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* These areas are subject to agreements between Israel and the Palestinian Authority. The
Palestinian Authority has gradually taken responsibility for administering certain self-rule areas,
including most of the Gaza Strip and the cities of Bethlehem, Jenin, Jericho, Kalkilia, Nablus,

Ramallah, Tulkarem and part of Hebron.



Except as otherwise specified, all amountsin this report are expressed in New Israeli Shegels
(“NIS”’) orinU.S. dollars (“$”, “US$”, “dollars’ or “USD”). Any amounts stated in dollarsin
thisreport as of a stated date or for a stated period that were converted from NIS into dollars
were converted at the foreign exchange representative rate for dollars on such date, or at the
average of the foreign exchange representative rates for dollars for each day during such period,
as published by the Bank of Israel. The foreign exchange representative rate for dollars for any
day is calculated by the Bank of Israel asthe average of the NIS/$ buying and selling rates
prevailing in the market on such date. The NIS/$ exchange representative rates as of the
following dates and for the following periods were:

TableNo. 1
NIS/U.S. Dollar Exchange Rates
Y ear
1999 2000 2001 2002 2003
== = o OO 4.153 4,041 4.416 4.737 4.379
Yearly AVErage........cccoeeeeenenenenenenennn, 4.140 4.077 4.240 4.738 4.548

Source: Bank of Isradl.

On June 15, 2004, the Bank of Israel foreign exchange representative rate for U.S. dollars was
4.528 NIS per U.S. dollar. In October 2000, all restrictions on foreign currency derivative
transactions with nonresidents were abolished. For afurther discussion of the convertibility of
the NIS, see “Balance of Payments and Foreign Trade—Foreign Exchange Controls and
International Reserves.”

Thefiscal year of the Government of Isragl (the “ Government”) ends December 31. The twelve-
month period ended December 31, 2003 is referred to in this Prospectus as “2003" and other
years are referred to in asimilar manner.

Totalsin certain tablesin this report may differ from the sum of the individual itemsin such
tables due to rounding. Unless otherwise specified, amountsin NIS or USD are given in current
amounts.
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SUMMARY INFORMATION

The following summary is qualified in its entirety by, and should be read in conjunction with, the
more detailed information appearing elsewhere in this document.

Economic Developmentsin the First Quarter of 2004: Economic recovery strengthened
considerably in the first quarter of 2004. The Gross Domestic Product (“GDP”) growth rate was
5.5% (seasonally adjusted at annual rate) and the growth rate of the business sector product
reached 9.2% (seasonally adjusted at annual rate). Exports of goods and services were the main
source of growth, accelerating 49.5%, while public consumption dropped 5.1%, reflecting cutsin
government expenditures. Private consumption rose 5.0%. Both the number of Isragli
employees and the labor participation rate rose in the first quarter of 2004, and the seasonally
adjusted unemployment rate decreased from 10.9% in the first quarter of 2003 to 10.8% in the
first quarter of 2004. The balance of payments demonstrated a seasonally adjusted surplus of
$0.2 billion in the current account balance in the first quarter of 2004.

Gross Domestic Product: Isradl isahighly developed, industrialized democracy. GDP
increased by 1.3% in 2003. Thisincrease reflected arisein exports and private consumption,
which accelerated in the second half of the year. The domestic security situation and the global
slowdown in demand for high-tech imports continued to be the main factors affecting economic
activity in Isragl in 2003. Following sharp decreases in 2001 and 2002, business sector product
increased by 1.8% in 2003. In thefirst quarter of 2004, the GDP growth rate rose to 5.5%
(seasonally adjusted at annual rate).

Fiscal and Monetary Policy: The improvement in the economic outlook was supported by
renewed fiscal credibility stemming from decisive economic policy (including budget cuts and
structural changes) and by the easing of monetary policy in the second half of 2003. The budget
deficit reached 5.6% of GDP in 2003, mainly due to a sharp fall in tax revenuesin the first half
of the year. The budgetary situation improved in the second half of the year as economic
recovery fueled arisein tax revenues and expenditures were significantly reduced as part of the
economic program adopted in mid-2003. Isragl’s net public debt as a percentage of GDP was
91.6% in 2003.

Balance of Paymentsand Foreign Trade: Isragl’s current account came close to balancing in
2003 with a deficit of $0.2 billion compared with adeficit of $1.4 billion in 2002. This
improvement resulted from amore rapid increase in exports over imports. Direct foreign
investment in Israel grew to $3.7 billion in 2003 (surpassing every year except 2000) and was
more than double the $1.6 billion invested in 2002. Total exports of goods and services
increased by 6.1% in 2003 and constituted 38.5% of GDP. Israel has concluded free trade
agreements with its major trading partners, and is one of the few nations that is a party to free
trade agreements with both the United States and the European Union.

Inflation: In contrast to periods of high inflation in the early 1980’s, since 1985 inflation has
been reduced and stabilized. In 2003, the annual average inflation rate fell to 0.7%.

Privatization: In recent years, the Government has made significant progressin the
privatization of State-owned enterprises and the reduction of its subsidization of industry. From
1986 through November 2003, 88 companies ceased to be Government Companies (see “The
Economy — Role of the State in the Economy”). The Government’ s proceeds from privatization
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from 1986 through December 2003 were approximately $9.2 billion. 1n 2003, proceeds from
privatization totaled $370 million.

Capital Markets: Over the course of 2003, share prices on the Tel Aviv Stock Exchange
(“TASE”) rose sharply. The Genera Index of shares and convertible securities (which is
comprised of all shares and convertible securities tradable on the TASE) increased by 55.4% in
2003, compared with a decrease of 19.9% in the General Index in 2002. Over 2003, the Tel
Aviv 100 Index (which is comprised of the 100 largest companies by market capitalization) and
the Tel Aviv 25 Index (which is comprised of the 25 largest companies by market capitalization)
increased by 60.7% and 51.0% respectively, compared with decreases of 25.6% and 27.3% in
2002. Asof December 31, 2003, the total market value of al listed equity securities was $70.4
billion compared with $42.6 billion as of December 31, 2002. The 2003 annua trading volume
for equity securities was $19.6 billion compared with an annual trading volume of $12.7 billion
in 2002.
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TableNo. 2

Sdlected Economic Indicators
(in billions of NI'S unless noted)

Y ear
1999 2000 2001 2002 2003
Economic Data
GDP (at constant 2000 prices)................... NIS435.3 NIS468.1 NIS463.9 NIS 460.2 NIS 466.1
Percentage change, real GDP.................... 2.6% 7.5% -0.9% -0.8% 1.3%
GDP per capita (at constant
2000 prices) (iINNIS) ..ccoevecvrereeriene 71,074 74,436 72,046 70,050 69,690
Percentage change, GDP per capita........... 0.1% 4.7% -3.2% -2.8% -0.5%
Inflation
(change in CPI —annual average) ... 5.2% 1.1% 1.1% 5.7% 0.7%
Industrial production
(seasonally adjusted) ..........ccoeeuneee 1.1% 9.8% -4.3% -2.3% -0.3%
Business sector product (at constant 2000
PriCES)..ueveriiieierisiereeestereere st 294.9 323.8 315.6 306.8 3124
GDP (at current prices) ........cceeeererereennen. 429.5 468.1 474.0 491.3 496.2
GNP (at current prices) .......c.cceeevrerereenen. 414.1 4429 457.6 478.0 481.2
Permanent average population
(thousands) ........cceeeeevereeesiereeeeen, 6,125 6,289 6,439 6,570 6,688
Unemployment rate..........cccovevererenenennen. 8.9% 8.8% 9.4% 10.3% 10.7%
Direct foreign investment (in billions of
dollars) c.cooveeveeeeeeeeeeeeeee e $3.1 $5.0 $3.5 $1.6 $3.7
Trade Data
Exports (f.0.b.) of goods and services (at
constant 2000 Prices) ........ccveeruenne 152.5 189.1 167.3 162.3 172.2
Imports (f.0.b.) of goods and services (at
constant 2000 PriCes) ........cceeevrvennee 189.5 212.7 203.0 198.4 193.9
Public Debt
Net Domestic Public Debt (at end-of-year
CUITENt PriCeS) ..ocevververeereerereeneenees 351.7 355.2 378.3 416.7 440.9
Net External Public Debt (at end-of-year
CUITENt PriCES) .vvvvveererereirireeeeeeeens 21.2 165 150 149 9.2
Total Net Public Debt (at end-of-year
CUFTENE PFICES) .eoveeeeeeveeereesenes 372.9 3717 393.3 431.6 450.0
Total Net Public Debt as percentage
Of GDP..eevceet e 83.4% 78.8% 84.5% 86.4% 91.6%
External Debt Liabilities
(inmillions of dollars) .......ccccccueee. $61,994 $64,021 $64,768 $67,367 $70,555
External Debt Assets
(in millions of dollars) ..........c........ $55,134 $60,889 $65,340 $70,282 $75,721
Net External Debt
(in millions of dollars) ........ccocooev.... $6,860 $3,132 ($572) ($2,914) ($5,166)

Sources. Central Bureau of Statistics, Bank of Israel, Ministry of Finance.
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STATE OF ISRAEL
I ntroduction

The State of Israel (the “State” or “Isragl”) is a highly developed, industrialized democracy.
Since 1990, Israel has seen improvements in most economic indicators. Gross Domestic Product
increased on average by 5.2% annually from 1990 through 2000. A number of negative factors
converged in the last quarter of 2000 and during 2001 and 2002, including the ongoing security
unrest in Israel, which negatively affected tourism, the global technology slump, which slowed
investments in high-tech companies, and the global economic slowdown, which affected Israeli
exports. Asaresult, GDP decreased by 0.9% in 2001 and 0.8% in 2002. In 2003, an economic
recovery, expressed by a 1.3% increase in GDP, followed two years of declining GDP. Growth
in the second half of 2003 accelerated to 1.7% (in annual terms), as compared with 1.2% in the
first half of 2003 and 0.8% in the second half of 2002. The recovery in 2003, especialy in the
second half of the year, originated from growth in exports and in private consumption, coupled
with amoderate increase in the employment of Israglis.

The Israeli economy is export-oriented. Exports constituted 38.5% of GDP in 2003. The
depreciation of the Isragli currency in real effective terms during 2002 and 2003, along with
wage restraint during 2002, increased the competitiveness of Israeli exporters and led to higher
growth rates in export-oriented industries in 2003, especially in the second half of the year.

In recent years, Israel has made substantial progressin opening its economy, and major trade
barriers and tariffs have been removed. Israel has concluded free trade agreements with its major
trading partners, and is one of the few nations that is a party to free trade agreements with both
the United States and the European Union (“EU”). Recently, new members joined the EU, thus
adding Malta, Lithuania, Latvia, Cyprus and Estoniato the countries with which Israel has free
trade agreements, and replacing Isragl’ s previous free trade agreement with the Czech Republic,
Slovak Republic, Hungary, Poland and Slovenia with its free trade agreement with the EU.

Israel has also signed free trade agreements with the European Free Trade Association (“EFTA”)
countries, Canada, Turkey, Mexico, Bulgaria and Romania.

Since 1990, Israel’ s fiscal and monetary policies have been formulated and coordinated with the
goals of reducing Israel’ s high tax burden, narrowing the Government’ s fiscal deficit, attaining
levels of inflation similar to those in other industrialized countries and enhancing economic
growth. Aspart of its economic policies, the Government has pursued a policy of privatizing
State-owned enterprises, including banks. In contrast to periods of high inflation in the early
1980s, inflation has been reduced and stabilized. The annual average inflation rate was 9.5%
between 1992 and 1999, representing a gradual decrease over this period. The annua average
inflation rate (year on year) was 1.1% in both 2000 and 2001. In 2002, the annual average
inflation rate rose to 5.7%. The 2002 increase in prices was the result of currency depreciation
during the first half of 2002, which adjusted the currency rate to domestic and external events.
In 2003, the annual average inflation rate was 0.7%. Thetotal budget deficit (excluding net
lending and the realized profits of the Bank of Isragl) averaged 3.7% of GDP per year between
1995 and 1999, and dropped to 0.7% of GDP in 2000. Mainly as aresult of a sharp decreasein
tax collectionsin light of the deepening slowdown, the total budget deficit increased to 4.5% of
GDPin 2001, 3.8% of GDPin 2002 and 5.6% of GDP in 2003. The growth in the budgetary
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deficit in early 2003 originated from the continuing economic slowdown and the considerable
downward deviation of the inflation rate from itstarget. Actual revenues from taxes and other
sources did not grow at the rate that was originally anticipated when the budget was drafted.
Expenditures, on the other hand, grew in accordance with the budgetary plan.

Fiscal policy in 2003 was designed to address the sharp rise in the rate of the budgetary deficit.
The implementation in mid-2003 of a decisive fiscal policy along with policy measures included
in the 2004 budget, contributed significantly to raising fiscal credibility and to lowering
economic uncertainty, despite the relatively high budgetary deficit in 2003.

The current account deficit, which averaged $3.1 billion per year between 1995 and 2000, was
$1.8 hillion in 2001, $1.4 billion in 2002 and was nearly balanced ($0.2 billion) in 2003 for the
first time since 1990. The continuing decrease in the current account deficit reflects a high
degree of external stability, both by international standards and when compared to the situation
that existed in Isragl in the mid-1990s.

The unemployment rate was 9.4% in 2001, 10.3% in 2002, and 10.7% in 2003.

Israel’ s productive and highly educated popul ation remains a principal strength of the economy.
Based on 2002 statistics, approximately 38% of the Israeli population over the age of 15 has had
13 or more years of schooling. In addition, from 1990 through 2003, approximately 1.1 million
immigrants arrived, increasing Israel’ s population by 24.5%. The new immigrants are generaly
highly educated and include a high percentage of scientific, academic, technical and other
professional workers. Although this wave of immigration initially placed strains on the economy
by raising the budget and trade deficits and contributing to arelatively high level of
unemployment, these immigrants have been successfully integrated into the economy. Today,
the employment rate of immigrants who came to Israel in the first half of the 1990sis similar to
that of native-born Isradlis.

Over the past three decades, Isragl has made progress in reducing the state of hostility that has
existed with Arab countries in the region since the establishment of the State in 1948, although
the unrest in the areas administered by the Palestinian Authority, which began in September
2000 and intensified during 2001, 2002 and 2003, has been a major setback in the peace process.
Thefirst peace agreement between Isragl and its neighbors was the 1979 peace accord with
Egypt. In September 1993, Israel and the Palestinian Liberation Organization (“PLO”) signed a
Declaration of Principles, aturning point in Isragli-Arab relations. Isragl signed a peace treaty
with Jordan in 1994. Further agreements have also been signed between Israel and the PLO.

On June 6, 2004, the Government of Israel approved the Disengagement Plan, stating that it is
Israel’ sintention to relocate all Isragli settlementsin the Gaza Strip and four settlementsin the
West Bank by the end of 2005. In accordance with the Government decision, a Disengagement
Plan Steering Committee was formed. The Committee is chaired by the National Security
Council Chairman and is composed of the Director General of the Prime Minister's Office, the
Director Genera of the Justice Ministry, the Director General of the Finance Ministry, the
Director General of the Ministry of Foreign Affairs, the Director General of the Interior Ministry,
the Director General of the Agriculture and Rural Development Ministry, head of the Plans and
Policy Directorate Mg .-Gen. Itzhak Harel and other senior officials. The Committee will
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discuss implementation of the Disengagement Plan and the concomitant responsibilities of the
various ministries. Each ministry was asked to expedite their work on implementing the various
aspects of the plan and to hold a series of discussions on the various economic, diplomatic,
security, humanitarian and civilian issues related to the Disengagement Plan.

Geography

Israel lies on the western edge of Asia bordering the Mediterranean Sea. It is bounded on the
north by Lebanon and Syria, on the east by Jordan, on the west by the Mediterranean Sea and
Egypt, and on the south by Egypt and the Gulf of Eilat. Israel has atotal land area (excluding the
Gaza Strip and the West Bank) of approximately 21,500 square kilometers or 8,305 square miles,
approximately the size of the State of New Jersey. Jerusalem isthe capital of Israel.

Population

Israel’ s popul ation, including Isragli citizens living in the West Bank and the Gaza Strip, but not
including foreign citizensin Isragl for employment purposes, was estimated to be 6.75 million as
of December 31, 2003, up from 6.6 million as of December 31, 2002. During the period from
1990 through 2003, Israel’ s population grew by 48.0%, largely as aresult of immigration. In
2002, approximately 10% of the population was 65 years of age or older, 30% was between the
ages of 35 and 64, 32% was between the ages of 15 and 34, and 28% was under the age of 15.
Approximately 92% of the population livesin urban areas. Twenty percent of the population
livesin Isragl’ sthree largest cities: Jerusalem (population 675,000), Tel Aviv (population
359,000) and Haifa (population 271,500).

The Israeli population is composed of avariety of ethnic and religious groups. As of the end of
2002, 76.8% of the total Israeli population was Jewish, 15.7% was Moslem, 2.1% was Christian,
and 1.6% was Druze. Israel’s Declaration of Independence and various decisions by Israel’s
Supreme Court guarantee freedom of worship for al Isragli citizens. Hebrew and Arabic are the
official languages of Israel; English is commonly used.

Immigration

Israel has experienced a continuous flow of immigrants over time, in part due to Israel’s Law of
Return, which provides that any Jewish immigrant is entitled to become a citizen of Israel. Since
1990, the flow of immigrants has increased dramatically. During 1990 and 1991, atotal of
375,600 immigrants arrived in Israel, while the average annual number of immigrantsto Israel
from 1992 through 2000 was 71,200. The annual number of immigrantsto Israel decreased to
43,600 in 2001, 33,600 in 2002 and 23,200 in 2003. The substantial influx of immigrants
between 1990 and 2003, totaling 1,117,000, increased Isragl’ s population by 24.5% over this
period. Over the same period, total population growth was 48.0%. Approximately 82% of all
immigrants to Israel since 1990 have come from the former Soviet Union. Many of these
immigrants are highly educated. Of the immigrants who arrived since 1990 who were above 15
years of age, 58% had over 13 years of schooling. Of the immigrants who arrived between 1990
and 2002 who worked in their place of last residence, approximately 63% held scientific,
academic, technical or other skilled jobs. Thisinflux of highly skilled workers has contributed to
the growth of the Isragli economy since 1990.
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Form of Government and Political Parties

The State of Israel was established in 1948. Israel is a parliamentary democracy, with
governmental powers divided among separate legislative, executive, and judicial branches.

Israel has no formal written congtitution. Rather, a number of basic laws govern the fundamental
functions of the State, including the electoral system, the government, the legislature, and the
judiciary and guarantee the protection of property, life, body and dignity, as well astheright to
privacy and freedom of occupation. These laws are given specia status by Isragli courts relative
to other laws and, in some cases, cannot be amended except by an absolute majority vote of the
legislature (the “Knesset”). All citizens of Israel, regardless of race, religion, gender or ethnic
background, are guaranteed full democratic rights. Freedom of worship, speech, assembly, press
and political affiliation are embodied in the country’s laws, judicial decisions and Declaration of
Independence.

The President is the head of state and is elected by the Knesset for asingle seven-year term. The
President has no veto powers and the duties of the office are mainly ceremonial. The current
President, Moshe Katsav, was elected in July 2000. The Prime Minister isthe head of Israel’s
Government and appoints a cabinet to assist in governing the country.

The legislative power of the State resides in the Knesset, a unicameral parliament that consists of
120 members elected by universal suffrage under a system of proportional representation. The
entire country constitutes a single electoral constituency. Each party receiving more than 2.0%
of the total votes cast is assigned membership in the Knesset in proportion to its percentage of
the total national vote. Knesset elections are held every four years, unless the Knesset votes for
elections to take place earlier.

The President selects one of the Knesset members to form the government, after consulting with
different parties' representatives. This Knesset member becomes Prime Minister. If a61-vote
majority of the Knesset subsequently passes a vote of no confidence in the government and
proposes an aternate candidate, the government will dissolve and the President will select the
alternate candidate to form a new government. If the alternate candidate fails to form a new
government, new elections will be held. The Prime Minister, with the approval of the President,
also has the authority to dissolve the Knesset. However, amajority of Knesset members may
require the President to appoint another Knesset member to form a new government. If this
Knesset member fails to form anew government, new elections will be held.

Currently, Israel has three major political parties, Likud, Avoda (Labor)-Meimad and Shinui.
Since the establishment of the State of Israel in 1948, the Government has been a coalition
government led by Avoda or Likud and supported by a majority of the members of the Knesset.

The following table presents the distribution of Knesset seats by party following the January
2003 election:
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TableNo. 3

Distribution of Knesset Seats by Party

Number
of Seats
I o TSRS 40
Avoda (Labor) - MeImMad ...........coeviieiiieieee e 19
S 15
Sephardi Torah Guardians (Shas)...........ccvririnir e 11
Thud Leumi - [Srael BEITENU........coeieieeeeeeere e 7
Yahad (formerly MEretz) .......ooooiiiiieiieee e 6
National Religious Party (Mafdal) ........cccoeeveiiiiiecesie s 6
United Torah Judaism (AgQudah) ..........cceeeerieiieiece e 5
Am Echad (ONe Nation).......ccccceevierieieiee e see e e e e ene e 3
B.L.D. (National DemocratiC AllIanCe) ........cccvevereereerieeseesescee e e e 3
Democratic List for Peace and Equality (Hadash) .........cccccoeevvvcvvcvcievees 3
RAM. (United Arab LiSt) ...ccoeerireeiririecsiereiseseeese e 2
I S 120

Following the January 2003 elections, President Moshe Katsav selected Ariel Sharon to form a
government. Prime Minister Sharon formed a new coalition government, consisting of the Likud
party (into which the Yisrael B’ Aliyah party was merged), the Shinui party, the National
Religious Party (Mafdal), and Ihud Leumi-Israel Beitenu party. Former Prime Minister
Benjamin Netanyahu was named Minister of Finance. In June 2004, Ihud Leumi-lsrael Beitenu
party withdrew from the coalition government.

Thejudicia power in Isragl is exercised by the Supreme Court, District Courts and Magistrate
Courts, as well as municipal courts, labor courts, administrative tribunals and religious courts.
The five District Courts (located in Jerusalem, Tel Aviv, Haifa, Beersheva, and Nazareth) hear
all cases not within the limited jurisdiction of the Magistrate Courts or the specialized courts and
also hear appeals from the Magistrate Courts. The Supreme Court has ultimate appellate
jurisdiction over all decisions rendered by District Courts. The Supreme Court also exercises
original jurisdiction sitting as the High Court of Justice in mattersin which it considers it
necessary to grant relief in the interests of justice and that are not within the jurisdiction of any
other court or tribunal. In its capacity asthe High Court of Justice, the Supreme Court hears
petitions in matters of constitutional and administrative law, reviewing acts of the executive
branch and the Knesset. In addition, the High Court of Justice may order religious courts and
labor courts to adjudicate any particular matter, or to set aside any proceeding held or decision
given. Judges are appointed by the President upon election by the Judges' Election Committee,
the majority of whose members represent the legal profession. Some marital and family matters,
and certain other matters related to personal status, are handled by religious courts. Each
religion hasits own religious courts.
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National I nstitutions

Israel has four so-called National Institutions: the Jewish Agency for Israel, the World Zionist
Organization, Keren Hayesod and the Jewish National Fund. The National Institutions, which
predate the formation of the State, perform a variety of non-governmental charitable functions.
Each of the National Institutions is independent of the Government and finances its activities
through private and public sources, including donations from abroad. In 2003, the National
Institutions were responsible for net unilateral transfersinto Israel of $394 million.

International Relations

Over the past three decades, Israel has made progress in reducing the state of hostility that has
existed between Isragl and the Arab countries in the region since the establishment of the State of
Israel in 1948. Asaresult of the historic visit to Israel by the President of Egypt in 1977 and
intensive negotiations held by the two countries, Egypt and Isragl signed a peace treaty on

March 26, 1979, which was the first between Israel and one of its neighboring countries. In
1991, the Madrid Conference marked the start of a broader peace processin the Middle East. On
October 26, 1994, Israel and Jordan signed a peace treaty.

In September 1993, the mutual recognition and the signing of a Declaration of Principles
between Israel and the Palestinian Liberation Organization was aturning point in Israeli-Arab
relations. A number of interim agreements were concluded and the Palestinian Authority (the
“PA”) was established. As part of the 1994 Gaza Strip and Jericho Agreement signed in Cairo,
and the 1996 Interim Agreement on the West Bank and the Gaza Strip signed in Washington,
D.C., Israel withdrew from Jericho and much of the Gaza Strip, as well as from six additional
West Bank towns. The PA has gradually taken responsibility for administering those areas of the
West Bank and Gaza Strip designated as self-rule areas. In October 1998, Isragl and the PA
signed the Wye River Memorandum restating their commitment to the implementation of the
outstanding interim obligations and the resolution of permanent issues through negotiations.
Severa rounds of negotiations were held between Israel and the PLO in 2000, aimed at
achieving a permanent agreement and an end to the conflict. Unfortunately, these negotiations
did not result in an agreement. Since September 2000, relations between Israel and the PA have
deteriorated due to violence and terror attacks conducted by Palestinian terror organizations
against Isragli targets and citizensin violation of al bilateral agreements signed since 1993. This
has a so resulted in significant damage to economic relations, primarily in the area of bilateral
trade.

A performance-based, multi-phase plan to end the Isragli-Palestinian conflict, known as the Road
Map, was released by the United States, the United Nations, the European Union and Russiain
April 2003. Thefirst phase of the Road Map requires the immediate cessation of violence by the
Palestinians, the implementation by Palestinians of comprehensive political reforms, the
withdrawal by Israel from Palestinian areas controlled by the Israeli Defense Forces since
September 28, 2000, and the dismantling of settlement outposts erected since March 2001. The
second phase of the Road Map, which would begin upon satisfactory performance of the
obligations outlined in the first phase by both the Palestinians and Israel, contemplates the
creation of atemporary Palestinian state with provisional borders and an elected government.
Thethird and final phase of the Road Map would include the negotiation of afinal agreement
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relating to the creation of a permanent Palestinian state. While the Road Map has been accepted
by both Israel and the Palestinian Authority, implementation of the Road Map faces a number of
obstacles, including opposition by certain groups. On June 6, 2004, the Government of Israel
approved the Disengagement Plan, stating that it is Israel's intention to relocate al Isragli
settlements in the Gaza Strip and four settlements in the West Bank by the end of 2005.

After resolving issues relating to borders and water, Israel and Jordan entered into negotiations to
promote economic cooperation and plan regional economic development initiatives. Israel and
Jordan signed a peace treaty in October 1994. In signing the peace treaty with Israel, Jordan
became the second Arab country to do so, following Egypt. In addition, Isragl has begun to
establish economic and political relations with other countries in the region, in both North Africa
and the Gulf states. In October 1999, Israel and Mauritania established full diplomatic relations.
Mauritaniais the third Arab country after Egypt and Jordan with whom Israel has exchanged
ambassadors. As aresult of the modification of the Palestinian attitude towards Isragl in
September 2000, several Arab states reduced their level of relations with the State of Isradl,
principally regarding economic and commercial activities. Nevertheless, Israeli authorities
continue their efforts to promote peaceful relations and increase economic opportunities, with a
particular focus on the goa of enhancing regional development.

Although Isragl has entered into various agreements with Arab countries and the PLO, and
various declarations have been signed in connection with the efforts to resolve some of the
economic and political problemsin the Middle East, no prediction can be made as to whether,
and under what terms, afull resolution of these problemswill be achieved. To date, Isragl has
not entered into a peace treaty with either Lebanon or Syria. On May 23, 2000, Isragli military
forces unilaterally withdrew from South Lebanon, in accordance with a Government decision to
implement United Nations Resol utions 425 and 426.

Since 1948, the members of the Arab League have maintained atrade boycott of Isragl. The
primary tier of the boycott prohibits the importation of Isragli-origin goods and services by
member states. The secondary tier of the boycott prohibitsindividualsin Arab League states
from engaging in business with foreign firms that contribute to Israel’s military or economic
development, and the tertiary tier of the boycott prohibits business dealings with firms that do
business with blacklisted entities. In September 1994, the Gulf Cooperation Council (which
includes Qatar, Oman, Bahrain, the United Arab Emirates, Saudi Arabia and Kuwait) suspended
their secondary and tertiary trade boycotts of Isragl, signifying amajor shift in Israel’s relations
with several Arab nationsin theregion. These Gulf states, as well as four other Arab League
members (Algeria, Djibuti, Mauritaniaand Somalia) no longer enforce the secondary and tertiary
boycotts of Isradl.

Prior to the recent security unrest, Israel and its Arab neighbors had taken several initiatives to
encourage the development of economic relations among the countries of the region. The
formation of additional regional economic organizations was proposed to enhance cooperation
between Israel and other countries of the region. Among these, the most important are the
Middle East Development Bank (“MEDB”), the Middle Eastern-Mediterranean Tourist and
Travel Association (“MEMTTA”) and the Regiona Business Council (“RBC”).
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Israel maintains a close economic, diplomatic and military relationship with the United States.
Israel receives economic and military assistance from the United States in amounts that have
averaged approximately $3 billion per year since 1987. In 1991, the United States provided
Israel with an additional one-time specia grant of $650 million due to expensesincurred by
Israel as aresult of the Gulf War. 1n 1992, the United States approved up to $10 billion of loan
guarantees during U.S. fiscal years 1993 through 1998 to help Israel absorb the recent influx of
immigrants. In April 2003, the United States approved up to $9 billion in loan guarantees for the
State of Israel. Under the loan guarantee program, the amount of guarantees that may be issued
by Israel shall be reduced by an amount equal to the amount extended or estimated to have been
extended by Isragl for activities that the President of the United States determines are
inconsistent with the objectives and understandings reached between the United States and Israel
regarding the implementation of the loan guarantee program. For United States fiscal year 2003,
the amount of this reduction was $289.5 million. The amount of the reduction for United States
fiscal year 2004 has not yet been determined. The loan guarantees are to be used in fiscal years
2003 through 2005. However, if prior to September 30, 2005, less than the full amount of 1oan
guarantees authorized to be made available have been issued, the authority to issue the balance of
the loan guarantees shall extend to September 30, 2006. The proceeds of the guaranteed loans
may be used to refinance existing debt (see “ Public Debt—External Public Debt”). In May
2003, as part of the aid package, the U.S. formally granted Israel $1 billion in military aid.

The Government of Israel and the United States have agreed to reduce foreign assistance to
Israel. This reduction involves a phase-out of U.S. Economic Support Fund (“ESF”) assistance
to Israel through incremental annual reductions in the level of such annual assistance over aten-
year period that began in fiscal year 1999. Over the same time period, the United States will
increase annually the level of its Foreign Military Financing (“FMF") assistanceto Israel in
amounts equal to half the amount of the annual reduction in ESF assistance. Subject to
Congressional appropriations, from fiscal year 1999 through 2008, each year the level of ESF
assistance will be reduced by $120 million and the level of FMF assistance will be increased by
$60 million.

Asaresult of the peace process and the end of the Cold War, the number of countries that have
diplomatic relations with Isragl has risen significantly. Isragl currently maintains diplomatic
relations with more than 160 countries. Israel has established or re-established commercia,
trade and diplomatic relations with several republics of the former Soviet Union, nations of
Eastern Europe, and other countries that had been aligned politically with the former Soviet
Union. Furthermore, the devel opments toward peace in the region in the last decade have
facilitated the growth of commercial, trade and diplomatic relations with several Asian countries,
including Japan, South Korea, Chinaand India.

Membership in International Organizations and I nternational Economic Agreements

Israel isamember of a number of international organizations, including the United Nations, the
World Bank Group (including the International Finance Corporation), the International Monetary
Fund (the “IMF"), the European Bank for Reconstruction and Devel opment, and the Inter-
American Development Bank.
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Israel was a signatory to the General Agreement on Tariffsand Trade (“GATT”) of 1947 from
1962 and afounding signatory of the World Trade Organization Agreement (the “WTQO”), which
provides for the lowering of tariffs and elimination of trade and non-trade barriers among
members. Isragl isone of the 26 signatories of the WTO Government Procurement Agreement,
which provides for mutual market access for government and public purchases among its
members.

In March 1996, the Council of Ministers of the Organization for Economic Co-operation and
Development (“OECD”) approved Isragl’ s request to participate in the organization’s activities,
and Israel has accordingly joined certain OECD committees as an observer. Since February
2000, Israel has been in dialogue with OECD leadership in order to promote Israel’ s admission
to the organization as afull member.

Israel has concluded free trade agreements (“FTAS’) with its major trading partners and is the
only nation, except for Mexico, Chile and Jordan, that is a party to free trade agreements with
both the United States and the European Union. Isragl’s free trade agreements allow Israel to
export industrial products duty-free to the United States and to most Western industrialized
nations. Recently, new members joined the EU, thus adding Malta, Lithuania, Latvia, Cyprus
and Estoniato the countries with which Israel has free trade agreements, and replacing Isragl’s
previous free trade agreements with the Czech Republic, Slovak Republic, Hungary, Poland and
Sloveniawith its free trade agreement with the EU. In addition, Israel has free trade agreements
with the EFTA countries, Turkey, Canada, Mexico, Bulgaria and Romania.

In 1975, Israel established a free trade agreement with the European Economic Community
(“EEC”) that provided for the gradual reduction and ultimate elimination of tariffs on
manufactured goods and certain agricultural products. In July 1995, Israel signed an Association
Agreement with the EU, which came into force in June 2000. The new agreement, which
replaced the 1975 agreement, addresses issues of financial services, competition, government
procurement, and cooperation in research and development. It also expandsthelist of
agricultural products under the 1975 free trade agreement, and an extension of the agreement
improves Isragl’ s access to European government procurement markets in the field of
telecommunications. A free trade agreement with the EFTA that applies to most manufactured
goods has been in effect since 1993. In 1985, Israel and the United States entered into afree
trade agreement that resulted in the elimination of al tariffs on al industrial products effective
January 1, 1995. The free trade agreement with the United States has also resulted in the
elimination of certain non-tariff barriers to trade between the two countries.

Israel, in a separate agreement, became a member of the EU’ s Fourth and Fifth Framework
Programs for Research and Development, allowing Isragli firms and academic institutions to
participate in EU research and development projects. On February 22, 1999, Israel’s admission
to the EU’ s Fifth Research and Development Program was approved, recognizing the special
status of Israel as akey technological player in the global arena. The program gives Isragl access
to $15 billion of research and development tenders within the EU countries. In November 2002,
Israel was admitted to the EU’ s Sixth Research and Development Program.

In order to promote its international economic cooperation, and in particular to promote Isragli
investments in emerging markets, Isragl has signed 32 bilateral investment treaties. The treaties
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provide investors from countries that are party to the treaties with basic security and protection
rights when investing in another party’ s country, including repatriation of investments and
returns, no expropriation or nationalization other than for public purposes, prompt, adequate and
effective compensation, and no less favorabl e treatment as compared to investors from countries
that are not party to the treaties.

Israel is aso aparty to over 38 conventions for the avoidance of double taxation that cover most
aspects of income tax and capital gainstax. The conventions provide investors from countries
that are parties to the conventions with greater certainty when investing in the other party’s
country and contribute to economic cooperation between the countries that are parties to the
conventions.
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THE ECONOMY
Overview

Israel’ s economy isindustrialized and diversified. GDP per capitain 2003 was $16,312. From
1990 through 2003, real GDP growth averaged 4.0% per year (1.1% per capita). Growth during
the 1990’ s was based largely on increased domestic demand due to the large volume of new
immigrants and on the growth of high value-added industries, such as el ectronics and high-tech
medical equipment. From 1990 through 2000, GDP increased on average by 5.2% annually. A
number of negative factors converged in the last quarter of 2000 and during 2001 and 2002,
including security unrest with the Palestinian Authority, which negatively affected tourism, the
global technology slump, which slowed investments in high-tech companies, and the global
economic slowdown, which affected Israeli exports. Asaresult, GDP decreased by 0.9% in
2001 and by 0.8% in 2002. There was arecovery in economic activity in 2003, as expressed by
al1.3% increasein GDP. GDP growth in the second half of the year accelerated to 1.7% (in
annual terms), as compared with 1.2% in the first half of 2003 and 0.8% in the second half of
2002. Therecovery in 2003, especially in the second half of the year, originated from growth in
exports and in private consumption, coupled with a moderate increase in the employment of
Israelis. Inthe first quarter of 2004, the GDP growth rate rose to 5.5% (seasonally adjusted at
annual rate). Exports of goods and services were the main source of growth, accelerating 49.5%,
while public consumption dropped 5.1%, reflecting cutsin government expenditures. Private
consumption rose 5.0%.

The composition of Israel’ s trade sector reflects the industrialized nature of its economy.
Exports consist primarily of manufactured goods, in particular high-tech goods, while raw
materials and investment goods comprised 88% of goods importsin 2003. Exports have played
asignificant rolein Isragl’ s economic growth, especially since 1992. Exports of industrialized
goods (excluding diamonds) grew by an annual average of approximately 7% (in volume terms)
during the period from 1996 to 2003. In 2000, due to rapid growth in the U.S. and EU
economies, Israel’ s exports of industrialized goods (excluding diamonds) increased by 27.6%.
Total exports of goods and services in 2000 increased by 24.0%. However, total exports of
goods and services decreased by 11.5% in 2001 and by 3.0% in 2002. The main factors behind
the contraction in exports of goods were the global slowdown, which dampened global trade, and
the decline in demand for high-tech goods. Exports of services were severely affected by the
large decline in exports of tourism services caused by the security and political situation, and the
decline, to nearly zero, of start-up exports (sales of successful start-up companies to international
buyers) due to the global high-tech crisis. In 2003, exports began to recover, growing by 6.1%.
The growth in exports in 2003 reflected the depreciation of the shegel in rea effectivetermsin
2002 and 2003, the decrease in real wages and the improved efficiency of business enterprisesin
Israel, coupled with lower interest rates.

Historically, the Government has had a substantial involvement in nearly all sectors of the Isragli
economy. In the past decade, however, a central aim of the Government’s economic policy has
been to reduce its role in the economy and to promote private sector growth. In order to advance
these goals, the Government has pursued a policy of privatizing State-owned enterprises,
including banks (see “— Role of the State in the Economy”). The Government has also pursued
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stability-oriented monetary and fiscal policies. These policies build upon the economic
stabilization program established by the Government in 1985.

The 1985 economic stabilization program was a comprehensive plan designed mainly to reduce
the high inflation rates and chronic deficits in the balance of trade experienced by Israel asa
result of high levels of defense expenditures, rising Government spending and rising oil prices.

Since 1985, Israel has made significant progress in stabilizing inflation through effective
implementation of monetary policy by the Bank of Israel, fiscal restraint and trade liberalization
by the Government. In 1986, the Government succeeded in reducing inflation to 19.6%. During
the period of 1987 through 1991, inflation stabilized to an annual average rate of 17.8%. During
the period of 1992 through 1999, the annual average inflation rate decreased to an average of
9.5%. In 2000 and 2001, the average rate of inflation dropped to amere 1.1% in each year, but
rosein 2002 to an average of 5.7%. Thisincrease was the result of the currency depreciation
during the first half of 2002, which adjusted the currency rate to domestic and external events.

In 2003, the average annual inflation rate was only 0.7%. The Government’s inflation target for
2004 is 1% to 3%.

TableNo. 4

Main Economic Indicators
(in millions of NI S unless noted)

Y ear
1999 2000 2001 2002 2003

Percent Change
Real gross domestic product ..................... 2.6% 7.5% -0.9% -0.8% 1.3%
GDP per CapitaL .....coeevveereeeeenieeeseseee 0.1% 4.7% -3.2% -2.8% -0.5%
Inflation

(change in CPI — annual average).......... 5.2% 1.1% 1.1% 5.7% 0.7%
Industrial production

(seasonally adjusted).........ccoevveirenennnns 1.1% 9.8% -4.3% -2.3% -0.3%
Constant 2000 Prices
GDP....ceteee e NIS 435,348 NIS468,144 NIS463,906 NIS460,221 NIS 466,110
Business sector product...........c.cceevereenene. 294,902 323,838 315,564 306,833 312,353
Current Prices
GDP....eteet e 429,542 468,144 474,043 491,260 496,214
Business sector product............cceeeeeeeeenenne 293,719 323,838 319,177 322,600 331,281
GNPttt 414,130 442,929 457,584 477,993 481,200
Per manent Average Population

(thousands) ........ccveerereerinereseee 6,125 6,289 6,439 6,570 6,688
Net national iNCOMe..........ccooeverenieeienenne 346,793 372,909 382,541 392,090 393,093

Source: Central Bureau of Statistics.
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Gross Domestic Product

GDP growth averaged 5.2% annually between 1990 and 2000. After amajor increase in tourism
and exports of goods in 2000, the deterioration in relations with the Palestinian Authority and the
continuing unrest caused a sharp drop in tourism beginning in the fourth quarter of 2000 and
continuing during 2001 and 2002. The slowdown in global growth in 2001 and 2002 caused a
decrease in exports. Growth was negative 0.9% and negative 0.8% in the years 2001 and 2002
respectively, but recovered to 1.3% in 2003.

During 2003, the growth rate of GDP accelerated, reaching 2.8% (seasonally adjusted at annual
rate) in the third quarter of 2003 and 2.5% in the fourth quarter of 2003. In the first quarter of
2004, the GDP growth rate rose to 5.5% (seasonably adjusted at annual rate).

GDP isdefined as gross national product (“GNP”) minus income of Israeli residents from
investments abroad, earnings of Isragli residents working abroad, and other income from work
and leases abroad, less corresponding payments made abroad (after deduction of payments to
foreign companies with respect to production facilities located in Isragl). Business sector
product in Israel equals GDP less general government services, services of private non-profit
ingtitutions and housing services (representing the imputed value of the use of owner-occupied
residential property).

TableNo. 5
Resour ces and Use of Resour ces
(in millions of NI'S at constant 2000 prices)
Y ear
1999 2000 2001 2002 2003

Resour ces

(€] 5] = NIS 429,542 NIS468,144 NIS474,043 NIS491,260 NIS496,214

Imports of goods and services...... 189,492 212,667 203,014 198,385 193,870
TOtA™® oo 619,034 680,811 677,057 689,645 690,084
Use of Resour ces

Private consumption................... 245,246 263,762 272,114 272,501 277,060

Public consumption...................... 127,216 129,963 134,367 142,084 139,458

Gross domestic investment........... 100,843 97,959 93,121 81,613 70,687

Exports of goods and services...... 152,520 189,127 167,317 162,336 172,234
TOtA® oo 625,824 680,811 666,920 658,534 659,440

(@D} The estimates at 2000 prices were obtained by chaining estimates computed each year to previous year's
prices. Due to the chaining, the sums of the components of resources and of the use of resources may be
different.

Source; Central Bureau of Statistics.
Savings and I nvestment

In 2003, the gross national savings rate as a percentage of GDP dropped to 14.6%, from 15.8%
in 2002 and 17.6% in 2001. In 2003, total gross domestic investment (the sum of investmentsin
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fixed assets and the change in inventories) decreased by 13.4% in real terms, following a 12.4%
decrease in 2002 and a 4.9% decrease in 2001. Investment in fixed assets decreased by 5.0% in
2003, following a decrease of 9.2% in 2002 and a decrease of 4.8% in 2001.

Investment in residential construction in 2003 decreased by 4.1% over 2002, following a
decrease of 8.2% in 2002 and a decrease of 10.5% in 2001. Theresidential construction sector
has contracted over the past five years as aresult of the decrease in demand following the
slowdown in the immigration wave and in response to the recession.

Business Sector Product

Business sector product grew at an average annual rate of 6.2% in real terms from the beginning
of 1990 through the end of 2000. Business sector product decreased by 2.6% in 2001, by 2.8%
in 2002 and increased by 1.8% in 2003. In the first quarter of 2004 the growth rate of the
business sector product reached 9.2% (seasonally adjusted at annual rate).

TableNo. 6
Composition and Growth of Business Sector Product
Per centage
Annual Growth (real terms) of Total
1999 2000 2001 2002 2003 2003

Total business sector ......... 2.4% 9.8% -2.6% -2.8% 1.8% 100.0%
Trade and services............... 8.2 125 -0.8 -4.2 37 514
Manufacturing® .................. 0.5 14.7 6.7 2.8 -0.3 25.8
Transport and

communications................ 2.2 3.9 0.2 01 5.2 124
Construction ..........ccccceeeeene -8.2 -3.0 -7.3 -54 -3.8 74
Agriculture .......c.oooeeevenenne -4.8 7.6 7.9 9.2 -12.2 2.6
Water and electricity ........... 3.2 6.9 -0.2 2.2 2.2 35
Implied banking services? .. -A7
Errors and omissions ........ 1.8

D Including diamonds.

(2)  Thisitem corrects the double counting of interest payments, included in both banking product and the
product of principal industries.

(3  Reflecting the difference between business sector product obtained from the uses side and that from
measuring the principal industries.

Source: Bank of Isragl.

Trade and Services. The trade and services sector consists of retail and wholesale sales,
professional services, banking, hotels, and other services. The trade and services sector
decreased by 4.2% in real termsin 2002 and increased by 3.7% in 2003.

Manufacturing. Manufacturing (excluding diamonds) decreased by 2.8% in real termsin 2002
and decreased by 0.3% in 2003 despite the increase in the production of e ectronic components
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and communication equipment, which are, respectively, the largest segment and the third largest
segment of the manufacturing sector.

TableNo. 7
Manufacturing by Category
Annual Real Percentage Change
1999 2000 2001 2002 2003
Total (excluding diamonds) ......... 1.4% 10.0% -5.0% -1.9% -0.3%

Food, beverages, and

tODACCO ... 14 0.1 -11 -1.4 -2.4
Mining of minerals and

quarrying of stone

F=10T0 S 0 o -0.9 -2.3 20 7.9 -2.9
Textilesand clothing ...........ccc........ 2.7 -2.6 -3.8 -4.9 -8.8
Leather and leather products........... -13.4 -10.2 -14.0 -0.9 38
Wood and wood products............... -2.6 45 -14.3 -0.3 -0.7
Paper and paper products................ -2.5 -0.1 -3.8 0.3 -3.8
Publishing and printing................... -0.9 -0.4 -3.1 -4.1 -3.2
Chemical products and

refined petroleum............ccc........ -35 34 6.2 155 5.6
Rubber and plastic products........... 4.6 3.3 25 9.0 6.3
Non-metallic mineral products....... -8.2 -8.3 -7.0 -5.6 -6.8
Basicmetal .........cccoeeieieeiieeeen. -05 19 -7.1 -9.0 -111
Metal products..........ccceeerercenienee -3.4 8.9 -4.4 -1.4 -1.2
Machinery and equipment............... 3.6 12.8 -7.4 -7.1 -2.8
Electric motors........ccooevevevernnnene 0.1 20 -10.9 -2.7 0.5
Electric and electronic

EQUIPMENE ..o 84 43.1 -9.2 -8.1 44
Communication equipment ............ 8.8 16.0 -16.8 -14.6 -8.2
Transport equipment..........ccccceevn. 31 49 14 14 3.0
Jewelry and goldsmiths.................. -14.9 2.8 -7.5 -4.6 -7.0
(@171 SR -3.6 -05 9.0 11 11.3

Source: Bank of Isragl.
TableNo. 8

Industrial Production I ndex®®@
(Base: 1994=100)

Year
1999 2000 2001 2002 2003
121.2 1334 126.2 124.4 124.0

(1)  Excludes diamonds.
(2)  Indices are not seasonally adjusted.
Source: Central Bureau of Statistics.
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Transportation. Buses are the major form of public transportation. Busroutesexist in al cities
in Israel and connect Israel’s major cities, smaller towns, and rural areas. Israel also hasa
network of over 16,000 kilometers of roads, including highways that link Tel Aviv with Haifa,
Jerusalem and Beersheva. From 1991 through 1999, the transportation and communications
sectors increased production by an average of 8.0%. Government-owned railways run from
Nahariya on the northern coastline to Beershevain the south, linking some of Israel’s major
cities and the southern part of the country.

Since 1993, the Government has identified infrastructure improvement as one of its top
priorities. From 1993 through 2003, the Government spent NIS 31 billion (in 2003 prices) on
infrastructure improvements. The Government has approved a number of road construction
projects, including the Israeli North-South toll highway, the Carmel Tunnel and a suburban
highway in the south of Tel-Aviv (Highway 431), which, unlike existing highways, will be
privately funded. A tender for the construction of Highway 431 was issued in late 2003.
Construction is expected to commence in 2005.

The Government considers the development of an advanced railway system atop priority. In
April 1996, the Government established a special State-owned company for the purpose of
planning and promoting a mass transportation system in metropolitan Tel Aviv. In early 2002,
the Government announced a public pre-qualification tender for this purpose. In late 2003, the
Government issued a tender to establish alight rail build-operate-transfer (“B.O.T.”) project in
Tel Aviv. Thefirst Tel Aviv lineis expected to commence operation in 2010. In 2000, the
Government issued a tender to establish alight rail B.O.T. project in Jerusalem. Thefirst
Jerusalem line is expected to commence operation in 2006. In 2003, the Government decided to
invest $4.5 billion over five yearsin arail development program; two-thirds of this amount isto
come from the Government budget and one-third from external sources.

Israel has three magjor seaports: Haifa and Ashdod, on the Mediterranean coast, and Eilat, by the
Red Sea. 1n 2003, 20 million tons of freight were unloaded and 15 million tons of freight were
loaded at Israeli ports. The Government has approved in principle the construction of two new
portsin Ashdod and Haifa. The cost of the proposed ports is expected to be financed by the
Ports Authority.

Israel hasthree international airports. The Airports Authority is responsible for maintaining,
developing and operating airports and the security of the airports and facilities in accordance
with the directives of the Minister of Transportation. Isragl’s main airport is Ben Gurion Airport
in Lod, which islocated approximately 40 kilometers from Jerusalem and 20 kilometers from
Tel Aviv. Ben Gurion Airport served approximately 6.8 million passengers in 2003, compared
with 6.8 million in 2002, 8 million in 2001, 10 million in 2000, and 9 million in 1999, with
flightsto most magjor citiesin Europe, Asia, and North America. A new terminal is being built at
Ben Gurion Airport to increase the annual capacity for passenger arrivals and departures to
approximately 16 million passengers. It is expected to be completed in 2004. The financing for
this expansion is derived exclusively from Airports Authority revenues and private project
financing.

Communications. As of the end of 2000, 96.5% of Israeli households had at |east one direct
telephone line. 1n September 2002, the Ministry of Communications issued guidelines to
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encourage competition within the domestic fixed telephony market. In May 2003, the
Economics Committee of the Knesset determined that, beginning in September 2004, companies
would be permitted to compete in the fixed telecommunications service market without the
current obligation to provide services over large areas. Israel has three companies offering
international telephony services. In June 2004, afourth company received alicense to provide
international telephony service. Two more such licenses are expected to be issued in 2004.

Israel has four cellular telephone network operators. Isragl had approximately 6.3 million
cellular phonesin usein 2003, a penetration rate of 94%. Tota cellular market revenues in 2002
were approximately $2.5 billion. Freguency bands have been allocated for future use by three
major cellular telephone network operators. In March 2002, cable stations were given licenses to
provide internet services using their cable infrastructures. Currently 34% of Israeli households
have broadband service, making Isragl the third leading country in the world in broadband
penetration. International telecommunications services will be opened to complete competition
by the end of 2004.

The Israeli Public Broadcasting Authority had an official monopoly on television broadcasts
through 1993. As of 2001, there were three national public TV channels broadcasting in Isragl
and one national commercial channel. A fourth public Arabic-speaking satellite-delivered
channel was launched in 2002 and a second commercial channel started to operate via cable and
satellitein 2002. In addition, a Russian-speaking channel and an Israeli music channel, both
commercia specia-interest TV channels, began broadcasting in 2003.

The cable television market currently includes three regional cable television operators as well as
asingle direct broadcast satellite (“DBS”) operator that began operations in 2000. About 54% of
all households subscribe to cable television, and 22% of households subscribe to the DBS
service. The three cable companies each held aregional monopoly until a 2001 amendment to
the Telecommunications Act, which cancelled exclusive cable concessions, opened the multi-
channel subscriber television market to full competition, and separated content broadcasting
from infrastructure. In January 2003, the Ministry of Communications began planning for an
independent communications regul ation authority, which would replace the Ministry of
Communications.

Construction. In 2003, investment in residential construction decreased by 4.1%, following an
8.2% decrease in 2002, a 10.5% decrease in 2001 and a 9.7% decrease in 2000. Thereal
consumer price index (“CPI”)-adjusted prices of owner-occupied apartments decreased by 6.0%
in 2003, following consecutive decreases from 1998 through 2002. These decreases followed a
period, from 1993 through 1996, during which the demand for housing in the central regions of
Israel had increased substantially, resulting in significant increases in housing prices.

Agriculture. In 2003, agricultural exports totaled $714.7 million, representing 2.6% of total
merchandise exports (excluding diamonds). Agricultural production in 2003 included livestock
(comprising 39.8% of total agricultural revenues), vegetables (22.5%), non-citrus fruits (15.7%),
ornamental plants and seeds (7.6%), citrus fruits (4.2%), field products (6.9%) and other
agricultural production. In 2003, 2.4% of all Israeli employees were working in agriculture.
Investments in agriculture contributed to 2.0% of gross capital formation (excluding dwellings).
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The Government has implemented structural reforms in order to increase competition and
productivity in the agricultural sector. In 1994, the Government launched areform to eliminate
production quotas for fowl, cattle and crops. In 1998, steps were taken to reform the dairy
sector. These reforms facilitated a sizeable shift from manufacturing, marketing, and financing
of agricultural products through large co-operatives, which were heavily subsidized by the
Government, to a system in which decisions regarding such matters are made by individual
production units, which receive fewer subsidies from the Government.

Water and Electricity. The scarcity of fresh water is a serious problem for the entire Middle East
region. In 2000 through 2003, the Government significantly increased investment in the water
and electricity sectors. Isragl is conducting discussions with Jordan and the PA with respect to
the allocation of water resources. The primary sources of fresh water in Israel are the Sea of
Galilee, the Eastern mountain region aquifer (a portion of which islocated under the West Bank)
and the coastline region aquifer along Israel’ s western border. Water from these sourcesis
distributed throughout Israel by pipeline, including distributions to the arid areas in the south.

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

Israel’ s fresh water is supplied by private water associations established by agricultural users and
certain municipalities. During 2003, Mekorot Water Co. spent NIS 500 million on capital
investments related to water distribution, aincrease from NIS 400 million during 2002.

Approximately 57% of Isragl’ s total water use and 43% of Israel’ s fresh water useis attributable
to agriculture. The Government subsidizes approximately 50% of the cost of water used by the
agricultural sector. Asamost all of Isragl’s existing fresh water resources are already being
utilized, Isragl isinvesting resources to develop additional water sources, mainly from treated
wastewater and desalinated water. Currently, desalination plants are being built by both local
and foreign private sector companies through build-operate-own (“B.0.0.”) and B.O.T. projects.
When the plants are operational, the Government expects to purchase between 200 and 315
million cubic meters of desalinated seawater per year from the plants at an estimated cost of
between NIS 500 and 750 million per year. In addition, further development of agriculture
involvesintensifying the yield from land that is aready irrigated and the reuse of treated
wastewater. Asaresult, in recent years there has been areduction in the size of certain
agricultural crops, such as cotton, that require large amounts of water. To address the relative
shortage of water, Israeli companies have devel oped a number of sophisticated irrigation
systems, including micro-drip systems, that permit efficient irrigation.

Israel has also increased its investment in purification and improvement of wells and sewage
treatment plants. The 2004 Government budget includes provisions for both grants and loansto
stimulate capital investment in these programs. The Government has al so taken steps to
facilitate the establishment of regional companies to assume responsibility from Isragl’s
municipalities for the treatment of water and sewage. In July 2001, the Knesset passed alaw
regulating the commercial relationship between these regional companies, the municipalities and
consumers.

Almost all electric power in Israel is provided by the Israel Electric Corporation (“IEC”), a State-
owned company that generates virtually all its own power (see “—Role of the State in the
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Economy”). 1n 1996, IEC’s exclusive concession from the Government expired and the
Electricity Industry Act was enacted. The purpose of the Act isto regulate activity in the
electricity industry for the benefit of the public, and to achieve reliability, availability, quality
and efficiency while guaranteeing cost minimization within a competitive market. The Act
provides for aten-year transition period during which IEC has alicense to transmit, distribute,
supply and market electricity. Under the Act, the owner of alicense for transmission or
distribution functions will be required to purchase electricity from other generators of electricity,
and to enable other licensed generators to use the same transmission and distribution channels to
supply electricity to their customers. On January 1, 1998, IEC received licenses, valid until
March 2006, to produce electricity at each of its 63 generation units. A public utility
commission has been established to supervise electric utility services, which includes regulating
the prices of electricity. In recent years, the Government has begun to open up the eectricity
industry to competition by setting rules for the entry of private electricity producers into co-
generation of electricity and publishing atender for generation. This plan was reflected in a
change in the Electricity Industry Act in 2003, which formulated rules for the licensing of
additional electrical distribution companies. The Government’s goal isto achieve a
decentralized industry, divided into the following segments: generation, which the Government
expects to be competitive; transmission, where the Government expects a natural monopoly to
take hold; and distribution, where the Government expects regional monopolies to take hold.

Energy

Israel’s main sources of energy are oil and coal. Israel isamost totally dependent on imported
fuel for its energy requirements, since domestic production of crude petroleum is negligible and
Israel has no domestic production of coal. Most of Israel’ sforeign oil is purchased in the open
market. Pursuant to the Oil Supply Arrangement, the United States has agreed to supply Israel
with oil in the event of afailure of Isragl’s oil supply. In 2000, a substantial amount of natural
gas was discovered near Israel’s Mediterranean shore. The discovery of the natural gas could
reduce Israel’ s dependence on imported oil.

Israel has succeeded in significantly reducing its dependence on oil for the production of
electricity by switching to coal-fired power stations located along Isragl’ s coastline, and by
expanding a coal facility in Ashkelon. All of the coa used in Isragl isimported. Israel purchases
the majority of its coal from South Africa, the United States, Colombiaand Australia Smaller
amounts of coal are purchased from other countries, including China. The shift to coal has not
had a significant environmental impact in Israel, because most of the coal used in Isragl islow-
sulfur codl.

In 1997, the Government decided to establish anatural gasinfrastructurein Israel. In August
2003, the Government founded Israel Natural Gas Lines Ltd. (“INGL"), a Government-owned
company that was established to supervise, control and operate the natural gas transportation
system. In March 2004, the first natural gas power station in Isragl was inaugurated in Ashdod.
Currently, this power station produces approximately 10% of Isragl’ s total energy capacity.

In April 2004, INGL, IEC and the State signed an agreement for the financing, construction and
operation of anatural gas transportation system. Under the agreement, the IEC will build the
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100km underwater gas pipeline route, and the INGL will construct the continental route. The
resulting gas transportation system will be State-owned.

TableNo. 9
Importsand Production of Crude Oil, Natural Gas, etc.
(in thousands of tons oil equivalent)
Y ear
1998 1999 2000 2001 2002
Imports
CrUTE Ol ..o, 12,348 9,926 10,722 9,985 9,371
€Ol oo, 5,921 5,961 6,123 7,029 7,837
Production
Crude Ol ..o 3.7 4.2 4.2 4.0 4.7
NELUFal g8S.....eeveeeirierieeriesieee e, 10.3 9.0 8.7 8.6 7.8

Sources: Central Bureau of Statistics, Ministry of Infrastructure.
Tourism

Tourism plays an important role in the Isragli economy. Receipts from foreign tourism
(excluding expenditures of foreign workersin Isragl) decreased to $1.0 billion (0.9% of GDP) in
2003 compared with $3.1 billion in 2000 (2.7% of GDP), arecord year.

The major tourist centers are Jerusalem, significant religious sites, the Eilat area, the Dead Sea
and its environs, and the M editerranean coast.

From 1992 through 1995, aided by the peace process, the number of tourist arrivalsto Isragl
increased by an average annual rate of 25.0%. Following terrorist attacksin central Isragl in
1996, the number of tourist arrivals decreased by atotal of 12.9% between 1996 and 1998,
compared to 1995. After athree-year slump, the number of tourist arrivals increased by 19.1%
in 1999 compared to 1998, and increased by an additional 4.5% in 2000.

The unrest that began in September 2000 resulted in an immediate drop of 45.3% (October 2000
compared to September 2000) in the number of tourists entering Israel by air. The total number
of tourists entering by air decreased by 45.8% in 2001, compared to 2000. In 2002, the number
of tourists further decreased by 26.6%. Following an additional reduction in tourism in the first
guarter of 2003 due to the war in Irag, tourism recovered significantly in the remainder of the
year due to an improved security situation. Overall, the number of tourists arriving by air in
2003 was 972,200, an increase of 24.9% from 2002.
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TableNo. 10

Tourist Arrivalsby Area of Origin and Receipts
(arrivalsin thousands and receiptsin millions of dollars)

Y ear
1999 2000 2001 2002 2003

Tota' arrivals _______________ 2,3123 2,4168 1,1957 861.9 1,0632
ASA.ciiiieeieeee, 228.7 249.5 115.3 86.7 86.9
AFriCa..ccveeeeee, 48.0 58.3 40.9 325 324
EUrope......ccccoeevevnenns 1,293.4 1,389.6 669.0 459.9 572.7
Americas

United States............ 515.2 488.5 266.2 206.1 271.9

Other .o 130.5 195.6 84.3 54.8 75.7
Oceania.....ccooeveeereenenn. 289 28.2 12.6 9.6 115
Other ... 67.6 7.1 74 12.3 12.1
Total receipts of
travel services.............. $4,304.2 $4,152.0 $2,564.0 $2,103.4 $1,855.1
Of which:
Expenditures of

foreign workersin

e = T $813.8 $1,019.3 $1,186.7 $1,184.3 $878.6

Source: Central Bureau of Statistics.
Resear ch and Development

The Government encourages investment in industrial research and development through support
and incentive programs created under the Law for the Encouragement of Industrial Research and
Development. The objectives of the Government’ s support for industrial research and
development are to foster the devel opment of technology-related industries, to create
employment opportunities for Israel’ s scientific and technological labor force, and to improve
Israel’ s balance of payments by increasing exports of high-technology products and reducing
reliance on imports of such products. 1n 2002, 4.2% of GDP was invested in civilian research
and development. Government support of civilian research and development (not including
general university funds financed by the Government) totaled NIS 2.33 billion in the 2002
budget, NIS 2.55 billion in the 2001 budget and NIS 2.46 billion in the 2000 budget.

Israel participatesin 17 international and bi-national research and devel opment joint ventures, of
which three are with the United States, two each with Canada, South Korea and the EU Research
and Development Program, and one each with Germany, India, China, France, United Kingdom,
Japan, Singapore and the Netherlands. The 2004 annual budget for the activity of these joint
venturesis NIS 285 million. Five of these joint ventures are funded through an interest-bearing
fixed deposit account set up by the participants, with the annual interest income financing the
joint ventures' activities.

D-26



Wages and Prices

In the early and mid-1980s, Israel’ s economy experienced high rates of inflation, reaching a peak
of 445% in 1984. In responseto thiscriss, in 1985 the Government implemented the Economic
Stabilization Program, which succeeded in reducing the rate of inflation to 19.6% in 1986, and in
maintaining the rate of inflation at an annual average of 17.8% during the period from 1987
through 1991. Asaresult, price controls that were introduced as part of the Economic
Stabilization Program were largely eliminated by mid-1988.

The inflation rate, measured by the CPI, averaged 9.5% during the period from 1992 to 1999,
with fluctuations between 9.0% and 12.3% on an annual average basis. The annual average
inflation rate was 5.2% in 1999 and dropped to 1.1% in both 2000 and 2001, due to the
appreciation of the NIS, the cut in purchase taxes, and restrictive monetary and fiscal policies.
The annual average inflation rate in 2002 was 5.7%. The main factor that powered inflation in
2002 was the currency depreciation during the first half of 2002. During the second half of 2002
and 2003, the inflation rate was close to zero. The average annual inflation in 2003 was 0.7%.

Both the Ministry of Finance and the Bank of Israel have stated that reaching and maintaining
price stability is one of their main priorities. Since the end of 1991, the Government has
announced annual inflation targets as part of its effort to further reduce inflation (see “Public
Finance—The Budget Process and Deficit Reduction”). Since November 1993, the Bank of
Israel has adjusted its key interest rate on lending to banks on amonthly basis. In late December
2001, the key interest rate was sharply lowered to 3.8%. During May, June and July 2002, in
light of a continuous, rapid exchange rate depreciation and a subsequent rise in inflation
expectations, the Bank of Israel raised the key interest rate incrementally to 9.1% by July 2002,
resulting in atotal increase of 5.3 percentage points since the beginning of 2002. Between
December 2002 and June 2003, the Bank of Isragl lowered the key interest rate by 1.1 percentage
pointsto 8.0%. Startingin July 2003, the Bank of Israel accelerated the reduction in its key
interest rate, reaching arate of 5.2% by the end of the year. Nevertheless, at the end of 2003,
interest rates were approximately 3.5% in real terms (i.e., deducting one-year inflation
expectations derived from the capital market), which is high by international standards.

TableNo. 11
Selected Price Indices
(Per centage change, annual average)
CPI Wholesale Price

(excluding housing, of Manufacturing
Period CPI fruits and vegetables) Output
1999..... s 5.2% 6.0% 7.1%
2000......cccceeeee e 11 2.1 3.6
2001.....ciiiiee e 11 0.3 -0.1
2002......oiiieeee e 5.7 4.1 3.9
2003.....oooeeee e 0.7 2.4 4.4

Source: Central Bureau of Statistics.
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The wage system in Isradl is subject to comprehensive indexation under nationwide cost-of -
living agreements. These agreements are negotiated by Israel’ s nationwide labor union and
representatives of the major employers organizations in the private sector. After the agreements
are negotiated, the Minister of Labor validates the agreements for al workers in the public and
private sectors. The current 2002 agreement provides employees a cost-of-living increase at an
agreed-upon percentage tied to future changes in the CPI. Furthermore, wagesin certain
industries are subject to labor agreements that guarantee additional periodic wage increases, as
well as equality of treatment with respect to wage increases with workers in other specified
industries. In the past decade, wage linkage between sectors weakened as aresult of a decrease
in the scope of unionization and the increased use of individual employment contracts. In May
2003, labor unionsin Israel held general strikes to protest a comprehensive economic plan which
had been submitted to the Knesset (see “Public Finance—The Budget Process and Deficit
Reduction”), particularly the public sector wage and job reductions and the pension fund reform
segments of the comprehensive economic plan. Following intense negotiations, the Ministry of
Finance reached an agreement with the labor unions on public sector wage and job reductions
prior to the Knesset’ s adoption of the comprehensive economic plan in May 2003. There was no
cost-of-living increase due to the small changesin the CPI in 2003.

In 2003, the real (CPI-adjusted) wage per employee declined by 3.0%. Thisdeclinewas2.5%in
the business sector and 4.0% in the public services sector. The decrease in real wagesin the
business sector reflects anominal decline of 1.8% that was caused by a decrease in demand for
labor. In the public services sector, the nominal wage per person employed declined sharply in
2003 by 3.3%, mainly due to public sector wage reductions that were part of the comprehensive
economic plan adopted in May 2003. In comparison, in 2002, real wage per employee post in
the business sector decreased by a significant 6.7%, while in the public services sector red
wages decreased by 4.3%, as aresult of adecrease in demand for labor and arisein prices.

Employment and L abor

One of Israel’s most important resources is its experienced and highly educated work force. In
2002, approximately 38% of the Israeli population over age 15 had 13 or more years of
schooling. With this highly educated population, Isragl has developed an export-oriented,
technol ogy-based industrialized economy. In 2002, 31% of the Israeli work force consisted of
scientific, academic and other professional, technical and related workers, while 27% consisted
of administrative or managerial workers. These percentages compare favorably with the
percentages of such workers found internationally. The employment qualifications of recent
immigrants have been consistent with the high quality of the Israeli work force, with two-thirds
of immigrants from the former Soviet Union having been employed there as professionals,
scientists, engineers and technical staff.

The wave of immigrants since 1990 has led to significant growth in the Isragli labor force. In
2003, Israel’ s civilian labor force averaged atotal of 2.5 million people compared to 1.9 million
in 1992.

After peaking at 11.2% at the end of 1992, Israel’ s unemployment rate decreased substantially

during the period from 1994 through 1996, as the creation of jobs outpaced the growth of the
civilian work force. In 1997 through 1999, due to lower growth rates caused by tight fiscal and
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monetary policy, the unemployment rate increased. From 2001 through 2003, due to the
deepening of the recession during those years, the unemployment rate increased further to 9.4%
in 2001, 10.3% in 2002 and to 10.7% of the civilian labor force in 2003.

The labor force participation rate rose in 2003 to 54.5%, up from 54.1% in 2002. Theincreasein
the participation rate is attributed, among other factors, to the government policy of cutting
transfer payments and reducing the number of foreign laborers. A significant increase in the
participation rate occurred in the last quarter of 2003, when the labor force participation rate
reached 54.8%. Thisincrease was caused in part by the rise in the unemployment rate, despite
the parallel increase in the number of Israeli employees. Inthe first quarter of 2004, both the
number of Israeli employees and the labor participation rate rose, while the seasonally adjusted
unemployment rate decreased from 10.9% in the first quarter of 2003 to 10.8% in the first
guarter of 2004. Despite the high level of unemployment, recent economic indicators point to
positive changes in the labor market, with the return of more Israelis to the labor force and the
creation of new jobs.

TableNo. 12
Structure of Employment in Israel®
Y ear
1999 2000 2001 2002 2003
Total workers (inthousands) .............c..ccc......... 21351 2,217.9 2,264.9 2,284.4 2,330.3
Percent of labor force
BUSINESS SECLON .....oocvvvoveoeeees s 72.6% 72.9% 72.3% 11.7% 72.0%
MaNUFaCIUNNG .....ooveeereireiieereeeee e 17.9 17.6 16.8 159 153
AGFCUIUIE. ... 24 22 20 2.0 18
Water and eleCtriCity.......ccccovvvevieeveesecie e 0.9 0.8 0.8 0.8 0.8
CONSLIUCTION. ...t 5.6 53 52 5.2 55
TraOE.....ocvieeeiee e 13.2 13.3 13.2 13.6 135
107 1< 111 1o S 4.0 4.2 39 3.8 39
Banking and financial services...........ccceeveunens 35 3.3 3.3 33 3.3
BUSINESS SEIVICES....c.coviriinieierieieesie e 9.9 11.0 115 114 12.1
TraNSPOI.....ccveeveeeeeieeeee e 6.4 6.6 6.6 6.4 6.5
Personal and other Services.........ccoovveveeeeneenenne. 18 15 15 15 15
Other ..o 7.0 7.1 7.4 1.7 7.8
PUbIIC SEVICE™ ... 27.4 27.1 27.7 28.3 28.0

(1) Israeli workersonly.
2 Including a portion of personal services.

Source: Central Bureau of Statistics.

The unemployment rate among immigrants in 2003 was 11.2% compared to 10.6% for the
native-born population. Surveys undertaken by the Israeli Central Bureau of Statistics indicate
that immigrant unemployment declines with length of stay in the country. Immigrant
participation rate in the labor force stood at 57.2% in 2003 compared to 54.5% for the working
age population as awhole.
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Despite theinitia difficulties experienced by many of the professional and other highly skilled
immigrants in finding suitable employment, statistical data regarding employment in Israel
suggest that immigrants have moved from their original jobs into jobs better suited to their
education and other employment qualifications. One important factor in this transition has been
the professional requirements of Isragl’ s high-tech companies, which have matched well with the
educational and professional background of immigrants.

TableNo. 13

Principal Labor Market Indicators
(annual average)

Y ear
1999 2000 2001 2002 2003

Permanent average population

(thoUSANAS).......eceeeceeeceesee e 6,125 6,289 6,439 6,570 6,680
Population aged 15+ (thousands) ......................... 4,358 4,487 4,605 4,706 4,792
Civilian labor force (thousands)™ ............ccc.......... 2,345 2,435 2,499 2,547 2,610
Labor-force participation rate” ............ccccoouun.... 53.8% 54.3% 54.3% 54.1% 54.5%
Unemployment rate.........cccoeeeeerereeenenieeneseee 8.9% 8.8% 9.4% 10.3% 10.7%

(1)  Thesum of the number of civilian workers and the number of job seekers.
(2)  Civilian labor force as a percentage of the population over the age of 15.

Source: Central Bureau of Statistics.

The General Federation of Labor in Israel (the “Histadrut”) has historically played a significant
rolein the Isragli economy and social system. As part of a structural and organizational reform,
the Histadrut concentrates today on its function as atrade union and a social organization. The
Histadrut also has amajor influence on labor and social legidation in the Knesset.

Over 30 trade unions are members of the Histadrut. Although the percentage of union workers
has been declining (mainly due to the termination of the link between membership in the
Histadrut and the Kupat Holim, which is the largest provider of health services), a considerable
part of the Israeli labor market is unionized. The Histadrut signs collective bargaining
agreements, which affect workers in both the public and private sectors. In addition to
nationwide agreements (such as the cost-of-living agreement), the collective bargaining network
includes collective agreements between occupation or industry unions and employers
associations. Such agreements predominantly affect the public sector. Collective agreements
cover issues related to wages, conditions of employment and socia benefits.

Role of the State in the Economy

Historically, the Government has been involved in nearly all sectors of the Israeli economy,
particularly in defense-related and monopolistic businesses. Before the privatization process
began, ownership of industry in Israel was divided between the Government, the Histadrut and
the private sector, with the Government and the Histadrut owning prominent interests in several
key industries. The Government has also participated in the economy through significant
subsidization of certain industries and products, and through financia support of private sector
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investments. In recent years, the Government has made significant progress towards the
privatization of State-owned enterprises and the reduction of its subsidization of industry. The
Histadrut has disposed of most of its commercial holdings.

As of November 30, 2003, there were 96 State-owned companies, 38 of which are business-
oriented enterprises. The remainder of the State-owned companies, which includes funds
established as vehicles for employee savings or educational institutes, are not business-oriented.

State-owned enterprises are divided, by law, into two categories. Government Companies and
Mixed Companies. In addition to state-owned enterprises, the Government is also involved in
some sectors of the market through statutory authorities.

Government Companies (which excludes State-owned banks acquired pursuant to the Bank
Shares Arrangement, see “Privatization” below), are those in which the Government owns more
than 50% of the voting shares and which are subject to the provisions of the Isragli Government
Companies Law and the regulations promulgated thereunder (the “GCL"), aswell asthe
directives of the Government Companies Authority (see “Privatization” below). The provisions
of the GCL regulate the management and operations of Government Companies and the
circumstances under and procedures by which the Government may sell shares in Government
Companies or reorganize Government Companies.

Mixed Companies are companies in which the State owns 50% or less of the voting shares.
Under the GCL, Mixed Companies are not subject to the same degree of regulation as
Government Companies. However, Mixed Companies do remain subject to certain limited
provisions of the GCL, including the Government’ s appointment and qualification of certain
directors.

Government Companies play asignificant rolein the Isragli economy. In 2002, Government
Companies accounted for 5.9% of total exports, although they employed only 2.3% of the Isragli
workforce. These companiesinclude several public service monopolies and a number of
companies that either engage in activities considered crucial to Isragli national security or
provide important services to the Government.

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

Privatization. An essential element of the broader structural reformsinitiated by the
Government over the past several yearsto promote the growth of the private sector and to
enhance competition is the Government’ s move towards privatizing its business holdings.
Privatization efforts have included the full or partial sale of State-owned companies, banks and
the transfer of activities which were previously performed by the Government or statutory
authoritiesto private entities. From 1986 through November 2003, 88 companies ceased to be
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Governmental Companies and the Government’ s proceeds from privatization from 1986 through
December 2003 were approximately $9.2 billion.

Privatization of all State-owned enterprises, other than banks, is conducted by the Government
Companies Authority. The Government Companies Authority also has general authority relating
to the supervision of Government Companies, including the right to convene board meetings and
the authority to issue directives to Government Companies related to decisions of the Ministerial
Privatization Committee. Pursuant to the Bank Shares Arrangement (described below), the
responsibility for privatization of banksisin the hands of the Ministry of Finance through M.I.
Holdings, awholly owned Government entity. M.l. Holdings advises the Minister of Finance
regarding bank privatizations and manages the process in accordance with the Minister’s
instructions. The Ministeria Privatization Committee, consisting of the Minister of Finance, as
chairman, a Minister in the Finance Ministry, the Minister of Justice, the Minister of Internal
Security and the Minister of Transportation, has the power to initiate the privatization of any
Government Company or Mixed Company without the consent of the minister directly
responsible for such Government Company or Mixed Company, and to authorize preparatory
measures necessary to effect such privatization.

In 1983, as aresult of the collapse in the share prices of severa large banking institutions on the
TASE, the Government entered into an arrangement (the “Bank Shares Arrangement”) with
shareholders of banking institutions. Under the Bank Shares Arrangement, the State purchased
shares from the banks' shareholders at the time of the crisis. Asaresult, the State gained a
controlling stake in five of the six largest Israeli banks (although the State did not exercise any
management control over these banks). The Government’s ongoing privatization program is
intended to result in the sale of its controlling interest in these banks. Implementation of this
program is ongoing as the Government continues to reduce its bank holdings through a variety of
public and private transactions.

Between 1993 and 2001, the State sold 27.7% of the total outstanding shares of Isragl Discount
Bank Ltd.. In May 2004, the Government published a notice of the Government’s intention to
privately sell its holdingsin Isragl Discount Bank. The sale, which is currently under
consideration, would constitute a sale of control of Israel Discount Bank (26% to 51% of the
issued share capital of the bank). Asof June 2004, the State holds 57.1% of the shares of Isragl
Discount Bank.

Between 1997 and 2000, the State sold 72.4% of the total outstanding shares of Bank Hapoalim
Ltd. in private sales for atotal of $2.3 billion. Asof June 2004 the State holds |ess than 1% of
Bank Hapoalim.

Between 1993 and 1999, the State sold 97.2% of the total outstanding shares of United Mizrahi
Bank Ltd. in both public and private sales, for atotal of $525.5 million. Since December 1999,
the State has not held any interest in United Mizrahi Bank.

In January 2000, the public exercised options to purchase 8.35% of the shares of Bank Leumi

Ltd. for $184 million. At the end of 2002, the State sold options and shares totaling 6.5% of the
shares for $74 million. If all outstanding options are exercised, the State will hold 34.8% of
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Bank Leumi’s capital. The Government intends to complete the privatization of Bank Leumi by
the end of 2005. As of June 2004, the State owned 36.9% of the shares of Bank Leumi.

TableNo. 14
Selected State-Owned Companiest
(at, or for the period ended, December 31, 2003)
(in millions of dollars, except per centages)

Per centage Direct

and Indirect
Owner ship of Total Long-Term Total
Government Assets Liabilities Revenues
Bezeq, the | srael Telecommunications
COrp. LA @ oo 49.1% $ 3,674 $ 1,118 $ 1,823
Israel Electric Corporation Ltd. ........cccccvevennne 99.8 13,750 10,126 3,000
Bazan Oil RefineriesLtd.........cccccoeveeveeveecnenen, 74.0 1,741 519 3,214
El Al Isragl Airlines, Ltd.® ..o, 82.1 1,499 954 1,168
Israel Aircraft Industries, Ltd. .......ccoccvveciviinnnnne 100.0 2,054 190 1,868

(1) Based on consolidated and NIS-adjusted financial statements as of December 31, 2003, according to Isragli
generally accepted accounting principles. Amounts converted from NISto dollars at the exchange rate on
December 31, 2003 ($1=NIS 4.379).

(2) The Government’s percentage of direct and indirect ownership in Bezeq was 46.4% as of June 2004. Bezeq
has been a Mixed Company as of November 2003, when the Government’ s percentage of direct and indirect
ownership fell to 49.1%.

(3 The Government’s percentage of direct and indirect ownership in EI Al Airlines was 49.5% as of June 2004.
Thus, El Al iscurrently a Mixed Company.

Sources. Ministry of Finance, Government Companies Authority.

Set forth below are summary descriptions of the State-owned companies included in the above
table. Also described below are specific steps planned or taken by the Government to prepare
companies for privatization or reform their structure and operations.

Bezeq, the Israel Telecommunications Corp. Ltd. (“Bezeq”), is the State-owned
telecommunications corporation. Its operations are subject to regulatory arrangements by the
Government, including tariff and structural supervision. Arrangements implemented since 1994
are designed to increase competition in the communications sector. International telephony
services are provided by three companies (of which one is awholly owned subsidiary of Bezeq).
Céllular services are provided by three companies (of which oneis 50% owned by Bezeq, with
Bezeq having an option in the remaining 50% of the company’ s shares). In June 1999, Bezeq's
exclusive right to supply fixed telecom services was terminated. Since the end of 2000, initial
steps have been taken to introduce competition into the supply of fixed telecom services and
other internal communication services, including competition from other communication
companies involved in the cellular and cable services. Between July 1997 and February 1998,
the State sold a21.4% interest in Bezeq in asaleto Merrill Lynch & Co. and in a public offering
in Israel, which together raised atotal of $508.7 million and reduced the State’ s ownership level
to 54.6% (fully diluted). Currently, the remaining shares are held by the public; of these shares
approximately 17.75% is held by the Zeevi Group. Bezeq's shares are traded on the TASE.
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In August 2000, the Ministerial Privatization Committee decided to privatize the mgjority of the
State’ s remaining holdings in Bezeq through a private sale. The sale was originally slated to
represent at least 50.01% of the fully diluted share capital of Bezeq. The Knesset Finance
Committee approved this plan in September 2000, in accordance with the Government
Companies Law. During November 2001, announcements were published in the mediain Isragl
and abroad inviting interested parties to participate in the sale process. In March 2002,
applications to the Government Companies Authority were submitted. In 2003 the State reduced
its holdings in Bezeq in two tranches, representing 3.6% and 5.8%, respectively, and resulting in
income to the Government of more than NIS 1 billion. Asof November 2003, the State held
49.1% of Bezeq's shares. Asaresult of the Government’s sales, Bezeq (with its subsidiaries)
has become a Mixed Company and it is not subject to the GCL.

In August 2003, the Ministerial Privatization Committee decided to amend the previous decision
and sell 30% to 40% of Bezeq's share capital (fully diluted) through a private sale. Asaresult of
this decision, Bezeq published a prospectusin May 2004. In June 2004, the State sold 2.7% of
Bezeq'sissued share capital on the TASE, after which the State' s holdings in Bezq declined to
46.4%. The Government intendsto sell core control of Bezeq in the near future.

Israel Electric Corporation Ltd. (“IEC”) isalega monopoly with responsibility for the entire
Israeli electricity industry. Since 1992, IEC has been subject to tariff supervision that includes
efficiency incentives. In March 1996, IEC’ s exclusive concession from the Government expired,
the Electricity Industry Act was enacted, and an Authority for the supervision of public electric
utility services was established. The purpose of the Act isto regulate activity in the electricity
industry for the benefit of the public, and to achieve reliability, availability, quality and
efficiency while guaranteeing cost minimization within a competitive market. The Act provides
for aten-year transition period during which IEC has alicense to transmit, distribute, supply and
market electricity. Under the Act, the owner of alicense for transmission or distribution
functions will be required to purchase electricity from other generators of electricity, and to
enable other licensed generators to use the same transmission and distribution channels to supply
electricity to their customers. On January 1, 1998, IEC received licenses, valid until March 3,
2006, to produce electricity at each of its 63 generation units.

In August 1999, the Government decided to implement structural changes in the electricity sector
to open the electricity sector to competition asis common in other developed countries. For this
purpose the Minister of Finance and the Minster of National Infrastructures appointed an inter-
ministerial committee headed by the Director General of the Ministry of Finance and the
Director Genera of the Ministry of National Infrastructures. The committee was empowered to
prepare a detailed proposal to accomplish the structural change.

In recent years, the Government has began to open up the electricity industry to competition by
setting rules for the entry of private electricity producers into co-generation of electricity and
publishing atender for generation. The Government’s goal isto achieve a decentralized
competitive industry, divided into the following segments: generation, which the Government
expects to be competitive; transmission, where the Government expects a natural monopoly to
take hold; and distribution, where the Government expects regional monopolies to take hold.
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In March 2003, the Government decided to reform the electricity sector in accordance with the
recommendations of the Committee and amended the Electricity Industry Act accordingly. On
May 29, 2003 the Knesset approved changesin the Electricity Industry Act that are designed to
achieve a decentralized competitive structure of the electricity sector.

|EC has decided to purchase natural gas to be used in its power stations. The natural gas power
stations are expected to replace the oil-fired power stations currently operating together with the
coal -fired power stations.

Bazan Oil Refineries Ltd. isthe only oil refinery company in Israel. Bazan Oil Refineries
operates in the framework of Government reforms that have linked fuel pricesin Isragl to fuel
pricesin the international market. Bazan Oil Refineriesis entitled to sell its products strictly to
wholesalers and to certain key customers. The Government is currently exploring various
methods of increasing competition in the Isragli oil sector, including the alocation of the two
refinery facilities to separate companies, one in Haifa and one in Ashdod, the privatization of the
separated companies, and the deregulation of tariffs.

El Al Israel Airlines, Ltd. isthe Isragli national air carrier. El Al operatesin acompetitive
market and competes with foreign airlines under the Government “open sky” policy. In 1995,
El Al emerged from areorganization program that it had operated under since 1982 due to |abor
difficulties at that time. In July 2002, after canceling a prior privatization plan, the Ministerial
Committee for Privatization decided to privatize the State's holdingsin El Al in stages. In June
2003, the Government began the EI Al privatization process by offering 15% of El Al’s shares
onthe TASE. The shares were bundled with two sets of options for the remaining 85% of the
shares. Thefirst set of options was exercisable within the year. The second set of options are
exercisable between 18 months and four years from the offering date. In addition, El Al
employees were offered the opportunity to purchase shares and options for approximately 9% of
El Al. Thetotal amount raised through the initial offering (which did not include the exercising
of options) was NIS 64 million, of which EI Al received NIS 22.1 million and the Government
received the remainder. As of June 2004, al of the first set of options had been exercised,
resulting in the State holding 49.5% of E1 A1, and E1 A1 becoming a Mixed Company. When
all long-term options are exercised, E1 A1 should become afully privatized company.

Zim Israel Navigation Company Ltd. isthe largest shipping company in Israel and most of its
operations are in internationa shipping markets. Prior to February 2003 it was a Mixed
Company, with the State holding 48.6% of the Company’s share capital. The Israel Corporation
Ltd., which is a public company, held 48.9% of the share capital. In February 2003 the State
sold the balance of its holdings to the Israel Corporation Ltd. for $113 million.

Israel Aircraft Industries, Ltd., Isragl Military Industries, Ltd. and Rafael-Armament
Development Authority, Ltd. are three defense-related Government Companies. Currently, the
State holds 100% of each of these three companies’ share capital. Over the past several years,
these three companies have been restructuring and streamlining their operations in preparation
for privitization. Rafael was formerly an authority under the Ministry of Defense; in January
2002, it was converted to be a Government Company. Israel Aircraft Industries has reduced the
number of employees and is consolidating some of its operations. Israel Military Industries has
been preparing for privatization by selling some factories, and one subsidiary (Ashot Ashkelon
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Ltd.) has aready begun the privatizing process. In 2004, an inter-ministerial committee decided
to sell three additional factories belonging to Israel Military Industries.

Mekorot Water Co. Ltd. (*Mekorot”) is the State-owned water company. It supplies
approximately 65% of the water Israel consumes. Approximately 14% of Mekorot’sincome
from supplying water is subsidized by the Government through payments intended to
compensate Mekorot for the bel ow-market fees charged mainly to agricultural and other
consumers. 1n 1993, Mekorot and the Government agreed on an arrangement establishing
efficiency incentives for the years 1993 through 1997 and securing Mekorot a normative return
on equity, enabling it to raise capital in private capital markets rather than receiving subsidized
loans from the Government. The Government and Mekorot continue to operate under this
arrangement, which is extended every few months.

In July 2003, under a plan to change Mekorot’ s structure, three new Government Companies
were established: The new Government Company Mekorot Holdings Ltd. serves as a parent
company that will manage and determine policy for three subsidiaries. Mekorot Water Ltd.,
Mekorot National Carrier Ltd. and Mekorot Initiatives and Development Ltd. In addition, within
three years an operations company will be established that will be a subsidiary of Mekorot.

Mekorot Water Ltd. will be the national water authority in accordance with the Water Law, and
will be responsible for the operation of the water system, including production, water treatment,
operation of the waste water treatment plants, and the establishment and renewal of water
enterprises. Mekorot Initiatives and Development Ltd. will manage and activate various projects
in the water field and cooperate with private entrepreneurs in various projects. Mekorot National
Carrier Ltd. will manage and develop Mekorot’ s properties together with the State and the
Mekorot Holding company. After carrying out the structural changes, all the operations units
will be consolidated into the operations division of Mekorot Water Ltd. Three years later, the
operations division will be changed to a subsidiary of Mekorot.

Petroleum and Energy Infrastructures Ltd. (“PENIN") provides infrastructure services for the
petroleum industry, and acts as the sole provider of storage and transportation services for
refined oil. PENIN’ s subsidiaries plan, build, operate, and maintain systems and facilities for the
transportation and distribution of petroleum products. The State controls the rates of PENIN’s
products and services. Through January 2001, PENIN operated under a concession from the
Government. In January 2001, an agreement in principle was signed between the State and
PENIN to govern PENIN’s activities after the end of the concession. Implementation of this
agreement is currently under negotiation.

Israel Railways was separated from the Ports and Railways authority pursuant to a December
2002 amendment to the Ports and Railways Authority Law. On July 1, 2003, Israel Railways
began operating as a Government Company.

The Ports Authority currently centralizes operations and control for all of Isragl’s ports. On
September 15, 2003, the Government decided to establish three Government Companies which
will operate the Haifa, Ashdod and Eilat ports, respectively, and move the Ports Authority to the
Ministry of Transportation. An additional Government Company is expected to hold and
manage the ports' assets.
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Government Subsidies. Prior to 1985, the Government heavily subsidized certain segments of
the Israeli economy, including basic foodstuffs and agricultural products. Since 1985, the level
of direct Government subsidies has been significantly reduced. The remaining direct
Government subsidies consist primarily of subsidies for water, public transportation and
agricultural production. Government subsidies for public transportation totaled NIS 2.0 billion
during 2003. Government subsidies for water and agricultural production totaled NIS 1.5 billion
during 2003.

Economic Incentives. The Government provides significant assistance to the manufacturing
sector under laws designed to encourage investment in “approved enterprises,” mainly in
peripheral regions of the country. A project that qualifies as an “approved enterprise” is eligible
for assistance in the form of cash grants or tax benefits.

Beginning in January 1997, the Government significantly reduced the rate of grants. For the
purpose of determining eligibility for grants, three industrial regions have been identified:
Region A, generally the most remote regions of the country; Region B, generally the peripheral
regions of the country (closer to the central regionsthan A); and Region C, all other regions.

The grant rate for Region A is 24% for investments up to NIS 140 million and 20% for
investments above this limit, compared to 10% for Region B for all levels of investments, and
0% for Region C for all levels of investments. Two regions have unigue grants programs. In the
northern border area, the rate of grantsis 30% for investments up to NIS 140 million and 26%
for investments above this limit, and in the Negev area, the rate of grantsis 30% for investments
up to NIS 140 million and 32% for investments above this limit.

During 2002, Government commitment for grants and tax benefits to the manufacturing sector
totaled NIS 2.8 billion, compared to NIS 1.1 billion in 2001 and NIS 2.4 billion in 2000. Almost
all of the 2002 increase was due to one unusually large investment of NIS 2 billion. The
decrease in 2001 was attributable to a decline in demand for Government investment support as a
result of the economic slowdown and the reduction in overall investments.

Kibbutzim and M oshavim

Kibbutzim are collective settlements that traditionally were primarily agricultural. However,
most kibbutzim now derive amaority of their revenues from manufacturing, tourism and other
services. There are approximately 270 kibbutzim in Israel with approximately 117,000
members. Moshavim are cooperative settlements, most of which consist of individual owners of
small farms. Moshavim derive alarge percentage of their revenues from agriculture. There are
approximately 477 moshavim with 29,099 farming units. Both the kibbutzim and the moshavim
experienced financia crisesin the 1980s.

In 1988, the Government and the bank creditors of the moshavim agreed on a rescue and
recovery program for the moshavim. In 1992, the Knesset approved legidation requiring partial
debt forgiveness by the moshavim’s bank creditors, partial repayment of moshavim debt using
the proceeds of certain required asset sales by the moshavim, and the restructuring of the
remaining moshavim debt at below-market interest rates. The total outstanding amount of the
moshavim debt, subject to the 1992 legislation as of December 31, 2003 isNIS 12.7 billion.
Implementation of the 1992 legislation is ongoing. As of December 31, 2003, the 1992
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legislation had been implemented with respect to approximately 88.1% of the individual
moshavim members and 85.1% of the moshavim union obligors on the moshavim debt.

The agreement establishing the main rescue and recovery program for the kibbutzim was signed
by the bank creditors of the kibbutzim, the kibbutzim and the Government in 1989. The plan
provided for areduction in the kibbutzim’ s outstanding indebtedness by NIS 6.115 billion
(December 31, 1988 data as calculated for December 31, 2003 on a 4.5% interest plus index
basis until the debt was reduced and, thereafter, on an index basis only), of which 40% was to be
paid by the Government and the remainder was to be written off by the bank creditors. The plan
also provided for the restructuring of NIS 12.874 billion (December 31, 1988 data as cal cul ated
for December 31, 2003 on an index basis only) of the kibbutzim’ s outstanding |oans from the
banks. This restructuring was to be funded entirely by below-market loans from the Government
to the kibbutzim’ s creditors.

By early 1995, it had become clear that the NIS 6.115 billion in debt reduction for the kibbutzim,
negotiated in 1989, was inadequate. In 1996, a supplemental agreement was signed by the
kibbutzim, the Government and the seven relevant banks. The supplemental agreement included
the following: (i) the debt that had been rescheduled in the first arrangement in 1989 was divided
into a“refund debt,” which the kibbutzim are able to repay, and a “balloon debt,” which the
kibbutzim are unable to repay and which is covered by the supplemental agreement; (ii) NIS
6.318 billion (December 31, 1998 data as calculated for December 31, 2003 on a weighted
average interest rate for all kibbutzim until the debt was reduced and, thereafter, on an index
basis only) indebtedness of the kibbutzim and the corporations was to be written off (in addition
to amounts provided for in the 1989 agreement) by their bank creditors; (iii) NIS 1.188 hillion
(December 31, 1998 data as calculated for December 31, 2003 on a weighted average interest
rate plus index basis or index basis only over different time periods depending on the
classification of each kibbutz) was to be written off by the banks, provided the kibbutzim paid
their debts regularly in the first three years following the signing of the agreement (the
“Incentives’); (iv) the kibbutzim were to surrender to the Government their rights to use 27% of
their land leased from the Government; and (v) the Government was to pay the banks between
25% and 35% of the aggregate sum of the indebtedness to be written off and of any Incentives.

In 1999, an amendment to the supplemental agreement between the Government, the banks and
the kibbutzim was signed, and was approved by the Knesset Finance Committee. The principles
of thisamendment are: (i) the kibbutzim will surrender to the Government their rights to use
27% of their land leased from the Government (as in the supplemental agreement); (ii) the banks
will continue to write off the kibbutzim debt under the supplemental agreement, where 35% will
be paid to the banks by the Government in five annual payments bearing interest of 1.5% over
the CPI, and 65% will be written off by the banks; and (iii) the Government will market the land
surrendered by the kibbutzim and the proceeds of the sales will be distributed between the
Government (35%) and the banks (65%).

Pursuant to the first agreement, the supplemental agreement and the amendment, an aggregate of
NIS 13.6 billion was written off by the banks, of which NIS 5.7 billion was paid to the banks by
the Government. If the remainder of the agreement is executed, then eight additional kibbutzim,
owing an additional debt of NIS 0.46 billion to the banks, will join the agreement. In this case,
the Government will cover 35% of the amount to be written off by the banks.
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The Environment

Since the establishment of the Ministry of the Environment (“MOE”) in 1989, many laws and
regulations relating to the protection of the environment have been formulated and promul gated.
The Ministry seeks to incorporate environmental considerations into decision-making and
planning processes, to promote sustainable development, to implement programs for pollution
control, monitoring and research, to develop and update legislation and standards, to ensure
effective enforcement and supervision, to improve environmental education and awareness, and
to advance regional and global cooperation on the environment. The country’s environmental
legislation encompasses laws for the protection of natural resources (air, water and soil), for the
abatement and prevention of environmental nuisances (prevention of air, noise, water and marine
pollution), and for the safe treatment of contaminants and pollutants (hazardous substances,
radiation, and solid and liquid waste). Isragl’ s legislation also includes comprehensive laws,
such as the Planning and Building Law and the Licensing of Business Law, that provide a
framework for controlling the use of resources and promoting sustainable devel opment.

In January 1998, a covenant was signed between the MOE and the Israel Manufacturers
Association concerning reductions in pollutant emissions, the first example of voluntary
compliance by industry with emission standards. The largest Israeli industries, including food,
fuel, paper, textile and medical companies, also signed the covenant. In January 2000, the MOE
concluded an agreement in principle with IEC, Israel’s electricity provider, that defined emission
standards for IEC’s power plants. Many Isragli companies are voluntarily adopting
environmental management systems, such as 1SO 14000, as they recognize their importancein
creating international business opportunities.

In May 1999, Israel signed the Convention on the Prior Informed Consent Procedure for Certain
Hazardous Chemicalsin International Trade. Israel has been party to the Convention on
Biological Diversity since 1995 and is working towards signing the Cartagena Protocol on
Biosafety to the Convention on Biological Diversity. Israel attaches great importance to the
issue of climate change. After signing the United Nations Framework Convention on Climate
Changein 1992 and ratifying it in 1996, the State of Israel signed the Kyoto Protocol to the
United Nations Framework Convention of Climate Change in December 1998.

In 2001, regulations to facilitate recycling of beverage containers were promulgated. In January
2004, regulations were promulgated to restrict production, consumption, import and export of
substances that deplete or are likely to deplete the ozone layer. In 2004, regulations aimed at
preventing water source pollution originating in municipal sewage treastment plans were
promulgated. These regulations, which will take force in 2005, require wastewater treatment
plants to stabilize and treat the sludge they generate for agricultural use or soil conditioning.

In 2000, the Jordanian and Israeli Ministries of the Environment held a meeting to promote
cooperation on various environmental issues of common concern, and in particular on the
rehabilitation of an agreed-upon portion of the Jordan River. Israel and Jordan signed an
agreement on a monitoring and data management program in the Gulf of Agaba as part of a
symposium on the integration of marine science and resource management that was held in
Jordan in December 2003, and that marked the 