Confidential

Reviewing the Proposed Structure for
the Distribution Sector in Israel

L

‘mwna man

Executive summery
April 2005

This report is solely for the use of client personnel. No part of it may be
circulated, quoted, or reproduced for distribution outside the client
organization without prior written approval from McKinsey & Company.
This material was used by McKinsey & Company during an oral
presentation; it is not a complete record of the discussion.

McKinsey&Company



McKinsey&Company

NPOONNI NPI7NA yuNn? YXINN N1ann N1'N2
INAWnY

0'70IN 1'¥pN — '910 N"IT

2005 7m9x ,'mwn n1anY? wan

NI'YNN 27V .NIANPZN DY 0'NINA 0"1'Y 112Y7 70WUNn wn mx ,'mwnn 7in? okNNa
7¢ NR7wNN N1'NAY7 Ap'ayn DTAY NYNM Munn pun 7Y pnn TIpon? W'y nann
NN |INQ7 Mwn N1an N7nin T 7Y NYRan TN NNaN L nigt 1197 NIyXIimn ninnioan
NN2NY yiy' '1'n NNAN [I'01 7V N00ANN NTIAVN 78w npI7nn yopnY Ix1n n1ann

SRW Tnunn iy DR 110120 N0 7Y1,071Vn 'anna 0MI0R7A01 mun

Mgy NI7RY 'MY 11021 NTIAVN NNaona

> DXI,NITI91 NNan 190nY? ™"nn 7w (distribution) nz17nin yopn nx 7197 'k oxn (1
1 | |
27X

?7%"-> 0N (retail) nip?77 awnin pirw ninna nnnn X7 wrorn (2



McKinsey&Company

:0'"{7'Y D'NYNAN
"nNa ApI'7Nn yon N9 NN 12'K DI'7ND DINNA D711 [1'0"N .X

NT [N2 NI'TAN 722 X ,NPI7NN DINNA 71911M 2119 071y2 NI 7Y |07 190N1 DINXR O
NN2N 19N "NNENTAY ANXIFNY 1780 N'MMIYAYN NI [N NXAY DN2ANN ,NYY)
NINAN NVISNA 'MNK 'WIR 7V RN 7"120 [1'01N ,90112 77127 NNN' ITAR' *T'n NNV
.0"VId DWYPYNYT NNLR

TODAY, DISTRIBUTION COMPANIES THAT WERE CREATED BY
SPLITTING THE MONOPOLY ARE ALL SIGNIFICANTLY LARGER THAN
IEC’S PROPOSED UNITS

Mumber of customers, 2004
ooo

Iz { IEC current ] 2200
Israel —
440

|EC proposed units

LE | 3.650
el ] 3,300
8 | 2,540

ol Poland PS5 ] 2,150
s ] 1,520
GZE ] 1,120
Stoen | 7z0

58 ]4.500
Czech JCERIME ] 27200

Republic | prp ] 1,200
Turkey 4 Awerage disco ] 1,000
Portugal 4 United disco ] 5780
Electica Qltenia 1,260
Electica Holdowa 1,200
Electica Muntenia Mord | |4.220
EE rormons Elechica Munte.nia ?ud [ 11.ze0
Electica Transilvania Mord [~ 14,000
Electica Transilvania Sud [~ |1038
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Electica Banat a50
Electica Dobrogea BO0
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ELECTRICITY COMPANIES, REGULATORS AND ANALYSTS
RECOGNIZE ECONOMIES OF SCALE FOR DISTRIBUTION COMPANIES

“Distribuicao 2001*  [El

In 1999, Portuguese regulator
approved merger of EDP's 4
distribution companies into
one to drive cost savings
through economies of scale

; CREDIT
Size matters SUISSE "

" There Is a clear relationshin between size of
the network and operational efficiency. ..
more efficient centralized operations with
increasing sizes of operations...”
CSFE, 26 Sep 2002

" We balieve that the merger of two 2
miliion custorner distributors would
generate greater than £935m..."

CSFB, 26 Sep 2002

) L)

!‘IL‘!
Ofgem recognizes that merging
distributors leads to cost reduction:

“efficiency sawing... expect & sustained
annhua! saving of £12.5m (half of the
estimates fixed costs of a single
distribution cormpany...

Ofgern, August 2001

_h

Small discos are more difficult to
privatize

In Paoland, Czech Republic and Turkey,
the government split up incumbent
distribution monapaly in to small units
befare trying to privatize the units. It later
had to remerge the companies in to
much larger units (1Im+ customers) due
to lack of interest in smaller companies
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A MORE CONSERVATIVE BOTTOM UP ANALYSIS INDICATES THAT NIS
150-250M OF COSTS WOULD BE ADDED IF IEC DISTRIBUTION IS SPLIT UP

|EC distribution and retail costs, 2003

MISm
Current costs Estimnated annual cost increases doe to split
Change Change
HISm k3 MISm
haterial=" :l 00 10-15 4060

Irrentony holding
costs™"

'
Trans-
partation I] 160 6-12 D 10-20

[| 7 80-120

d [l T4 165

i
Design and 170 o
planning
Maticnal
network allacation " i 30-50
Financing &0 o
costs™"

i

Other costs™ " 1.280 i
Total 7362

® higterials include network dewelopment—280, 0820, purchaszing department — 92
** Noncash costs
== Based on assumption that WHAC Cwill go up from S6% to 6.5%
#=7= Other zosts include labor, rent, billing and other
Source: |EC data; bk Kinsey experience; team anabysis
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A COMPARISON OF RETAIL PRICES ACROSS INDUSTRY STRUCTURES
SHOWS NO CLEAR ADVANTAGE TO THE CONSUMER OF SPLIT DISCOS

Retail electricity price*

US@wH, 2003 Key reasons
240 1 T Denmark 24.2
180 | 1. Germany 18.4 distribution
=T Belgium 16.3
',F'Unuga\ 181 - ltaly 16.1
o Fdreland 15 iy Luxg_m%.rzgm_g
AT . I -Spain 14,
France 14.3 T Hetherlands 13.5
5 K 108 TUK12.3
. Korea
_ Singapare 9.2 L Poland 8.5 - 1N§\3fZealand
90 - Israel 9.2 T Australia 9.4
" Greece 8.6 “Morway 8.9
"= Tawan B.9
— Canada 4.8
40 i i i i
Distribution {
Retail {0 |
Structure Mono poly Mono poly with Discos with retail Full
retail competition competition fragmentation

* A similar analysis for indusirial prices shows very litile difference in average prices between the four models

Source: |nternational eleciricity prices; Electricity association services, Londan (all countries except Poland & Norway); IEA
{Poland & Norway);
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A COMPARISON OF PRICES IN U.S. STATES SHOWS
NO ADVANTAGE TO COMPETITION IN RETAIL

Retail electricity price for residential users adjusted for local cost of generation®, US states* 2004

US#KAN
15
- MY 14.2
- MM 127
» |NJ, ME, CT
sbas - cA2 11.2-116
ol { K3, CO, 5C, GA, MN: - |§Iéf1Ad TA'
/18.3-85 -
; [ v, T Az T L
MO, WA, e, I, UT, 8.8-9.2 HO: 9.8-10.4
IFL Mg, AL 7788 S Lo foe va o
L&, 1D, ND, TH, NE: -~ qas Blednd
el 7.4-8.0 7.8-8.4
AT, - Wi 6.8
Kv: 6.3

States with no SEESUIEDIE: States with

i . regulatory changes were S _
competition in retail adopted but later on competition in retail

suspended or delayed
*The prices in this chart are the theoretical retail prices that would exist ifthe cost of generation in each state
were equal to the U.S. average
** Covers all LS, states except Alaska and Hawaii
Source: US Energy Information Administration; MeKinse 12
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Canada
Denmark
Australia
Israel

Japan
Metherlands
LIk

Spain
Greece
Ireland
Slovenia
Belgium
Germany
Hurngary
Crech Republic
Luxemburg
Portugal
Bulgaria
ttaly

Residential prices of
bectricity*

2004

1o lzrael

IEC’S CUSTOMERS ENJOY LOW ENERGY PRICES AND GOOD
LEVELS OF RELIABILITY

OQutages, 2003

felirsts

Metherlands

France

LUK

lzrael

us

taly

Spain

Ireland

Finlarnd

[orwyay

Reduced to
112 in 2004

oy towes

== Include Dula%es cause
== Oata true for 2004
gyrce Union of the B

= Ewzluding taxes, total consumy

nx KWh 7 nix¥inn nx 0'pT1al,0%71v2 MMun nNan 2 api?nn N7y N 01N QWD
USc 1.8 7in KWh %57 USc 1.16 |n nif7vn YR . TIRA NIdINM DY "NNYY 0'RYIN
.USc 1.56 11'n KWh'7 niyn 022182 /90’ yXImnn XIinw

USING CASH COSTS PER MWH, IEC SHOWS LOWER COSTS
THAN THOSE OF EU AND US OPERATORS

$¢ per Kih, 20037

EU average™

Uk, average

* Adiusted for salary differences
** |ncludes data from: Raly, Portugal, Greece, Spain, Metherlands and UK
*** Bazed on data from 120 dizcos inthe US

Source: McKinseE' IEC data team anaIEsis Eé

US average™

Israel
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WHILE IEC’S NETWORK COSTS ARE HIGHER THAN BEST PRACTICE,
HIGH GRID QUALITY SAVES SOME NIS230M PER YEAR IN AVOIDED

ELECTRICITY LOSSES
Hetwork eledricity losses
% of demand, 2001

Luzxemburg
Finland I - :  Group average =
Metherlands I ¥ T.4%

Germany

Belgium [ 4s

] I :

taly —

Denmark & 5

France [

Rorwwary |76

Spain ]

Swveden |7.8

Czech Republic |74

Ireland |EN

Austria | k=]

Portugal ]9.2

Gresce las

Poland 115
Hungary J125

Romania 1125

* Bazed on the followwing calculation: [Consumption 45m MWH} < [Gap of (7.4% - 4 .5%)] = [Cost F500MWH] = $65m

Source:"The operating environment for distribution companies" — Eurelectric, Feb 2005

= |EC's network is wel

= Total energy saved

built and operated,
leading to & relatively
lovwy lewel of energy loss

through 1EC's low
energy loss (vs. that
average for the group)
iz weorth approximately
MIS280m per year*
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Total cash cost per year
MISm, 2004

IEC CAN REACH LOWEST COST POSITION AS ONE EFFICIENT

ROUMNDED

Source: IEC data; team analysis

2400
R 2,200-2,000 * |IEC can reduce its
1,500-1,950 distribution cash cost
mare significantly by
remaining as ane
company and
increasing efficiency
than by splitting into a
number of separate
discos
IEC current Split up inta Split up inta United |IEC
distributian separate separate distribution
costs discos with discos after after efficiency
current efficiency program (5
performance program (5 years out)
years out)
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