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In Brief

. Income tax — usage value and non-deductible expenses in
respect of mobiletelephone
(Item 1in the Newdletter)

In February 2002, the Minister of Finance was given the authority to
determine the amount to be added to the income of a salaried employee
in respect of the use of a mobile phone that was put at the disposal of the
employee, and the amount of the expense disallowed for tax purposesin
respect of the use of a mobile telephone that is not at the disposal of the
employee. The Minister of Finance used his authority and provided in
regulations the amounts of the said usage value and non-deductible
expenses. The regulations are in effect from May 1, 2002.

. The Emergency Economic Plan Law — Amendment of the
National Insurance Law
(Item 3in the Newdletter)

The Knesset recently passed the Emergency Economic Plan Law. In this
framework various laws were amended and various provisions were
made so that it would be possible to meet the targets of the budget and to
reduce the deficit of the government and the national debt for the fiscal
years 2002-2003.

In the framework of this law the ceilings for the payment of national
insurance were cancelled, in effect until the end of 2003.



° Value Added Tax — Amendment 22 tothe VAT Law
(Item 4 in the Newsdletter)

In June 2002 the Knesset approved Amendment 22 to the VAT
Law. The amendments of the VAT Law, which are the most
extensive since its legidation, deal with a variety of issues which
include, inter alia, the canceling of the minor status, service
provided to a foreign resident including the definition of a foreign
resident, deduction of VAT upon the sde of real estate and
extension of the exemption on the rental of aresidential apartment.

. Income tax operative instruction — implementation of the
provisions of the Adjustments Law in periods of negative
inflation

(Item 5in the Newdletter)

The operative ingtruction discusses the position of the Tax Authorities
with respect to implementation of the Adjustments Law when the
“increase in the Consumer Price Index” (hereinafter — the increase in the
CPI) calculated for a certain period is negative. The position of the Tax
Authorities is that when referring to the “increase in the CPI” the
legislator meant only an increase and not a decrease, and therefore when
the increase in the CPI is negative it will be considered as having
increased by zero percent for purposes of the Adjustments Law, and in
the case in which the adjustment of an amount according to the rate of
increase in CPl reduces the original price, the original amount will
remain unchanged.



. Income tax circular - 3348/57 Assessing Officer for Large
Enterprises vs. Dikla Mutual Fund Management Company
Ltd. — Section 18(A) of the Ordinance
(Item 6in the Newdletter)

The circular was published following a ruling of the Supreme
Court on the matter of Dikla Mutual Fund Management Company.
The Court ruled that the “jubilee bonus’ provisions made by Dikla
would be allowed as an expense only in the tax year in which they
were paid to the employee or to the provident fund. Therefore the
assessing officers were instructed to make sure that irregular and
unusual payments made by the employer to the employee (even if
not a “jubilee bonus’) are allowed as an expense only when they
are paid to the employee or to the provident fund and that they are
not allowed at the time of the recording of the expense.

. Income tax circular — the term “permanent home” in tax
treaties
(Item 7 in the Newdletter)

One of the first issues that arise with respect to the application of
tax treaties is the decision regarding the place of residence of a
person. Usually, the tax treaties of a certain country will apply only
to the residents of that same country. Therefore the place of
residence of the taxpayer constitutes a threshold condition for
applying the treaty, and it is determined according to the internal
law of each country, party to the treaty. The decision regarding the
place of residence of a person is aso a materia criterion for
splitting the taxation rights between the countries, party to the
treaty.



In the event that a taxpayer is a resident of both countries, party to
the treaty, most tax treaties provide a “tie break” mechanism for
settling the place of residence. The circular discusses the
“permanent home” criterion and other criteria provided in tax
treaties for the purpose of determining the place of residence of the
individual.

. Income tax circular — the double tax treaty between |srael
and Switzerland
(I'tem 8in the Newdletter)

In January 2002 a new double tax treaty was signed between Isragl and
Switzerland. Due to the process of ratifying the treaty in Switzerland
being very long, the two countries agreed that after its ratification it
would become effective retroactively from January 1, 2002. The circular
discusses the tax rates that will apply to the source country of the treaty,
with respect to the digtribution of dividends, interest payments and
capital gain payments, as well as the instructions of the Income Tax
Commissioner regarding application of the treaty until itsratification.

. Income tax circular —the non-refunding of excesstax after 6
year s— Section 160 of the Ordinance
(Item 9in the Newsdletter)

The circular discusses the time limit for filing a tax refund request by the
blind and by people with a 100% disability. A recent Court ruling
accepted the position of the assessing officer according to which there is
a 6 year limit for filing the said tax refund request. The Court ruled that
taxpayers are entitled to tax refunds in respect of ho more than 6 years
back and not for an unlimited period of time. The circular emphasizes the
position of the assessing officer according to which the ruling applies to
all tax refund requests and not only to a tax refund request of a disabled
person.



° VAT interpretive instruction — operating lease of private
motor vehicle — splitting of invoices into lease and
maintenance components
(Item 10 in the Newdetter)

In accordance with the VAT Regulations, VAT cannot be deducted in
respect of inputs used in the purchase of private motor vehicles. Since the
term sale in the VAT Law includes also lease, the inputs VAT included
in the invoices issued by lease companies cannot be deducted. Since the
payment in a lease transaction includes also payment for additional
components such as maintenance services, driver services, etc., in respect
of which some of the inputs usualy can be deducted, an interpretive
instruction was published for the purpose of settling the matter of
allowing inputs in respect of the maintenance component in motor
vehicle operating lease transactions.

. Income tax — technique for offsetting losses carried forward
from prior yearsin a“mixed enterprise’
(Item 11 in the Newsletter)

The appellant has taxable income from a “ mixed enterprise” as defined in
the Law for the Encouragement of Capital Investments. The
disagreement is over the question of whether carryforward losses should
be offset from taxable income before the taxable income is alocated
between the various kinds of income (part of which are entitled to tax
benefits) as argued by the respondent, or after the alocating of the
income as was done by the appellant in itstax returns.

The Court accepted the position of the appellant, while avoiding any
interpretation that would cause the benefits under the above mentioned
law to be reduced.



° VAT —transactionstax on development work
(Item 12 in the Newsletter)

The appellants are construction companies that engage in the
construction of apartments for sale on rea estate owned by them. In the
agreement signed with the municipality it was agreed that the
development and infrastructure work would be executed by the
appellants in exchange for the municipality waiving charges and levies.
The respondent argued that the nature of the relationship between the
appellants and the municipality indicates that the appellants acted as a
subcontractor for work of the municipality and therefore transactions
VAT should be imposed on the development work executed by the
appellants.

The Court determined that the starting point for establishing the
relationship between the appellants and the municipality is the manner by
which the parties themselves perceived this relationship. An analysis of
the agreement shows that the appellants acted as a subcontractor for work
of the municipality and therefore this is an exchange transaction that is
subject to transactions tax with respect to the charges and levies that were
saved for the appellant.

. Income tax - assignment of lease income from a controlling
party to a company under his control
(Item 13 in the Newdetter)

The appellant is the owner of a company together with his brother in law.
The appellant also owns an asset that is composed of two stores
(hereinafter — the asset) together with another partner. In 1994-1997 the
asset was leased and the lease income was recorded on the books of the
company which accordingly paid the tax. The appellant argued that the
company had the right to record the income because it was the actua
lessor of the asset and it received the lease payments directly from the



lessees, al in accordance with a valid assignment agreement between the
appellant and the company.

The Court examined the distinction made in court rulings between the
assignment of income that constitutes an aienation of income following
which also the tax liability is alienated to the transferee, and the
assignment of income that constitutes only use of the income and which
leaves the source of the income and the tax debts in the hands of the
transferor. The Court ruled that in order for there to be an alienation of
income together with the tax debt, to the transferee, the tree, which in this
case is the asset, must also be transferred to the ownership of the
transferee, and the fruit, meaning the lease payments, be transferred
along withiit.

The Digtrict Court ruled that in the circumstances of the matter the
position of the assessing officer should be accepted since the appellant
did not present any evidence that the company is the one that leased the
asset to the lessees and he did not even present any assignment
agreement between him and the company. Furthermore, even in the lease
agreements no evidence was found that could prove the argument that the
lease payments were intended for the company, except for the stamp of
the company that was added to some of them.

. Income tax — deduction of real interest expenses according to
Section 17 of the Ordinance
(Item 14 in the Newdetter)

The ruling discussed an individual who transferred the assets (except for
ared estate asset) and liabilities of his business to a company under his
control. The value of the transferred liabilities was higher than the value
of the transferred assets. This negative difference was recorded on the
books of the company as a debt of the shareholder.



Since its incorporation, the company has needed extend capital on which
it has paid real (net of inflation) interest expenses which it requests to
deduct as an expense. The assessing officer refused to alow the interest
expenses on the debt of the shareholder, as they do not generate income
but finance the debt of the shareholder to the company. The Supreme
Court accepted the position of the ng officer.

The Supreme Court ruled that the company, by receiving fewer assets
than liabilities, allowed the granting of a loan to its shareholder. At the
time of granting the loan the company anticipated that because of the said
loan it would require extend capital in order to continue its business
activities. Therefore the interest expenses it had in respect of the extend
capital it borrowed, up to the amount of the loan to its shareholder, are
not alowed for tax purposes since they were not used to generate
income.

° Incometax - offsetting of past lossesin a family company
(Item 15in the Newdetter)

The Supreme Court recently gave the force of a court ruling to a
compromise that was reached between the Assessing Officer for Large
Enterprises and the respondent Bi-Good Michal Ltd. that is classified asa
“family company”. In the compromise it was agreed that the losses of the
company from before it became a “family company” would remain on
the level of the company and be offset only from its taxable income.

With respect to the losses of the company that were generated in the
period of it being a family company and which were transferred to the
representative taxpayer but not offset from hisincome, it was agreed that
these would be adjusted in the financia statements of the company
according to the provisions of the Adjustments Law.



° Value Added Tax — the imposing of transactions VAT on
income from “notional interest”
(Item 16 in the Newdetter)

The company Migdal Hazahav manages a business of sheltered housing
for senior residents. In consideration for permission to use a residential
unit for a certain period of time the tenant agrees to pay current
management fees and to deposit an amount that is only linked to the
dollar and that will be returned to him upon the expiring of the
permission period. The VAT Authorities requested that the company pay
VAT on the “notional interest” it was saved from because of it receiving
dollar deposits that do not bear interest.

The Supreme Court accepted the position of the VAT Authorities and
ruled that the “notiona interest” is part of the “transaction price” the
tenants paid for the housing services, since the notiona interest of
Migdal Hazahav on the deposits should be considered a money
equivalent benefit that it received in consideration for the housing
services, in accordance with the agreement between it and the tenants.



October 13, 2002

To our readers;

We take pleasure in presenting you with our newd etter number
203/2002

Thisisamonthly publication in Hebrew, which presents
summarized information on the latest developmentsin fiscal
legiglation, court decisions, taxes and accounting.

For our non-Hebrew speaking readers we have included a brief
summary of certain of the articlesin English.

We are always ready to respond to your questions on these and
other matters.

Yourstruly,
Somekh Chaikin

This Newdetter isfor information purposes only and its contents
are not to be construed as the giving of advice or the rendering of
an opinion.
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