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The State of Terael ies in the heart of the Middle-East surrounded by some of the
major ail producers in the world.

Past exploration efforts viglded several discoveries, such as the Helez Qil Field and
the Zohar Gas Field. Buf lsracl’s predicted potential still awaits 1o be discovered.
Despite the modest results 5o far, recent studics indicate that a potential of significant
quantities of recoverable oil and pas exists both onshore and offshore Israel.

The Government of Israel has spent large funds and great efforts in basic research to
establish the hydrocarbon potential of the eountry, and has created the infrastucture

necessary to conduct oil expleration.

Israel consumes 75 million harrels of oil yearly, all of it imporied. The fast growing
economy will further increase the need for crude oil and gas. The size of the Isrzeli

market, its stability, its estimated potential and [ow state royalties make [sracl
atractive for investors in petroleum exploration.

This manual, which includes the Israeli Petroleum Law as well as an outling of legal
economic and taxation aspects, ey serve as an invitation to the poteniial invesior to
join efforts with us in order to discover more oil and gas in Israel,

Cordially,

£ SUrSsSH

Eliyahn Suissa
Minister of National Infiastructures
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INVESTMENTS 17 OIL

AND GAS EXPLORATION 1IN ISRAEL
LEGAL, ECo

NOMIC AND TAY ASPECTS
INCOME TAX AND OTHER TAXES

ZVi Perimyttey, CPA (Tsrael), CIA {US4)

The Isracl Petrolenm Law of 1952 defines the tnanner in which petroleym €xploration
and production may be conducted ontinental shelf

PINED! expenses incurred by a holder of g
ch holder, he treated eith
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* Percentage depletion is at the rate of 27.5% of the gross income, meaning the
actual or notional proceeds of sale, less royaliics, derived from the interest during
the tax year, but subject 1o a limit of 50% of the net income (as defined) atiributed
to the relevant petroleum interest in that tax year,

Cost depletion is the amount arrived at by dividing the “adjusted cost™ of the
pebroleum interest, being the cost price less accrued depletion allowances to date, at
the beginning of the tax year, by ihe number of units remaining in the estimated
petrolewn reserve at the beginning of such year, and multiplying the sum thus
arrived at by the number of unita of petreleum produced from the interest and
saved during the 1ax year.

The following is an example of cost depletion:

In the tax year in question the adjusted cost of ihe interest (s NIS 1,000,000 and the
reserve at the commencement of the year is 100 bbl. 20 bbl are produced and saved
during such year so that the depletion allowance is:

20 BBl
1,000,000 (NIS)x = 222 . N18 200,000
Y NISXT55

ABANDONMENT LOSS

Whete, in the year, a holder of a petroleum interest has abandoned or discontinued
operations und, #s a consequelice, any of his asscts for which n rae of depreciation hay
been prescribed bave become valueless, he may deduct an amount equal to the cost of
the assets less the accrued depreciation and Iees the salvage value.

CARRYING FORWARD OF DEDUCTIONS

Where full effect cannot be given in any tax year to any deduction allowed to the
holder of a Petrolewrn Right, owing to there being no profits or gains taxable for that
year (since the profiis or gains are less than the deductions). The unuged deductions

ars linked 1o the Isracli Cost of Living Index and may be carried forward into
succeeding years, uniil exhausred,

CORPORATE TAX

Whether the company is registered in Israel or is a foreign company operating in
Israel through a branch, it is liable o Companies Tax on its taxable income from
Isracli sources at a flat tate of 36%, thus, the effeclive total tax Liability on retained
profits is 36%.

Where the Company distributes dividends, the dividends are subject to deduction of
Income Tax at source at the rate of 25% (or any other rate under the tax teaties), i.e.
effective total tax liability of 52%, 36% + (64% x 25%) = 52%



CAPITAL GAINS TAX

1. Inflationary Gain - this is taxcd at a rate of 0% since 1993 and is arnived at by

multiplying the original cost of the asset (after deduction of accrued depreciation)
k- by the percentage tise in the Cost of Living Index, from the date afacquisition te
5 the date of disposal.

3 Where an asset was acquited by a non-resident in a foreign currency, such non-
o resident hws 1n option to choose, instead, the rise in the exchange mite of the New
- Israeli Sheqel against the currency of purchase, in order to calculate his
"inflationary gain®™.

2. Real Gain - this is the excess over the inflationary gain and is taxed ai the rate of
36% for undistributed gains, where the taxpayer is &n mcorparaled entity.
However, if the Company distributes dividends, there is a deduction of Income
Tax at source at a rate of 25%, i.e. a total tax liability of 529, as mentioned ahove.

In the case of an individual, the real gain is taxed at marginal income tax rates, not
more than 50%.

TAXES ON APPROVED SPECIALIST STATUS

“Approved Specialist ** status entitles £ non-resident engaged by an enterprise to work
in Israel to a special reduced rate to income tax not 10 exceed 25% on his eamings.
This status is granted by the Investment Center of lerael if it can be showo that such a
epecialist is unavailable in Israel, This cancession is granted for three years and may
be exlended for a further five years.

An approved specialist is also entitied to deductions for ascomodations, against
receipts, and for meals at a rate of 210.- NIS per day.

IMPORT DUTILS AND INDIRECT TAXES

1. Beonefits under the Peéroleum Law, 5712 - 1952

a) Importi Puty and Purchase Tax
Tnsofar as similar items are not available in Israel, the owner of a petroleum
right may import into Israel, free of customs and other incoms duties, alt
machinery, equipment, installations, fuel, strectures, transport facilities etc.
{apart frvm consumer goods and private cars other than jeeps or ather
cross-country vehicles) which are required for the petroleum purposes. Such
itemns are also free of puxchase tax (sections 46 and 46A).




) Excise Duty
‘Where the holder of a petroleum right has acquired cement, fuel ar unused
tyres, if the price he paid included excise, he may have refunded to him the
excise paid to the extent that he has used such materials for petrolcum
purposes, (section 46B).

€£) Petrolenta Works Contractor
A person who carries out operations for petroleum purposes by order of the
holder of a petroleum right, has the right to the same exemptions referred to in
the foregoing paragraph if the Minister of Wational Infraslruchuics gives a
certificate for that purpose, (section 46C).

d) Exporis :
The holder of a petroleun: right and a petroleum works contractor, as
described above, shall be entitled to expost material (referred to above) which
has been imported by them, subject to the right of the Petroleurn Commisioner

to purchase cerlain instatlations on the expiration of a surface lease.
(Section 46E and Section 60).

2, Value Added Tax

The Value Added Tax Law 5736 - 1975 provides for Value Added Tax at arate of
17% on the impott and/or sale of goods or on services rendered in the regular course
of business ot any other such activities of a corunercisl nature, The law provides for
a lax rate of 0% with respeet to certuin cxports approved by the Customs Inspector
(Section 30(u}(1)). and an excmption with tespect to certain imports approved by the
Mnister of Finance (Section 34).

Furthermore, the law provides that the sum dus by a taxpayer in respect of Value
Added Tax shall be reduced by the amount of Value Added Tax which has been paid
by {he same taxpayer to others (Scction 38).

In case of simplus VAT paid, this will be refunded by the tax authorities wilhin 30
days.

CURRENCY CONTROL

Under the Currency Control Permit 5738 - 1978, granted under the Provisions of the
Currency Control Law 5738 - 1978, foreign currency has special restrictions.
Provided that the necessary (axes have been paid and that the foreign currency sowrce

has been proved, foreign investors may repafriate principal and profits of investments
without rastriction.



Israel has signed and ratified treaties for the avoidance of doubls taxation with severa)
countries and is in the pracess of negotiating others. The possible existence of such
treaties should always be tuken into accournt when considering the tax implications of
a petroleum venture. Double taxation treaties have been signed and ratified with the

following countries:

DOUBLE TAXATION TREATIES

Maximun Rate of Tax

Country Interest {in %) Dividends Royalties
Ausiria 15 25 - 10
Belgium 15 15 10
Canada 15 15 15
Denmark 25 25 10
Finland 25 25 10
France i5 25 10
Gemany 5 25 K]

Ealy 15 25 cxempl
Jamaten 15 22.5 10
Japan 10 i5 10
Netherlands 15 15 3
Norway 25 25 10
Poland 5 10 10
Singapore 15 exempt 15
South Aftica 25 25 exempl
Sweden 25 15 exempt
UK 15 15 exempt
United States 17.5 25 15
China 10 10 10
India 10{% 10 (™) 10 (*}
ircland (4] 10 10
Thailand 15(%) 10 (%) 15(*)

(*) Pending appraval
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PARTICIPATION UNITS

An entity with a preliminary permit of Yicence under the Pelroleum Law, is entitled to
saise capilal on the Tel Aviv Stock Exchange by means of isswing participation units
to the Limited Partmership, for the purpose of oil and gas exploration in the ared of
the Petroleuin Right.

The general pariner of the Limited Parinership and/or parties of intercst in1i, are
obligated to purchase units in the partmership in the amount equal o three million
dolars or 15% of the units issued to the public, whichever iz the lesser .

The geneeal partner is entitled to Handling Charges for the Limited Parmership, in the
amount to be agreed upon, in addition 10 an Operalional Fee of pbout 7.5% of the
Pannership's Expenses.

The units will then be barced from sale to the public and will only be released
gradually in the {hree years to follow.

For the recognition of gas and oil cxploration expenditures for tax pUPHSES, itis
essential to obtain an approval from the income tax anthorities. This approval refers
to the type of expenditire calculations to be undertaken by the Limited Partacrship
per anium, including past expenditures.

On Deccmber 31st, an jncome tax deduction will be allocaied to thase holding upits i
the partnership for that specific fiscal year, these Liolders will not be issued an
exemption from capital gains tax on their sale of units in the partership. Other shares
iraded on the Stock Exchange are exempt from capital gains tax at the time of sale.

FEES AND ROYALTIES ON FRODUCTION

Petrolenm Rogulations, 5713 - 1933

The fees are linked to the Israeli Cost of Living Index and are updaied every three
months.

The following fees are updated as of January, 1998 and related to the exchange rate of
4.15 NIS 1o $1 as of May 1593, '

Preliminary Permit

The holder of a Prcliminary Permit has to give 2 yeasonable security or guaraniee for
compensation against damage for which he may become linble to 2 person who iz the
owner or who has the enjoyment of the land.

Pricrity Right {Regulation 5C)
The Priority Right fes is at the rate of NIS 4.30 per month per 1,000 dunams thereof.
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LICENCES - Petrolenm Regulations
Licence Foe:- (Regulation 11A)

The licensee is Hable to pay the following licence fees:

a) Land Arcas:
For every 1,000 dunams or amny part thereofi-

for the 1st and 2nd year: NIS 81.83 per annom
for the 3rd year; NIS 136.12 per anpum
for the 4th yoar: NIS 271.73 per anmum

for the 5th and each subsequent year: . NIS 814.32 Per anntm

b) Offshore Arens
For every 1,000 dunams or any part thereof, NIS.54.36 per annum

c) The fee shall be paid each year in advance.

dj Fet the purpose of calculating the foe 2 part of 2 year is considered a whole
year.

TRANSFER OR CHARGE
{Petrolenm Regulations)

The fee for repistering a transfer or charge of a Peteoloum Right or of uny interest
therein, is NIS 82.05 (Regulation 69).

LEASES

1) Leasehold Fee: {Petroleum Regulation 37A Petroleum Law, Section 32)

A lessee is liable 1o a leasehold fee for the leased area at the rate of NIS 816.47 per
1,000 dunams or any part thereof, pet year or part thereof.

A lesses who pays a royalty shall be exempt from a leasehold fee for a continnous
area of 50,000 dunarvs to be selected by him and around each producing well in the
leased area, and the configuration of which shall be appraved by the Petroleum
Commissioner, provided that no new production area or part thereof shall anywhere
coincide with an earlier production or part thereaf,

PP EE
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2) Royalty (Petroloum law, Section 32)

A lessce is liable for a royalty of ons-eighth in kind or cash at the option of the
Commissioner of the quantity of pelroleum produced and saved from the leased area
excluding the quantity of petrolenm used by the lesses in operating the leased area.
However, the royalty payment shall nol be less than the minimum royaity nayments
sot out in scction 32(e) of the Petroleum Law, These amounts are based on the value
at the end of the year in question, of the number of harrels of petroleum set out below
for each 1,000 dunams comprised in the area of the leass at the end of that year; the
value being calculated according to the price of a barrel of Middle Enst crude ail at the
terminal point of a pipeling on the castern coast of the Mediterranear:

For the 1st year of the lease 4 bbls

Tor the 2nd year of the lease 6 bbls ’
For the 3rd year of the lease 12 bbls

For the 4th year of the leazs 20 tbls

For the 5th year of the lease

and each succeeding year of the lease 32 bbls,



¥ DIVISION OF INCOME BETWEEN GOVERNMENT AND OWNERS OF
APETROLEUM RIGHT

Bxamples are set out below of the net share that the owner of peiroleum right will
£ receive from petroleum income

b ExatipteA Gorporatin - Whireitier

BOAdStHbo 0L profes:

NS
Production 100.00
Government Royalties (12.5%) -12.50
B1.50
Production Expenses (say 10%) -~ -10.00
77.50
* Depletion Allowanee (27.5% x 87.5) -24 06
53.44
Corpoxation Tax (36% x 53.44) -19.24
Balance ’ 34,20
Division of income:
Corporation - Depletion allowance 24.06
Post tax balance 34.20
{= 64.73% of Produclion less
expenses {=%0),
before tax and royalties) 58.26
Government - Royalties 12.50
Corporation tax 19.24
{=35.27% out of 30} 31.74
See Genersl Notes




Bxarigilg it Corporation Eistributey sl HEGAS By dividends: - -

NIS
Production 100.00
Government Royalties {12.5%) -12.50
: 87.50
Produciion Expenses {say 10%) -10.00
77.50
Less: Depletion Allowance (27.5% % 87.5%) * -24.06
53.44
Corporation Tax (36% x 53.44) -19.24
Balance _Eﬁ_gg .
Add: Deplction Allowance 24,06
Distributable Income 58.26
Distribution:
Disimbutable Income 58.26
Deduction at Source (25%) ** 14.57
Net Dividend 43.69
Ttivision nf Income: ]
Shareholders {=48.54%) 43.69
Government 12.50
1924
14.57
(=51.46%) 46.31
R—— o]

# agnd ** See General Motes
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Example ¢~ Ldividyals - (Ng corporatesiriéure).

3

Production 100.00

Government Royalties {1 2.5%) -12.50

87.50

Production Expenses (say 10%) ' -10.00

71,50

Less: Depletion Allowence (27 5% x 87.5) -24.06

53.44

Income tax (maximum rate (1) 50% x 53.44) ~26.72
Balance . __2_6;_?_2____

Add: Depletion Allowance 24,06

Net Ineome 50.78
%

Division of Income:
Individual - Net Income

(= 56.42% of Production less

EXpenses (=00) .

before tax and royaliies) 50.78
%

Govemment . 1250
26,72

1 3 . s
A (=43.58%) 3922

B ()  Inthe cassof residents of countrics with which tax treaties exist, therg may he
¥ 101a] or partial relief from income tax.

16 sum deducted ag depletion allowance can be distributed Iater as dividend.
The 25% rate found in the Incomo Tax ordinance, A lower rate may be
¥ Provided for in a tax trealy (for the detailed Tux Treaties sec on page 4),

LS
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ALTERNATIVE WAYS OF INVESTING IN OIL EXPLORATION IN
ISRAEL

Tnvestments in ofl exploration i Jerael can be made primarily in one or more of the
following ways:

1. Application by the Investor of the competent authority for the grant of a Pefroleumn
Right, as detailed above, in respect of arcas available at the time. In such event the
investor will develop the exploration prospects of the licence and carry out the pre-
drilling operations in the area, in accordance with a work program acceptable to the
granfing auihorities,

2. Acquiting a percentage participation in existing licences from the respective
owners of such licences.

3. Taking a percentage patticipation in # fortheoming specific drilling pfoject in a
limited area within a licence,

4, Reising money by issuing Participation Units in the Tel Aviv Stock Exchange, as
mentioned above,
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2009 MV M3N 10N NN WAL 1 NPsh ANNINN T3 Mt

NN NEan mat
(BCM) (BCM} {BCM)
546.6 593.4 64,9300
94.7 1614 1,750.0
69.6 58.2 480.0
810.9 813.0 _ 9,150.0
43.1 414 370.0
- 12.3 710.0
20.3 11.9 360.0
3.3 - -
8.7 105 120.0
0.5 - -
35 - 320.0
- 40.6 440.0
20.7 279 56700
255 7.0 70.0
138.6 151.6 _ 8,060.0
9.3 - -
7.7 148 1,3100
16.1 - -
17.3 - -
2.5 - -
8.2 - -
4.4 8.4 60.0
3.6 - -
42.6 - -
78.0 12.2 80.0
3.4 - -
10.1 - -
4.8 - -
716 74 60.0
19.6 322 1,8200
2.7 - -
38.9 62.7  1,090.0
4.1 1035  2,050.0
13.7 4.1 110.0
4.3 - -
13.5 10.9 630.0
389.7 527.5 44,3800
5.6 - -
34.6 - -
1.2 - -
3.0 - -
32.1 - -
19.8 364 8,100.0
47.0 19.3 980.0
86.5 59.6 290.0
48.7 644  1,680.0
14.0 9.5 440.0
1,088.7 972.9 _63,080.0
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