. In June 2004, the State sold
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2.7% of Bezeq's issued share capital on the TASHGwraised a total of $76.2 million, and
after which the State’s holdings in Bezeq decliteed6.4%.

In July 2004, the Privatization Committee decidedell 30% of the total outstanding shares of
Bezeq coupled with an option to buy another packdd®.67%. In addition, Bezeq's
employees would be entitled to purchase 4.7% aadnt of 30% from the sale price. In
August 2004, the State published a tender and iolf@c 2004, eight applications were
submitted. In May 2005, the State chose a prefdsigder for the sale. The transfer of the
shares is still pending the required regulatoryreyal. The selected bidder offered a total of
$972 million. After the completion of the saledahall options are exercised and the
employees purchase the entire 4.7%, the State’smsvip in Bezeq will be 1% (fully diluted).

Israel Electric Corporation Ltd. is a legal mongpwaith responsibility for the entire Israeli
electricity industry. Since 1992, IEC has beenestlio tariff supervision that includes
efficiency incentives. In March 1996, IEC’s exdliesconcession from the Government expired,
the Electricity Industry Act was enacted, and ah@uty for the supervision of public electric
utility services was established. The purposéefAct is to regulate activity in the electricity
industry for the benefit of the public, and to asta reliability, availability, quality and

efficiency while guaranteeing cost minimizationiit a competitive market. The Act provides
for a ten-year transition period during which IE&sta license to transmit, distribute, supply and
market electricity. Under the Act, the owner dicanse for transmission or distribution
functions will be required to purchase electri¢ityn other generators of electricity, and to
enable other licensed generators to use the samentrssion and distribution channels to supply
electricity to their customers. On January 1, 1988 received licenses, valid until March 3,
2006, to produce electricity at each of its 63 gatien units.

In August 1999, the Government decided to implensanictural changes in the electricity sector
in order to open the electricity sector to compatias is common in other developed countries.
For this purpose, the Minister of Finance and thiedstér of National Infrastructures appointed
an inter-ministerial committee headed by the Doe&General of the Ministry of Finance and the
Director General of the Ministry of National Inftagctures. The committee was empowered to
prepare a detailed proposal to accomplish thetstralcchange.

In recent years, the Government has began to gp#émewelectricity industry to competition by
setting rules for the entry of private electrigiypducers into co-generation of electricity and
publishing a tender for electricity generation.eT®overnment’s goal is to achieve a
decentralized competitive industry, divided inte tbllowing segments: generation, which the
Government expects to be competitive; transmissibrere the Government expects a natural
monopoly to take hold; and distribution, where @®vernment expects regional monopolies to
take hold.

In March 2003, the Government decided to reformelretricity sector in accordance with the
recommendations of the Committee and amended #gwri€ity Industry Act accordingly. On
May 29, 2003 the Knesset approved changes in &rielity Industry Act that are designed to
achieve a decentralized competitive structure efellectricity sector.
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The Ports Authority was traditionally one of theosigest and most significant monopolies in
Israel with centralized operations, assets andrabot all of Israel’s ports. On July 22, 2004,
the Knesset passed a law to abolish the Ports Atithand to divide its activities and
framework by establishing three Government Compgawigich would operate the Haifa,
Ashdod and Eilat ports, respectively. An additicBavernment Company would hold and
manage the ports’ assets and lease them to theeghreoperating companies. In February
2005, the Port Authority was abolished and the Buacessor companies commenced
operations. As part of the privatization procéiss,three ports companies are expected to be
competitive, and portions of these companies@leetsold to the public by public offerings.

Israel Railways was separated from the Ports anldv&®g Authority pursuant to a December
2002 amendment to the Ports and Railways Authaaty. On July 1, 2003, Israel Railways
began operating as a Government Company. In 2@8ompany commenced a five year, $4.5
billion-intensive investment plan which is expectedave a positive impact on the Israeli
transportation system and the Israeli economy inegs.

Bazan Oil Refineries Ltd. (“Bazan”) is the only céffinery company in Israel. Bazan operates in
the framework of Government reforms that have lthikeel prices in Israel to fuel prices in the
international market. Bazan is permitted to gelproducts strictly to wholesalers and to certain
key customers. In May 1971, the Government, wHd b@0% of the company, sold 26% of its
interest in Bazan to The Israel Corporation Ltdopalic company, through a private placement.
In December 2004, the Government decided to separat privatize the refinery facilities. First,
the refinery facility in Ashdod will be sold in aipate auction, then the refinery facility in Haifa
will be offered to the public on the TASE. The @avment has announced, that as a
preliminary step prior to the planned privatizatafrBazan, the State intends to purchase back
the minority shares of 26% from The Israel Corpgorat_td. in the third quarter of 2005.

El Al Israel Airlines Ltd. used to be the Israeditional air carrier. El Al operates in a
competitive market and competes with foreign agdiminder the Government “open sky” policy.
In 1995, El Al emerged from a reorganization progtaat it had operated under since 1982 due
to labor difficulties at that time. In July 20Q&fter canceling a prior privatization plan, the
Privatization Committee decided to privatize that&s holdings in El Al in stages. In June
2003, the Government began the El Al privatizapoocess by offering 15% of El Al's shares

on the TASE. The shares were bundled with twoaetgtions for the remaining 85% of the
shares. The first set of options was exercisaltl@imthe year. The second set of options are
exercisable between 18 months and four years frenoffering date. In addition, El Al
employees were offered the opportunity to purclshsees and options for approximately 9% of
El Al. The total amount raised through the inibfflering (which did not include the exercising
of options) was NIS 64 million, of which EI Al reged NIS 22.1 million and the Government
received the remainder. As of May 2005, all offing set of options had been exercised, and a
portion of the second set of options had been eseaxic As a result, the State currently holds
21.7% of E1 Al, and E1 Al has become a Mixed Compahich is controlled by a private
entity. When all long-term options are exercidetl A1 should become a fully privatized
company.

Zim Israel Navigation Company Ltd. is the largdspping company in Israel and most of its
operations are in international shipping markéts1970, the Government sold control of Zim to
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The Israel Corporation Ltd., a public company.oPto February 2003 Zim was a Mixed
Company, with the State and The Israel Corpordtidnholding 48.6% and 48.9% of the
company'’s share capital, respectively. In Febr2@@3 the State sold the balance of its
holdings to the Israel Corporation Ltd. for $113liom.

Israel Aircraft Industries Ltd., Israel Military dustries Ltd. and Rafael-Armament Development
Authority Ltd. are three defense-related Governn@rnhpanies. Currently, the State holds
100% of each of these three companies’ share ta@itzer the past several years, these three
companies have been restructuring and streamlthgigoperations, primarily in preparation for
privatization. Rafael was formerly an authoritydenthe Ministry of Defense; in January 2002,
it was converted into a Government Company. Ish&eraft Industries has reduced the number
of its employees and is consolidating some of psrations. Israel Military Industries, which is
experiencing financial difficulties, was partiaflyivatized through the sale of several factories.
One subsidiary of Israel Military Industries, Asl#Ashkelon Ltd., has begun the privatizing
process and Israel Military Industries has beepamiag for privatization, starting with a
reorganization program and internal separatiomefarious units within the company.

Mekorot Water Company Ltd. (“Mekorot”) is the Statened water company. It supplies
approximately 65% of the water Israel consumespréximately 27% of Mekorot's income
from supplying water is subsidized by the Governntlerough payments intended to
compensate Mekorot for the below-market fees cltngainly from agricultural and other
consumers. In 1993, Mekorot and the Governmemeahon an arrangement establishing
efficiency incentives for the years 1993 througB88nd securing Mekorot a normative return
on equity, enabling it to raise capital in privaggpital markets rather than receiving subsidized
loans from the Government, and reorganizing Mekanaot the Government water factories. In
2002, the Government and Mekorot agreed to continwperate under a similar arrangement,
which has been extended since.

As part of the structural reorganization plan,ulty 2003, three new Government Companies
were established: Mekorot Water Ltd., Mekorot NiaéilbCarrier Ltd. and Mekorot Initiatives
and Development Ltd. These companies would bediabgs of the new parent company,
Mekorot Holdings Ltd.

Mekorot Water Ltd. would serve as the National Watathority under the Water Law (and
would be responsible for operation of the watetesys including production and establishment
and renewal of water enterprises). Mekorot Nati@arier would have the leasehold on the
properties of the National Carrier (and would b&pansible for the maintenance and
development of real property and other assets)kokée Initiatives and Development Ltd. would
manage and operate various water-related projecisiding cooperation with private
entrepreneurs on new water and sewage infrastes;twastewater purification and other
activities in the competitive segment). After cdatimg the structural change, various units of
Mekorot Water Ltd. and Electro-Mechanical Servicesk, a wholly-owned subsidiary of
Mekorot Water Company Ltd., would be consolidated aperate as a subsidiary of Mekorot
Water Ltd.

Petroleum and Energy Infrastructures Ltd. (“PENINFpvides infrastructure services for the
petroleum industry, and acts as the sole provitlstavage and transportation services for
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refined oil. PENIN’s subsidiaries plan, build, ope and maintain systems and facilities for the
transportation and distribution of petroleum praducThe State controls the rates of PENIN'’s
products and services. Through January 2001, PE)#EYated under a concession from the
Government. In January 2001, an agreement iniptenwas signed between the State and
PENIN to govern PENIN'’s activities after the endloé concession. Implementation of this
agreement is currently under negotiation.

Government Subsidied?rior to 1985, the Government heavily subsidigedain segments of
the Israeli economy, including basic foodstuffs agdcultural products. Since 1985, the level
of direct Government subsidies has been signifigaatuced. The remaining direct
Government subsidies consist primarily of subsifliesvater, public transportation and
agricultural production. Government subsidiespoblic transportation totaled NIS 1.8 billion
during 2004. Government subsidies for water angtalgural production totaled NIS 2.2 billion
during 2004.

Economic IncentivesThe Government provides significant assistandbé manufacturing
sector under laws designed to encourage investméapproved enterprises,” mainly in
peripheral regions of the country. A project thaalifies as an “approved enterprise” is eligible
for assistance in the form of cash grants or taebes.

Beginning in January 1997, the Government signifigareduced the rate of grants. For the
purpose of determining eligibility for grants, terendustrial regions have been identified:
Region A, generally the most remote regions ofcihntry; Region B, generally the peripheral
regions of the country (closer to the central ragithan A); and Region C, all other regions.
The grant rate for Region A is 24% for investmarigo NIS 140 million and 20% for
investments above this limit, compared to 10% fegi@n B for all levels of investments, and
0% for Region C for all levels of investments. Tregions have unique grants programs. In the
northern border area, the rate of grants is 30%nf@rstments up to NIS 140 million and 26%
for investments above this limit, and in the Negesa, the rate of grants is 30% for investments
up to NIS 140 million and 32% for investments abthvs limit. During 2005, the Government
will implement an experimental program targeteeériocourage employment in regions A and B.
Under this program, industrial factories that imse the number of employees will be eligible
for grants up to 20% of salary costs.

In the 2005 budget, the Government commitment fantg to the manufacturing sector totaled
NIS 330 million, compared to NIS 255 million in 20@nd NIS 400 million in 2003.

Kibbutzim and Moshavim

Kibbutzim are collective settlements that traditittyp were primarily agricultural. However,
most kibbutzim now derive a majority of their reves from manufacturing, tourism and other
services. There are approximately 266 kibbutzinsiael with approximately 116,000
inhabitants. Moshavim are cooperative settlementst of which consist of individual owners
of small farms. Moshavim derive a large percentagbeir revenues from agriculture. There
are approximately 497 moshavim with 30,143 farmings. Both the kibbutzim and the
moshavim experienced financial crises in the 1980s.
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In 1988, the Government and the bank creditore@ihoshavim agreed on a rescue and
recovery program for the moshavim. In 1992, thesget approved legislation requiring partial
debt forgiveness by the moshavim'’s bank credifoaistial repayment of moshavim debt using
the proceeds of certain required asset sales bpdishavim, and the restructuring of the
remaining moshavim debt at below-market interggistaThe total outstanding amount of the
moshavim debt, subject to the 1992 legislationfd3ezember 31, 2004 is NIS 13.2 billion.
Implementation of the 1992 legislation is ongois of December 31, 2004, the 1992
legislation had been implemented with respect fr@pmately 91% of the individual moshavim
members and 90.8% of the moshavim union obligohemoshavim debt.

The agreement establishing the main rescue angegcprogram for the kibbutzim was signed
by the bank creditors of the kibbutzim, the kiblbmtand the Government in 1989. The program
provided for a reduction in the kibbutzim’s outstarg indebtedness by NIS 6.2 billion
(December 31, 1988 data as calculated for DeceBhe2004 on a 4.5% interest plus index
basis until the debt was reduced and, thereafteanandex basis only), of which 40% was to be
paid by the Government and the remainder was teriteen off by the bank creditors. The plan
also provided for the restructuring of NIS 13.0ibil (December 31, 1988 data as calculated for
December 31, 2004 on an index basis only) of thbldizim’s outstanding loans from the banks.
This restructuring was to be funded entirely byolemarket loans from the Government to the
kibbutzim’s creditors.

By early 1995, it had become clear that the NISH@ldn in debt reduction for the kibbutzim,
negotiated in 1989, was inadequate. In 1996, plsoental agreement was signed by the
kibbutzim, the Government and the seven relevamksiaThe supplemental agreement included
the following: (i) the debt that had been rescheduh the first arrangement in 1989 was divided
into a “refund debt,” which the kibbutzim are abderepay, and a “balloon debt,” which the
kibbutzim are unable to repay and which is covdrgthe supplemental agreement; (ii) NIS 6.6
billion (December 31, 1998 data as calculated fecénber 31, 2004 on a weighted average
interest rate for all kibbutzim until the debt wasluced and, thereafter, on an index basis only)
indebtedness of the kibbutzim and the corporatwas to be written off (in addition to amounts
provided for in the 1989 agreement) by their bardditors; (iii) NIS 1.2 billion (December 31,
1998 data as calculated for December 31, 2004veeighted average interest rate plus index
basis or index basis only over different time pasidepending on the classification of each
kibbutz) was to be written off by the banks, pre@ddhe kibbutzim paid their debts regularly in
the first three years following the signing of tigreement (the “Incentives”); (iv) the kibbutzim
were to surrender to the Government their rightssi® 27% of their land leased from the
Government; and (v) the Government was to pay a&mxd between 25% and 35% of the
aggregate sum of the indebtedness to be writteanaffof any Incentives.

In 1999, an amendment to the supplemental agredmeéneen the Government, the banks and
the kibbutzim was signed, and was approved by thesket Finance Committee. The principles
of this amendment are: (i) the kibbutzim will surder to the Government their rights to use
27% of their land leased from the Government (ab@nsupplemental agreement); (ii) the banks
will continue to write off the kibbutzim debt undiere supplemental agreement, where 35% will
be paid to the banks by the Government in five ahpayments bearing interest of 1.5% over
the CPI, and 65% will be written off by the ban&ad (iii) the Government will market the land
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surrendered by the kibbutzim and the proceedseo$dites will be distributed between the
Government (35%) and the banks (65%).

Pursuant to the first agreement, the supplemegtakanent and the amendment, an aggregate of
NIS 14.0 billion was written off by the banks, ohieh NIS 5.8 billion was paid to the banks by
the Government. If the remainder of the agreenseexecuted, then four additional kibbutzim,
owing an additional debt of NIS 0.3 billion to thanks, will join the agreement. In this case,

the Government will cover 35% of the amount to bgten off by the banks.

The Environment

Since the establishment of the Ministry of the Eowment (“MOE”) in 1989, many laws and
regulations relating to the protection of the eomiment have been formulated and promulgated.
The Ministry seeks to incorporate environmentalstd@rations into decision-making and
planning processes, to promote sustainable deveoprio implement programs for pollution
control, monitoring and research, to develop amhtglegislation and standards, to ensure
effective enforcement and supervision, to impravgrenmental education and awareness, and
to advance regional and global cooperation on tive@ment. The country’s environmental
legislation encompasses laws for the protectiomaddiiral resources (air, water and soil), for the
abatement and prevention of environmental nuisafpresention of air, noise, water and marine
pollution), and for the safe treatment of contamisaand pollutants (hazardous substances,
radiation and solid and liquid waste). Israelgi#tation also includes comprehensive laws, such
as the Planning and Building Law and the LicensihBusiness Law, that provide a framework
for controlling the use of resources and promosiasgtainable development.

In January 1998, a covenant was signed betweed@te and the Israel Manufacturers’
Association concerning reductions in pollutant emoiss, the first example of voluntary
compliance by industry with emission standardse [Engest Israeli industries, including food,
fuel, paper, textile and medical companies, algoesd the covenant. In January 2000, the MOE
concluded an agreement in principle with IEC, IBsagectricity provider, that defined emission
standards for IEC’s power plants. Many Israeli pames are voluntarily adopting
environmental management systems, such as ISO 148@%ey recognize their importance in
creating international business opportunities.

In May 1999, Israel signed the Convention on therRnformed Consent Procedure for Certain
Hazardous Chemicals in International Trade. Idnaslbeen party to the Convention on
Biological Diversity since 1995 and is working taws signing the Cartagena Protocol on
Biosafety to the Convention on Biological Diversitisrael attaches great importance to the
issue of climate change. After signing the Uniiations Framework Convention on Climate
Change in 1992 and ratifying it in 1996, the Stdtésrael signed the Kyoto Protocol to the
United Nations Framework Convention of Climate Gi@m December 1998.

In 2001, regulations to facilitate recycling of leeage containers were promulgated. In January
2004, regulations were promulgated to restrict potidn, consumption, import and export of
substances that deplete or are likely to depl&@#one layer. In 2004, regulations aimed at
preventing water source pollution originating inmuipal sewage treatment plans were
promulgated. These regulations which will takec#omn late 2005, require wastewater treatment
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plants to stabilize and treat the sludge they ggador agricultural use or soil conditioning. In
November 2004, the Government approved a plandiaceepollution from the industrial zone of
Ramat Hovav, the national site for treatment ofandaus waste. The Ministry of Environment
will complete the remediation of the site, its veagater treatment plant and its evaporation
ponds by 2012.

In 2000, the Jordanian and Israeli Ministries & Environment held a meeting to promote
cooperation on various environmental issues of comooncern, and in particular on the
rehabilitation of an agreed-upon portion of theddorRiver. Israel and Jordan signed an
agreement on a monitoring and data managementgmoigrthe Gulf of Agaba as part of a
symposium on the integration of marine sciencerasdurce management that was held in
Jordan in December 2003, and that marked the ceindwf the Red Sea Marine Peace Park
Cooperative Research, Monitoring and Managemergrena.
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BALANCE OF PAYMENTS AND FOREIGN TRADE
General

As a small country with a relatively limited domiesharket, Israel is highly dependent on
foreign trade. International trade (exports phaparts) of goods and services amounted to
87.1% of GDP in 2004 (up from 78.4% in 2003) (imreat prices).

The goods and services trade deficit decreased.®lfilion and $2.4 billion in 2003 and 2004,
respectively, compared to $4.3 billion in 2002 &3d6 billion in 2001. This decrease was the
result of a significant increase in exports of gbadd services, and a more moderate increase in
imports of goods and services.

Economic and military assistance furnished by thédd States, German reparations, and
personal and institutional remittances decrease?l T in 2004 to $6.2 billion, after decreasing
by 5.8% in 2003.

Official reserve assets increased during 2004 8%30 $27.2 billion, compared to $6.9 billion
at the end of 1994.

As of December 31, 2004, Israel’s net external detst negative $11.9 billion (negative 10.1%
of GDP), as compared to positive $20.0 billion 222.0f GDP) at the end of 1995.

Balance of Payments

Israel’s balance of payments consists of two péijtshe current account, which measures the
trade balance (receipts and payments derived fnensdle of goods and rendering of services)
and transfer payments; and (ii) the capital andrfaial account, which reflects borrowing by the
Government and the private sector, direct investnmeisrael and abroad and assets and
liabilities of commercial banks.

In the second half of the 1990s, the current accdeficit steadily decreased, due mainly to an
improvement in Israel’s terms of trade and a graatgease in exports than in imports. In 2002,
the current account deficit was 1.5% of GDP. 162@and 2004, the current account surplus was
$578 million and $504 million respectfully. Therglus in the last two years attests to high
external stability both by international standaads relative to the deficits of the mid-1990s.
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Table No. 15

Balance of Payments
(in millions of dollars)

Year
2000 2001 2002 2003 2004
Current account balance.............ccooveeiiiiciieeniee e $(1,399) $(1,920) $(1,544) $578 $504
Balanceof trade and income paymefits......................... (7,882) (8,612) (8,306) (5,794) (5,695)
Exportél) . 49,410 42,391 40,891 45,069 52,635
Imports? (57,292) (51,003) (49,197) (50,864) (58,330)
Transfer payments (net) 6,483 6,692 6,762 6,372 6,199
Government sector 4,354 4,309 4,400 4,075 3,469
Other sectors 2,129 2,382 2,362 2,297 2,730
Of which personal
restitutions from Germany ............ccoceeeccrvnrnnnnnnn. 614 726 760 770 943
Capital and financial account balance.............ccococeeviieenees 3,351 1,622 (538) (1,066) (2,460)
Capital transfers ... 455 679 151 465 523
By the public sector..... 161 162 (135) 171 157
By the private sector 295 517 286 294 367
Financial account..........cccuvveeiiiiiiee e 2,896 943 (689) (1,531) (2,983)
1,547 2,947 788 1,813 (1,418)
(3,465) (688) (982) (2,067) (3,037)
5,012 3,635 1,770 3,880 1,619
Portfolio iInvestment ............cooeieiiermmmiieee e 2,234 (1,548) (1,985) (812) 3,877
ASSEetS.....cociiriinnns (2,805) (1,623) (2,708) (2,837) (1,527)
Equity securities . (1,536) (421) (558) (922) (641)
Debt securities....... (1,270) (2,201) (2,149) (1,916) (886)
Liabilities .....cocviieieieec e 5,040 75 723 2,025 5,404
Other INVESIMENTS.........ccciiiiiiiiie e (655) (1,104) (308) (1,557) (5,612)
ASSEES ... e (2,126) (2,655) (1,322) (1,615) (5,404)
Government..... Q) (561) 110 (13) 42
Private sector ... (936) (1,702) (1,772) (347) (1,631)
Banks........... (1,189) (392) 340 (1,255) (3,815)
Liabilities........ccccccevvrinenns 1471 1,550 1,013 59 (207)
Government - long-term .. . (82) 185 (8) (65) (153)
Government - Short-term ............cccvveeeeeeeennnnn. 0 0 25 0 (25)
Private sector - long-term (202) 4) 2) 146 894
Private sector - short-term... 2) 53 881 536 172
BanKS......oooiiiieie e e 1,657 1,318 117 (558) (1,095)
Reserve assets (Net) .......cveeeeeriiiiemeeeeiieee e, (893) 138 623 (1,314) (314)
Financial derivatives (N€t) .............eeemmmsvevereeesiinnnnn, 663 510 193 339 484
Net Errors and OmiSSiONS..........cccoeiiivieeeeiiiieeniineeeeeeenins (2,953) 298 2,083 488 1,956
(1) Includes exports and imports of goods, sendgesincome payments. The data on exports andrimpb

goods is based on current foreign trade statisadjgisted for the balance of payments definitions
established by the International Monetary Funde V&lue of imports and exports is recorded on.a.f.0
basis. Defense imports, which are not includetthénforeign trade statistics, are included in tiaégaBce of

Payments table.

Source Central Bureau of Statistics.
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Foreign Trade

Export growth has played a significant part in ésaoverall economic growth and demonstrates
the growing competitiveness of the Israeli econonmy2000, industrial exports grew by 25.8%

in dollar terms (27.9% excluding diamonds) duesst £conomic growth in the U.S. and the EU
and a worldwide technology boom. In 2001, as alted the slowdown in economic activity in
the EU and the U.S. and the global crisis in tlgitiech sector, industrial exports decreased by
9.2% in dollar terms (6.8% excluding diamonds).2002, industrial exports remained
unchanged in dollar terms, but industrial exportemwcalculated excluding diamonds continued
to contract, falling by 6.5% in dollar terms, deemlobal trade acceleration in 2002 relative to
2001. The main reason for this contraction wasctteacter of growth in the United States and
other countries, which focused more on traditiondustries than on the high-tech industries that
account for much of Israel's exports.

Exports recovered in 2003 and 2004 as exports gyetd.0% and 18.9% (in dollar terms),
respectively. In 2004, industrial exports grew2®9% in dollar terms (22.0% excluding
diamonds). This rate of growth reflects the eft#fdihe real depreciation of the NIS in 2002
through 2004, the global economic recovery, theaazn of global trade and high-tech

activity, the decrease in real domestic wages 022(hd 2003, and gains in corporate efficiency.
In 2004, exports of both high-tech and traditiandustries, as well as exports of services,
participated in the recovery of exports. The temrisector grew by 40% over 2003 as a result of
the improved security situation, following the sevdownturn in the tourism sector since 2000.
Exports of goods to European Union countries (a®aenated in dollarsncluding diamonds
returned by importers abroad and other returngporters in Israel) increased by 20%, exports
of goods to the United States increased by 17%geapdrts to the rest of the world grew by
26%.

The rate of growth recorded in Israel’s exports veagreater than the rate of growth of global
trade, and greater than the rate of growth of ingpiorisrael’s trading partners, reflecting
significantly improved market share Israeli expdrase realized.

In 2003, imports increased by 3.7% (in dollar téma 2004, the rise in local demand, and
primarily the growth in exports, resulted in a Ba.;crease in imports over 2003. This rise in
imports reflected an increase in imports of civilgoods (21.1%) over 2003 and in the import of
services (12.8%) over 2003. Defense sector imutattined by 7.7% over 2003.

Trade Liberalization The principal features of the Government’s trilgeralization program,
which began in 1991, include: (i) the eliminatidrcertain licensing requirements designed to
protect local manufacturers (with the exceptiomagificulture); (ii) Government review of certain
licensing requirements with the intention of eliating those imposed for protection purposes;
and (iii) the reduction over time of administrataed other non-tariff barriers to imports with
tariffs. Currently, average customs duties arevbeh 8% and 12%, down from an average of
25% or more in 1991. The trade liberalization paog also provided assistance to certain
enterprises that would suffer seriously from thelementation of the program. In 1994, Israel
signed the GATT accords on agricultural produatsl, @eplaced import restrictions with import
duties.
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Notwithstanding the Government’s trade liberali@aatpolicy, Israel has a number of trade
restrictions, including quotas, licensing restaos and outright prohibitions on certain goods.
The non-tariff barriers have diminished both in figmand in scope as part of Israel’s trade
liberalization program. lIsrael also imposes a-ology surcharge, called TAMA, that varies in
amount by product and is applied after the impaosiof an import duty, but before any
assessment of purchase taxes. The TAMA rate &rdated according to the importer’s

average profit margins for a specific category @bds, and reflects the difference between the
retail price in Israel for a domestic product ane import price of the imported goods. Israel
also maintains product standards that, in certatances, favor domestic producers of consumer
goods over importers. In 1998, 140 official foodustry standards and an additional 130
standards related to other industries were abalistsrael also charges importers 1.01% of c.i.f.
(cost, insurance and freight) cost of imports iistael for the use of Israeli ports and stevedores.
The Government’s authority in setting compulsognsiards for products sold in Israel is limited
to certain purposes, such as safety, public heativironmental protection and security
considerations, rather than protectionist purposéany standards have been changed in recent
years to conform with international standards.

In 2004, Israel had a trade surplus of $8.0 billiath the U.S., compared with a surplus of $5.1
billion in 2000. In 2004, Israel had a $6.1 bitlitrade deficit with the EU, compared with a
deficit of $6.6 billion in 2000.

Israel primarily exports manufactured goods, mafynem related to high-tech industries.
Exports of communication, control, medical and stfee equipment accounted for 24% of
industrial non-diamond goods exports in 2004, anease of 26.2% over 2003.

Raw materials and unfinished goods (including diadsoand fuels) made up 73.0% of Israel’s
imports in 2004. The remainder of imports congfshvestment goods (14.9%) and consumer
products (12.3%).

Since 1948, members of the Arab League maintairteaiie boycott of Israel (see “State of
Israel—International Relations”). In September4,9%®e Gulf Cooperation Council (which
includes Qatar, Oman, Bahrain, the United Arab Btas, Saudi Arabia and Kuwait) suspended
their secondary and tertiary trade boycotts ofdlsrd hese Gulf States, as well as four other
Arab League members (Algeria, Djibuti, Mauritanrale&Somalia) no longer enforce the
secondary and tertiary boycotts of Israel. Neadetbs, some Arab states continue to maintain
their trade boycott of Israel. It is difficult tietermine the impact on Israeli trade of the
remaining elements of the boycott.
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Table No. 16

Total (Net)® .....ooovevveeeene,

Agricultural

Fruits...coooeeeeiiieeeieeiee e,

Mining, quarrying and non-metal

minerals ........cccccuvvvvvieennen.
Food and beverages
Textiles, clothing and leather
Wood, furniture, paper and printing..
Chemicals and refined petroleum
Rubber and plastics
Basic metal products
Machinery and equipment................
Electronic components and
COMPULETS ..vvvvveeeeiiiiiieeenn
Communication, control, medical
and scientific equipment
Electrical equipment and motors
Transport equipment........c.ccooevvvee..
Jewelry, goldsmith and silversmith...

Miscellaneous

Diamonds

Othergoods........ccccvvvviviienneen.

Returned goods......................

Exports of Goods by Major Groups®
(in millions of dollars, f.0.b.)

Year
2000 2001 2002 2003 2004
$28,340.8 $25,718.2 $25,639.0 $27,913.3 $33,812.6
702.1 630.4 620.4 714.7 908.3
240.5 230.9 216.5 288.1 417.8
178.3 159.6 145.5 150.3 174.6
283.3 239.9 258.4 276.3 315.9
21,004.6 19,581.6 18,308.8 19,449.7 23,730.6
451.1 420.3 446.3 618.7 856.1
443.6 427.3 429.1 509.5 598.0
1,144.1 1,041.0 1,003.2 993.3 1,092.7
224.2 238.7 292.7 300.3 331.6
3,698.7 3,764.7 4,108.9 4591.1 5,792.1
1,069.9 1,075.3 1,084.3 1,282.0 1,511.7
1,060.0 1,011.6 986.2 1,015.9 1,379.8
1,124.0 1,148.7 1,012.8 1,106.9 1,371.1
3,641.7 3,057.1 2,345.5 2,192.2 2,596.2
6,021.0 5,240.1 4,258.4 4,574.6 5,728.2
528.5 533.1 551.1 430.8 445.6
1,012.0 1,047.7 1,161.1 1,223.5 1,358.6
472.6 459.5 505.3 457.3 498.6
113.2 116.5 123.9 153.6 170.3
6,815.7 5,672.0 6,930.8 7,868.0 9,285.5
5,437.0 4,646.4 5,316.4 5,636.2 6,363.6
1,378.7 1,025.6 1,614.4 2,231.8 2,921.9
0.0 3.5 0.0 3.5 0.0
35.3 42.9 27.4 50.2 42.2
(216.9) (212.2) (248.4) (172.8) (154.0)

(1) Excludes trade with the West Bank and the Caira.

(2)  Net exports equals total gross exports lessigoeturned to Israeli exporters.

Source Central Bureau of Statistics.

D-48




Table No. 17

Imports of Goods by Major Groups'!
(in millions of dollars, c.i.f.)

Year
2000 2001 2002 2003 2004
Ttal (Moo $35221.0 $32,696.2 $32556.6 $33,707.4 $40,356.7
Consumer Goods
TOtAlcvoceeeeeeeeeeee e, 4,497.6 4,656.5 4,334.9 4,256.5 4,977.2
Durables
Vehicles.......coovvvvvveeeeeeeees e 947.8 894.9 755.3 723.0 931.9
Other..cveee e, 1,186.9 1,207.6 1,066.5 1,009.8 1,218.3
Non-durables.........c..coeeverreeeveemns 2,362.9 2,554.0 2,513.1 2,523.7 2,827.0
Production Inputs (excl. diamonds)
LI - | 18,333.6 16,453.2 15,788.7 16,856.3 20,742.2
For agriculture.........ccccccceeeeiinnnnnnn. 292.7 300.6 301.3 364.2 518.3
Raw food products..............c.ueee. 825.1 825.6 878.6 931.5 1,055.4
Fabricsand yarn............ccccvvveeeeeeennn. 685.8 582.7 566.0 591.7 684.4
Wood and related products........... 296.9 255.3 259.6 281.6 312.8
Chemical products.............cccuueee. 2,094.5 2,061.4 2,130.0 2,319.9 2,697.2
Rubber and plastics........ccccccee...., 990.0 920.3 890.3 1,044.2 1,372.8
Paper-making material................. 615.8 568.6 519.8 512.9 600.5
Metals
Iron and ste€l ........ccccvvvveeveeeeeimn... 833.7 759.9 802.0 876.3 1,181.0
Precious metals..........ccccvveeeeeen. 130.3 147.6 159.2 119.1 173.5
Non-ferrous metals.................... 547.9 503.0 450.0 494.5 609.5
Machines and electronics............ 6,458.5 5,454.8 4,858.7 4,678.6 5,840.6
Other industries.............ccoeeeeevvvmnns 1,064.5 978.7 920.8 942.3 1,193.0
Fuels 3,497.9 3,094.7 3,052.4 3,699.5 4,503.2
Diamonds (Net).........coooovviiiiiiiiiiiens 6,358.5 5,164.0 6,772.5 7,337.7 8,716.4
Investment Goods
Tl oo 61490 65863 57670 _ 53415 _ 60204
Machinery and equipment............ 4,764.3 4,809.1 4,511.2 4,399.3 4,875.8
Transport vehicléd........................ 1,145.3 1,109.7 992.6 869.2 1,116.8
Ships and aircraft......................... 239.4 667.5 263.2 73.0 27.8
Other goods.........coooviiiiiiiiiiiieeenn, 23.0 19.1 23.2 29.9 35.4
Returned goods.............c.ccevevevrane. (140.7) (182.9) (129.7) (114.5) (134.9)

(1) Excludes trade with the West Bank and the Caira.

(2)  Netimports equals total gross imports lessdgaeturned to the suppliers.

(3)  Excluding ships and aircraft.

Source Central Bureau of Statistics.
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Table No. 18

Exports of Goods by Regiof

(in millions of dollars, f.0.b., except percentaggs

Year

Region 2000 2001 2002 2003 2004
Americas............ $12,933.4 412%  $12,487.0 42.9%  $13,061.4 445%  53TF  42.5% $15,936.1  41.3%

USA.. 11,733.6 37.4 11,113.4 38.2 11,712.2 39.9 12,088.538.0 14,1751  36.7

Other. 1,199.8 3.8 1,373.6 4.7 1,349.2 4.6 1,429.2 45 61,7 4.6
Europe.... 10,428.7 33.2 9,294.7 32.0 9,016.7 30.7 10,4423 .9 32 13,047.1 338

EUP..... 9,098.7 29.0 8,134.9 28.0 7,751.4 26.4 89171 281 10,7209 27.8

EFTA.... 549.4 1.7 395.5 1.4 434.9 15 557.1 1.8 839.6 2.2

Other. 780.6 25 764.3 2.6 830.4 2.8 968.1 3.0 1,486.6 3.8
Asia......... 5,817.0 18.5 5,245.4 18.0 5,087.7 17.3 55883 176  7,1205  18.4
AFFCA ..o, 546.0 1.7 458.5 1.6 421.0 1.4 400.7 1.3 533.8 1.4
Oceania.............. 245.1 0.8 264.6 0.9 293.9 1.0 306.5 1.0 449.4 1.2
Unclassified......... 1,433.5 4.6 1,330.7 4.6 1,466.5 5.0 1,527.8 4.8 15315 4.0
Total oo 31,4038  100.0 29,080.9  100.0 29,3472 100.0 31,783.3 100.0 38,618.4 100.0

(1)  Gross exports (including diamonds returnedrbgarters abroad and other returns to exportersrael).

(2) EU’s data for 2000-2004 have been adjusteéfteat the enlargement of the EU to 25 countries.

Source Central Bureau of Statistics.

Table No. 19
Imports of Goods by Regiof"
(in millions of dollars, c.i.f., except percentagés
Year
Region 2000 2001 2002 2003 2004
Americas............ $7,323.4 20.5% $7,352.9 22.1%  $6,933.8 20.9%  $3983 17.5%  $6,949.2 17.0%
USA .ooeeninn 6,645.5 18.6 6,704.6 20.1 6,134.1 18.5 5,330.8 15.6 6,099.1 14.9
Other............ 677.9 1.9 648.3 1.9 799.7 2.4 652.4 1.9 850.1 2.1
Europe.... 18,935.2 53.0 17,438.5 52.4 17,532.8 53.0 18,3985 53.8 21,788.4 53.2
EU@..... 15,687.9 43.9 14,173.7 42.6 13,805.8 41.7 14,402.3 42.1 16,813.1 41.0
EFTA.... 1,994.7 5.6 1,859.1 5.6 2,154.8 6.5 2,153.4 6.3 7267 6.8
Other. 1,252.6 35 1,405.7 4.2 1,572.2 47 1,842.8 5.4 9@ 5.4
5,202.0 14.6 4,697.2 14.1 5,097.3 15.4 5,454.4 159 7,132.2 17.4
372.9 1.0 428.6 1.3 3119 0.9 375.8 1.1 380.9 0.9
149.4 0.4 150.9 0.5 125.2 0.4 135.2 0.4 81.5 0.2
3,764.4 10.5 3,235.1 9.7 3,105.3 9.4 3,864.7 11.3 4,636.5 11.3
Total ceveeeeerereen, 35,749.5  100.0 33,303.2  100.0 33,106.3  100.0 34,2118 100.0 40,968.7 100.0

(1)
)

Source Central Bureau of Statistics.
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Table No. 20

Merchandise Trade Indices
(Base: 2000=100)

Year
2000 2001 2002 2003 2004

Indices of Physical Volume

EXPOMS ..vevevveveeeveveeeees e, 100.0 95.0 89.5 92.3 107.9

[ g] 0T ] £ 100.0 95.6 90.8 87.5 97.4
Indices of Prices

EXPOMSY ..o 100.0 98.1 97.4 100.7 104.8

IMPOrtSY .., 100.0 97.9 97.8 104.8 113.5
Terms of Trade? ........cccccvveverevenn, 100.0 100.2 99.6 96.1 92.3

(1)  Excluding ships, aircraft and diamonds.
(2)  The price index of exports divided by the prilcgex of imports, multiplied by 100.

Source Central Bureau of Statistics.

Foreign Investment

Net foreign investment in Israel totaled $6.6 biilin 2004, higher than the $6.0 billion invested
in 2003. These figures include direct foreign stmeent, investment in Israeli securities traded
on the TASE and on foreign exchanges, direct ctedhe public sector and to residents
(excluding trade finance and credit to suppliess) deposits by nonresidents in Israeli banks.
Net portfolio investment increased by $3.4 billiora total of $5.4 billion, whereas net direct
foreign investment decreased from $3.9 billior$106 billion.

The increase in portfolio investment in Israel waBne with global trends, including the
recovery of the high-tech industry securities is®@s, and the continuing reduction in the risk
aversion of the international investors. By cortirdee decrease in direct foreign investment,
which mainly affected the hi-tech sector, was rtsistent with global trends, which includes
the continuing recovery in the demand for hi-teobdpcts, and occurred despite the improving
macroeconomic background in Israel: growth accet@raenhancement of the macroeconomic
policy credibility; and a reduction in the perceptiof risk, in part resulting from a better geo-
political environment.

The decrease in direct foreign investment was priyndue to an increase in investment
realization, while the decrease in incoming invesitrwas moderate. The reduction in direct
foreign investment is a result of several positeenestic and global developments, including (i)
profit-taking (totaling $0.5 billion) by direct fergn investors due to the high share price of some
Israeli companies traded abroad during 2004 ahthg@i privatization process in the
communication sector in Israel, which made it palssior a large domestic communication
company to purchase shares of a foreign investanather communication company totaling in
$0.7 billion realization.
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Foreign investment in the non-banking private seittaled $6.6 billion in 2004 compared with
$4.6 billion in 2003. These investments reflecefgn investors’ confidence in the economy.

The increase in the portfolio investment in 2004 ve&s in past years, mainly in securities traded
abroad. Nevertheless, net portfolio investmenth@nTASE was positive for the third
consecutive year, characterized by a significarteiase in the scale of investments during the
last quarter of the 2004. The growing interestooéign investors in the TASE is expressed by
the scale of activity by foreign investors, as veallby their growing proportion in the turnover.

Nonresidents invested an additional net amount.df Billion in government securities, most of
which were issued within the framework of the Udan guarantee agreement. In contrast, non-
residents draw on their foreign-currency deposlisese draws by foreign residents and foreign
banks, which totaled $0.6 billion in 2003, doubleds1.2 billion in 2004. Net deposits by non-
residents averaged $1 billion a year during théodet990-2000. From June 2001 until August
2004, non-residents drew a total of $3.7 billidrne reasons for this increase are: declining
interest rates on foreign currency; deterioratiag-golitical environment in Israel and in the
region; and the implementation of the money lauinderegulations, which could expose the
identity of depositors as well as the origins ditltapital. This trend reversed itself once again
in September 2004, most likely due to the ongontgrest rate hike in the United States and the
continuous improvement in the Israeli financiakrénd in Israeli geo-political environment.

Anti-Money Laundering Law

On August 2, 2000, the Knesset enacted the Praimloin Money Laundering Law, which
established the Israel Money Laundering Prohibifdothority to collect and process reports
received in accordance with the provisions of #ve &nd, upon suspicion of money laundering
activity, disseminate the reports to the propehauties. The law, which took effect in January
2002, makes money laundering a criminal offenseghatle by imprisonment and heavy fines.
The law also requires various financial institusdmcluding banks, portfolio managers,
insurance companies and agents, members of the ,Tg8%dent funds and companies
managing provident funds, providers of currencyises and the postal bank) to identify their
clients before performing a financial transactithmpw your customer”), to report certain
financial transactions to the Money Laundering fition Authority and to maintain records of
such transactions. There are two types of requapdrts: reports of transactions of a certain
amount and type and suspicious activity reportses€ reporting requirements took effect on
February 17, 2002.

In recognition of the steps taken by the Stateotalzat money laundering activity, in June 2002
the Financial Action Task Force (“FATF”), the imational task force on money laundering,
which is affiliated with the OECD, removed Israedr its list of states deemed non-cooperative
in the campaign against money laundering. In 2092, the U.S. Treasury Department lifted its
2000 order to banks and other financial institugi@armich required that business transactions
originating in Israel or for which funding passédaugh Israel be subjected to enhanced
scrutiny. Israel was removed from the FATF watthh 2003.
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Foreign Exchange Controls and International Reserve

As of January 1, 2003, all activities and transangiin foreign currency between resident
individuals and businesses and nonresidents anaitped.

As is common in Western economies, the expansidreahancement of reporting procedures
regarding external transactions accompanied thevahof foreign exchange controls in Israel.
The freedom to engage in transactions with noneessdis subject to the obligation of either the
person carrying out the transaction or the findnotarmediary through which it is carried out to
report the transaction in detail to the Bank ohddr

As part of the deregulation of financial markeks teserve requirements on domestic foreign
currency deposits were also reduced. The resequérements are currently 6% for current
accounts (up to six days), 3% for time deposit ant®with a maturity of up to one year and 0%
for time deposit accounts with a maturity exceeding year. Since January 1998, local
currency has served as the reserve requiremertropstic foreign currency deposits (replacing
foreign currency).

In recent years, net external liabilities have beéxamatically reduced, reaching a level of
negative $11.9 billion in 2004, compared to posits3.5 billion in 2000, a net difference of
$15.4 billion in four years.

Table No. 21

External Assets and Liabilities (Debt Instruments)
(in millions of dollars)

Year
2000 2001 2002 2003 2004

External Liabilities
Public S€CtOr .......ccvvveviiieeiiieeee $27,183 $26,735  $27,166  $29,570  $30,877
Nonbanking private sector............. 14,484 14,582 15,983 16,862 18,742
Banking system .........cccccceevininnen. 22,668 23,790 24,505 24,745 24,014
TOtal v 64,336 65,106 67,653 71,177 73,633

External Assets

Public sector.........cccccoecvvvvveeeeinnn, 23,958 24,506 24,995 27,280 27,742
Nonbanking private sector............. 21,242 25,242 29,916 32,001 35,918
Banking system ............coccevveenennen. 15,674 15,573 15,365 17,981 21,839
TOtl. oo 60,874 65,321 70,277 77,262 85,500
Net External Debt.............c.ccococoveueeen... 3,462 -215 -2,623 6,085  -11,867

Source Bank of Israel.

Foreign currency reserves grew from $8.3 billiothatend of 1995 to $26.6 billion at the end of
2004.
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Table No. 22

Foreign Currency Reserves at the Bank of Israel
(in millions of dollars)

For Period Ending on December 31,
2000 2001 2002 2003 2004
$ 23,164 $ 23,181 $ 23,670 $ 25,788 $ 26,631

Source Bank of Israel.

Foreign Exchange Rates

Until July 1985, the Israeli shegel was periodicakkpreciated at a rate consistent with inflation.
On September 2, 1985, the Knesset approved thevidl&ed at 1,000 times the then-existing
sheqgel. Since August 1, 1986, only the NIS hazutated, and the NIS has been referenced to a
basket of major currencies, which includes the ddHar, British pound sterling, Japanese yen,
French franc and German mark (the franc and th& mare both later replaced by the euro).
On August 1, 1986, the weighting of the componeintencies in the basket was 60% U.S.
dollar, 20% German mark, 10% British pound stetlBf French franc and 5% Japanese yen.
This basket approximates the composition of Issaekternal trade, including both imports and
exports. The number of units of each currenchenldasket is constant, but the weight of each
currency can change daily according to changesossaates. On June 5, 1995, the Bank of
Israel, in consultation with the Ministry of Finaadopted a policy requiring an automatic
adjustment in the weighting of the currencies mltasket in any future year in which a
cumulative change of more than two percentage paoicturs in the value of Israeli trade in any
single currency in the basket, relative to the gaitilsraeli foreign trade in the other currencies
in the basket. On December 31, 2004, the curreeeights were 61.8% U.S. dollar, 26.2%
euro, 6.2% pound sterling and 5.8% Japanese yen.

In December 1991, the Bank of Israel introduced‘thegonal band” or “crawling peg system”
to reduce business sector uncertainty and spegelleycles that had caused sharp capital
movements under prior exchange rate systems. Uhdesystem, the slope of the band is
adjusted on a daily basis on a gradual, constahpeedetermined path. Initially, the slope of
the band was derived from the difference betwergel's inflation target for the following year,
as set by the Government, and predictions of inftladbroad. The width of the band, its
midpoint rate and its slope were determined joibththe Bank of Israel and the Ministry of
Finance.

When the diagonal band was first introduced, palwas 9%, with a limit of 5% above or
below the midpoint rate. Since then, the slopeldeen gradually reduced and on December 24,
2001 the lower limit of the band was set at zera ebnstant rate of NIS 4.1021 to the currency
basket. As such, the exchange rate band couldnget be considered diagonal. At the end of
2004, the width of the band was 60.2%, based oawbeage of the two limits. On June 9, 2005,
the exchange rate band was abolished.

The Bank of Israel has sole responsibility for dady management of exchange rates. Prior to
February 1996, it was the practice of the Bankscdel to use market intervention to maintain
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the exchange rate near the midpoint of the bamtceS-ebruary 1996, the policy has been to
intervene only to prevent the rate from moving mé&ghe band. Since June 1997, the Bank of
Israel has not intervened in the foreign curreneyk®at, with the exception of six days near the
end of 1997.

During 2004, the NIS was stable against the cuyrdasket, depreciating by a modest 0.8%.
This was the result of moderate appreciation ag#nesdollar of 1.6%, coupled with

depreciation of 6.2% against the euro. In 2004 NI also depreciated in real terms against the
currency basket due to a smaller rise in the coesyamice index in Israel than in that of its main
trading partners.

During the first five months of 2004, the NIS depated against the dollar, reaching an
exchange rate of NIS 4.634 per dollar in mid-M3#is occurred as part of a global trend of a
stronger dollar on international foreign exchangekats. In addition, during January and
February of 2004, many Israeli investors sold Ni®xchange for foreign currency in response
to changes in the tax regulations in Israel whighatized the tax rate on foreign currency
investments with that levied on NIS investmentsede sales were also in response to the
narrowing interest rate differential between th&Mhd the dollar. During March, April and
early May 2004, foreign financial institutions s®diS as part of an international trend of selling
investments in emerging markets and other highdinglcurrencies. Between mid-May and the
end of August of 2004, the NIS traded within a oarrange. From September through the end
of 2004, the NIS strengthened against the dollartduhe dollar's weakness on international
foreign exchange markets. Additional factors whiesulted in a strengthening of the NIS in the
last four months of 2004 include (i) the perceiwagrovement in the geo-political situation due
to the Government’s approval of the Gaza disengagéplan and the new Palestinian
leadership; (ii) an increase in foreign investmarisrael; (iii) rising global capital markets
including the local stock market; (iv) the positidemestic economic environment which was
supported by expectations of continued global ghawt2005; (v) fiscal discipline which
resulted in a budget deficit of 3.9% of GDP in 2084umber which was within the target of
4.0%; and (vi) the small current account surplus.

Table No. 23
Average Exchange Rates
(NIS per currency unit)
Year
2000 2001 2002 2003 2004

U.S. dollar.....ccceoveieeiiiieiccee e NIS 4.077 NIS4.206 NIS4.738 NIS 4.548 SML482
British pound sterling .................ooeeees 6.180 6.054 7.117 7.428 8.205
Currency basket........ccccvvveeeeeiiiiiiiiieen, 4.223 4.280 4.887 4,948 5.057
U o T 3.768 3.764 4.478 5.136 5.569
Japanese yen (per 100 yen).......cccceeeeeen.n. 7833. 3.461 3.791 3.926 4.145
French franc.........cccccovceeiiiiiiie e, 0.574 0.574
German Mark .......ccccoovvveeeeeeniiiieeee s 1.926 1.925

Source Bank of Israel.
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THE FINANCIAL SYSTEM
Bank of Israel

The Bank of Israel is the country’s central bantl amctions independently of the Government.
It is responsible for formulating and implementisgael’s monetary policy. The Bank of Israel
also manages foreign exchange reserves, supelsiaets banking system and issues bank
notes and coins. The Governor of the Bank of Iszes as an economic advisor to the
Government. In addition, the Bank of Israel wgkatly with the Government in formulating
and implementing foreign exchange policy (see “Bedaof Payments and Foreign Trade—
Foreign Exchange Rates”). In May 2005, Prof. &tpilischer assumed office as Governor of
the Bank of Israel.

As stipulated in the Bank of Israel Law, the Bamksoael is not allowed to finance Government
deficits or to lend the Government money to finats@xpenditures in any fiscal year, except to
provide temporary advances to the Government tigbrseasonal cash flow requirements when
expenditures exceed revenues during the fiscal(peavided that the outstanding amount of
such temporary advances at any time does not excé&elof the Government’s current
expenditures budget for the year in which the adgamre made). Twice a year, such advances
are permitted to equal up to 3.2% of the curremnlgeti for a period of up to 30 days.

The Government is required to deposit all Governmevenues, including proceeds of foreign
debt (except for certain earmarked funds deposiiddcommercial banks), in the Bank of
Israel, which is responsible for managing the Gorent’s foreign exchange reserves. The
Bank of Israel is prohibited by law from investimgequity securities or private bonds, and is
subject to internal limitations on the amount ofdstments it may make in a single country or
financial institution. The majority of the Bank Isfrael’s reserves is held in securities issued by
foreign sovereign issuers.

At the end of 1997, the Prime Minister appointesbenmittee of outside experts to suggest
changes in the Bank of Israel Law, in light of tteasiderable institutional and economic
changes that have taken place in Israel since &m& Bas established in 1954, and in light of
similar actions taken in many other countries rerdg years. The committee submitted its report
to the Government in December 1998. In March 2802 Government submitted a proposal for
the amendment of the Bank of Israel Law to the IseesThe Government’s report proposed
modifying the Bank of Israel’s role, making it siarito the role of central banks in other
developed economies and establishing the mainteramarice stability as the Bank of Israel's
main objective. Furthermore, in order to improlre policy-making process of the Bank of
Israel, the Government’s proposal would establistoaetary committee within the Bank of
Israel, composed of well-recognized and experiempecetéssionals in the fields of finance,
monetary and macroeconomic policies. In ordevtmdhany possibility of political interference
in the nomination process, the members of the naopebmmittee will be nominated by an
independent panel, chaired by a retired Supremet@alge. In addition, in order to expand the
transparency of its operations, the Bank of Israklbe required to report to the Government
and the public on its monetary policy on a regbksis. The proposal is currently under
discussion.
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Monetary Policy

Since 1985, when the Economic Stabilization Plas agopted, Israel has made significant
progress in stabilizing inflation through effectimeplementation of monetary policy by the

Bank of Israel, and fiscal restraint and traderhifieation by the Government. In recent years,
the primary objective of Israel’s monetary and exde rate policy has been to gradually reduce
inflation to levels similar to those prevailingather industrialized countries (see “The
Economy—Wages and Prices”).

The Bank of Israel’s principal instruments of margtcontrol are auctioned time deposits for
banks and a discount window facility. Auctions iiterest-bearing deposits are currently the
main tool for implementing monetary policy and amilar to reverse repurchase agreements.
The interest rate received by the banks is deterhim the auction. Maturities are one week and
overnight. In the past, the Bank of Israel injediquidity using monetary collateralized loans to
banks, which were allocated to the banking systgpdsiodic auctions of a predetermined
amount and were used in a manner similar to repiseeAgreements. The auction of overnight
funds and deposits of various maturities and tkeeghinterest determined therein is the key
determinant of short-term interest rates in Isrddle Bank of Israel utilizes the daily auctions
primarily to offset flows from Government activéi@nd the balance of payments. Through the
discount window, Israeli banks can obtain overnighns to fill temporary funding needs.

In order to offset capital inflows, the Bank ofdst also operates NIS/dollar swaps, absorbing

NIS in return for dollars for a given period of #m Allocation of the swaps is made by auction
on the difference between the NIS interest ratethaedjoing dollar interest rate. Since August

1997, the Bank of Israel has used this facilityydnol roll over existing swap stock of $1.4 billion
and has refrained from using the swap auctionsmasreetary instrument.

Although the Bank of Israel does not issue its @@curities, it may reduce liquidity by selling
non-indexed zero-coupon Treasury bills of up to ye& maturity (known as “Makam”). In
recent years, the Bank of Israel has increasingliged such issuances. In 1995, the
Government raised the ceiling on the outstandinguarnof Treasury bills available to the Bank
of Israel for purposes of affecting monetary poligya total of NIS 15.5 billion, and provided for
the automatic adjustment of that ceiling twice ailyu Recently, however, the adjustments
have proved sufficient only for rolling over pripal and interest on the Treasury bills. In order
to increase the effectiveness of monetary poliaytarenhance the efficiency and completeness
of the money and capital markets, at the end oebder 2001 the Government decided to
remove the ceiling on the outstanding amount o&3uey bills.

At the end of 1991, the Bank of Israel and the Btiyi of Finance began publicly announcing
annual inflation targets, with the intention of uethg inflation gradually from the 15%-20%
range that had prevailed since the Economic Stalbidin Program was introduced in 1985 to the
low single-digit levels typical in developed coues. Israel was thus one of the first emerging
market economies to adopt the inflation-targetipgraach to monetary policy, using this regime
to reduce inflation, rather than merely to maintafitation at a low level. Inflation targeting was
implemented with some ambivalence in its first éhyears (1992-1994), but when actual
inflation significantly exceeded its target in 19%4e Bank of Israel implemented more
restrictive monetary measures in order to prevdtdation from reverting to its pre-1992 levels.
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The Bank’s tight monetary policy since the fourttager of 1994 has been a key factor in
attaining the current low inflation levels. Thignetary policy has been part of a three-pronged
approach to macroeconomic policy that is designdddilitate stable economic growth over the
long run by promoting monetary and financial sté&pend providing a favorable business
environment. The other key features are fiscatagg and structural reform, with the latter also
geared to spurring economic growth from the sugjlg.

From the summer of 1997 through the end of 20@4 atinual rate of inflation has been below
3%, with the exception of the last quarter of 198&n an international financial crisis led to a
significant depreciation of the NIS and a significane-time increase in price levels spaced over
three months. A significant depreciation and amease in price levels also took place in early
2002.

In August 2000, the Government set inflation tasdet future years. For 2001, the target was
2.5%-3.5%, for 2002, 2%-3%, and for 2003 and onwaitds set at 1%-3%, a level of measured
inflation that is defined as “price stability.” €be targets are consistent with the inflation
targets, explicit and implicit, of nearly all othéeveloped countries.

The end-of-year inflation rate was 0% in 2000, 149001, 6.5% in 2002, negative 1.9% in
2003 and 1.2% in 2004. The 2000 rate was belowehdy target and in 2002, the end-of-year
inflation rate exceeded the target, but the 2083 weas again below the yearly target. The 2004
end-of-year inflation rate was within the target.

The focus of macroeconomic policy on financial 8iglbduring the past few years paid off
handsomely between 1999 and 2001, as most finandiahators suggest a degree of stability
despite the very significant shocks that hit theneeny during this period. These shocks include
the end of the high-tech boom, the sharp declitekeNASDAQ and the uncertain security
situation.

Monetary policy since 1997 has emphasized thetiaflaargeting regime, with exchange rate
policy effectively having evolved to a free floailigy. Until June 1997, the parameters of the
upwardly sloping exchange rate band were suchtlieaBank of Israel was required to intervene
frequently in the foreign exchange market to préwegpreciation. At that point, continued
intervention was viewed as untenable and the baxsdwidened considerably with provisions

exchange rate constraints on monetary policy aadB#nk of Israel has been able to adjust its
key interest rate as required to meet the inflatawget, without having to intervene in the

foreign exchange market. The perception of risthenforeign exchange market is now centered
on small, day-to-day fluctuations rather than trger, less frequent ones typical of a more
tightly managed exchange rate regime. The cupertdeption is more amenable to creating a
more stable financial system. It appears thaptiiey measures in 1997 sent a signal to the
public about the policymakers’ resolve to redudiation to levels similar to those in other
developed countries.

In the first half of 2002, in light of an ongoingpid exchange rate depreciation and a subsequent

rise in inflation expectations, the Bank of Isresbed the monetary interest rate by 5.3
percentage points, from 3.8% at the end of Dece@@@t to 9.1% in July 2002. Most of the
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increase in the interest rate (cumulatively 4.cpetage points) was made in June and July.
Following the Government’s decision to adjust th&&budget, the upsurge in the exchange rate
and prices was halted. During the second halefyear, prices rose by only 0.4% in annual
terms. From August 2002 until the end of the yda,Bank of Israel left the interest rate at
9.1%, due to the assessment that this rate woutdibguate to restore price stability. The Bank
of Israel lowered the interest rate by 0.2 peragmiaoints in the beginning of 2003, as an
assessment of the relevant inflation indicatorgested some improvement. The interest rate
was unchanged in February and March 2003, duetérideation in the inflation indicators in
January 2003 and the first half of February 20Background indicators began improving in
mid-February 2003 with the formation of a new Goweent, the approval of an economic plan
by the Government and the Knesset, the approvhleoiban guarantee program by the United
States and the cessation of major hostilitiesaq.IrThese events reduced uncertainty regarding
expected yields on local-currency assets, suppedetinuous capital inflow, lowered the
exchange rate and interest rates determined byé#nkets, and reduced expected inflation.

Against this background, the Bank of Israel acesést the reduction of interest rates. In April,
May and June 2003, the Bank of Israel cut intaegsts by 0.2, 0.3 and 0.4 percentage points,
respectively. The interest rate was reduced by@&rbentage points in each of July, August and
September, and in October, November and Decembéentiérest rate cuts were 0.4, 0.5 and 0.4
percentage points, respectively. Over the yearBimk of Israel reduced interest rates by 3.9
percentage points, from 9.1% in December 20022%5n December 2003. In real termg (
deducting one-year inflation expectations derivednfthe capital market), interest rates declined
from 7.2% at the end of 2002 to approximately 4&%he end of 2003, exceeding the rate of
decline of expected inflation.

During the first four months of 2004, the Bank sxffdel maintained the interest rate reduction
that began in 2003. This was due to the low le¥ahflation expectations for 2005 (as reflected
by capital market data) in the first quarter of ylear, a level that was below the center of the
targeted range of inflation. In January throughilA2004, the Bank of Israel cut the interest rate
by a cumulative 1.1 percentage points. From Maydeember 2004, the interest rate was
unchanged. In December 2004, the rate was cut laglditional 0.2 percentage points. In
January and February 2005, the interest rate waancadditional 0.2 percentage points to 3.5%.
The Bank of Israel’s interest rate in real ternie {tominal interest rate less the coming year’s
inflation expectations, derived from the capitalrked) also fell during the initial months of
2004, and in the second half of the year reachealarage of 2.3% compared with 4.6% in
December 2003.

The Bank of Israel cut the interest rate duringfitst four months of 2004, despite the rise in
medium and long-term yields-to-maturity in the bemdarket, and the increase in the exchange
rate (against both the dollar and the currency &shk that period. The moderate upturn in bond
yields (which matched the upturn in bond yield¢hi@ United States during the same period)
ceased in mid-year. In the second half of the yeag-term yields-to-maturity stabilized and
short and medium-term yields fell slightly, deveaiognts that led to the Bank of Israel’s decision
to cut the interest rate in December 2004. Durivegytear as a whole, the differential between
long and short-term interest rates expanded (tpesbf the real and nominal yield curves
became steeper), a development that was indicatinenetary expansion.
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The downturn in CPI-indexed and unindexed bondigitb-maturity for all terms of maturities
continued during December 2004 and January 20@&|alements that affected the decision to
further reduce the interest rate in January andugep 2005. Israel believes that this downward
trend was at least partially related to the improget in the security situation that became
apparent during the same period.

Despite the contraction in the gap between the taopéterest rates in Israel and the United
States (as a result of the Bank of Israel’s reduaadtn the interest rate during the initial montlis o
the year and the continued rise in the interestirathe United States during the second half),
the NIS strengthened against the dollar in thersgetalf of 2004 due to the weakening of the
dollar against the euro. The fall in the excharege against the dollar during the second half of
2004 reduced consumer prices in the second halb@4.

The Government’s budgetary policy was a major fatttat contributed to the exchange rate and
price stability in 2004, and which facilitated ather reduction in the monetary interest rate.
This policy was reflected in a decrease in domegstldic consumption, and in a reduction in the
budget deficit and Government borrowing to finatiedeficit. The budget deficit amounted to
3.9% of GDP in 2004, close to the target of 4.0%DBP and less than a deficit of 5.6% of GDP
in 2003.

Table No. 24
Selected Interest Rates
Average Interest
Self- Rate on

(Short-Term Local) Average renewing Commercial Bank

Currency to the Public Cost of Overnight Monthly Deposits Average Annual

Overdraft Term Monetary Deposits (at the Interest Rate on

Facilites  Credit Loans” (CDs)? Bank of Israel)® Monetary Loans
............. 15.8% 11.6% 9.3% 8.0% 9.9% 9.3%
............. 13.4 8.8 6.6 5.6 7.2 6.8
............. 13.6 8.6 6.8 5.8 7.2 6.8
............. 13.7 9.5 7.4 6.2 7.8 7.5
............. 10.2 6.5 3.9 3.1 4.4 4.2

(1) The weighted average of the marginal cost ofietary loans of various maturities.
(2)  Excluding large negotiable SROs (self-renewdrgrnight, local currency, interest-bearing de®sit
(3)  Percent per annum.

Source Bank of Israel.
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Table No. 25

Monetary Indicators

Year
2000 2001 2002 2003 2004
Monetary aggregates (average)
MZ1(in millions of NIS,
annual averag8.............cco....... NIS 23,846 NIS 27,223 NI5475 NIS 31,629 NIS 37,180
M2(in millions of NIS,
annual averagé.............cco....... 218,643 256,191 264,245 4,961 302,358
MLZOE e 0% 14.2% 15.6% 0.5% 17.6%
M2 e .20 17.2 3.1 7.8 6.1
Public sector injection/GDP................... (0.6) 0.5 (1.2) 0.7 0.4
Bank of Israel injection/GDP................. 0.6 1.6 1.9 0.3 0.3
Bank of Israel foreign currency
sales to the private sector/GDP .......... 0.0 0.0 0.0 0.0 0.0
Nominal interest rate
SRO (CDY ... 8.0 5.6 85. 6.2 3.1
Unrestricted credi® ®...................... 12.8 10.0 9.9 10.6 7.5
Currency-basket interest rate
(Averagey .....cccooeeeeieeesen, 5.5 3.6 2.1 1.5 1.8
NIS/currency basket (during peri&d)..... (6.3) 3.7 14.2 (0.5) 1.8
Real yield to maturity on five-year bonds. 6.0 4.9 4.8 4.9 3.8
Nominal yield on equities (during
PErod) ... 0.5 96 (20.2) 55.7 17.4
Nominal GDP (averag&™.................... 9.5 15 3.3 1.7 4.6
(1) Includes mortgage banks.
(2) Percentage change over previous period (average
3) Currency in circulation plus demand deposits.
(4) M1 plus treasury bills and interest-bearingaloturrency deposits with maturities shorter thanrbnths.
(5) Contributions to monetary expansion. The cleasigserved with respect to past reports is duleetdaict
that the redemption of Government bonds held byBtak of Israel is no longer considered as pathef
public sector injection. The change is retroactiseof 1995.
(6) Includes SWAP transactions.
(7) Self-renewing, overnight deposit.
(8) In local currency.
(9) Weighted average of three-month LIBID (the fuidthe LIBOR rate).
(20) Includes convertible securities and warraa¢sadjusted for dividends and stock splits.
(12) As calculated in March 2005.

Source Bank of Israel.

Banking Institutions

Israel has a highly developed banking system.héteind of 2004 there were 34 banking
corporations operating in Israel, including 18 coancral banks, six mortgage banks, five
financial institutions, one merchant bank, two jeervice companies and two foreign banks.
The total assets of the five major banking grouyes panking corporations as measured
together with all of the subsidiaries that areudeld in their consolidated financial statements)
totaled NIS 812 billion at the end of 2004, an @ase of 3.0% from the end of 2003. Assets of
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the banks denominated in local currency increageahty 1.0%, while their foreign currency
assets increased by 6.2%, primarily due to theeas® in the assets of the Israeli banking
subsidiaries abroad. The number of domestic baakdhes was reduced from 960 in 2003 to
951 in 2004.

In recent years, there is a tendency for bankfoseor merge, particularly among smaller
banks. During 2003, The Maritime Bank of Israadl ishkan - Bank Hapoalim
Lemashkantoat were amalgamated into Bank Hapoatueh Leumi Industrial Development
Bank, an investment finance bank, closed. IndaisDevelopment Bank of Israel encountered
financial distress in 2002 and received a speigjaldity line from the Bank of Israel.
Subsequently, the Government, which owns more 5086 of the shares of Industrial
Development Bank of Israel, decided to sell off bla@k’s assets and liabilities. The bank is
undergoing a closure process that will take a nurabgears. In December 2003, Bank
Hapoalim bought out Bank Polska Kasa Opieki TelvABank Pekao) and due to the
completion of this sale, Bank Pekao’s license wasinded. These trends continued in 2004.
Global Investment Bank (B.H.) closed and its lieenss rescinded in March 2004. The license
of the branch of Standard Chartered Bank operatifigast Jerusalem was rescinded in May
2004 and in December 2004 Tefahot-Israel MortgagekBnerged with its parent bank United
Mizrahi Bank (effective January 2005). This trdra$ continued into 2005, with two additional
small commercial banks terminating operations.

The upward trend in the economy that began in 28@8, GDP growth of 1.3%, and gained
momentum in 2004, as GDP grew by 4.3%, was refleici¢he banks’ performance, as
profitability in terms of net return on equity ieased from the 2003 level of 8.6% to the
relatively high rate of 13.2% in 2004. The econosiowdown that affected the markets during
2001 and 2002 significantly impacted the banksvmions for loan loss in those years, which
peaked at 1.3% of outstanding credit in 2002. Téi® is gradually decreasing and in 2004 fell
below one percent (0.92%). The ratio is still tielely high, due to the high level of problem
loans that prevails in the loan portfolio of thenks. Non-performing loans (defined as loans
that are in non-accrual status and loans in termp@raears) as a ratio of total loans decreased to
3.5% at the end of 2004 from 3.9% in 2003.

All Israeli banking groups and every banking cogtimn must satisfy the minimum capital
adequacy requirement of 9% prescribed by the Batdrael in accordance with international
standards prescribed by the Basel Committee fokiBgrSupervision.

In 2004, there was another improvement in the so&pital adequacy ratio (Basel) which
increased to 10.75% at the end of 2004, compar&@.82% at the end of 2003 and 9.9% at the
end of 2002.

Three banks—Bank Leumi, Bank Hapoalim and Israst®uint Bank, and their respective
subsidiaries—account for approximately 80% of theKing business in Israel. Israeli banks are
permitted to conduct (in addition to traditionahking activities) a variety of non-banking
activities, including underwriting securities, ogeng provident funds, intermediation and
trading in securities through segregated non-babkidiaries. Until the mid-1980s, the role of
financial intermediation by banks and other privagetor financial institutions was limited due

to large government borrowings to finance governraetivity, which severely limited the
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availability of capital resources. The reductinorgovernment deficits and borrowings since that
time, along with capital market reforms, have digantly increased the availability of capital
resources to the private sector, giving the bariksger role in the financial system.

The banking reforms included the reduction of reseequirements to which the public’s
deposits are subject. Since the end of 1992y@dlst of deposits are subject to a nominal primary
reserve requirement of 6% on deposits with matunityo six days, 3% on deposits with
maturity up to a year and 0% on longer-term deposfince 2002, the secondary reserve
requirement on foreign currency deposits was gidieavered. Currently, the reserve
requirement on these deposits is only the primesgnve requirement. In addition, banking
reforms have included the elimination of most iegtns on interest rates and minimum terms
of indexed deposits and credit, and the removéi@prohibition against the issuance and
trading of certain types of derivatives. The detation of bank activity, together with the
liberalization of foreign exchange, helped to regltlee segmentation between different types of
financial intermediation and augmented the sulistiility between different types of credit.

The liberalization of foreign exchange narroweddhps between domestic interest rates on
foreign-currency denominated instruments and istawes prevailing abroad, and also worked
indirectly to lower interest rate spreads in thealacurrency sectors. As a result, the cost of
credit in Israel has decreased faster than haesiten deposits, causing interest-rate spreads to
contract significantly during the 1990s.

In 2004, Amendment No. 13 to the banking laws wescted. The Amendment reinforced and
expanded the supervisory authority over the bahk&ddition, it provided for the sale of banks
by the Government to the general public throughstbek market, and formalized the Basel
standards requirement of disclosure of supervisdgormation regarding cross-border banking
issues to host supervisors.

In 2004, an inter-ministerial committee chairedlyy Yossi Bachar, the Ministry of Finance
Director General, published its recommendationsémital market structural reforms. Among
those reforms are the restructuring of banks’ mglsiand management of provident and mutual
funds. These recommendations were adopted byakier@ment in November 2004 and are still
pending Knesset approval.

The Anti-Money Laundering Law was enacted in Aug220 and the sections that pertain to
the obligations imposed on financial entities teflect on February 17, 2002 (see “Balance of
Payments and Foreign Trade—Anti-Money Laundering.a In January 2001, the Governor
of the Bank of Israel issued a Prohibition on Mohayndering Order. This Order includes
requirements regarding identification, reportingl aacordkeeping by banking corporations. The
banking directive on business customer identifacatind recordkeeping (a regulation that has
been in effect since 1995) has been amended indighe declaration of principles of the Basel
Committee on Banking Supervision of October 200LCastomer Due Diligence for banks. The
regulation incorporates directives on customer jgiacee policy and ongoing monitoring of
high-risk accounts, and contains special directoreprivate banking, correspondent banking
and, in particular, caution in the management ghhrisk accounts.
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As a result of Israel’s intensive and prompt efdd ameliorate legislation, regulation and
enforcement against money laundering that complly thie FATF standards, Israel was
removed from the FATF list of non-cooperative coigstin June 2002 and from the FATF
watchlist by the end of 2003.

In the beginning of 2005, the “Prohibition of Fimamy Terrorism” was enacted and Israel’s
banking directive was modified to include combatiegorism financing. This modification
stemmed from the international collaborative effarntthe areas of anti-money laundering and
combating the terrorism financing, which are refelcin the standards set by the Basel
Committee and the legislation in Israel. The maodifications include applying all guidelines
for customer identification to combat the financofgerrorism; implementing additional
guidelines for addressing risks related to chegodis, in particular, checks that are
transferable and checks that are drawn on foregagrkdy enhancing criteria for determining
countries that bear enhanced risk of terrorisrmitiag or money laundering and providing
banks with a list of countries that require heiglete scrutiny of money transfers.

The Banking Supervision Department of the Banksodiél conducts on-site examinations on an
ongoing basis to determine compliance of banks thithaws and directives regarding anti-
money laundering. A Sanctions Committee, whickngpowered to impose financial penalties
for infractions, has commenced operations in A0D3.

Another important aspect of banking reform is thggiization process, which received special
emphasis in recent years (see “The Economy—Radieec$tate in the Economy”). The
Government sold almost all of its shares in Bankd#dim Ltd., the largest bank in the Israeli
banking system, during the 1990s. As of June 20@5State owns 0.01% of Bank Hapoalim
Ltd.

Israel Discount Bank Ltd. underwent a privatizatgrocess during 2004 and on February 2005,
the Government sold its controlling share (26%hefissued share capital of the bank, coupled
with an option to purchase a stock package totd@btg of the issued share capital of the bank).
According to the sale agreement, the option is@sale within a three-year period.
Notwithstanding, the sale of Israel Discount Band. is still pending approval of the Bank of
Israel. As of June 2005, the State owns 57.1%ebank. Once the sale is approved and
assuming the purchase option is exercised, thengdaf the State in the bank will decrease to
approximately 6%.

As of December 31, 2004, Israel owned 36.3% of Baewkmi Ltd. On January 2005, a block of
options was exercised, which reduced the Goverrimbkaldings in Bank Leumi Ltd. to 34.8%.
In March 2005, the Government sold shares totdib§o of Bank Leumi’s capital. An option to
buy an additional 3.5% of the shares on the follgnday, which was couple with the sale, was
not exercised. As of June 2005, the State owr28f Bank Leumi Ltd.
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Table No. 26

Assets, Liabilities and Equity Capital of the FiveMajor Banking Groups?
(in millions of NIS at constant December 2003 pric®

For Year Ending December 31,

20007 20017 2002? 2003 2004
Assets
In local currencﬂ?) ............... NIS 451,636 NIS 472,611  NIS 456,057 NIS 467,667  NIS 468,704
In foreign currency............. 279,432 308,236 322,835 321,453 343,980
Total assetS......ccevveerveennnen. 731,068 780,847 778,892 789,120 812,684
Liabilities and Equity Capital
In local currenc{. .............. 473,661 499,150 478,664 490,012 494,954
In foreign currency............. 257,407 281,697 300,228 299,108 317,730
Total liabilities and equity
capital ......oocoeevieeiieii 731,068 780,847 778,892 789,120 812,684
Equity capital........ccccccceeeeenn, 36,186 38,104 37,959 41,796 44,385

(1) The five major banking groups are the Bank Hdipp group, the Bank Leumi group, the Discount Bank
group, the First International Bank of Israel grauml the United Mizrahi Bank group.

(2) The division into local and foreign currency 000, 2001 and 2002 was adjusted according to the
published financial statements for those years.

3) Including non-financial items.

(4) Including non-financial items, minority intetesand equity.

SourcesBank of Israel, Supervisor of Banks.

Capital Markets

Israel’s capital markets and the laws regulatiregrttare highly developed. The principal
regulatory body responsible for administering th@éli securities laws is the Israel Securities
Authority (“ISA”). The ISA’s main function is tonptect the interests of investors by overseeing
the activities of the TASE, supervising public séees offerings, and mandating disclosure of
material information by listed companies by meainsublications such as prospectuses,
financial reports and other periodic reports. Cames whose securities have been offered to
the public in Israel by prospectus or whose seegrdre traded on the TASE are required to file
guarterly and annual reports and certain curreaheseports with the ISA, the TASE and the
Registrar of Companies. The ISA monitors theseoomggreports, including periodic reports
(which include financial statements, a directoegart on the status of the corporation’s affairs,
and an additional information report), quarterlyaincial reports and immediate reports, which
are filed immediately after the occurrence of dartvents that could have a material influence
on the corporation or on the price of its secwitidhese reporting requirements are enforceable
by the Israeli courts upon the petition of the 18/jich also has the power (under certain
conditions) to direct the TASE to suspend tradihg company’s securities. The ISA also
regulates the mutual fund industry’s activities angervises, licenses and disciplines portfolio
managers and investment advisors and conductstigagsns into violations of securities laws.

The TASE is the only stock exchange and the onblipumarket for the trading of securities in
Israel. The TASE is highly regulated, both intéisnand externally, by the ISA. Internal
regulations include automatic rejection of a tratla price that deviates more than 35% from the
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last trade for that security, circuit breakers, dBeminute halting of trade in a company’s
securities on the day that the company publishies{sensitive information, so that the
information can be widely disseminated. The TASE & computerized trading system with
real-time information available. The TASE’s rugsvern membership, registration of
securities, conditions for suspending trading dolchations of listed companies. All shares,
convertibles, treasury bills, government bonds @erivatives are traded via TACT, the TASE’s
fully automated trading system. The TASE has 2kbers and, as of December 31, 2004, 578
companies had equity securities listed on the TASEer the course of 2004, share prices on
the Tel-Aviv Stock Exchange rose sharply. The Ga&nadex of shares and convertible
securities (which is comprised of all shares antd/edible securities tradable on the TASE)
increased by 17.6% in 2004, compared with an isered 55.4 % in the General Index in 2003.
During 2004, the Tel Aviv 100 Index (which is conged of the 100 largest companies by
market capitalization) and the Tel Aviv 25 Indexh{ah is comprised of the 25 largest
companies by market capitalization) increased h9@%9%nd 22.6% respectively, compared with
an increase of 60.7% and 51.0%, respectively, 0820As of December 31, 2004, the total
market value of all listed equity securities wag $%illion, compared with $70.4 billion in 2003
and $42.6 billion in 2002. The average daily tngdior equity securities increased to $147
million during 2004, compared with $81 million i9@3 and $51 million in 2002.

The Dual Listing Law that took effect in October0OR0enables U.S.-traded Israeli companies to
dual-list on the TASE with no additional regulateeguirements. As of December 31, 2004, 25
U.S.-traded Israeli companies have dual-listechentASE, based on the new regulatory
framework.

Active involvement of foreign investors in the TA®Egan in 1994. In 2004, international
holdings decreased to 10.2% of the total markeitalggation of the shares and convertible
securities tradable on the TASE, compared to 1iB2003. In contrast, in 2004, foreign
investors’ share in the TASE trading volume wag8%4ompared to 8.44% in 2003.

The Government bond market in Israel is highly d@ved, and Government bonds account for
the vast majority of publicly issued debt secusitién 2004, the Government raised $8.0 billion,
mostly through non-indexed bonds. The bond markksrael has been a growing source of
capital for Israeli corporations. In 2004, the amioof capital raised by the corporate sector
through bond issues totaled $4.7 billion (includatguctured bonds) compared with $1.4 billion
in 2003.

In January 2005, the Knesset approved a broadmefothe Government bonds market, which
will be implemented during 2006. This reform isimred on the appointment of primary dealers
in the Government bonds market. It is expectaddeease the liquidity and transparency of the
capital market, encourage the entry of internationaestors into the market, upgrade the trading
and clearing systems, promote the corporate bormuakat) and encourage the development of
diverse derivative fixed income instruments.

In recent years, the role of institutional investor the Israeli capital markets has increased
significantly. The principal types of institutidnavestors are pension funds, provident funds,
severance pay funds (special funds establishedltbdssets set aside by employers for the
payment of severance obligations owed to their eygas), advanced study funds, mutual funds
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and a variety of life insurance savings plans.oABecember 31, 2004, assets held by pension
funds totaled $34.4 billion, assets held by prontdands and severance pay funds totaled $33.8
billion, assets held by advanced study funds tdtéliet.4 billion, assets of life insurance savings
plans totaled $23.7 billion and assets of mutuatifutotaled $23.4 billion.

Gold Reserves

The State has not maintained gold reserves sing2.19
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PUBLIC FINANCE
General

The public sector in Israel is defined by Isra€lentral Bureau of Statistics as the central
Government, the Bank of Israel and the Nationdititons. The public sector does not include
the local authorities or Government Companies. Gbheernment’s annual budget covers the
expenditures and revenues of the Government ontlydaes not include the accounts of the
National Insurance Institute (“NII”), the Nationaistitutions, the Bank of Israel, or surpluses
and deficits of Government authorities, such adihstal Authority, the Airports Authority and
the Ports Authority.

The Budget Process and Deficit Reduction

The Government'’s fiscal year ends December 31. Ghveernment’s annual budget process
generally begins in June when the Budget Departwfathe Ministry of Finance coordinates
budget discussions with the various Governmentstiies. During September and October, the
details of the budget are finalized within the Goweent. No later than 60 days before the end
of the fiscal year, a budget bill, together witlpparting information, is required to be submitted
to the Knesset for its approval. At the time thev&nment submits the annual budget to the
Knesset, it is required by law to submit a threarywojected budget, which is non-binding and
does not require Knesset approval. No later tharehd of the year, after discussions with
respect to the proposed annual budget before ttem€&e¢ Committee of the Knesset by the
relevant Government Ministers and officials, thewad budget law is required to be approved by
the Knesset.

In response to persistent budget deficits, the Bgtgsassed the Deficit Reduction Law in 1992.
This law required that the targeted domestic budgétit (excluding credit granted by the
Government), as a percentage of GDP, decreaseyeackluring the period between 1993 and
1997, as compared to the targeted domestic buadiettdexcluding credit granted by the
Government) for the preceding year. The amouth®fyear-to-year decrease was not specified.
However, in 1996, the Government submitted a neficD&eduction Law, which was
approved by the Knesset in January 1997. Thislaavecontained specific targets for the total
deficit for each year until 2001, rather than tésder the domestic deficit only, as under the
previous law. In recent years, the Government stedhamendments to the Deficit Reduction
Law, which were approved by the Knesset, with npecsic deficit targets. According to the
most recent amendment approved by the Knessetdileoudget deficit, as a percentage of
GDRP, is targeted not to exceed 4% in 2004 and 3éaah of the years between 2005 through
2010.

In addition to the Deficit Reduction Law, in 2008tKnesset approved a new law, the Sum of
the Government Expenditures Law, which placed it&ins on Government expenditures.
Under the new law, the sum of Government expereht(excluding expenditures on hospitals)
in each year between 2005 through 2010 shall moeéase by more than 1% indexed to the CPI
as published by the Central Bureau of Statistiespared to Government expenditures in the
prior year. Adjusting expenditures upwards is sabjo preserving the annual deficit goal.

D-68



Unless the Knesset approves an increase in budgepsshditures, no ministry in the
Government may spend any amount in excess of dgdiu However, budgeted amounts that
are not spent by the Government in any given yeay, mpon notice to the Finance Committee
of the Knesset, be spent in the following yeare @bficit target established pursuant to the
Deficit Reduction Law refers to the budget as pegabby the Government, rather than actual
expenditures and revenues. Therefore, no adjustmé&overnment expenditures is required by
law if the actual deficit missed the targeted debecause Government revenues or the actual
GDP were different than anticipated. The Governrfiaances its deficits through a
combination of internal and external indebtedness@oceeds from privatization.

From 1992 through 1996, the domestic deficit, edticig net allocation of credit, was 4.9%,

2.4%, 2.0%, 3.2% and 4.7% of GDP, respectivelgomparison with domestic deficit targets of
6.2%, 3.2%, 3.0%, 2.75% and 2.5%, respectivelyl9®7, as stated, the Government decided to
replace the domestic deficit target with a totdlaietarget. From 1997 through 2004, the total
deficit, excluding net allocation of credit, asexgentage of GDP, was 2.8%, 2.4%, 2.5%, 0.7%,
4.5%, 3.8%, 5.6% and 3.9%, respectively. The Guwent met its budget deficit target for

2004. The deficit target was achieved despitetentdil tax reductions which were in turn based
on the increase in the tax revenues and the htgharprojected GDP growth rate.

In order to reduce the budget deficit for 2003 tibwing years, a comprehensive economic
plan was approved in mid-2003. The first stagtheflsraeli Economy Recovery Plan of 2003
was initiated in order to stabilize the economygrse the economic slowdown in the short term,
and create conditions that would enable the ecortormgturn to a sustainable growth trajectory.
Among the measures that were taken were a signifrealuction in Government expenses,
comprehensive structural changes in the publiosgcwering of income tax and the
resumption of the privatization process. Additibhaomprehensive reforms were implemented
in order to reduce social welfare allowances, mplareign workers with Israelis, and solve the
growing actuary deficits of the pension funds.

The 2004 budget represented the second stage Ectrmic Recovery Plan, in effect a
transition from the first step of halting the weakey of the economy to the next step of
promoting sustainable growth in the Israeli economythat stage a multi-year policy was
introduced, aimed at improving the standard ohlivacross socioeconomic classes. Among
measures that were taken were the reduction of Gment expenditures as a percentage of
GDP, reduction of debt as a percentage of GDP ctexuof taxes and comprehensive structural
changes. All of these were major factors thatmonted to strong growth in 2004, along with

the acceleration in global economic activity. 002, the economy was characterized by rapid
growth, including a sharp rise in exports and acoorent increase in the business-sector product.

The 2005 budget represents the third step of tkad&uic Recovery Plan and is focused on the
essential features necessary to maintain the dugrewth rate. Economic policy as reflected in
the 2005 budget includes measures to continue mmgaléation of comprehensive reforms, such
as limiting the increase in Government expenditares further reducing the tax rates.

The original State budget for 2005 is NIS 264.%dil and the deficit target is 3.0% of GDP
(excluding another 0.4% of GDP which will be usedihance the expenditures of the
implementation of the Disengagement Plan). Thenroamponents of the 2005 budget are the
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Government budget adjustments following the cordiimn of the tax reform, an increase in
investment in infrastructure, a decrease in thdipskctor as percentage of GDP, the
implementation of efficiency measures in the de¢dmsdget and the implementation of

structural changes in various areas. The 200%naiitate budget forecasts revenues and grants
to Israel equal to NIS 210.8 billion and gross exprires and lending by Israel equal to NIS
225.8 billion.

In 2004 and the first quarter of 2005, public canption decreased by 1.9% and 7.2%,
respectively. In order to accelerate growth, anliight of the income surplus, the Government
decided to continue lowering income taxes in acaoced with the tax reform program, to reduce
the duty and purchase tax, and to reduce the alded tax (“V.A.T.”). In April 2004, the
Government approved a reduction in the incomedajofv- and middle-income individuals.
Despite optimistic economic indicators, the Goveeniris maintaining its goal of reducing
expenditures as a percentage of GDP.

The following tables set forth the Government defad its financing on a total and domestic
basis. Domestic expenditures constitute all experes by the Government made in Israel.
Domestic revenues constitute all taxes raisedraels The Government accounts for domestic
expenditures and revenues as a method of measbangfluence of the Government on the
domestic economy. Tables 27 and 28 present ttes ¢madget figures, including revenue-
dependent expenditures and contributions from tidgét to the NII; Table 30 presents the
budget net of these expenditures.
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Table No. 27

The Budget Deficit and Its Financing
(in thousands of NIS at current prices)

Actual Actual Actual Original Original
2001 2002 2003 Budget 2004  Budget 200%"
Revenues and Grants
Tax revenues .........cccceeeeeeeeeeennn, NIS 147,885 NIS 148,931,068 NIS 145,284,611 NIS 15111, NIS 163,231,000
Non-tax revenues............c.ceeeueene 24,627,640 34,624,934 36,181,069 36,386,038 35,740,452
Foreign grants...........c..ccc...... 9,755,289 15,011,043 10,595,353 11,984,588 11,873,175
Total e 181,850,814 198,567,045 192,061,033 200,121,726 210,844,627
Gross Expenditure and
Lending
Current and capital
expenditures..........ccccoceeeveennen. 92,663,660 104,677,350 105,143,628 96,865,952 09,08
Transfer payments and
SUDSIAIES .....vveieeiieeieiiieee 72,862,65 74,315,985 72,629,081 70,731,209 74,821,628
Interest payments and
commission?..........ccocun... 27,949,995 27,716,906 32,479,416 35,672,396 3630607,
LO@NS...coieiiiiierieireniie e HAR9 3,244,004 3,964,325 6,022,496 3,907,468
Other expenditures ____________________ 5,239,796 5,518,766 4,252,667 11,825,509 11,510,501
Total e 202,351,132 215,473,011 218,469,117 221,117,562 225,797,000
Surplus (DefiCit)..........covvveeenn.. (20,500,318) (16,905,966) (26,408,084) (20,995,836) (14,952,373)
Financing
Foreign borrowingfé) ................ 5,949,815 8,150,584 19,905,983 5@2,000 15,000,000
Foreign loan repayments ........... 8,867,612 10,157,159 13,348,726 13,890,862 12,230,000
Foreign financing (net).............. (2,917,797) (2,006,575) 6,557,257 8,609,138 2,770,000
Domestic borrowings ................ 52,716,553 54,816 58,106,937 40,499,664 47,092,973
Domestic loan repayments ....... 35,954,213 33,178,272 35,750,619 30,712,966 38,840,600
Domestic financing (net)............ 16,762,340 24,426,544 8,252,373 9,786,698 22,356,318
Proceeds from Privatization....... 171,869 429,914 281,303 4,500,000 4,000,000
Cash Balance of the
Government (at end of
period)®
Deposits in NIS ........cceeeeeeenn. (14,75@P0 (12,220,000) (12,493,000) (7,316,000)
Deposits in foreign currency
included in budget.................. 2,908,000 2,008 1,012,000 1,178,000
Deposits in foreign currency
not included in budget............ 16,101,000 17,967,000 19,799,000 12,652,000
Total deposits in foreign
CUTTENCY e, 19,009,000 20,372,000 20,811,000 13,830,000
TOtal oo 4,259,000 8,152,000 8,318,000 6,514,000
(1) Excluding expenditures related to the impleragan of the Disengagement Plan.
(2) Interest payments and commissions are net ofiats attributable to indexation of NIS-linked

Government bonds and that portion of the interagtents on NIS loans attributable to inflation thoe
year of payment. These amounts are included icdpéal expenditures portion of the budget as dime

loan repayments.

3) Excludes proceeds borrowed under the U.S. dpmmnantee program which are not used for budget
financing.
(4) Includes the accounts of NII.

SourcesMinistry of Finance, Bank of Israel.
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Table No. 28

The Domestic Budget Deficit and Its Financing
(in thousands of NIS at current prices)

Actual Actual Actual Original Budget Original Budget
2001 2002 2003 2004 200"
Revenues and grants...........c.cccccceeueee NIS 170,018,810 NIS 177,347,026 NIS 171,427,241 N3$,497,522 NIS 193,678,401
Gross expenditure and lending............
Current and capital expenditures..... 84,989,979 90,930,353 95,115,415 85,717,805 88824,
Transfer payments and subsidies.... 70,788,547 71,162,789 70,619,306 68,813,045 7238456,
Interest payments (including credit
SUDSIAIES) ..eevieeeiiiiieeiee e 21,867,826 22,232,920 26,430,643 27,948,395 264483,
LO@ANS ..coiiiiiiiiiiiii e 3,636,029 3,244,004 3,964,325 6,022,496 3,907,468
Other expenditures...........ccoveeveerienas 5,239,796 5,518,766 4,252,667 11,825,509 11,510,501
TOtal oo 186,527,176 193,088,832 200,382,356 200,327,250 203,522,304
Domestic surplus (defiCit)................... (16,508,366) (15,741,806) (28,955,115) (18,829,728) (9,843,903)
Financing
Domestic borrowings............cccccveeen. 52,716,553 57,604,816 58,106,937 40,499,664 4'R032,
Domestic loan repayments.................. 35,954,213 33,178,272 35,750,619 30,712,966 38,840,600
Domestic financing (Net)..................... 16,762,340 24,426,544 22,356,318 9,786,698 8,252,373
(1) Excluding expenditures related to the impleragan of the Disengagement Plan.

Source Ministry of Finance.

Taxation and Tax Revenues

In 2004, the Israeli total tax burden decrease2Btd% of GDP, compared to 38.5% in 2003 and
40.1% in 2000.

Israel has a progressive personal income tax witip aate of 49%, supplemented by a 15%
health and social security tax (including the emgetts contribution) and a 34% corporate tax
rate, to be reduced gradually to 30% in 2007. rédditaxes consist primarily of a 17% V.A.T.

In addition, a high purchase tax is levied on calsphol, fuel and cigarettes. All imports from

the European Union and the United States are dagj-fvhereas customs are applied on selected
imports from other countries.

In recent years, further changes to the tax systere adopted to integrate Israel more firmly
into the global economy. As part of this policystoms duties on imports continued to decline.
Decisions made under GATT in 1994, with respecetiucing duties on agricultural products,
went into effect on January 1, 1996. Israel hgsesd free trade agreements with both the United
States and the EU, as well as with the EFTA coestiCanada, Turkey, Mexico, Bulgaria and
Romania, which lowered customs duties on impodsfthese countries.

On January 1, 1995, a double taxation treaty wighlnited States went into effect. This treaty
governs the income taxation of residents of theadhBtates or Israel, as the case may be, who
conduct business or otherwise derive income irother country subject to the treaty
jurisdiction. Among other things, the treaty pr®$ for reduced rates of withholding tax on
certain nonbusiness income, such as dividendsestteand royalties, that is sourced in Israel
and derived by a resident of the United Statese tfdaty provides rules for the avoidance of
double taxation through a foreign tax credit mecsranand allows for the resolution of disputes
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arising under the treaty through a mutual agreempertgedure involving the governing taxing
authorities.

In January 2003, Israel implemented a comprehemsiugyear reform of the direct-tax system.
In the first stage, direct taxes on labor were ceduvhile the tax burden on capital income and
income from foreign sources was increased. In 2@0&s on labor (income tax, health tax and
social security tax) will be further reduced to aximum of 49%.

Table No. 29
Government Taxe$"
(in billions of NIS at current prices)
Actual Actual Actual Actual Original

2001 2002 2003 2004 Budget 2005

[ gTeo] 4TSI = ) G NIS 73.5 NIS 69.0 NIS 64.8 NIS 67.7 ISN'2.3
46.7 51.0 51.3 515 56.1

25.9 27.1 27.6 32.3 335

Total..oooieeiee e, 146.1 147.1 143.7 151.5 161.9

(1) Notincluding social security contributionscéd authorities taxes and VAT on defense imports.

Source Ministry of Finance.
Table No. 30

Government of Israel Statement of Net Expenditures
(excluding capital expenditures)
(in millions of NIS at current prices)

Original
Actual Actual Actual Original Budget
2001 2002 2003 Budget 2004 2005Y
Government Expenditures
Government administration. ............cccccoouee. NIS 17,324 NIS 18,413 NIS 19,170 NIS 19,354 NIS233
Local authorities ........ccccccveeeeviiiiiciiceeeee. 4,364 4,338 3,583 2,411 3,441
DEfENSE. .evivie et 42,900 48,313 45,474 42,247 42,516
Social SEIVICES ....covvvieeeiiiie e 74,485 76,639 75,563 77,455 78,128
ECONOMIC SEIVICES ......ovveeveieiiieeie e 9,185 8,349 8,211 6,827 6,963
Interest payments 27,898 27,692 32,461 35,646 36,484
Credit subsidies.........ccocovveiiiieeeinieneee 44 25 18 27 23
RESEIVES ...t eeeeeeeee et eeeeeee e s e - - - 5,090 5,084
Total expenditures (other than capital
eXpeNditures).......ccceecueeeerieeeeeiiieenenns 176,200 183,769 184,480 189,057 193,872
Development and Capital Account
Expenditures
Development expenditures (including
repayments of debt) ..........cccccviiinennn. 60,754 60,381 67,667 65,988 70,658
Repayments of debt...........ccccvvvvveeeenn. 050, 49,048 55,165 51,024 57,636

(1) Excluding expenditures related to the impleragan of the Disengagement Plan.

Source Ministry of Finance.
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Government Budget for 2005

The original State budget for 2005 is NIS 264.%dland the deficit target for 2005 is 3.0% of
GDP. Government expenditures (excluding paymeptiotipal) are NIS 225.8 billion. These
expenditures (excluding principal and including @mment hospitals) are 41.6% of the
projected 2005 GDP.

The first stage of the Israeli Economy RecoverynRia2003 was initiated in order to stabilize
the economy, reverse the economic slowdown inhlbet $erm and create conditions that would
enable the economy to return to a sustainable grinajectory. The 2004 budget represented
the second stage in the Economic Recovery Plaffent a transition from the first step of
halting the weakening of the economy to the nesqh sif promoting sustainable growth in the
Israeli economy. The 2005 budget represents ihd dtep of the Economic Recovery Plan in its
focus on the measures necessary to consolidatalgeowl improve the standard of living across
socioeconomic classes. The 2005 budget has fonammeng objectives: encouraging growth,
strengthening economically disadvantaged populatiendering public services more efficient
for citizens and weakening publicly and privateglchmonopolies in order to protect consumers.

Budget Framework The 2005 budget emphasizes reducing the Governtedicit and
expenditures relative to GDP as compared to 208ereadsing taxes and reducing Government
debt as a percentage of GDP in the medium terne. nfdin components of the 2005 budget are
the Government budget adjustment as required aicgptal the total Deficit Reduction Law and
the Sum of the Government Expenditures Law, theimoation of the tax reform, an increase in
investment in infrastructure, the shrinking of fhéblic sector, the implementation of efficiency
measures in the defense budget, lowered expensds taproved efficiency and the
implementation of structural changes in varioussre

Increased Infrastructure Investmenrin the 2005 budget, approximately NIS 20.6 @iillhas
been allocated to investments in infrastructurbis Thcludes allocations for developing the
railway network throughout the country and promgtine construction of access roads to the
Cross-Israel Highway, representing the nationa¢gtment in infrastructure. Over the next
several years, this investment is expected to @leryicial role in accelerating economic activity
and shortening distances between the central amnghpeal areas of the country.

Reform in the Labor Market and Streamlining of Taf@n Payments Stimulating employment
among unemployed people of working age is of patarhomportance to the Government. The
2005 budget includes measures to stimulate employthat focus on two main areas: reducing
the number of foreign workers employed in Israabiider to transfer jobs to Israeli citizens and
encouraging populations dependent on Governmeistasse to join the labor market.

Tax Reform The tax reform program was approved by the KetdasJune 2002 and took effect
in January 2003. The tax reform program includési tax reductions, capital income taxation,
the abolishment of certain tax exemptions, gloaghtion and incentives for investments in the
high-tech sector. The measures approved as pHré déax reform are expected to facilitate the
creation of a more equitable tax system, stimwatployment and economic growth and
enhance Israel’s further integration into the glammnomy. As of January 2006, the maximum
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overall tax rate (which includes income tax andamatl insurance contributions) on income
from labor will be a maximum of 49%.

Implementation of the Disengagement Pl&@n June 6, 2004, the Government of Israel
approved the Disengagement Plan, stating Isragksiion to relocate all Israeli communities in
the Gaza Strip and four towns in the northern VBastk, as well as all its military installations

in those areas, by the end of 2005. In Februadp2the Knesset approved the Disengagement
Implementation Law, which among other things, death the framework for expenditures

under the plan. The Disengagement Implementatam ¢ives the Government flexibility to
enlarge the total deficit by additional 0.4% of GIDR2005 and to increase the expenditure target
by an additional 1% in each of 2005 and 2006. toked cost of the plan is estimated at NIS 7
billion, which will be spent during 2005 through@Q In the 2005 budget, a total of NIS 2.2
billion was allocated for this purpose.

Local Authorities

Local authorities in Israel include 71 municip&gj 128 local councils, 54 regional councils and
two industrial councils. The local authorities afdigated by law to provide a number of basic
social services. Local authorities generally ficeathe provision of such services through local
taxes (primarily taxes based on the use of propartg through transfer payments from the
Government. In addition, under certain circumsggnéocal authorities may finance a portion of
their activities through borrowing, while less fi@ally sound local authorities may receive
supplementary grants from the Ministry of the Iider As of December 31, 2003, the total
outstanding debt of the local authorities was apipnately NIS 14.3 billion. Transfer payments
from the Government are allocated among all loa#i@rities based on fixed criteria and for
specific purposes, such as social services or é#idacalhe Government currently retains
authority to approve changes in the level of targsosed by local authorities. The aggregate
deficit of all local authorities in 2003 was appiroately NIS 7.2 billion. The Government
transfers to the local authorities in 2003 totap@roximately NIS 11.9 billion. In February
2004, the Government decided to transfer an aaaitiNIS 1.5 billion to the local authorities to
assist in resolving their large deficit. This séer is conditioned on the local authorities taking
efficiency measures and having a balanced budget.

In March 2003, the Government decided to decrdasaumber of the local authorities over the
next three years. In 2003, the first phase optha was implemented, when 22 local authorities
were combined into 11.

Social Security System

National Insurance LawUnder Israel’s National Insurance Law, the Nih (ndependent
institution), provides a wide range of social ségurenefits, including old age pension benefits,
unemployment insurance, long-term disability paytegworkers’ compensation benefits,
maternity support benefits and child support payisiein 2004, total expenditures by the NIi
were NIS 42.9 billion as compared with NIS 45.0idwl in 2003. The NII funds its expenditures
using the proceeds of social security taxes paidmgloyers and employees, transfer payments
from the Government pursuant to the National Inscea_aw and interest income on deposits
representing surpluses from previous years. Thelslb receives separate funds for non-
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contributory NIl benefit payments, including payreeto new immigrants and other payments
not covered by social insurance programs. In 20@&Government’s transfer payments to the
NIl and the Government’s share of the NIl provisionnon-contributory payments totaled NIS
12.4 billion and NIS 7.6 billion, respectively. @laggregate amount of Government transfer
payments to the NIl in the 2005 budget is NIS 3illBn, compared to an actual total
Government transfer of NIS 20.2 billion in 2004.

Health Care Israel has an advanced medical system, withgablic health insurance
organizations and a ratio of one doctor for appr@tely every 290 people. A health care tax,
which varies based on gross salary and averag®s @f.an individual’s gross salary, funds a
portion of health care benefits, with the remaindeded by the Government. In 1997, the
Government enacted legislation in order to enhafiegency in the health care market. The
legislation expands the flexibility, authority aresponsibilities of the health funds under the
national health care law, and thereby gives tharantives to make their services more efficient.
Additional changes relate to the reduction of systiic redundancies and introduction of
bookkeeping arrangements among agencies in thensyghich will result in greater savings and
efficiency. In 1998, due to long waiting perioa@s $urgical operations, new health care
corporations were established. These corporatpesate the Government-owned hospitals
beyond regular operating hours. Each hospitabvisnga share of the income from the fees that
are paid by patients to the health care corporsatimmeturn for the use of the hospital’s faciktie

In 2002, after approval of new regulations by thegset, the Government started to regulate the
financial relations between the health care cotpmma and the hospitals. The Government
developed an arrangement that would allow patienthoose any physician that works in a
Government-owned hospital. In addition, in 2004 ikmesset decided to authorize the sale of
non-prescription over-the-counter drugs in pladégmothan pharmacies. This reform was
implemented in May 2005.

In 2006, the Government intends to transfer respditg for psychiatric and public health
services to the health insurance organizationsptwert some of the Government-owned
hospitals into non-profit self-managing organizasi@r corporations owned by one of the health
insurance organizations, and to decrease hospagiEnditures on medical malpractice
insurance. In addition, the Government intendsxi@mine the way in which it reimburses the
health insurance organizations. These structafatms are expected to make the Israeli health
system more effective, to decrease the Ministridedlth’s involvement in providing services
and to increase its regulatory authority.

The 2005 Government health care budget is apprdaglynBlIS 22 billion. Health care
expenditures (including expenditures by the pubiliit) constitute 8.8% of Israel’s GNP in 2005.

Pension Funds

Pension funds, together with life insurance po#i@ad provident funds, are the principal
instruments in Israel for the accumulation of ertient savings and provision of retirement
income. Most employees who participate in a peniod do so pursuant to a collective
agreement between the pension fund, the employer igpresentative organization for such
employer) and the representative organizationdoch&mployee. These agreements require that
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the employer and the employee each make contriimitimthe pension fund. At retirement age
(or at the time of another insurable event), thelegee becomes entitled to receive pension
payments.

There are generally two types of pension fundsiadl: an older defined benefits pension fund
and a newer defined contribution pension fundMarch 1995, in response to large and rising
actuarial deficits of Israel’s pension funds, thev€rnment adopted a new pension policy,
including a comprehensive plan of recovery for exgspension funds. The primary elements of
the recovery plan were: (i) the then-existing pensunds would be closed to new participants,
but existing participants would continue to be gedeunder the existing plans for the life of
such plans, subject to certain limitations on ttere accumulation of benefits; (ii) the Minister
of Finance was empowered by the Government to draftvery plans for pension funds that are
in actuarial deficit, according to the principlegablished by the Government; (iii) the Minister
of Finance, at his discretion, was authorized tatiooie to issue special Government bonds to
pension funds that are in actuarial deficit forirgerim period; and (iv) new members enrolling
in pension programs would join newer, actuarialainced funds that would operate separately
and independently from existing funds, while betsgfiayable by the new pension funds will be
subject to automatic reductions, to the extent sea, to eliminate any actuarial funding deficit
of such new funds.

As of May 2003, the estimated actuarial deficitshef older pension funds were NIS 109 billion.
In May 2003, as part of a general economic recoptay, the Knesset approved a recovery plan
for the older pension funds in order to solve trebfems of the active members and pensioners
of the pension funds with actuarial deficits an@msure continued payments to pensioners and
those who will reach retirement age. Under thespthe Government will bear an obligation of
approximately NIS 82.9 billion over the next 35 rgeaThe funds will make up the remainder of
the deficit by adjusting members’ benefits. Steen to adjust members’ benefits include
Government-mandated uniform regulations for aldiginincluding a uniform method of
calculating wages for the purpose of calculatingspen benefits, increased employee and
employer contribution rates, and an increase imgli;ement age to limit the actuarial deficit
and improve fund management. In addition, the @owent ceased issuing certain types of
designated Government bonds in which the olderiperisnds are heavily invested, and
removed restrictions on both older and newer fuhdsrequired a high percentage of assets to
be invested in designated Government bonds. A Bavent committee appointed new
managers for the pension funds with actuarial dsefio June 2003. These new managers have
replaced the existing managers, who had been aepldiy the Histadrut, with a view to
ensuring professional and responsible managemehedtinds. In January 2004, a
Memorandum of Understanding between the Ministdfioance and the head of the Histadrut
was signed, completing the pension reform processa@operative effort among the
Government, the Histadrut and employers.

Public sector employees are presently participatiray“pay-as-you-go” plan mandated by the
State Service (Benefits) Law. The actuarial ligies of the Government with respect to pension
benefits payable under this plan were approximad#®/280.5 billion as of December 31, 2003.
The Government signed an agreement with the Histalat provides that new Government
employees will not participate in the existing umded Government pension plan, but will
instead participate in the new funded pension pldascribed above), to which the Government
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will make contributions on their behalf in the samanner as any other employer. This
agreement prevents the participation of additi@maployees in the unfunded Government
pension plan and is expected to reduce the ack@oiernment liabilities in the long run. As an
additional step, which reduces the actuarial liabd of the Government, beginning in January
2004, all Government workers who are covered byneéd Government pensions contribute
1% of their salary to the plan. In January 2088,dontribution was increased to 2% of salary.
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PUBLIC DEBT
General

Public sector debt (“public debt”) in Israel consief the internal and external debt of the public
sector. Net public debt as of December 31, 2068 M& 471.1 billion (88.4% of GDP), of

which NIS 18.5 billion was foreign debt, comparedet public debt of NIS 456.1 billion as of
December 31, 2003. Following three years of ir@eanet public debt as a percentage of GDP
declined over the last year, marking a return éopfre-2001 trend.

Table No. 31
Net Public Deb
(at end-of-year current prices in billions of NIS)
Year
2000 2001 2002 2003 2004
[D0] 101 i [ NIS 346.1 NIS 368.1 NIS 411.0 NIS 440 NIS 452.6
External........ccoooovoeeeeeeeeeeeeeeee, 16.0 16.3 16.2 15.7 18.5
TOtAl o 362.1 384.5 427.2 456.1 471.1

(1) The net public debt includes debt of local adties, except the local authorities’ debt to @@vernment.

(2) External debt, for this purpose, does not idelnonresidents’ holdings of NIS-denominated Gowenmt
bonds issued in the domestic market and does iagkesidents’ holdings of USD-denominated
Government bonds issued in the global market.

Source Bank of Israel.

Table No. 32
Ratio of Net Public Debt to GDP
(percentage of GDP at end-of-year prices)
Year
2000 2001 2002 2003 2004
DOMESLHIC. ..ot 72.4% 78.3% 81.7% 87.9% 84.9%
Externaf?®@ ..o, 33 35 3.2 3.1 35
Total e 5.7 81.8 84.9 91.0 88.4
(1) External public debt equals the Government'siffn liabilities less foreign reserves (changéoneign
reserves less repayment of principal).
(2) External debt for this purpose does not inclnderesidents’ holdings of NIS-denominated Govemime

bonds issued in the domestic market and does iagksldents’ holdings of USD-denominated
Government bonds issued in the global market.
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Source Bank of Israel.
Domestic Public Debt

Domestic net public debt is defined in the consikd balance sheet of the Government and the
Bank of Israel as the Government debt plus the deloical authorities, less the liabilities of
private sector debtors to the public sector. Tétepublic debt includes debt of local authorities,
except the local authorities’ debt to the Governmeém 2004, the domestic net public debt was
NIS 452.6 billion, as compared with a domesticmilic debt of NIS 440.4 billion in 2003.

The domestic public debt is comprised of transfierabd non transferable debt, which is raised
through issues of bonds denominated in NIS. Nosfeaable debt is issued to financial
institutional investors in Israel under set terrasdd on long-standing arrangements. In recent
years, the size and share of nontransferable debpartion of the total domestic debt have
decreased, mainly due to the reduction of designad@ds issuance to pension funds (see
“Pension Funds”).

In recent years, the Ministry of Finance took son@or steps in order to increase the
transferability and liquidity of its bonds. Betwe#&995 and 2004, the linkedg(, linked to CPI

or USD) component in the overall domestic trandfleraebt decreased from 91.2% to 44.9%.
Correspondingly, the Ministry of Finance reducee maimber of issued bond series and
increased their average size. As a result, thebeuwrf traded bond series fell sharply, from 265
in 1992 to only 69 at the end of 2004.

Table No. 33

Annual Domestic Government Debt Issuances
(gross proceeds in billions of NIS)

Year
2000 2001 2002 2003 2004

Total Issuances

B E=T0 =1 o] [T NIS 20.8 NIS 39.5 NIS 44.9 NIS 44.4 NIS 36.0

Non-tradable ........cocoveeeeeeeeeeeeeeeenn 10.6 13.0 12.4 13.2 3.8

TOtal e, 314 52.5 57.3 57.6 39.8
Average Maturity (in years)

Tradable .......ocoveeiiiiiiiiiiieeeee e, 8.0 9.1 8.7 8.0 8.8

Non-tradable .........cccooeeviiiviieiiiieeenn, 14.3 14.6 145 14.4 13.0

All e 10.0 10.4 9.9 9.4 9.1

Source Bank of Israel.

External Public Debt

Except as otherwise specified, and for the purjpdsiee statistical data contained herein, Israel's
gross external debt is defined as all externalliteds to nonresidents required to be paid in both
local and foreign currency by the public sectoe, phivate sector and the banking system

(not including mortgage banks, investment finanaekds and financial institutions). Public
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sector includes the government, the Bank of Isaadlthe national institutions€., The Jewish
Agency) for this purpose.

On December 31, 2004, Israel had no external sbhort-floating rate indebtedness. The
Government is the principal public sector borrowkr 2004, the public sector’s share of Israel’s
gross external debt was 41.9%, a slight increasa the 41.5% level of 2003. The share of the
Government’s gross external debt of its total dekternal and internal) was 25.2% in 2004,
compared to 25.1% in 2003, 25.9% in 2002 and 26r02001.

Total public sector external debt in 2004 was $3@lfbn, an increase of $1.3 billion from the
2003 level. Most of the increase in the publid@eexternal debt is due to the issuance of $1.75
billion of notes under the U.S. loan guarantee oy Total assets of the public sector in 2004
were $27.7 billion, an increase from $27.3 billiark003. In 1999, the level of total assets of
the public sector stabilized, after a period fro®®3 to 1998 that was characterized by a sharp
increase, primarily as a result of increased forémyestments and other capital inflows.
Consequently, during the 1995 to 1998 period, nbtip sector external debt decreased by $10.6
billion.

The net external debt of the public sector, defiagthe public sector external debt less foreign
assets of the public sector, increased slightB0d4. As a percentage of GDP, net public sector
external debt as of December 31, 2004 was 2.6%s I&bel reflects a slight increase compared
to the 2.0%, 2.1% and 2.1% levels at the end 082R002 and 2001, respectively. However the
2004 level was still a mild decrease compared éd2tB% level at the end of 2000, and a sharp
decrease from the peak of 55% in 1985. Furtherpbecaverage maturity of the net external
debt has lengthened in recent years and the anosiabf servicing such debt has also declined
in both absolute and relative terms.

As of December 31, 2004, approximately 90.5% addBis public external debt is denominated
in dollars, approximately 5.1% is denominated iroswand approximately 0.6% is denominated
in GBP.

Israel’'s access to external funding has broadeamzdasingly over the past decade. From the
mid-1980s to 1992, the major source of externaboetowings by the Government was State of
Israel Bonds, with the remainder coming from foreggpvernments, international institutions
and foreign banks. State of Israel Bonds are lsplithe Government through the Development
Corporation for Israel (“DCI”), Israel Bonds Intetional (“IBI”) and Canada-Israel Securities
Limited (“CISL"). Sales of State of Israel Bondave raised $25.3 billion since 1951. State of
Israel Bonds are not freely transferable. TheeStéisrael Bonds have proven to be a reliable
and important source of financing for the Statetipalarly under adverse circumstances,
because many purchasers are individuals and itstiy including the worldwide Jewish
community, that have an interest in Israel. Iseaglects to continue to issue State of Israel
Bonds in the future.

By 1991, the annual amount raised by the Governtheotigh the sale of State of Israel Bonds
reached an average of $1.0 billion per year. Tistanding balance of State of Israel Bonds of
$10.0 billion on December 31, 2004 representedaqimately 32.3% of Israel’s total public
sector external debt.
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From 1993 through 1998, the largest source of patdrorrowings by the Government was the
U.S. loan guarantee program. This program wastedat 1992 for the stated purpose of
supporting “Israel’s extraordinary humanitarianoeftto resettle and absorb immigrants into
Israel from the republics of the former Soviet Uni&thiopia and other countries.” The U.S.
loan guarantee program provided for the guarartee o $10.0 billion in principal amount of
loans to Israel during U.S. government fiscal yd&83 through 1998. Under the program, the
United States guaranteed all payments of prin@pédlinterest on bonds issued by Israel.

During 1998, Israel completed its borrowings unterfirst U.S. loan guarantee program. lIsrael
borrowed a total of $9.3 billion under this prograhrough the issuance of guaranteed notes
having various terms, interest rates and matudtlythe end of 2004, approximately $2.9 billion
of the proceeds from these loans remained in theement’s account with the Bank of Israel.

In April 2003, the United States approved a newlgaarantee program that provides for the
guarantee of up to $9 billion in principal amouhtaans to Israel during U.S. government fiscal
years 2003 through 2005. Under the program, theetiStates issues guarantees with respect to
all payments of principal and interest on bondaessby Israel. The aim of the program is to
support Israel’'s comprehensive economic programaicdeate conditions for higher and
sustainable growth. The proceeds of the guaranbeed may be used to refinance existing
debt. The Government has made certain commitnwégtiigespect to its comprehensive
economic plan in connection with the loan guaraptegram. In 2005, the United States
granted Israel’s request to extend the progranwormore years, so that the program will be
available through 2008. Under the loan guarantegrpm, in September 2003 Israel issued
$1.15 billion of 5.50% Guaranteed Notes due 2028%450 million of 5.50% Guaranteed Notes
due 2033. In December 2003, Israel issued $759bmibf 5.50% Guaranteed Notes due 2023.
In April 2004, Israel issued $1 billion of 5.50% &eanteed Notes due 2024. In November 2004,
Israel issued $750 million of 5.125% GuaranteecdeSlatue 2024.

During 2004, Israel borrowed a total of approxirha®3.6 billion abroad, and redeemed a
principal amount of $2.7 billion. In 2004, Isrderrowed $1.75 billion face value under the
U.S. loan guarantee program, and approximately §illi8n was borrowed through State of
Israel Bonds. In June 2003, Israel issued $75Bomibf dollar-denominated 4.625% bonds due
2013. In February 2004, Israel issued $500 milébdollar-denominated 5.125% bonds due
2014.

At the end of 2004, 58% of the external public debs transferable. This ratio reflects an
increase from the 56% level at the end of 2003isunakinly due to the issuances under the loan
guarantee program. The average interest on la&es during 2004 was 5.1%, similar to
interest levels in 2003 and less than the 5.4%astdevel of 2002. The total cost of borrowing
is calculated by weighting the cost of raising diibbugh the various instruments. The cost is
affected by Israel’s credit risk rating and theenetst rate environment in international capital
markets.

During 2004, Israel issued bonds with an averadelofears to maturity, compared to an
average of 15 years to maturity in 2003, and ama@eof approximately 7 years to maturity in
each of the years 2000, 2001 and 2002. The lengih@f the external debt position in the last
two years is due to the issuances under the loaragtee program.
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Credit Rating

In January 2005, Standard & Poor’s Rating Servigggaded its outlook on Israel’s long-term
foreign currency rating from Negative to Stablet tihe same time, it also affirmed the long-term
local currency rating at ‘A+’, the long-term foreigurrency rating at ‘A-’ (‘A minus’), and the
short-term local and foreign currency rating atlA-

In February 2005, Fitch Ratings upgraded its oltlow Israel’s long-term local currency rating
from Negative to Stable. It has also affirmed Itheg-term local currency rating at ‘A’, the long-
term foreign currency rating at ‘A-’ (‘A minus’) Qlook Stable, and the short-term foreign
currency rating at ‘F1’.

In February 2005, Moody’s Investors Services affichthe Long-term local and foreign
currency rating at ‘A2’, Outlook Stable, and theo8kerm foreign currency rating at ‘P1’.

Table No. 34

Outstanding Public Sector External Debt
(in millions of dollars)

Balance at Year End

2000 2001 2002 2003 2004

Public sector external debt
Foreign governments

and international institutions..... $3,122 $2,821 $2,698 $2,599 $2,422
Negotiable bonds guaranteed

by the U.S. governméfi........... 12,947 12,685 12,403 13,710 14,801
Negotiable bonds—unguaranteed. 1,683 1,328 1,859 2,808 3,260
State of Israel bonés..................... 8,975 9,311 9,615 9,988 9,969
Foreign banks..........c.ccccvevev o 457 590 591 465 426
Total.ueeeiieeeceee e 27,183 26,735 27,166 29,570 30,877
Total public sector external

ASSELS..uviiiiiiie e 23,958 24,506 24,995 27,280 27,742

Net public sector external debt...... 3,225 2,229 2,171 2,290 3,135

(1) Includes interest accrued on zero coupon bonds.
(2) Includes interest accrued on savings and zeupan bonds.

Sources Ministry of Finance, Bank of Israel.

Israel’s major sources of external financing hagerblow-cost, long-term debt from other
sovereigns or backed by guarantees of other sgreyaind State of Israel Bonds. Consequently,
the majority of Israel’s outstanding public seataternal debt was issued at favorable interest
rates with a maturity of 10 years and more.
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Table No. 35

Forward Amortization of Public Sector External Debt — Principal Payments
(by currency in millions)®

Outstanding

Amounts
as of
December 2010 and
31, 2004 2005 2006 2007 2008 2009 Thereafter
U.S. government (USD).................. $1,407.5 $198.6 $200.0 $147.7 $124.8 $87.1 $649.2
Other foreign governments and
international institutions (EUR) .. 748.3 46.9 38.9 36.1 31.5 28.0 567.1
Negotiable bonds guaranteed by
the U.S. government (US@) ..... 14,808.9 638.8 531.1 601.3 701.7 682.9 11,653.1
Negotiable bonds unguaranteed
of whichin USD.................. 1,622.5 177.8 0.0 0.0 0.0 0.0 1,447.7
of whichin EUR.................. 556.3 0.0 278.2 0.0 0.0 278.2 0.0
of which in JPY................... 28,889.2 0.0 0.0 13,798.9 0.0 0.0 15,090.4
of which in GBP ................. 65.8 0.0 0.0 0.0 0.0 0.0 65.8
of whichin NIS.................. 1,563.8 0.0 0.0 0.0 0.0 0.0 1,563.8
State of Israel bonifs
of whichinUSD.................. 9,652.0 1,092.0 1,315.0 1,327.0 1,073.0 1,143.0 02307
of whichin CAD................. 451.1 63.7 54.1 71.0 72.2 66.2 123.9
of whichin GBP ................. 2.1 0.5 0.5 0.0 0.0 1.0 0.0
Foreign banks
of whichin USD.................. 377.0 15.0 231.0 7.0 5.0 6.0 113.0
of whichin EUR ............... 59 2.2 15 0.7 0.0 0.0 15
of which in JPY................... 614.7 204.9 204.9 204.9 0.0 0.0 0.0
of which in CHF ................ 38.7 34 3.4 3.4 3.4 3.4 21.6

(1) Repayments are for originally long-term (overear) loans.
(2) Includes interest accrued on zero coupon bonds.
3) Includes interest accrued on savings and zeupan bonds.

SourcesBank of Israel and Ministry of Finance calculato
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Table No. 36

Forward Amortization of Public Sector External Debt — Interest Payments
(by currency in millions)®

Outstanding

Amounts
as of
December 2010 and
31, 2004 2005 2006 2007 2008 2009 Thereafter
U.S. government (USD).................. 377.0 78.0 64.0 50.0 41.0 34.0 110.0
Other foreign governments and
international institutions (EUR) .. 98.8 12.2 10.8 10.2 8.7 8.0 48.9
Negotiable bonds guaranteed by
the U.S. government (USB)..... 12,984.2 639.9 659.6 726.9 795.2 785.9 9,376.7
Negotiable bonds unguaranteed
of whichin USD.................. 1,141.0 125.0 115.0 115.0 115.0 115.0 556.0
of whichin EUR.................. 156.4 42.8 42.8 23.6 23.6 23.6 0.0
of which in JPY................... 20,797.4 1,331.9 1,331.9 1,331.9 717.2 717.2 15367
of which in GBP ................. 206.4 6.8 6.8 6.8 6.8 6.8 172.5
of whichin NIS.................. 2111 30.2 30.2 30.2 30.2 30.2 60.3
State of Israel bonifs
of whichinUSD.................. 2,503.0 444.0 449.0 360.0 237.0 426.0 587.0
of whichin CAD................. 137.1 15.6 12.0 6.0 6.0 2.4 95.0
of whichin GBP ................. 0.3 0.1 0.1 0.1 0.1 0.0 0.0
Foreign banks
of whichin USD.................. 81.0 6.0 6.0 1.0 1.0 1.0 66.0
of whichin EUR ............... 0.9 0.3 0.2 0.1 0.0 0.0 0.1
of which in JPY................... 89.6 25.6 29.3 34.2 0.0 0.0 0.0
of which in CHF ................ 5.6 0.4 0.5 0.6 11 1.1 2.1

(1) Repayments are for originally long-term (overear) loans.
(2) Includes interest accrued on zero coupon bonds.
3) Includes interest accrued on savings and zeupan bonds.

SourcesBank of Israel and Ministry of Finance calculato

Government Guarantees

In certain cases, the State may issue financialagiees of third-party obligations if the
Government determines that the issuance of sudtagiges is in the best interest of the State.
These guarantees are generally made on a secisischbd require the payment of a fee to the
State. Each guarantee or guarantee program magsgieodically approved in advance by the
Finance Committee of the Knesset, and the aggredpitations under such guarantees (not
including guarantees set forth under categoryl§aipw) issued during each budget year may not
exceed 10% of the total budget expenditures of#imee year. Government guarantees fall into
three general categories: (i) guarantees to supgortomic activities, including encouragement
of capital investment; (ii) special guaranteesupport Government-controlled entities,
particularly those in the defense sector, or tqpsupother enterprises or activities on a case-by-
case basis; and (iii) guarantees given to suppeeign trade made through Israel Foreign Trade
Risks Insurance Company (“IFTRIC”), a Governmenttcolled company that provides export
guarantees, guarantees against foreign politisks$ on a transaction-by-transaction basis and
direct guarantees for certain large individual $@ctions, particularly those involving military
equipment. These guarantees, fees and other teesgociated with them are included in the
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national accounts but, other than some of the gixeea listed in clause (i) and (i), are not part
of the Government’s annual budget.

In response to changes in the market for foreigdetrrisks insurance, on October 25, 2004, the
finance committee of the Knesset approved a newagtre for the IFTRIC. Under the new
guarantee, Israel will guarantee up to $700 milpoovided that the IFTRIC’s maximum
exposure will not exceed $700 million. As of Ded®mn31, 2004, IFTRIC’s net exposure was
$437.8 million.

As of December 31, 2004, approximately $2.8 billioiGovernment guarantees were
outstanding.

The following table sets forth the outstanding Gaweent guarantees of third-party
indebtedness by category.

Table No. 37
Government Guarantees by Category
(as of December 31, 2004)
(in thousands of NIS)
Support of Economic Activities Guarantees of Indebtedness Guarantees for International Trade
Guarantee Programs State-Owned Enterprises IFTRIC
Israel Aircraft Foreign Trade
IEC Corporation.................... NIS 7,358,574.0dUSLrES .......vvveeeveeeiinnneene NIS 781,292.Bsurance.................... NIS 2,252,469.5
Israel Military
Hotel Funds.........ccooeivviiiiiiiiieeee, BAD.8 INAUSHHES.....eeeveeeeeieeeeeeeeeeas 497,387
Small Business Funt&............c........ 9,589.5
Capital Investment Law.................... 17,803.9
Development Bank Loans................. 24,040.1
Subtotal........coevviiiiiiii M)FH38.2  Subtotal.......ccceevvviiiiiiienn 1,278,679.8 Subtotal...........cccvvveiniee. 2,252,469.5
Case-by-Case Guarantees Case-by-Case Guarantees &hg-Case Guarantees
Absorption and
CONSIrUCTION. ....cveiieeeeeeeeeee e ,&20.0 Miscellaneous...........................7T7D  IEC Corporation................... 539,928.4
Education and Health...............coeevvnnree 0.0 El Al Israel Airlines.............. 334,224.4
Inbal Insurance
Other Industries ........ccccccveeveeeeieiinnns 2B.8 Company Ltd.......ccccvveeeeeiiiiiiiieeee, 0.0
Subtotal........ceeeeiiiiii e ABWP.8  Subtotal......c..coevviiiiiii e 717  Subtotal.........cccceeeeiiiiiiiiees 874,152.8
Total..eeee e 7,570,783 Total..oooovieeece 1,278,856.8 Total......cceecuvvverrurennses 3,126,622.3

(1) Before 2001, the figures did not include readigguarantees. From 2001 and onwards, figuresdadboth
realized and unrealized guarantees.

Source Ministry of Finance.
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DEBT RECORD

Israel has never defaulted in the payment of poalcdr interest on any of its internal or external
indebtedness.
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TABLES AND SUPPLEMENTARY INFORMATION
External Direct Debt of the Government of Israef”

Outstanding

Amount on
December 31, 2004
Interest Rate (%) Issue Date Year of Maturity Currency (in millions)
Loans from the Government of the United States of herica
3.000% 1976 2016 USD 113.2
8.204 1976 2006 usD 19.5
7.676 1976 2006 usD 53.7
3.000 1977 2017 usD 144.8
7.869 1977 2006 usD 9.8
7.916 1977 2007 usD 60.9
3.000 1978 2018 UsSD 252.5
8.606 1978 2008 UsSD 85.4
9.228 1978 2008 UsSD 97.6
3.000 1979 2009 USsSD 21.4
3.000 1983 2019 USsSD 157.0
7.753 1984 2014 usD 30.7
8.359 1986 2011 usD 68.3
8.689 1986 2014 usD 292.7
U.S. Loan Guarantee Program
Zero Coupon 1993 2003 - 2023 UsSD 399.2
Zero Coupon 1993 2004 - 2023 USsSD 3981
6.600 1994 2005 - 2008 uUsSD 227.5
6.800 1994 2012 USsSD 333.0
Zero Coupon 1994 2012 - 2024 USD 198.8
Zero Coupon 1994 2005 - 2024 USD 2%2.0
Zero Coupon 1994 2005 - 2024 USbD 368.1
Zero Coupon 1995 2006 - 2025 USD 259 5
5.89 1996 2005 usD 150.0
Zero Coupon 1996 2006 - 2025 USD 418 4
Zero Coupon 1996 2007 - 2026 UsD 414.9
Zero Coupon 1997 2002 - 2026 UsD 3718.2
Zero Coupon 1997 2002 - 2027 UsD 25%8.8
Zero Coupon 1998 2002 - 2027 UsD 7995
55 2003 2023 usD 1,150.0
55 2003 2033 usD 450.0
5.5 2003 2023 usD 750.0
5.5 2004 2024 usD 1,000.0
5.125 2004 2024 usD 750.0
Housing Loans Guaranteed by AID
8.723 1991 2021 USsSD 369.2

(1) External direct debt of the Government is dadity the Ministry of Finance for purposes of tiaisle to
include all indebtedness of the Government denat@éhia foreign currency, including all such
indebtedness owed to domestic banks. This defindiffers from the definition of external debt ddsy
the Bank of Israel.

(2) Proceeds realized, not face amount.

Source Ministry of Finance.
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Outstanding

Amount on
December 31, 2004
Interest Rate (%) Issue Date Year of Maturity Currency (in millions)
Loans from the Government of Germany
2.000 1974 2005 EUR 0.1
2.000 1975 2005 EUR 3.2
2.000 1975 2006 EUR 0.4
2.000 1976 2005 EUR 0.2
4.500 1985 2005 EUR 4.3
4.500 1986 2006 EUR 10.3
4.500 1987 2007 EUR 17.9
4.500 1988 2008 EUR 14.3
2.000 1989 2019 EUR 53.1
2.000 1991 2020 EUR 57.3
2.000 1991 2021 EUR 60.8
2.000 1992 2022 EUR 64.4
2.000 1993 2023 EUR 87.4
2.000 1994 2024 EUR 51.1
2.000 1995 2025 EUR 71.6
2.000 1996 2026 EUR 46.0
2.000 1998 2027 EUR 25.6
2.000 2000 2030 EUR 4.6
2.000 2001 2030 EUR 104
2.000 2003 2030 EUR 1.2
2.000 2004 2030 EUR 2.0
Source Ministry of Finance.
Loans from Foreign Military Sales Trusts

9.7450 1988 2013 uUsD 862.1
9.7410 1988 2013 uUsD 678.8
8.9549 1989 2011 uSsSD 214.6

Source Ministry of Finance.

Loans from Various Financial Institutions in the United States Guaranteed by AID

LIBOR + 0.375
LIBOR + 0.375
LIBOR + 0.375
LIBOR + 0.375

Source Ministry of Finance.

1990
1990
1994
1994

2009
2010
2005
2007

D-89
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usD
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Outstanding

Amount on
December 31, 2004
Interest Rate (%) Issue Date Year of Maturity Currency (in millions)
Loans from Israeli and Non-Israeli Banks

4.00 1989 2004 UsD 0.5

EUROIBOR + 4.15 1997 2015 CHF 29.7
1.15 1997 2015 CHF 11.3

1.81 1997 2007 JPY 572.3

4.69 1998 2015 EUR 2.0

1.69 1998 2015 EUR 0.7

LIBOR + 0.45 2001 2006 usD 225.0

Source Ministry of Finance.
International Capital Markets Issues

6.375 1995 2005 USD 250.0

3.000 1997 2007 JPY 20,000.0

7.25 1998 2028 UsD 250.0

6.875 1999 2034 GBP 100.0

4.75 1999 2006 EUR 400.0

7.75 2000 2010 usD 500.0

3.5 2001 2031 JPY 20,000.0

5.875 2002 2009 EUR 400.0

6.45 2002 2012 usD 75.0

4.625 2003 2013 usD 750.0

5.125 2004 2014 usD 500.0

Source Ministry of Finance.
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State of Israel Notes
(Issued through the Development Corporation for Isael)

Outstanding

Amount on
December 31,
Interest 2004
Issues Rate (%)Y Issue Date Maturity Currency  (in millions)
Average Prime
Issue&’ AP - 1.75% Dec. 1996 - Dec. 1999  Dec. 2003 - R668° USsD 210.2
Libor Issue§’  Libor + 0.4% Dec. 1996 - Dec. 2001  Dec. 200%€D2008) USD 217.0
Libor + 0.4% Dec. 2001 - Dec. 2004  Dec. 2008 €. D2011 UsD 121.2
Libor Issue¥’  Libor + 0.6% Oct. 1999 - Dec. 1999  Oct. 20M@kec. 2004’  USD 7.8
Libor + 0.6%-0.75% Dec. 1999 -Jan. 2001 D@Q4-Jan. 2008  USD 175.8
Libor + 0.6% Jan. 2001 - Aug. 2003 Jan. 2086g. 2008 uUsD 298.4
Libor + 0.6% Aug. 2003 - Dec. 2004  Aug. 2008 D009 uUsD 174.9
Issue§’ Base Rate 1998 - 2004 2005 - 2011 GBP 2.5
(1) All notes pay interest semiannually on June@B® December 31.
(2) The average prime rate is determined accoridinige average prime rates of Citibank N.A. andkBain
America Corp.
3) The Libor Rate is determined according to Tatkerpage 3750 for a six-month period rounded ugsvay
the next 1/16%.
(4) The Libor Rate is determined according to Tatkerpage 3750 for a three-month period roundedatgsv
to the next 1/16%.
(5) The base rate is determined according to tee bate of Barclays PLC, Midland Bank PLC, National
Westminster PLC and Lloyds Bank PLC.
(6) Put option commencing five years from the isdate.
@) Issues that previously matured for which themeoutstanding amounts because holders havequesed

these amounts.

Source Ministry of Finance.
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State of Israel Bonds
(Issued through the Development Corporation for Isael)

Outstanding

Amount on
December 31,
Interest 2004
Issues Rate (%) Issue Date Maturity Currency  (in millions)®
Development Issue
7t -CIB 4.0 Feb. 1988 - Jan . 1997 Feb. 2003 - J2012 USD 236.5
- Int'l savings 4.0 Sep. 1996 - Dec. 1999 Sed1?0Dec. 2014 UuSsSD 50.1
- Amended CIB 4.0 Oct. 1996 - Dec. 2004 Oct. 20De&c. 2019 USD 75.6
- Amended Registered 4.0 Jul. 1996 - Dec. 2004 Jul. 2011 - Dec. 2019 usb 72.6
Savings
- Amended Int'l savings 4.0 Sep9d9 Dec. 2004 Sep. 2011 - Dec. 2019 uUsbD 31.6
5" Dev. Inv.- Coupon 5.5 Feb. 1977 - Feb. 1987 E6B7 - Feb. 2006 uUsD 2.4
-CIB 5.5 Jan. 1983 - Jan. 1987 Jan. 208sh. 2007 usbD 2.7
Variable Rate Issue (VRI)
5" @ Mar. 1987 - Jun. 1990  Mar. 1999 - Jun. 206%) USD 5.6
g ) May 1990 - Nov. 1991 Mar. 2002'% uSsD 0.9
7h ) Nov. 1991 - Apr. 1992 Sep. 2008% USsD 5.0
g ) Apr. 1992 - Aug. 1992 Mar. 2004 usD 4.1
g ) Jun. 1992 - Oct. 1992 Jun. 2004 usD 0
Individual Variable Rate Issue (IVRI)
3¢ 3) Feb. 1987 - Dec. 1990  Feb. 1999 - Dec. 2082 UsSD 1.3
4 3) Oct. 1990 - May 1994 Oct. 2002 - May 2006 Dus 56.0
5 3) May 1994 - Apr. 1996 May 2006 - Apr. 2009 uUsD 69.5
6 3) May 1997 - Jan. 1999 May 2009 - Jan. 2011 SDU 72.1
Chai Issue
1 5.8 Apr. 1999 - Feb. 2002 Apr. 2004 - Feb. 2007 SbU 10.8
2nd 5.8 Mar. 2002 - Oct. 2002 Mar. 2007 - Oct. 2007 soJ 29.7
3 3.9-45 Nov. 2002 - Jan. 2005 Nov. 2007 - Jaril020 USD 16.1
Mazal Tov 3.7-4.25 Mar. 2004 - Jan. 2005 Mar. 2009 - Jabil02 uUsb 8.1
Canadian Issues
Variable Rate 4) Sep. 1991 - Dec. 1993 Sep. 2@k, 2005 uUsD 13.6
Floating Rate (5) Mar. 1994 - Dec. 1994 Mar. 20@&e. 2006 usb 1.9
2" Floating Rate (5) Jan. 1995 - Jan. 2005 Jan7 20@n. 2017 usb 18.7
EDI 525-7.2 Jan. 1998 - Oct. 2001 Jan. 2008t: 2006 USD 40.3
2" ED| 5.0-5.7 Oct. 2001 - Jan. 2005 Oct. 200&én-. J2010 USD 141.5
Chai 5.8 Apr. 1999 - Apr. 2003 Apr. 2004 - Apr. 2008 uUsbD 8.3
2" Chai 3.9-45 Apr. 2003 - Jan. 2005 Apr. 2008 - J2010 UsD 6.7
Zero Coupon 6.15-7.45 Oct. 2000 - Jan. 2005 @01.0 - Jan. 2015 USD 71.2
2" Zero Coupon 5.55-5.60 Nov. 2004 - Jan. 2005 04 - Jan. 2015 USD 3.2
Economic Development Issue (EDI)
4t 7.2-84 Jun. 1994 - Mar. 1995 May 2004 USsD 18.0
5 6.0-7.7 Mar. 1995 - Oct. 1996 Apr. 2005 USD 878
6 7.0 Sep. 1996 - Jun. 1996 Sep. 2006 UsD 375.7
7t 6.75-75 May 1997 - Dec. 1997 May 2007 USD 384.
g 6.1-6.75 Oct. 1997 - Apr. 1998 Aug. 2007 USD 023
Zero Coupon Issues
4t 6.5-8.1 Feb. 1995 - Apr. 1996 Feb. 2005 - 2007 USD 190.3
o 5.65-7.9 Jan. 1997 - Feb. 2000 Jan. 20@b-#010 usD 186.7
6 6.65 - 8.0 Feb. 2000 - Dec. 2001 Feb. 2010 - Retl uUsD 94.4
ek 6.65-7.15 Mar. 2001 - Feb. 2002 Mar. 2011b.F2012 uUsD 102.2
gn 5.90 - 7.00 Feb. 2002 - Jan. 2005 Feb. 2Qkd- 2015 uUsD 739.3
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Outstanding

Amount on
December 31,
Interest 2004

Issues Rate (%) Issue Date Maturity Currency  (in millions)®
Floating Rate Issue(FRI)
1 (6) Jan. 1993 - May 1996 Matu & usD 1.6
1% Amended (6) Feb. 1996 - May 1996 Matut@d usD 0.6
2 (7) May 1996 - May 1998 Mar. 2006 uUSsD 68.2
3 (7) Feb. 1998 - Aug. 1998 Jan. 2008 USD 60.0
4t (8) Aug. 1998 - May 1999 Aug. 2008 - May 2009 USsD 143.7
4" additional (8) Mar. 1999 - Dec. 2002 Mar. 2009ecD2012 uUsD 51.6
Certificates
$250 0.0 July 1983 - Jan. 1995 July 1988 - 2660'” usD 9.3
$100 0.0 Jan. 1995 - Jun. 1999 Jan. 2000 -2004'” USD 4.2
Jubilee
5 Years 4.75-7.45 Mar. 1998 - Jun. 2001 Apr. 2003n. 2006 USD 332.9
2"5 Years 5.25-6.0 Jun. 2001 - Jan. 2002 Jun6 20@n. 2007 USD 290.0
395 Years 3.50 -5.60 Mar. 2002 - Jan. 2005 Mar720Dan. 2010 USD 1,466.1
10 Years 5.50-7.70 Mar. 1998 - Jun. 2001 Apr. 2008n. 2011 USsD 211.5
2nd 10 Year 6.40-6.80 Jun. 2001 - Jan. 2002 2041 - Jan. 2012 UsSD 139.1
3910 Year 4.90 - 6.80 Mar. 2002 - Jan. 2005 Mat220Jan. 2015 uUsb 964.9
Libor Floating Rate Iss({#
1 Libor+.75-.9 Oct. 1999 - Aug. 2000 Oct. 2008ug. 2010 uUsD 117.0
2nd Libor+.75 Jul. 2000 - Jan. 2001 Jul. 20168n.J2011 uUsD 87.9
3 Libor+.75 Dec. 2000 - Jun. 2001 Dec. 2010 - Jaol11l uUsD 94.6
4t Libor+.75 Jul. 2001 - Jan. 2005 Jul. 20D74an. 2015 USsD 204.5

(1) Notincluding USD 90.8 million awaiting Bond issu&nby Fiscal Agent.
(2)  Minimum annual interest rate of 7.5 plus 50% ofefeess, if any, over 7.5% of the average of the

prime rate quoted by Bank of America Corp. andb@itk N.A.
(3) Interest rate equals 5% plus one-half of the diffiee between prime and 5% if prime is greater than

5% and equals prime if prime is less than 5%.
(4) Interest rate equals five-year Canadian Treasungstb0 basis points.
(5) Interest rate equals Canadian prime minus 75 lpaants.
(6) Interest rate equals average prime minus 75 basgissp
(7) Interest rate equals average prime minus 150 pasiss.
(8) Interest rate equals average prime minus 175 pasiss.
(9) The Libor rate is determined according to Telerpsge 3750 for a three-month period rounded

upward to the next 1/16%.

(10) Issues that previously matured for which theregantstanding amounts because holders have not
requested these amounts.

Source Ministry of Finance.
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Balances of the Government’s External Debt by Currecy

(as of December 31, 2004)

Total
(in millions)
United States DOllars (USD) .....cccccvuurirurrrirenireiieireeere s e eseeee e s e e s e e s sssnnnssneeeeeeees 24,225.0
[0 I (0 PSR 1,388.9
SWISS FranCs (CHR)...cccoo i eeeeem e e e e e e e e e e e e e s st reeeeeeeeee s 41.0
British Pound Sterling (GBP)......ivviiiiie et e e e e ee e 102.5
JAPANESE YEN (JPY ) eeiiiiiiiiiiiiiie et e e et e e e e e e e e e e e e e n e 40,572.3
Source Ministry of Finance.
Government Guarantees of External Indebtedness
Outstanding
Interest Issue Amount on
To For Rate (%) Date Maturity Currency December 31, 2004
U.S. Exim Bank El Al 7.39 1994 2006 USD 77,582,264.39
European Investment Bank  Industrial Development Bank 1.81 1997 2007 JPY 572,315,724.32
U.S. Exim Bank IEC Corporation 9.50 1996 2008 USD 168,831.31
Deutsche Bundesbhank IEC Corporation 8.10 1986 2008 D US 13,742,043.95
KFW Bank IEC Corporation @ 1994 2005 EUR 18,424,279.48
EDC Bank IEC Corporation @ 1997 2005 usD 22,314,837.29
IEC Corporation @ 1997 2013 uUSsD 3,972,198.68
(1) Interest rate is the KFW Bank cost of funding fus5%.
(2) Interestrate is LIBOR plus 0.4%.
(3) Interestrate is LIBOR plus 0.5%.

Source Ministry of Finance.
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Tradable Domestic Direct Debt of the Government ofsrael

Outstanding

Amount on
Serial Interest Year of December 31, 2004
Serial No. Name Rate Issue Date Maturity (in millions of NIS)
Non-linked Loans/Floating Rate
9227034 Gilon 4.5% 1998 2005 NIS 3,181.4
9230137 Gilon Chadash 4.5% 1999 2009 NIS 5,000.0
9230236 4.4 1999 2009 2,659.7
9230335 4.5 2000 2010 7,454.6
9230434 4.4 2001 2011 10,739.2
9230533 4.5 2002 2011 11,300.0
9231135 4.5 2003 2006 8,697.4
9231531 4.5 2004 2008 9,121.7
Non-linked Loans/Fixed Rate
9266537 Shahar 9.0% 2000 2005 NIS 6,942.0
9266636 7.0 2001 2006 15,784.5
9267030 9.0 2000 2007 15,864.4
9267139 7.0 2002 2009 21,024.7
9268038 7.0 2001 2011 6,174.1
9268137 10.0 2002 2012 9,567.9
9268236 7.5 2004 2014 2,650.9
CPI Index-linked/Fixed Rate

9387036 Galil CPI1+4.00% 1998 2005 NIS 4,370.7
9470139 CPI1+4.00 1996 2007 895.8
9470238 CPI1+4.00 1996 2007 1,662.0
9470337 CPI1+4.00 1997 2008 2,939.5
9520537 CPI1+4.00 1991 2005 665.5
9520636 CPI1+4.00 1991 2005 396.1
9520735 CPI1+4.00 1992 2006 1,541.7
9520834 CPI1+4.00 1992 2006 1,100.5
9541236 CPI1+4.75 1990 2005 176.9
9541335 CPI1+4.75 1990 2005 402.8
9541434 CPI1+4.75 1990 2005 199.8
9541533 CPI1+4.00 1993 2008 552.4
9541632 CPI1+4.00 1993 2008 723.6
9541731 CPI1+4.00 1993 2008 604.6
9541830 CPI1+4.00 1993 2008 891.0
9541939 CPI1+4.00 1994 2009 871.0
9542036 CPI1+4.00 1994 2009 1,481.4
9542135 CPI1+4.00 1994 2009 1,104.4
9542234 CPI1+4.00 1994 2009 976.9
9542333 CPI1+4.00 1995 2010 730.3
9542432 CPI+4.00 1995 2010 795.6
9542531 CPI1+4.00 1995 2010 1,750.4
9542630 CPI1+4.00 1995 2010 2,043.9
9542739 CPI1+4.00 1997 2012 4,981.4
9545138 CPI1+4.00 1998 2005 3,764.8
9547035 CPI+5.00 1998 2013 4,159.8
9547134 CPI+5.00 1999 2014 1,132.0
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Outstanding

Amount on
Serial Interest Year of December 31, 2004
Serial No. Name Rate Issue Date Maturity (in millions of NIS)
9547233 Galil CPI1+5.00% 2000 2015 NIS 7,707.5
9548033 CPI+4.00 2001 2011 10,746.7
9548132 CPI+5.00 2002 2012 11,957.2
9550138 CPI+6.00 2002 2007 9,573.2
9560137 CPI+4.75 1988 2005 189.4
9560236 CPI+4.75 1988 2005 769.4
9560335 CPI+4.75 1988 2005 448.2
9560434 CPI+4.75 1988 2005 612.7
9560533 CPI+4.75 1988 2005 2,314.3
9560632 CPI+4.75 1988 2005 850.3
9561036 CPI+4.75 1988 2005 2,083.4
9561135 CPI+4.75 1989 2006 396.5
9561234 CPI+4.75 1989 2006 344.7
9561333 CPI+4.75 1990 2007 216.8
9561432 CPI+4.75 1990 2007 62.7
9561531 CPI+4.75 1990 2007 91.0
9570136 CPI+4.75 1989 2007 1,094.0
9570235 CPI+4.75 1989 2007 353.5
9570334 CPI+4.75 1989 2007 363.0
9570433 CPI+4.75 1990 2008 483.9
9570532 CPI+4.75 1990 2008 235.9
9570631 CPI+4.75 1990 2008 231.3
9570730 CPI+2.50 1990 2008 18.5
9590134 CPI+4.75 1989 2009 1,063.7
9590332 CPI+4.00 2001 2021 16,202.6
9590431 CPI+4.00 2004 2024 1,291.2
Dollar-linked/Floating Rate
9655135 Gilboa 1.93% 2000 2010 NIS 320.5

Source Bank of Israel.
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