
 

 page 1 of 14 

November 26, 2007 

 

To the attention of:  

Mr. Yaakov Hirsch, VP Finance  

Oil Refineries Ltd. 

 

 

Dear Sir: 

Re: Bond Rating 

 

I would hereby like to notify you that on Nov-1-07, the Rating Committee of the Maalot Board of 

Directors has granted a rating (AA/Stable) to up to NIS 2 billion in bonds to be issued by Oil 

Refineries Ltd. by way of a public offering. The proceeds of the offering are intended to finance 

the Company operations and for new investments in the Company's current operations.    

In this respect, we would like to emphasize that the rating of the bonds was determined – inter alia 

– on the basis of the Draft Prospectus dated November 20th 2007, and on the basis of the 

structure of the issue, its objectives and the Company’s financial policy, as detailed in the Draft 

Prospectus and as submitted to Maalot.  

 

We have no objections to your stating the key points in this letter in the issue prospectus (the 

principal considerations in their entirety), subject to the above. It is hereby clarified that for the 

purpose of determining the rating, Maalot analyzes the prospectus only and does not examine 

any additional documents related to the offering, including a description of documents as stated in 

the prospectus.  

 

Attached please find a summary of the main considerations for the rating. 

 

 

                                                                                          Sincerely yours, 

Gadi Be'eri, VP and Deputy CEO 

Cc: Mr. Amos Sapir, Chairman 

Dorit Salinger, CEO 
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Introductory Rating Document 
 

On November 1st 2007, the Ratings Committee of Maalot - The Israel Securities Rating Company 

Ltd. (hereinafter: “Maalot”) – a Standard & Poor’s strategic partner – determined a rating of 

(AA/Stable) for the bonds proposed in accordance with this prospectus. 

 

Maalot has been active since the end of 1991 and was recognized in 1994 as a securities rating 

company in Israel according to the income tax regulations (Rules for the Approval and 

Management of Provident Funds - amendment) 1995. 

 

The rating of a specific issue consists of evaluating the probability that the company will meet the 

payments of both the principal and the interest on the security it has issued, under the terms and 

dates stipulated in the security.  

The ratings symbols are identical to those used by Standard & Poor’s, although the consideration 

of the ratings at both companies refer to a different comparative environment. The rating provided 

by Maalot expresses an estimate of the credit risk of specific entities and issues in Israel. In other 

words, the Maalot rating constitutes an assessment of the credit risk of specific issues or of the 

overall ability of the issuer to repay all its liabilities, in a manner relative to other issuers in Israel, 

while disregarding the matter of national risk. Consequently, the most solid companies and 

entities in Israel will enjoy the highest rating (AAA). It should be noted that issues possessing a 

rating of A, AA, AAA and BBB are all considered to be Investment Grade, i.e.- possessing a risk 

level that is sufficiently low in order to warrant an investment. Issues with a rating of BB and below 

are considered to be a Speculative Investment. The following is the scale of ratings for bonds 

considered to be of Investment Grade: 

AAA   An issue possessing the lowest level of risk. The issuer enjoys an excellent ability to meet 

the payments on the issues, as compared with other Israeli issuers.  

AA The issuer’s ability to meet the payments on the issue considerably exceeds the average 

in relation to other Israeli issuers. 

A  The issuer’s ability to meet the payments on the issue exceeds the average in relation to 

other Israeli issuers. 

BBB    The issuer’s ability to meet the payments on the issue is average in relation to other 

Israeli issuers. 

Interim ratings: It is possible to add (+) or (-) signs to the ratings ranging between AA and CCC in 

order to denote internal ratings within each category. 
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Summary of Principal Considerations 

     

Oil Refineries Ltd. 
 

 

Company Analyst:  

Shahar Rejuan                                                                      

 

 

November 2007 
________________________________________________________________________ 

Maalot ratings are based on information obtained from the Company, as well as from 

other sources that Maalot has reason to believe that are reliable. Maalot does not 

audit the information received and does not ascertain its veracity or its wholeness. It 

is hereby clarified that the Maalot rating does not reflect risks associated with and/or 

resulting from any breach, act or omission, of any of the undertakings included in the 

bond documents and/or any incorrectness or inaccuracy in any of the 

representations included in the documents associated with the issue of bonds that 

are the subject of this rating report, the Maalot report or the facts underlying the 

professional opinion that was submitted to Maalot as a precondition for receiving the 

rating, actions or omissions committed fraudulently or fraud or any other action 

opposed to the law. The ratings may change as a result of changes in the obtained 

information, or other reasons. The rating is not to be viewed as expressing an opinion 

regarding the price of the securities on the primary or secondary market. The rating 

should not be considered as expressing an opinion regarding the profitability of the 

purchase, sale or holding of any securities whatsoever. 
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© All rights reserved to Maalot. This report may not be copied, photocopied, 

distributed or used in any commercial context without the express authorization of 

Maalot, other than providing a copy of the entire report, while stating the source, to 

potential investors in the bonds that are the subject of this rating, for the purpose of 

making a decision regarding the purchase of the said bond.  

 

Bonds in Circulation 
The following bonds are in circulation as at Sept-30-07 (in NIS thousands): 

Ser ies Rating Issue Date Balance  L inkage Base Stated Interest Final 
repayment date 

AA/Stable Mar-03 277,393 Index 6.88% 3/2008 
AA/Stable Mar-04 23,139 USD Libor + 1.9% 3/2013 
AA/Stable Mar-04 270,288 Index 5.5% 3/2013 
AA/Stable Mar-04 126,522 Index 5.7% 3/2019 
AA/Stable May-04 64,805 Index 5.5% 3/2013 
AA/Stable Nov-04 103,939 Index 5.35% 12/2013 
AA/Stable Nov-04 32,278 Index 5.45% 12/2019 

Total bonds in circulation = NIS 898 million.  

 

Planned Offering of Bonds 
Oil Refineries Ltd. intend to issue up to NIS 2 billion in bonds by way of a public offering. The 

proceeds of the offering are intended to finance the Company operations and for new investments 

in the Company's current operations.    

 

Principal Considerations in the Rating 

ORL deals in the refining of crude oil, the manufacture of various fuel products and input products 

for the petrochemical industry and in the supply of crude oil refining services through the Haifa Oil 

Refineries. Additionally, the Company holds subsidiaries that are active in the petrochemical 

sector, inter alia. The principal holdings include holding full ownership over Gadiv Petrochemical 

Industries, that produces aromatic products and solvents that serve in the chemical and plastics 

industries; Direct and indirect holdings of 56.1% in Carmel Olefins Ltd. - producer of polyethylene 

and polypropylene.  
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The Company operated two refineries until September 2006, one in Haifa and one in Ashdod. As 

part of the reforms in the fuel sector, the Ashdod refinery was split off from the Company and 

transferred to the ownership of Ashdod Oil Refinery Ltd.1 (hereinafter: "AOR"), that was acquired 

by Paz Oil Company Ltd.2 (hereinafter: "Paz"). ORL was privatized in February 2007 and its 

shares have since been trading on the Tel Aviv Stock Exchange. ORL is currently controlled by 

Israel Corporation3, that holds a controlling interest and 45% of the Company shares.  

 

 

Principal points contributing to the ORL rating:  

�  Leading business positioning – Maalot estimates that ORL's business positioning is one 

of the market leaders in general and in the energy sector in particular. The reform in the 

fuel sector led to AOR actually refining crude oil primarily for Paz and for the Palestinian 

Authority, while the other refined products in Israel are produced by ORL or imported into 

the country by fuel marketing and other companies. We note that the import alternative is 

relatively costly due to the elevated transport costs of importing petroleum distillates.  

�  Expectations of refining margins4 that are higher than the historical average in the 

short-medium term – Maalot estimates - based inter alia on the estimates of its S&P 

affiliate - that the short and medium-term refining margins will not remain at their current 

peak levels, but will rather stabilize around the average of the past five years. Subsequent 

to completing the construction of additional refineries in our region in 2009-2010, the 

refining margins are expected to decrease, although they will remain higher than their 

long-term historical average.  

�  Low level of competition - According to Maalot's past estimates, the reforms in the fuel 

sector did not lead to an aggressive price war between the two Israeli refineries. Distillate 

prices are expected to stabilize around the cost of distillates in the Mediterranean basin, 

plus the transportation costs. 

�  Removal of supervision over the ORL prices – Starting January 2007, there is no 

supervision over the prices of most of ORL's petroleum distillates. The price of a specific 

                                                
1 The AOR bonds in circulation possess a Stable/AA- rating from Maalot.  �
2 The bonds issued by Paz possess a Stable/AA- rating from Maalot.  �
3 The bonds issued by Israel Corporation possess a Stable/AA rating from Maalot.  �
4 We note that there exist several definitions for "refining margin" in the professional literature.  For the purposes of this 

rating, the definition of refining margin is consistent with its definition by ORL, in other words - the difference between 

the price of petroleum distillates and the price of crude oil. 
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distillate will only be supervised if ORL holds a market share in excess of 50% in that 

particular product and if AOR holds a market share lower than 15%. To date, supervision 

has been removed from most of the ORL petroleum distillates. 

�  Business flexibility vis-à-vis customers – Following the removal of supervision over the 

ORL prices, the Company can now determine differential pricing for its customers (the fuel 

marketing companies). Since January 2007, ORL is determining its product prices on the 

basis of international prices, along with certain adjustments. Maalot estimates that in the 

future, the Company will be able to conduct these adjustments at a greater frequency and 

to a greater extent. 

�  Entry into fuel marketing – The reforms in the fuel sector have enabled ORL to act in the 

fuel marketing sector - either through fuel stations and through direct marketing to large 

customers. Maalot estimates that at this stage, ORL will not compete in the fuel station 

sector, wherein the fuel marketing companies possess vast experience and know-how. In 

direct marketing, ORL is implementing initial steps, slowly and cautiously, and we expect 

to see solid growth in this activity in the coming years.  

�  Management and ownership – For several years, the Company has been managed by a 

professional management team, headed by the Company's CEO, Mr. Yashar Ben-

Mordechai. Maalot estimates that the acquisition of control over the Company by a group 

headed by Israel Corporation, consisting of Skylex, that is controlled by Petrochemical 

Industries, may contribute positively to the development of the Company's business. 

Maalot estimates that the stakeholders - and primarily Israel Corporation - possess an in-

depth familiarity with the energy sector in general and with ORL in particular. 

�  Integration with the petrochemical industry - ORL is located in proximity to the Israeli 

petrochemical industry and holds ownership over several petrochemical companies. 

Maalot estimates that the integration with the petrochemical sector serves to somewhat 

diversify the business risk. The petrochemical sector is nevertheless a sector that is 

characterized by fluctuations and that is affected by the refining sector, among other 

factors.  

�  Maintaining a reasonable degree of leverage in refining operations - Pursuant to the 

Company's last rating report (see Maalot report dated February 2006), Maalot expects the 
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Company to maintain a ratio of net financial debt5 to CAP6 that will not exceed 55% in the 

Company's solo financial statements. Nevertheless, an increase in excess of 55% that will 

arise as a result of an increase in working capital as a result of petroleum purchases will 

not be considered a breach of this ratio. The point of reference for examining the changes 

in working capital are the financial statements for the third quarter of 2005. The ratio of net 

debt to CAP, net of the changes in working capital, from the reference point, is equal to 

49% as of the end of the third quarter of 2007.  

�  High profitability - Due to the rise in the refining margin, the Company presented very 

high profitability in the past several years, superior to that of similar refineries in the 

Mediterranean basin. Maalot estimates that the Company's profitability in the coming years 

will continue to fluctuate and will be affected primarily by changes in the refining margin.  

 

The positive factors stated above are partially offset by the following factors:  

�  High level of fluctuation in the sector - The petroleum refining sector is highly volatile 

and is affected by a myriad of macro-economic variables that - for the most part - are not 

dependent upon the domestic market or the Company.  

�  Lawsuits - Several lawsuits have been filed against the Company and against additional 

companies located in the Bay of Haifa, primarily several significant lawsuits on account of 

damages allegedly said to originate from the Kishon Stream. 

�  High investment plans - The Company has relatively high investment plans for the 

coming years. A significant investment that is being considered these days consists of a 

$600 million investment in the construction of new hydrogen cracking facilities that are 

meant to improve the set of distillates that the Company can produce. Out of this sum, the 

Board of Directors has approved an investment of $116 million for the first stage and 

preparations for the second stage. The company is also considering investments in 

additional projects to the tune of $250 million, of which the board has already approved 

some $50 million for upgrading the Company's main crude oil refining facility.  

�  Environmental investments - In the next five years, ORL is expected to invest a sum of 

$270 million in improving environmental activity. Of this sum, the Board already approved 

                                                
5 Debt to the banking industry plus debt to the bond holders, debt on account of dividend declared 

and yet to be distributed and any outstanding debt carrying interest and net of the Company's liquid 

portfolio.  �
6 Net financial debt plus shareholders' equity.  �
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an investment of $61 million. We note that the Company has completed its preparations 

for the Euro 5 standard (a standard limiting the sulfur content in benzene and diesel) that 

will enter into effect in January 2009.  

�  Mutual dependence with the fuel marketing companies - Following the reforms in the 

fuel sector and the ORL privatization, some of the regulatory restrictions - as detailed 

above - were removed. The removal of these restrictions may serve to improve ORL's 

profitability at the expense of the fuel marketing companies, except for Paz that is 

operating independently in the refining sector. Since the fuel marketing companies are 

ORL customers, pressure may be created within the value chain. We note that Delek 

Israel7 has acted to limit ORL's powers when it acquired Pi Glilot and will therefore be able 

to lower its import costs and to improve its negotiating position opposite ORL. 

�  Relatively aggressive dividend policy - According to the promissory note between the 

new controlling shareholders, the Company and its subsidiaries are expected to adopt a 

dividend policy whereby at least 75% of the annual earnings will be distributed. Maalot 

anticipates that in the event that the Board decides to implement significant investment 

plans and in the event that the Company's profitability will not be sufficiently high, the 

Company will moderate its dividend distribution policy.   

 

Sector-Specific Risk 

Maalot estimates that the level of risk in the Israeli petroleum recycling sector has decreased due 

to the split and privatization of ORL. The cloud of uncertainty that characterized the sector for 

many years while waiting for the reforms - has lifted. Maalot's working assumption, whereby 

aggressive competition is not expected in the sector, remains unchanged. We note that ORL's 

power opposite the fuel marketing companies has actually increased due to the fact that AOR 

sells 82% of its output to Paz and to the Palestinian Authority. ORL's profitability is expected to 

increase at the expense of the fuel companies. Nevertheless, there exists a mutual dependence 

between ORL and the fuel marketing companies that control the marketing channel and it is 

therefore safe to assume that we will not witness overly aggressive price hikes on ORL's part, that 

will serve to raise the attractiveness of imports.  

 

The factors that positively affected the rating include: Maalot's estimate that despite the decrease 

in the refining margin, it is expected to remain higher than the historical average; Very high 

                                                
7 The bonds issued by Delek - The Israel Fuel Company possess a Stable/A+ rating from Maalot.  �
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entrance barriers into the sector, due to the need for a high initial investment and receiving 

necessary authorizations; the highly crucial need for petroleum distillates; Low number of players 

in sector; Geographic isolation from foreign refineries, rendering it difficult for them to compete 

against local refineries due to transport costs; Lowering of regulatory intervention in sector 

subsequent to the privatization of ORL, as expressed in the discontinuation of supervision over 

the prices of most petroleum distillates ex-works at ORL, coupled with the fact that refineries can 

now deal in additional sectors such as fuel marketing and the generation of electricity.   

These positive factors are somewhat offset with the following factors: Fluctuations and cyclicality 

in the sector; The exposure to changes in the refining margin, that led ORL to losses during low 

times; Exposure to lawsuits due to environmental damage (a crucial issue also involving equity 

investments in the next few years); High dependence on the infrastructure companies EAPC (Eilat 

Ashkelon Pipeline Co.) and Tashan (Government Company for Oil and Energy Infrastructure) that 

hold the three petroleum ports in Israel and the infrastructure for transporting the crude oil to the 

refineries; The penetration of natural gas that is expected to continue and to replace some of the 

uses of fuel oil and diesel for heating. The refineries will consequently have to make significant 

investments in improving their refining capabilities and/or to increase the exports of the lower-

quality distillates and/or to use lighter and less expensive crude oil, from which a lower quantity of 

heavy fuels - such as fuel oil - can be produced. Nevertheless, the anticipated transition in 2009 to 

the use of natural gas in the refining process is expected to improve the refining margin to a 

certain extent.  

 

The Refining Margin 

The refining margin is highly volatile and constitutes the central parameter in determining the 

profitability and cash flows of companies in the sector. Based on S&P estimates, Maalot believes 

that the refining margins will not remain at their current peak levels in the short to medium range, 

but will rather stabilize around the average in the last five years. Subsequent to completing the 

construction of additional refineries in our region in 2009-2010, the refining margins are expected 

to decrease, although they will remain higher than their long-term historical average. 

Following below is the ORL refining margin in the last several quarters (in dollars per 

barrel): 
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The average refining margin in the first three quarter of 2007 was equal to $8.4 per barrel. Maalot 

estimates that the refining margins in the Mediterranean basin have peaked in 2007 and are 

expected to decrease in the short term. Maalot estimates that the ORL refining margin will 

continue to be in line with the refining margins in the Mediterranean basin.  

 

Ownership, Management and Strategy 

As part of a private tender offer of ORL shares, conducted by the State of Israel on Feb-12-2007, 

Israel Corporation and the Skylex Group (consisting of several investors and controlled 

Petrochemical Industries) acquired approximately 46% of the company shares (80% of these 

shares were acquired by Israel Corporation and 20% by Skylex Group. Since that time Israel 

Corporation and Skylex Group have acquired an additional 15% of the ORL shares, while 

preserving the same proportion between them. We note that Carmel Olefins is equally held 

(50:50) by Petrochemical Industries and ORL. ORL, in turn, holds 12.3% of Petrochemical 

Industries.  

 

Control and means of control over ORL are subject to the approval of the Prime Minister and 

Minister of Finance, according to the Government Company Order and the agreement of the Anti-

Trust Commissioner. Since Skylex Group has yet to obtain the necessary approval for holding a 

controlling interest, Israel Corporation and Skylex have decided that control over ORL will be in 

the hands of Israel Corporation only since May 2007 and until such time as the necessary 

authorizations are obtained by Skylex Group.  
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Maalot estimates that the current management, headed by Mr. Yashar Ben Mordechai, is a high-

quality management team, that has successfully navigated through the AOR split and the 

Company's privatization. The professional know-how accumulated at ORL is vast and constitutes 

one of the factors that enable the Company to present refining margins that are consistently 

higher than the peer group.  

 

The Company's strategy consists of staying focused on the current areas of operation, while 

analyzing new investment opportunities in these areas of operation, in projects that are expected 

to improve the Company's performance. The Company's management notes the considerable 

mutual dependence between the Company and its customers - the fuel marketing companies - 

and the strategic importance that it attaches to preserving correct working relations.   

 

Financial risk (based on consolidated pro forma financial statements pertaining to the 

AOR8 split, as presented in the Company's financial statements) 

Revenues and Profitability  

Maalot estimates that ORL enjoys strong profitability that is significantly higher than the average 

of the companies rated by Maalot. In the past three years, ORL enjoyed a very high level of 

profitability, originating from the sharp rise in the refining margin. In the first nine months of 2007, 

the Company's total revenues in the consolidated financial statements amounted to NIS 16.2 

billion, as compared with NIS 16.7 billion in the corresponding period last year. The price of a 

barrel of petroleum was in a relative slump in early 2007, at $50 per barrel. Consequently, the 

price of petroleum distillates that are partially in line with crude oil prices, were relatively low and 

negatively affected the total revenues.  

The Company's gross profit amounted to NIS 1,249 million in the first nine months of 2007, as 

compared with NIS 957 million in the corresponding period in 2006. The growth in the gross profit 

originates - inter alia - from higher margins and an increase in the quantity of products sold. These 

factors were partially offset by the revaluation of the shekel. The Company is hedging against 

exchange rate fluctuations for most of its sales in the local market, yet does not hedge at all for 

export transactions (exports account for 37% of Company revenues) where both the sale and the 

purchase are conducted in US dollars. Starting January 2008, the Company will begin reporting 

                                                
8 The pro forma data are presented assuming that the date when the sale of AOR is finalized will be 

Jan-1-2004.  �
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according to IFRS and its reporting currency will be the US dollar. The degree of fluctuation of the 

gross profit is therefore expected to decrease.  

Sales and general and administrative expenses in the first nine months of 2007 amounted to NIS 

312 million, as compared with NIS 237 million in the corresponding period last year. The increase 

in expenses is primarily attributed to a provision on account of demands for the payment of 

various levies and municipal taxes on account of land. EBITDA in the first nine months of 2007 

amounted to NIS 1,194 million, as compared with NIS 973 million in the corresponding period last 

year. A privatization grant of NIS 119 million was obtained from the government in 2007. This was 

paid to the employees and recorded as a non-recurring expenditure in the statements of income, 

while increasing the Company's capital base (by NIS 106 million, net, after taxes). Net of this 

privatization grant, the Company's net income amounted to NIS 662 million in the first nine 

months of 2007, as compared with NIS 469 million in the corresponding period in 2006.   

 

Financial Robustness 

Maalot estimates that ORL is financially stable in relation to other refineries around the world. The 

Company's total financial debt as at the end of the third quarter of 2007 amounted to NIS 4.3 

billion and serves to finance - inter alia - inventories amounting to NIS 3.2 billion. The Company's 

shareholders' equity amounts to NIS 3.1 billion and is not expected to grow with the adoption of 

International Financial Reporting Standards (IFRS), since the Company is not expected to valuate 

the fixed assets it owns. The Company's ratio of net debt to CAP amounts to 58% at the end of 

the third quarter of 2007. Following the anticipated investments, the ratio of net debt to CAP is 

expected to grow and reach 65% and then to decrease back to the current levels. Maalot has 

analyzed the Company's financial soundness on a solo level as well (consisting exclusively of the 

refining operations), whereby the ratio of net debt to CAP, net of changes in working capital as a 

result of petroleum purchases since the end of the third quarter of 2005, amounts to 49% as at the 

end of the third quarter of 2007. Maalot expects this ratio not to exceed 55%.  

 

According to the promissory note between the new controlling shareholders, the Company and its 

subsidiaries are expected to adopt a dividend policy whereby at least 75% of the annual earnings 

will be distributed. Maalot anticipates that in the event that the Board decides to implement 

significant investment plans and in the event that the Company's profitability will not be sufficiently 

high, the Company will moderate its dividend distribution policy.   
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Liquidity and Access to Sources of Finance 

Maalot estimates that the Company's liquidity and access to both local and foreign sources of 

finance are both very high, on account of the great liquidity of the inventories, coupled with the 

fact that the Company's fixed assets are not under lien. Moreover, the fact that ORL is a member 

of Israel Corporation contributes to its access to sources of finance. We note that in order to 

secure credit on account of the bonds in circulation, the Company has undertaken to refrain from 

placing liens on its assets.  

 

Cash Flows and Coverage Ratios 

Maalot estimates that the Company's debt coverage capabilities using the cash flows it generates 

are better than the sector average. The ratio of debt coverage by EBITDA, in the Company's 

consolidated financial statements, is equal to 2.7 as at the end of the first nine months of 2007, as 

compared with 3.3 in 2006. The reason for the improvement in the debt coverage ratio by EBITDA 

is the rise in the refining margin that has positively affected the EBITDA. Maalot estimates that the 

Company's cash flows in 2007 and in 2006 were higher than anticipated in the next several years 

and are expected to decrease in the short term. We note that the debt coverage ratios by cash 

flows at companies in the refining sector are highly volatile and significantly affected by changes 

in the refining margin. The analysis of the Company's future coverage ratios will continue to be 

done in relation to additional refineries in the same period of time. 

 

Rating Outlook: Outlook: Stable 

The stable rating outlook is based on the Company's leading business status and on Maalot's 

estimate that despite the anticipated decrease in refining margins, the Company will maintain a 

high degree of financial leverage, in line with the current rating.  
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Following below are the Company's financial data in NIS millions (according to the 

proforma consolidated financial statements): 

Section 1-9/07 2006 

Revenues 16,248 21,735 

Gross Profit 1,249 1,150 
Operating Income 936 834 

Financial expenses 80 107 
Company’s Share in Earnings of Associated Companies 22 33 

Net Income 556 538 
Balance sheet total 10,247 9,848 

Shareholders' Equity 3,105 2,715 

Inventories 3,238 2,791 
Net financial debt 4,257 3,868 

CAP 7,362 6,583 
Net debt to CAP 57.8% 58.8% 

EBITDA 1,194 1,179 

Net debt to EBITDA 2.7 3.3 

 

 


