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To: The Committee for Examining the Fiscal Policy on the Subject of Oil and Gas
Resources in Israel

Regarding: Draft of the Committee’s Conclusions to the Public’s Remarks dated
November 2010 (“the Report”)

Honored Committee,

Noble Energy (“Noble”) hereby respectfully submits the following contentions as our
position on the aforementioned matter.

1. The tax increase proposed by the Committee is severe and retroactive,
and would signal a major policy shift for Israel regarding energy
investment.

The draft recommendations of the Committee contain new tax provisions that
would drastically reduce the remaining value of our Mari-B and Tamar discoveries.
This type of dramatic change would significantly reduce continued development of
existing fields as well as the incentive to carry out high-risk exploration. In
addition, it could potentially sacrifice long-term energy independence for Israel in
place of near-term revenue maximization.

Application of the proposed tax increases to existing discoveries would clearly be
considered retroactive by the energy industry. Any change in fiscal terms,
especially the drastic policy change being considered in Israel, destroys the
expected return that justified the prior investments - thus effectively destabilizing
the investment climate.

With regards to the Committee’s characterization of retroactive changes as typical,
most examples of changes presented were either minor or were put in place due to
rapidly rising crude oil prices. Neither of these conditions applies to Israel, where
the change being considered is by no means a result of increasing crude prices, nor
is it a “minor” tax change. Instead it is a massive taking of value. As an example,
according to a Wood Mackenzie analysis which is shown in the chart that follows,
only Venezuela, Bolivia and Ecuador made tax changes approaching the value
reduction being proposed. These are non-OECD countries that have effectively



driven away outside investments in energy in their countries and in fact have
subsequently nationalized the oil and gas assets. The published impact to the
Committee’s “Large Reserve” case is included below, along with the impacts from
fiscal changes in the countries comprising the Wood Mackenzie analysis.
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Countries that have applied such large retroactive changes typically are non-
Western, non-democratic countries that have decided to shift from a policy of long-
term energy development to one of maximizing near-term revenues, accepting the
predictable outcome of driving industry from the country. The most serious cases
are those in which the producer assets have been expropriated. An industry view of
retroactivity is included in the “Reaction to Sheshinski Report” chapter of the
attached “PFC Energy Opinion and Reaction to Proposed Changes to Israel’s
Upstream Fiscal System” (the “PFC Opinion™).

. “Government Take” is not a suitable metric to determine optimum
fiscal policy.

Public benefits from government take are only resultant upon successful oil and
gas exploration, and the fact is that energy producing countries compete for
international investment. The critical perspective to examine if Israel wishes to
have a viable oil and gas industry is whether potential investors are able to receive
sufficient value for their investments to encourage them to invest in Israel rather
than elsewhere in the world. Thus the analysis should focus on potential investor
value through metrics such as Net Present Value (NPV) and Internal Rate of
Return (IRR) and whether those metrics are at a level that reflects the challenges
and opportunities specific to Israel and are favorably competitive to those of true
peer countries. A description of the assessment process typically utilized by
international oil and gas companies is included in the “Description of Project
Evaluation and Approval in the Oil and Gas Industry” chapter of the attached PFC
Opinion.



3. The peer group utilized for the Committee’s study is not comparable to
Israel.

The Committee’s Charter included examination of “all components of the fiscal
system presently employed in Israel with regard to oil and gas resources, while
comparing it to other countries with similar macro-economic and democratic
attributes”. The Committee states that “The global average of the GT index lies in
the range between 67 percent and 72 percent”, then illustrates the list of countries,
along with their “GT”, or Government Take. The “peers” listed included Angola,
Azerbaijan, Cambodia, Congo, Ecuador, Gabon, Indonesia, Iran, Libya, Myanmar,
Pakistan, Russia, Syria, Venezuela, and Yemen. On the other hand, the U.S. Gulf of
Mexico is excluded from the list, apparently due to the presence of signature
bonuses. However, between 2005 and 2009 these bonuses accounted for only 3.6%
of oil and gas revenue. Further examination of the Committee’s draft conclusions
in this regard is included in the “Reaction to Daniel Johnston Report” chapter of
the attached PFC Opinion.

4. The Committee’s analysis ignores important differences between Israel
and other peer countries.

The Committee’s Charter dictates that the Committee should examine the country’s
fiscal system “while taking into account Israel’s unique geopolitical and economic
conditions”, but the Report essentially ignores Israel’s limited natural gas market,
security risks, and geopolitical situation, all of which factor into the decision of an
energy producer as to whether to invest and explore in Israel. The following is an
examination of the gas market limitations.

Gas Demand Fluctuations

For a given field size and deliverability, natural gas production from fields in Israel
is severely hampered relative to peer countries. The primary consumer of natural
gas in lIsrael is the electricity generation sector, whose energy requirements
fluctuate widely depending on the time of day, the day of the week, and the season
of the year. These fluctuations, combined with the lack of storage, require the
producer to develop gas production facilities sized for peak demand, while the
guantity of gas that can be sold is much lower.

The following charts depict actual production profiles for the Mari-B field which
show the severity of this limitation. The first chart shows hourly production for
Oct. 2, 2010 and demonstrates a night-time demand of one third that of the peak
day time demand. The second chart shows 2010 production on an average daily
basis. Its overall shape illustrates the heavy summer load versus that of the balance
of the year, again a ratio of three to one. The high frequency variability of the same
chart illustrates the daily variability due to the very light loads during Shabbat.



Mari-B Gas Sales - Oct 2, 2010 (BCMA) Mari-B Production 2010 (BCMA)
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This means that Mari-B, which has a facility production capability of over 6 BCM
per year, can only achieve average sales of 3 to 4 BCM per year. In contrast, more
developed gas markets such as those in the US, UK, and Norway offer a much more
diversified customer base as well as massive transmission and storage systems that
can absorb the variable demands of the gas consumers. In such markets producers
are typically able to produce at their full facility capability (over 6 BCM per year in
the Mari-B example) rather than suffering from the severe limitations imposed by
the Israeli gas market.

Gas Demand Ramp-up

In addition, gas demand in Israel gradually builds over time since the market is
still emerging, requiring an investor to oversize its field’s and facilities’ production
capabilities in order to meet future expected gas demand. In contrast, fields in
countries like the US, UK, and Norway benefit from robust gas markets that can
absorb all of the available gas production from the moment a new field comes
online.

With regard to the economic model cited by the Committee for the 250 BCM
“Large Reserve” case (the “Sheshinski Model”), the associated “construction
expenses” are similar to the expected cost of the Tamar development, which is
expected to exhibit an installed capacity of about 12 BCM per year. Production in
the Sheshinski Model ramps up over a number of years to 10 BCM per year. In
contrast, a robust gas market would allow production to immediately occur at the
facility’s capacity of 12 BCM per year. This comparison is depicted below:
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Each production profile above assumes the same production facility and gas
reserves.

Gas Price Realization

Israel’s gas market, while growing, is limited and is defined by specific industrial
conversions and electricity generation projects. Domestic gas competes directly
with gas imports and coal as a fuel supply. Because most of these projects require
long-term contracts with fixed pricing mechanisms, the producer’s realized price
typically does not have the ability to “float” with world energy prices. This is
illustrated by the following representation of Israel’s historical gas price relative to
other recognized market centers.
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Israel’s gas demand fluctuation, gas demand ramp-up, and gas price realization
represent fundamental differences between the natural gas market in Israel and
that of other countries.

. Israel’s current fiscal terms are not particularly attractive to the
producer relative to peer countries.

By comparison to other Western countries, limitations of the Israeli gas market, as
described above, do not result in favorable returns to the producer.

NPV,

(USD Billions)

18 4

IRR: 61%

16 - NPV9: $15.3bn
14

12 A

10 A .

IRR: 34% IRR: 53 A’b
8 | IRR: 21% NPVO: $7.3bn NPV9: $7.7bn
NPV9: $6.4bn
6 4
4 4 IRR: 17%
NPVO: $2.5bn
2 : B

Sheshinski's Sheshinski's US GoM Market, Norway Market, UK Market,

250bcm Case - 250bcm Case - Price and Terms Price and Terms Price and Terms
N— g
Current Terms Proposed Terms ——

Sheshinski 250bcm case under each country's market, price and terms

This graph shows how the “Large Reserve” case as depicted by the Sheshinki Model
compares with producer economics generated by an unconstrained (i.e. “Robust
Market”) production profile into markets of the US Gulf of Mexico, Norway, and
UK, where full gas takes and better local pricing bolster drive higher returns. This
analysis takes into account the tax and royalty environment of each country,
showing that while government takes do tend to be higher in these mature
markets, their investor value opportunity is clearly superior.

"The Top 280 Projects to Change the World" is an extensive analysis done by
Goldman Sachs of developments throughout the world which exceed 300 mmboe
of reserves (equivalent to ~50 BCM). This analysis shows average returns for those
280 projects identified as an IRR of 20.7%. For the 68 projects that constitute
deepwater developments, that IRR average increases to 26.4%. The study also
identifies the NPVg of each of the deepwater developments and then normalizes the
value to the size of the projects resulting in an NPVg/boe quantification. The
average NPVsg/boe for deepwater projects is $6.50/boe. The NPVs/boe of the
“Large Reserve” case in the Sheshinski Model is $5.34/boe under the existing fiscal



terms and would fall to $2.22/boe under the Committee’s proposed tax increase.
Thus, even under current Israeli fiscal terms, the NPVe/boe for a “Large Reserve”
case per the Sheshinski Model is below average and with the proposed increase
would be far below the average for global deepwater projects.

With respect to the “Large Reserve” case, the 21% IRR calculated by the Committee
under the current fiscal regime would be well below that of the deepwater subset.
This is in clear contradiction to the Committee’s conclusion that most profits after
achieving a 15% IRR are “surplus profits” and that a 15% IRR is “higher than that
prevalent internationally”. Further expansion on financial theory applied to oil and
gas investments is included in the “Reaction to Pindyck Report” chapter of the
attached PFC Opinion.

. The Committee’s “government take” analysis ignores important value
accrued by the State from natural gas production.

The “Government Take” analysis ignores other benefits that accrue to the State of
Israel that go beyond taxes & royalty — some of which should be considered as
“take” given they come at the expense of the producer.

Since the 2004 start-up of Mari-B, Israel has reduced its energy costs by
approximately $4.9 billion by substituting low-priced domestic gas for imported
oil. By comparison, the producers’ gross sales revenues for the same period totaled
$2 billion. Adding associated tax and royalty income to the State results in an
estimated $2.60 of benefits to Israel for every $1.00 of producer revenue. These
benefits are expected to grow rapidly in future years as Tamar comes on line and
volumes increase.

Other benefits include cleaner air, energy security, jobs, and economic growth
promoted through access to lower cost energy. And all of the benefits (tangible and
intangible) of Israel’s potential to become a gas exporter are directly attributable to
the exploration activities of Noble and its partners.

. The tax system proposed by the Committee is not conducive to long-
term development of offshore resources.

Late project-life investments are typical to improve recovery or to apply new
exploration and drilling technology, particularly in large scale offshore projects. In
the case of Israel, the ongoing need to expand to meet the needs of the growing gas
market further dictates those late-life investments.

R-Factor fiscal structures, as proposed by the Committee, essentially eliminate any
justification for investments after the maximum levy is reached. The maximum
levy as proposed leaves very little net profit for the producer, resulting in
unattractive returns on any subsequent investment.



As one illustration of the imbalance reflected in the proposed new tax structure,
production from the mature Mari-B field would likely immediately bear
incremental taxes of 60%. Earlier this year, Noble and its partners drilled two
additional wells in Mari-B and are presently installing platform compression, for a
total cost of $190 million. The primary purpose of these investments is to ensure
that Mari-B can reliably maintain the high levels of gas supply urgently needed by
Israel prior to Tamar startup. These projects would have been uneconomic under
the proposed fiscal terms and, had they not been implemented, Israeli gas
consumers would likely today be experiencing gas shortages.

Exploration prospects are risky by definition. Ring-fencing discourages exploration
by stranding exploration costs. It would seem counter-intuitive to discourage
exploration at this stage in the development of Israel’s offshore resources.

. The reservoir prototypes selected by the Committee do not reflect the
challenges associated with commercializing modest resource
discoveries.

The Committee developed three cases as representative of the natural gas
prospectivity ranging from a “small reserve” of 35 BCM to a “large reserve” of 250
BCM. It is interesting that the “small reserve” case utilized by the Committee is
larger than Mari-B, the only producing gas field in Israel. The Committee’s range
focuses on world class discovery sizes and ignores more modest discoveries which
will most likely be a very significant segment of the resources eventually found in
Israel. These smaller resources such as the discoveries at Dalit, Noa and Or are
challenging to commercialize under existing fiscal terms and would only become
more difficult, if not impossible, under the proposed terms. The analysis is
therefore limited and seems to focus primarily on Tamar rather than
comprehensively addressing offshore Israel fields and prospects.

. To apply fiscal changes to Mari-B and Tamar, as recommended by the
Committee, would be unsupportable and unfair.

The existing fiscal regime was not a mistake or oversight accident, it was a
deliberate strategy to encourage investment — a successful strategy. As a producer,
and long-time investor in Israel, it is very difficult to view the following chronology
in a favorable light:

e Inthe late nineties the Minister of National Infrastructures, along with other
senior officials from this ministry, highlighted attractive fiscal terms
(including low state royalties and depletion allowance) in urging Noble to
come invest in Israel.

e 1n1999-2000 Noble drilled Mari-B and Noa.

e In light of the Mari-B and Noa discoveries, Israel proposed to raise royalties
(prospectively) and in 2000 suspended granting offshore permits until
completion of those deliberations (which would go on for another 5 years).

e Noble drilled Andromeda in 2001 and Hanna in 2003, each dry holes.



e In 2006, the MNI announced that changes to the existing fiscal terms were
not justified, and resumed granting offshore permits.

e In 2006-2008 Noble acquired additional offshore permits and licenses,
including the Tamar license area.

e InJanuary 2009 Noble announced the Tamar discovery.

e In April 2010, the Minister of Finance announced appointment of a
committee to examine raising taxes and royalties.

e Noble sought, and received, assurances from the National Infrastructure
and Finance Ministries that any changes would not apply to Tamar, then
proceeded with the project, reaching a commitment level of about $1 billion
by November 2010.

e On November 15 the Sheshinski Committee submitted its draft
recommendations, which include altering the fiscal terms for Tamar and
Mari-B. The recommendations include a planned 60% reduction in
producer value.

In summary, the Sheshinski Committee, with outside input, has carefully considered
the so-called “government takes” of other countries outside Israel. However, the
countries considered are not appropriate peers of Israel. In addition, market
conditions for deepwater natural gas developments in Israel are not competitive to
many other global gas markets which are much more robust in terms of gas demand
and market pricing. As a result, a comparison of “government takes” is not an
appropriate measure for fairness. In Israel’s situation, implementation of the
Sheshinski Committee recommendations would be a disincentive for future energy
exploration and development in Israel due to producer returns that are not
competitive with other global gas exploration and development projects.

In addition to the contentions described above, Noble believes that the Committee’s
draft conclusions have significant legal flaws, both in the Committee's processes and in
its recommendations to apply the proposed new policy on owners of existing
petroleum rights, especially on reservoirs that have already been discovered. Noble
intends to communicate its legal position with respect to the latter separately to the
office of the Deputy Attorney General for Economics and Fiscal Affairs, and reserves
all its rights and contentions with respect to the Committee’s processes and conduct.

Without derogating from the above, it is clarified that this submission is not and shall
not be construed as a waiver by Noble of any of its rights and/or arguments and/or
claims with respect to the charter and/or conclusions and/or conduct of the committee
and Noble reserves all rights in this matter.

Respectfully,

Lawson Freeman
Vice President
Noble Energy
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Approach to Fiscal Policy

As a general rule, countries make national energy policies to accomplish one of two goals: energy
security or revenue maximization. Of course both of these objectives are assessed within the context of
achieving national energy security. In the first policy option, the most important deliverable from the
national energy sector is reliable and affordable energy supplies. In the second policy option, the most
important deliverable from the national energy sector is government revenue.

The first policy option is most often chosen by industrialized economies, and it sets out a requirement to
establish a reliable and affordable source of energy as an input into economic growth. These more
advanced economies choose this policy option because they can generate more sustainable tax revenues
from robust economic growth than by relying on the direct taxation of energy production. Countries that
opt for the second approach are more likely to be “rent seeking” states. They are often emerging
economies that rely on government revenues coming directly from energy production. This approach is
followed because their economies are not sufficiently robust, tax collection is weak, or the nature of the
political contract (between the government and the citizens) is such that the government secures
revenues outside of the control of citizenry (or all of the above).

Governments that choose to follow option one offer industry terms around energy production that can be
described as being pro-investment, having low to moderate government take, and exhibit a history of
placing significant importance on ensuring contract sanctity. Overall, the tax policies in these countries
are designed to attract the lowest cost, best technology in order to provide the maximum supply options at
reasonable prices for its citizens. In contrast, governments which choose option two generally offer terms
that reflect relatively higher government take, may be pro-investment but do not always secure the lowest
cost, best technology, and often subsidize energy prices in order to make it affordable for their citizens.
Again, their focus is on generating near-term government revenue directly from energy production.

To date, Israel has pursued the first option, presumably because it is the policy option best suited to
deliver reliable and affordable energy supplies to a growing Israeli economy for the benefit of its citizens.
However, the recent recommendations by the Sheshinski committee suggest that Israel is taking a sharp
turn toward the second option. Just as fundamentally, for Israeli policymakers, this second option will
negatively alter the perception of Israel as an attractive place for risk capital in the global oil & gas sector,
which in turn could damage the role that its hydrocarbon resources could play in achieving energy
security for the State of Israel and its citizens.

The Sheshinski Report

In November 2010, a committee chaired by Professor Eytan Sheshinski presented a set of
recommendations to the Israeli government for proposed adjustments to the Israeli fiscal system. The
following are the salient points from the Sheshinski recommendations that one must consider when
assessing the overall Israeli recommended position:

e “Government Take” increases dramatically from approximately 30% to approximately 67%;

e The new system applies to all production, existing and future (i.e. is retroactive and thus impacts
agreements and investments made previously);

e Each reservoir is separately ring fenced (i.e. no consolidation of taxable income);
e Introduction of a special tax levy based on an R-Factor;

o The rate moves from 20% to 60%;
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o Payment starts after the project cash flow payback hits 1.5x and moves up to 2.3x
(effectively delays start of payment to approximately year 8 for average to large projects);

o0 Deductible for corporate tax purposes.

Exploration uplift introduced and depreciation starts immediately (as opposed to at the onstream
date), but the depletion deduction is removed;

The effect on IRR is likely to be muted, but NPV will be hit hard (assuming WACC < IRR).

The Sheshinski Interview

In a November 11, 2010 interview by Globes, the main architect and voice of the Israeli government’'s
actions, Professor Eytan Sheshinski, provided commentary that provides important insight into the Israeli
government’s position. The most important issues highlighted in the interview are as follows:

The committee does not believe that what Israel is proposing is “retroactive”. In their opinion, the
recommendations represent “active” management of fiscal policy because retroactive changes
would mean that the affected companies would pay the additional taxes for operating years that
have already passed.

o ltis quite clear that the industry has always viewed changes to fiscal terms after projects
have been developed (investments have been made) as being ‘“retroactive”. The
changes may not require payment of back taxes, but the economics used to support the
investment decision are being unilaterally changed; therefore, the action is retroactively
changing the contractual understanding without negotiation.

The committee believes that the proposed changes are very similar to changes taking place “over
the last four years” in “more than twenty Western countries, among them the US, UK, Canada,
and Norway”. Prof. Sheshinski also commented that “maybe Noble Energy should sue the US
government, which recently made changes in the Gulf of Mexico”.

The committee is likely hoping that the general public will hear these comparisons and
immediately agree that Israel should simply do what other OECD countries are doing. But it is
critically important to understand how and why those countries have changed their terms.

0 Animportant counterargument to the committee’s statement about the proposed changes
being similar to changes made over the last four years in other Western countries is
based on recognition that the committee has made a fundamental error. Many if not most
of the changes that “Western” countries (and others) have either implemented or
attempted to implement in the last four years have been related to efforts at securing
additional revenues from windfall profits from crude oil production due to dramatic oil
price increases in the post 2002 period. This comparison is completely inappropriate for
the Israeli example for the very simple reason that Israel’'s offshore is a natural gas
province, and its gas pricing mechanism in no way reflects the price of crude. Thus, it
would be entirely misplaced to base the rationale for a dramatic increase of government
take (particularly retroactively so as to include investments made and contracts
previously signed) for E&P investments in natural gas resources offshore Israel, on the
fact that many governments imposed windfall profits taxes on crude oil production due to
the higher oil prices experienced over the last four years.
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By definition, changes to corporate income tax rates are retroactive in nature because
such a change affects income from all activities. And countries frequently adjust their
rates. However, it should be noted that these changes are typically quite small, and more
importantly there are many examples of countries lowering these specific taxes, not
raising them. In contrast, the Sheshinski report recommends more than doubling
government take, utilizing a more complex set of taxation mechanisms.

United States GOM: The United States, at least at the federal level, is clearly a country
that has opted for the first policy option noted above. And every successful change in the
GOM has been forward looking (i.e., not retroactive).

= Recently enacted higher royalty rates only apply to new leases, not on leases
that have already been executed.

= The United States did attempt to remove royalty exemptions for deepwater
producers when oil prices are high. This was indeed an attempt at a retroactive
change. However, the importance of contract sanctity was upheld when Kerr-
McGee sued the US government to retain the exemption and won the case.
Therefore, there is no need for Noble Energy to sue the US government because
any attempt to retroactively change terms at the federal level has been defeated.

United States — Alaska: It is possible that Prof. Sheshinski’'s reference to the United
States relates to Alaska’s Petroleum Profits Tax and the recently enacted adjustment to
the PPT known as “Alaska’s Clear and Equitable Share (ACES)". Alaska is in fact an
example of an “option 2" regime. The state is highly dependent on hydrocarbon-based
revenues to fund its budget and faces significant pressure to act in a rent-seeking
manner.

United Kingdom: The UK is a country that has clearly adopted “option 1" as an overall
policy objective. Government take is relatively moderate, and the tax structure has
historically incentivized exploration activities.

= The UK has in the past instituted surcharges to their corporate income tax rate
which affected all production (albeit in different ways because the UK uses its tax
code and surcharges to target different parts of its offshore portfolio). But, the
changes did not double government take and second, the UK always allowed for
consolidation of taxable income. This provides “government help” with respect to
exploration costs.

=  Furthermore, the government has more recently implemented a loosening policy
of providing for certain “field allowances” that offset against tax obligations.

= There is another substantial difference which precludes the use of the UK fiscal
regime for a comparison with proposed changes in the Israeli upstream sector.
The UK offshore E&P sector is in orders of magnitude larger than the Israeli
offshore in terms of geographic extent and more importantly, the opportunity
set. The UK Government could afford to “overcorrect” and get it wrong with
incremental changes in the tax code. Israel, with its new discoveries, cannot
afford to make mistakes in investment policy. It does not have that luxury.
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o0 Norway: Norway is a notable “option 1” country that has relatively high government take,
but has implemented policy in such a way to continually attract investment.

= Similar to the UK, Norway “helps” investors by allowing for consolidation of
petroleum activities for both corporate and special taxes. They also allow for a
refund of a large portion of costs relating to exploration, whether successful or
not. This compares quite favorably relative to Israel, where the only help
provided is an uplift on exploration costs, which only becomes valuable in the
event of a discovery. So, Israel is extracting significantly more upside without
shouldering any of the downside risk.

=  While the basin is notably weighted toward gas production, the other tax policies
and the gas transportation infrastructure make Norway a more attractive option
when compared to Israel.

= Finally, the fact that Norway has a very large and active NOC provides a base set
of investment for the country, regardless of whether or not the fiscal terms are
attractive to international investors. In other words, due to the presence of Statoil
(and Petoro) there would be a level of investment on the Norwegian Continental
Shelf even if foreign investors were driven away by higher government take.

o0 Canada: The province of Alberta did in fact raise taxes on oil sands projects, and the
response by industry has been quite clear. Land purchases quickly shifted away from
Alberta and toward British Columbia and Saskatchewan. In fact, the government of
Alberta has approved a loosening of terms that will take effect in January of 2011.

Proposed Israeli Fiscal Challenges — Short-Term Gain for the Government, Long-Term Mistake

The following are examples of countries taking steps to secure near-term revenue at the expense of
investor confidence and long-term investment potential.

Venezuela: As oil prices started their ascent, Venezuelan President Hugo Chavez simply
dictated that the country’s national oil company would from that point forward own a majority
share of all developments. They compensated companies for their investments, but this
compensation would simply be their pro-rata share of book value, which was far short of the
market value and gave no consideration for risk taking. So while those companies got a return of
their investment, they got no return on their investment.

Bolivia: The Supreme Decree in 2006 unilaterally established state participation, as well as a
huge 32% revenue tax, pushing up effective royalties to 50%. This example is similar to Israel’s
in as much as the commodity in question was overwhelmingly natural gas.

Kazakhstan: Rigorous enforcement of existing laws and passage of new laws has been the
method by which this country has enacted several retroactive changes to fiscal terms. This tact
has had a huge negative effect on investment, and investor appetite has shrunk considerably.

Others: Additional countries that have taken similar steps include Russia, Algeria, Angola, and
Equatorial Guinea. All of these countries have enacted tough new rent-seeking laws on existing
production as the expense of investor interest.

Brazil is an important example of a country that has struggled with defining fiscal policy according to the
above options. The economy is highly dependent on energy revenues, and recent discoveries referred to
as the “Pre-Salt” provide significant pressure to increase government take. As such, they are in the
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process of introducing tougher terms, as well as designing a Production Sharing Contract. However, what
is important to understand is that even with this huge opportunity, the country has implemented the
changes only on a go-forward basis. Existing production will remain under the terms that are currently in
effect. The government of Brazil clearly recognizes the need to keep the money and technology out there
exploring and developing.

Finally, all of the above comparisons are difficult because of the vast differences between the geology in
Israel versus the noted examples. Even with the Tamar development and the possibilities of Leviathan,
most operators still see Israel as a fairly high risk area from a geological perspective. PFC Energy would
put the Expected Probability of Success at around 9% — 10%. This is materially less than other
deepwater plays around the world. It is in light of difficult geology and above-ground political risk that
countries usually take steps to encourage investment by offering relatively attractive fiscal terms. Israel's
case is even more complicated by the fact that (1) there is very little oil, so when something is found, it is
highly likely to be natural gas; (2) there is no option for exporting whatever gas is found, and upside on
pricing is quite limited; and (3) there are very few deepwater “capable” operators who can or will operate
in Israel. The fact of the matter is that Israel offers little in the way of an enticing investing and operating
environment when taken in the context of the global marketplace for E&P investment. A dramatic increase
in government take does not enhance Israel’s attractiveness in this global marketplace; quite the reverse.

Israeli policymakers are naturally focused on enhancing its natural energy security. The measures
offered up will only serve to complicate that goal. Exploration activity will drop. Projects will be delayed.
These proposed changes (applied retroactively) will only serve to increase energy costs for the end
consumer and lessen the country’s options in terms of achieving energy security.
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Overview of Findings and Opinion

An independent consultant, Daniel Johnston recently submitted a report to the Sheshinski Committee
providing a comparative analysis of Israel’s fiscal system relative to other systems around the world. The
following is a memo outlining the key findings and recommendations in the Johnston Report, as well as
some opinions and commentary on those findings.

1. Retroactivity

a.

Johnston briefly notes that there have been several countries that have applied changes
retroactively, but he gives absolutely no discussion about the appropriateness of such a
change in Israel’'s case. Furthermore, there is no comparison about the magnitude of the
proposed change in Israeli terms relative to even the noted examples of countries that
made retroactive changes.

The example countries noted on page 7 of the report include Venezuela and
Bolivia, suggesting that there is a reasonable comparison with countries that
nationalize assets. There are few investors who would argue that nationalization
is an appropriate method for securing revenue. One could easily argue that
applying such dramatic changes to investments years after commitment has
been made, as is now proposed in Israel, is simply a more socially acceptable
way of getting to the same ends as nationalization. In both methods, the
government unilaterally takes value away from the investor without compensation
or negotiation.

Some of the other countries that Johnston references include areas with
opportunity sets that are fundamentally larger and more attractive than what is
available in Israel (UK, Russia, Alaska, and Canada). Simply noting that
changes happened implies to the reader an “apples-to-apples” comparability.
Not only are these areas larger and/or “oilier” (i.e. crude oil production) than
Israel, several have experienced significant negative impacts on the inflow of
development capital and are actively moving to re-improve terms, particularly for
gas developments. Furthermore, in the case of the UK, there is clear evidence of
improvement in terms over the last 20 years. It was only during the recent crude
oil price escalations that there was an increase in take. And the follow-on
reaction from industry was quite negative.

In sum, the Sheshinski committee’s expert did not focus on or critique one of the most critical
aspects of the proposed change in fiscal terms for the Israeli hydrocarbon sector, retroactivity,
suggesting that they knew that their arguments were weak (or the expert knew that his arguments
against that provision were weak). It is also possible that the Committee did not fully understand
the implications of this aspect of their recommendation and its injurious impact on investment of
risk capital in Israel’'s offshore.
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2. Effect of Consolidation vs. Ring Fencing

a.

There is almost no discussion about the impact that consolidation has on value for
investors. Johnston correctly notes that Norway allows for a refund of exploration costs,
but there is no way to know if he has included either this concept or consolidation in any
of his calculations.

Of the countries that are included in the final peer group for comparison purposes, the
only country that explicitly applies ring fencing at a field level is Indonesia. The other
countries allow investors to consolidate at some level.

Allowing for consolidation provides an enormous incentive for follow-on investment. The
only way to compare the relative incentives investors have to continue to invest in the
region is to do an incremental analysis. Such an analysis would illustrate that Israel does
not compare well to the peer group. Investors would get no “help” from the government
on exploration and development capital until there is a discovery and even then only
several years after the onset of spending at a relatively small rate (18%). The uplift will
indeed be a form of assistance, but again, it would only be useful if hydrocarbons are
found.

In Appendix 5, Johnston notes that the primary measure he is using (Government Take)
gives no consideration to “ringfencing or lack of ringfencing”.

3. Effect on Israel's Competitiveness

a.

Johnston’s report does a straight up comparison of government take relative to overall
world averages and the peer group.

This approach gives no value to the inherent differences that investors face in Israel
relative to other investment opportunities.

The Expected Value Analysis is flawed because it arguably only completes half of the
required analysis. The portion provided places the same Expected Probability of
Success (EPOS) in all basins (20%). PFC Energy has reviewed the success cases in
Israel and would apply a materially lower EPOS than is given in Johnston’s analysis.
This number would also be materially lower than we would apply to the peer group
countries. Furthermore, the analysis assumes the same Field Size Distribution (FSD) for
all basins. This is clearly an inappropriate comparison, particularly as it relates to the UK
and Norway. Ostensibly, Johnston uses the same EPOS and FSD in every country in
order to isolate the components of the fiscal systems themselves. This is a reasonable
approach as a piece of the analysis. However, the analysis is incomplete if it does not
also view the basin using specific EPOS factors. It is through this additional analysis that
one can view the full effect and reasonableness of a country’s fiscal system. There are
very few investors who would view Israel as the next great basin globally; i.e. they would
invest regardless of the costs or fiscal terms. Israel must provide prospective investors
with reasons to invest there in spite of the marginal geological opportunities.

There is only nominal discussion about the fundamentally unique political constraints that
Israel faces. There are very few deepwater-capable operators who can or will invest in
Israel. Suggesting that Israel's proposed system should work for them because it would
work in other parts of the world is a clear flaw in logic. Israel must be able to attract
international independent oil companies. Massive changes to the rent sought by the
government will, by itself, complicate that objective. Making those changes retroactive
will send a shockwave through the investing community that the country will struggle to
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overcome for years. The natural reaction for business development teams will be to
hedge economic analyses by applying a huge risk premium to reflect the fact that the
country gives no value to the concept of contract sanctity.

4. Peer Group Analysis

a.

5. Other

Initial Screening Group
i. As highlighted in a November 17, 2010 article in Globes:

1. The Sheshinski committee was commissioned to “examine fiscal policies
on Israel's oil and gas reserves, ‘in comparison with the fiscal systems in
various countries in the Western democratic world.”

2. “Only three of the sixteen countries in the group meet the criteria set by
Steinitz: Norway, Australia, and the UK. 12 of the countries are
dictatorships, and some of them belong to the group of countries with the
most failing economies in the world.”

ii. Clearly, there is a disconnect between the stated intent of the committee and the
justification of the proposed terms via Johnston’s report.

Johnston specifically drops the US (a notable low take regime) from the analysis because
of the fact that the US incorporates signature bonuses. In other sections of the report,
Johnston concedes that bonuses are an immaterial component to the economics of
almost every deepwater development. Suggesting that the bonuses in the US are so
much higher than in the rest of the world (e.g. Libya) that its inclusion would skew the
analysis is questionable.

The point of the report is, in part, to illustrate why the proposed terms make investing in
Israel a more fair deal for both parties. The current terms in Israel are conspicuously
absent from Figures 7-9, which illustrate value to investors. Given the fact that the basin
is entirely gas, and every development is ring fenced, one would expect that the current
terms would likely compare somewhere in the “middle of the pack” if all the value
components are appropriately applied.

Johnston also appears to include state participation in his calculation of government take.
This is a highly debatable approach. In the vast majority of cases, while the state is
carried through exploration, they pay their pro-rata share of development capital and
operating costs. Therefore, they are effectively a partner from FID-forward. Including
state participation as a form of take implies that there is no consideration given for what
they are taking in the form of equity ownership. If one removes this component, the
overall government take would drop. Including this component, Johnston further reduces
the value of the comparative.

Israel's proposed terms imply a belief that its system should reflect the same
competitiveness as every other system in the world, without regard to geology,
economics, politics, and geopolitics. The fact of the matter is that Israel is less attractive
than the average regime in all of those areas. Any investor in Israel's deepwater is
fundamentally limited in its opportunity set, contrary to Johnston’s stated opinion.
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Reaction to Pindyck Report
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Financial Theory and Oil and Gas Investments

Professor Robert S. Pindyck has been asked to explain how one would determine a “normal or
competitive rate of return for investments in the exploration, production, and development of offshore oil
and natural gas reserves in Israel”.

In his line of argument, Professor Pindyck relies heavily on a widely but oftentimes inappropriately used
model, called the Capital Asset Pricing Model (CAPM). The CAPM is subject to a series of restrictive
premises that limit the practical usefulness.

Professor Pindyck goes on to recommend an excess profits tax that kicks in once the normal or
competitive rate of return is realized. This approach is valid in theory but faces some severe practical
challenges that have to be resolved in order to avoid significant negative effects on investment levels in
the country’s oil and gas sector.

This document addresses some of the underlying assumptions that form the “model world” from which the
CAPM originates and discusses the resulting limitations for its application to actual projects. The
document will furthermore illustrate the full life cycle of oil and gas projects and thereby demonstrate the
difference between project returns and shareholder returns.

Critique of the Capital Asset Pricing Model

Professor Pindyck relies in his analysis of appropriate rates of returns on the Capital Asset Pricing Model
(CAPM). The CAPM is widely used among practitioners because of its perceived objectivity and
simplicity. But as Professor Pindyck himself rightfully points out, basic principles of finance are often
misunderstood, and the CAPM is no exception. It is therefore necessary to understand the model's
assumptions and genesis in order to judge whether the model replicates reality sufficiently to accept the
model’s results.

The CAPM follows the portfolio theory by Harry Markowitz. In essence, Markowitz demonstrates that
combining several assets in a portfolio will reduce the volatility of returns through diversification.
Markowitz further demonstrates that if several portfolios exhibit the same level of volatility, a rational
investor would choose the portfolio that yields the highest expected return. The portfolios that offer the
highest expected return at each level of volatility build an “Efficient Frontier”. Investors would then choose
among those efficient portfolios according to their preferences.

This theory was taken a step further by introducing a risk-free asset. If an asset existed that yields a
return with zero volatility, it would be possible to determine how much additional return a portfolio is
expected to yield as compensation for its volatility. It can furthermore be determined how much additional
return this portfolio offers per unit of volatility. Every rational investor would then choose the portfolio that
offers the highest ratio of additional return per unit of volatility. As no investor would invest in any other
portfolio, this portfolio will become the market portfolio. It contains all risky assets, is therefore fully
diversified, and is being held by all investors.

This fully and optimally diversified market portfolio has eliminated all asset-specific risk. However, a
certain so-called “systemic risk” remains that cannot be diversified away. The market will not reward an
investor for taking asset-specific and diversifiable risk, but only for accepting systemic risk. The measure
of systemic risk is referred to as BETA in the CAPM and expresses how strongly the expected returns of
an asset or portfolio correlate with the Market Portfolio.

The CAPM owes its popularity with practitioners in the finance industry to its combination of sound
theoretical foundation and perceived practical applicability. Its theoretical foundation, however, is
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dependent on a series of restrictive assumptions that will have to be bent if not broken if the model is to
be used in real life situations:

e Investors behave rationally and have homogeneous expectations,
e Every investor holds the same portfolio, the Market Portfolio, which includes all risky assets,
e Every investor can borrow or lend any amount of money at the same risk-free rate of return,

o All investments are infinitely divisible, i.e. fractional shares of any asset in the portfolio can be
bought or sold,

e These transactions result in neither taxes nor transaction costs.

These assumptions hardly conform to reality and certainly do not apply to oil and gas assets. Investors are
neither rational nor do they share the same expectations. Neither direct nor indirect interests in oil and gas
assets are infinitely divisible and transactions may result in significant transaction costs and taxes. Further,
examining the assumption regarding the “same risk-free rate of return,” this is a wildly inaccurate
assumption for the global oil and gas industry. A large integrated major company like ExxonMobil might
enjoy a cost of capital of about 6% whereas a medium-sized independent would have a cost of capital of
9% to 10%. Smaller independents have a cost of capital which can reach 12% or higher. Needless to say
the impact on realized returns is dramatic. Several attempts have been made to modify and improve the
CAPM in order for it to work under less stringent assumptions. Empirical tests of the model have led to
mixed results at best.

The CAPM describes the ex-ante rate of return investors should expect from their investments. All we can
measure, however, is what returns investors have realized ex-post. Professor Pindyck acknowledges this
problem explicitly in Section 26.5, but assumes that realized returns equal or resemble the expected returns
sufficiently in the long-run. This assumption, however, is impossible to prove.

Furthermore, the model requires the Market Portfolio to include all risky assets — stocks, real estate, etc.
Professor Pindyck acknowledges this problem as well, but then follows the conventional practice of using a
broad stock market index as proxy for the all-encompassing Market Portfolio. Whether an index of 500 US-
Stocks is enough in an increasingly globalizing economy may be questioned. Against that background, the
derived range of expected returns between 8%-10% may be far less definitive than suggested by Professor
Pindyck.

Another shortcoming of traditional financial theory, including the CAPM, is the focus on shareholder
interests only. In the oil and gas industry investment decisions are not made by millions of anonymous,
well diversified shareholders, but individuals that consider interests of various stakeholders.

While shareholders can diversify the risk of one particular company’s failure, that company’s employees
cannot. And while a shareholder may have direct and indirect holdings in a wide variety of assets, a
country usually has far less numerous sources to rely on for security of energy supply. The CAPM is better
suited to explain how rational investors should behave in a perfect world than how decision makers will
behave in the real world. International Oil Companies and Governments alike are well advised to pay
attention to asset specific risks.

The Full Life Cycle of Oil and Gas Projects

Exploring for oil and gas in deep water is a risky business. Tremendous efforts have to be undertaken in
order to secure acreage, multi-million dollar G&G studies are necessary to identify suitable prospects and
drilling costs can reach $100mm and more per well.
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Professor Pindyck argues that this kind of risk is diversifiable and thus does not justify excess returns over
the “normal or competitive” rate of return. Irrespective of whether one agrees with that notion, risk
diversification implies that while there will be many disappointing outcomes - such as dry holes - there will
also be successes to make up for the failures.

The concept of a windfall profits tax as suggested in Professor Pindyck’s paper jeopardizes the principle of
diversification. The burden of failure is borne by the investor, while the benefits of success are siphoned off
by the government. Investors could never expect to receive a “normal” rate of return if such a tax were
implemented.

Professor Pindyck acknowledges this by including the chance and costs of one dry hole into his numerical
example in Table 4. This example, however, does not fully represent the typical risks and costs of an oil
and gas project. The chance of commercial success is closer to 20% than 50%, and costs to consider
should include license, seismic and administrative costs. The table below offers an expansion of Professor
Pindyck’s example in an attempt to reflect the major stages the oil company typically goes through in order
to obtain one producing field.

Year 1 2 3 4 5 6 7 8 9 10 11 12
Project Negotiaion __Sudles el Tests terpretaion . well merpretation - Cantept 29PN Production Phase

Project A (5) (10) (100) (100) (4,500) 2,760 2,852 3,040 2,632

Project B (5) (10) (100) (100)

Project C (5) (10) (100)

Project D (5) (10) (100)

Project E (5) (10) (100)

Administrative Costs (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
Company Cash Flow| (125) (150) (600) (100) (300) (100) (100) (4,600) 2,660 2,752 2,940 2,532

Dev. Project IRR 50.5%

Company IRR 16.5%

Focusing on the development phase alone, the rate of return of 50% may appear excessive. Taking a full
cycle view reveals that the company only earns a return of approximately 16% for its investors — without
accounting for any taxes.

A profits tax of 45% would lead to a 9% rate of return in Professor Pindyck’s example, but to a loss in a
more realistic setting as the table below illustrates:

Year 1 2 3] 4 5 6 7 8 9 10 11 12
Project Negotaton_sudles el Tests terpretation _ well nerpretation . Gantept 2°"<PT! Production Phase

Project A 5) (10) (100) (100) (4,500) 1,509 1,559 1,662 1,439
Project B (5) (10) (100) (100)

Project C (5) (10) (100)

Project D (5) (10) (100)

Project E (5) (10) (100)

Administrative Costs (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100) (100)
Company Cash Flow| (125) (150) (600) (100) (300) (100) (100) (4,600) 1,409 1,459 1,562 1,339
Dev. Project IRR 14.0%

Company IRR -1.5%
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We agree with Professor Pindyck that implementing an excess profit tax as suggested is difficult, as the tax
authorities “would have to know in advance, or forecast with reasonable accuracy, the cash flows of the
project throughout its life”. It is important to understand that for this purpose the life of a project does not
start with its development but with the efforts and money spent to secure sufficient acreage in order to
discover one producible field. Failing to take into consideration the full costs of finding and producing oil

and gas will lead to a non-competitive fiscal regime that discourages investment in the country’s petroleum
sector.
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Project Assessment and Evaluation

Investments in the oil and gas exploration and production business are capital intensive and risky.
Companies will therefore analyze projects from various angles before making a decision to commit several
hundred million, or even billions, of dollars.

The final investment decision at the board level will typically be based on economic/financial indicators as
well as strategic judgments. Some of these critical judgments are described below:

Materiality: Is the project large enough (in comparison to the company) to justify the efforts to pursue it.

The amount of manpower a company has to invest into the acquisition and evaluation of projects, the
creation of a development and project management is more a function of complexity than of size. A small
complex project may bind much available corporate resource without adding significant reserves.

At the same time, the company’s reserve base is diminished every day by production and has to be
replenished in order to avoid an overall gradual decline. The company will attempt to allocate its limited
resources in such a manner that they add reserves to replace or grow production. The materiality threshold
is therefore a function of production level and resources available.

The materiality threshold may be higher for the initial project in a country or region, as this initial project
requires disproportionately large resources while bearing higher risk: lack of experience with the geological
environment, technical challenges and governance climate result in higher uncertainty, forcing additional
work in order to address these risk factors.

Above-ground risk: Stability of investment environment and operational obstacles.

The first assessment of a project is carried out under the current tax and regulatory framework or the
negotiated contract in the case of a production sharing contract or service contract. Given the long-term
nature of oil and gas projects, special attention to potential future changes to these terms is warranted.
Aspects to consider before investing in a particular country include the sanctity of contract, history of
sudden and opportunistic changes in taxation and regulatory interference. Countries that have a history of
expropriation or adverse changes to fiscal regimes for existing projects will most likely experience a drop in
interest in their oil and gas sector.

Other forms of above-ground risk include obstacles to conducting operations in a safe and efficient manner
due to war, strikes or civil unrest or simply lacking infrastructure, among others.

Subsurface risk: Degree of uncertainty surrounding technical project drivers

Depending on the nature of the project, important technical parameters can represent large uncertainties
and cast doubt on the feasibility of the project. Uncertainty about reservoir quality can be addressed
through probabilistic analysis; failure risk of unproven technology can be limited through pilot projects. The
uncertainties can be large enough to override any probabilistic assessment. If the risk is perceived as real,
the project may not be undertaken.

Economics: Does the project create value?

This is the core question in traditional project evaluation. Financial theory has provided the basis for a
series of indicators that are frequently used to judge the economic viability of a project from a value
perspective:
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Net Present Value (NPV): If the appropriate discount rate is used, the NPV represents the shareholder
value added by a project or series of actions at a given point in time. In theory, any project with an NPV
greater than zero should be undertaken.

Internal Rate of Return (IRR): The IRR of a project is compared to its hurdle rate. In theory, any project
with a rate of return greater than the hurdle rate should be undertaken.

Present Value Index (PVI): In reality, companies face budget constraints and are forced to rank their
investment opportunities and to allocate funds to the top projects only. One of the most commonly used
indicators to rank projects is the Present Value Index (PVI). The Present Value Index is the ratio of the
Net Present Value and the Present Value of the required investment. In simplified terms, the PVI
expresses the amount of value created per dollar of investment.

All three indicators require a discount or hurdle rate, which represents the opportunity costs of the money
invested in the project, i.e. the return the money could have earned in another project with similar risk. The
discount/hurdle rate is usually derived from a company’s cost of capital but frequently adjusted for various
risk factors.

The economic evaluation oftentimes incorporates the technical risk by performing the economic
assessment based on a large number of different technical input factors and analyzing the results
stochastically. This probabilistic analysis can also incorporate above-ground risk which is considered
preferable to adjusting the hurdle rate by some.

Economics is used to support the decision-making process. This requires that the evaluation is done on an
incremental basis, i.e. only expenditures that have not yet been made or committed will be taken into
account. Costs that have been made or must be made due to legal or contractual obligations are referred to
as “sunk costs” and are no longer decision relevant. This means that rate of return of a project is not
representative of company profitability as sunk or fixed costs are not taken into account. Separate
performance measurement processes are necessary in order to monitor the efficiency of capital allocation
and safeguard the financial viability of the company. One of the processes is the “post mortem” analysis
which compares the actual development of a project with the forecast at the time the project was
sanctioned.

Another widely used indicator is “pay-back-time”. The metric indicates how long it will take to recover the
money invested into the project from project revenues, either taking into account or ignoring the opportunity
cost of money. The longer the payback time the longer the company is exposed to adverse government
action such as increases in government take or even expropriation. Whereas a project with a given pay-
back time might be acceptable in a fiscally stable country, the same project may be rejected in a country
prone to fiscal instability.

Strategic Judgments: Does the project provide additional benefits that are hard to quantify.

Some projects provide benefits that are hard to quantity and are thus often left out of the assessment of the
economic attractiveness.

Projects may help to start or expand relationships and partnerships with companies or government entities
that could increase the chance of success of future projects. Other projects might serve as a “pilot” to test
new technology or to acquire information about the geology of a larger area that can later be leveraged on
a larger scale.
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Financial Statement Impact: Threats to short-term share performance

In addition to the long-term effects on intrinsic company value, many companies will also take into account
how large projects will impact their financial statements. Aspects to consider would be the effect of initial
dry-holes on company earnings (depending on the accounting approach used) or of adding large amounts
of capital on the Return of Capital Employed (ROCE). Both could have adverse effects on short and
medium term share price performance.

Other aspects address financing decisions. Does the company have sufficient cash reserves to fund the
capital expenditures or will additional funds have to be raised? In both cases the capital structure and/or
liquidity ratios will be affected with possible consequences for share price development and future
borrowing capacity.

While the economic analysis is based on the full life cycle of a project, outside financial analysts base their
opinion usually on predictions derived from publicly available information, which can be incomplete. This
reality can lead to external misperceptions.

Capital is a finite resource and companies need to ensure it is being allocated to the most profitable and
material investments. As such, it is necessary for companies to exercise their fiduciary duty to
shareholders via ranking their inventory of project opportunities and allocating capital in a way that
maximizes value for shareholders. This process is commonly known in the oil and gas industry as the
capital allocation process and it is an integral part of the long term planning of the business.

Approval Processes

The processes that govern the decision making process vary by project size and circumstances. Capital is
a finite resource and companies need to ensure it is being allocated to the most profitable and material
investments. As such, it is necessary for companies to exercise their fiduciary duty to shareholders via
ranking their inventory of project opportunities and allocating capital in a way that maximizes value for
shareholders. This process is commonly known in the oil and gas industry as the capital allocation process
and it is an integral part of the long term planning of the business.

Many companies manage a portfolio of drillable prospects that are constantly ranked according to
attractiveness. Out of the total budget for this type of activity, funds are allocated to the business units
based on the ranking of that business unit's prospects within the portfolio.

Large or high profile projects go through a multi-stage approval process. The first approval process may be
on a business unit level. Careful analysis by technical and finance staff will identify problem areas that will
have to addressed before the project proposal is sent to corporate.

After the business unit management is convinced that the project will meet all of the corporate requirements
with respect to all the aspects outlined above it will be submitted for further review to corporate office staff.

It is not unusual for a project to undergo some sort of “peer review” before a formal project application is
submitted for the final decision process. The “peers” in this case serve as devil's advocates testing the
strength and weaknesses of the project and plan of action. Once the “peer review” is successfully
completed a formal project proposal is submitted.

This proposal is usually reviewed by a staff unit that acts as a “gate keeper.” The project is reviewed with
respect to compliance with corporate evaluation standards, business logic and strategic fit. The staff unit
will then prepare a concise recommendation for the final decision process highlighting major risks and
opportunities.

Beijing - Houston - Kuala Lumpur - Lausanne - Manama - Paris -+ Washington DC
www.pfcenergy.com



Reaction to Proposed Fiscal Changes in Israel | Page 22 09 December 2010
Upstream and Gas Consulting

Depending on the size of the project, the bylaws of the company and the corporate governance legislation
in the respective country, formal decisions by several instances are required, such as a board of directors,
advisory boards or labor representatives before the project may move forward.
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