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In Brief

e Income tax — Acquisition of a company solely for the purpose of
offsetting losses is an artificial transaction
(Item 1 in the Newsletter)

The matter relates to a company that was engaged in the breeding of fish
for aquariums and had incurred business losses. After it was purchased,
the name of the company was changed. Its new business, which was
profitable, was changed to construction and real estate. The company
requested that its accumulated losses be offset from its income from
construction and real estate. The assessing officer contended that the
acquisition of the company is an artificial transaction the sole purpose of
which was to reduce taxes by the means of offsetting the losses, and
therefore refused to allow the offsetting of the losses.

The Supreme Court examined the transaction according to the
commercial reason test and ruled that the transaction had no other
purpose than to reduce taxes, and therefore the assessing officer is
authorized to deny the tax benefit requested by the company.

o Income tax — A report submitted without the required
documents is considered as not having been submitted
(Item 2 in the Newsletter)

The Supreme Court ruled that it is possible to interpret the law so that the
required documents, in addition to the annual report according to the
Income Tax Ordinance and the Adjustments Law, are part of the annual
report. Only after the significant accompanying documents are submitted
will the report be considered as having been submitted and the limitation
period regarding the assessment proceeding will begin.



e Value Added Tax — Deduction of inputs VAT in respect of
foreign workers
(Item 3 in the Newsletter)

The Supreme Court ruled that manpower agencies that provide benefits
to workers, cannot deduct the inputs VAT. Deduction is permitted only if
it is proven that a tax invoice was issued in the name of the workers,
since the inputs were sold to the worker or granted to him as a service,
and he is the final consumer.

e Stamp tax — The VAT component of a transaction is not part of
the contract price; periodic payments stipulated in the
agreement should be capitalized
(Item 4 in the Newsletter)

The matter relates to companies that won a tender for the construction of
an energy center in Jerusalem and signed an agreement with the
Government to provide various services to the Government offices.

During the stamping of the agreement the companies contended that the
agreement is exempt from stamp tax. The Supreme Court rejected the
contentions of the companies. The main part of the hearing was about
two other principal arguments of the companies: first, the companies
contended that in order to calculate the stamp tax (calculated as a
percentage of the agreement amount) on periodic payments stipulated in
the agreement (return of investment and rent) the payments should be
capitalized; and second, the companies contended that in order to
calculate the stamp tax the VAT component should be deducted from the
amounts paid by the Government according to the agreement.



The Supreme Court accepted these two arguments and ruled, contrary to
previous rulings, that the periodic payments should indeed be capitalized
since the Stamp Tax Law imposes on agreements “the value of the object
as stipulated in the agreement” test, and therefore the value of the object
should be calculated according to its present value. Furthermore, the
Supreme Court concluded from implementation of “the value of the
object as stipulated in agreement” test, that the starting point in the
stamping of agreements is the “intrinsic value” as determined by the
parties to the agreement, and since it is not clear whether the “intrinsic
value” relates to the total consideration including VAT, the VAT
component should be deducted so as to avoid the payment of tax on tax.

e Income tax — The renewal of a capital asset as an ordinary loss
(Item 5 in the Newsletter)

The matter relates to a company engaged in the manufacturing and
leasing of bridal gowns, that has classified the gowns as base inventory
and requested allowing as an expense the costs of manufacturing the
gowns, and alternatively, if the gowns are classified as a fixed asset to be
allowed to deduct the costs as an expense of repairs. The assessing
officer contended that the gowns are a fixed asset in respect of which
expenses are to be deducted by means of depreciation, and was even
prepared to approve "double depreciation" on the gowns due to their
special qualities.



The Court ruled that the gowns are a fixed asset, mainly because the
mending of the gowns creates new gowns, which are a new and
completely different asset. The Court rejected the argument of the
appellant that the expenses should be allowed as a repair expense,
because this argument completely ignores the language of the section of
the law, which deals with assets of a certain kind and only with them.
The Court also rejected the position of the respondent that perpetuates an
economic distortion deriving from great differences between the tax
depreciation and the economic depreciation of assets. Accordingly, the
Court ruled that the matter in question is the same as selling an asset at a
loss and purchasing an alternative asset, in respect of which the loss or
purchase cost of the alternative asset is actually an ordinary loss.

The logic behind this is that the depreciation that was allowed in respect
of the old asset did not reflect the real depreciation and therefore it was
necessary to correct the distortion.

e Income tax — The land component for purposes of depreciation
will be determined on the basis of positive evidence
(Item 6 in the Newsletter)

The appellant, who did not keep books according to the double entry
method, submitted an appeal on best judgment assessments that were
prepared by the respondent. In the appeal the appellant contended that,
on the basis of Income Tax Regulations (Inflationary Adjustments)
(Depreciation Rates) — 1986, he should be allowed a deduction for
depreciation of 4% in respect of a building. The appellant also contended
that on the basis of positive data and evidence he had presented, the value
of the land component (for purposes of calculating depreciation) is lower
than that determined by the respondent, which according to the normal
procedures determined the land value at one third of the asset value.



The Court rejected the claim of the appellant, in ruling that the said
regulations apply only to taxpayers who keep books according to the
double entry method, and therefore do not apply to the appellant who
does not keep books in this manner. As to the claim regarding the value
of the land component, it was determined that, when there is undisputed
positive evidence regarding the value of the land component, the value of
the land component should not be determined according to the
procedures of the respondent, which calculate the value of the land as
one third of the value of the asset.

e Land taxation — An additional consideration that negates an
exemption according to Section 104A of the Income Tax
Ordinance
(Item 7 in the Newsletter)

The appellants had leased land for a period of 10 years and one month in
consideration of an issuance of redeemable shares. The appellants
reported the transaction to the Tax Authorities without reporting that the
shares were redeemable shares, and they requested an exemption from
land betterment tax and a reduced rate of purchase tax in accordance with
Section 104A of the Income Tax Ordinance. This request was rejected by
the Land Betterment Tax Director as were their objections on the matter.

The Appeal Committee rejected the opening argument of the appellants,
as if the Land Betterment Tax Director — the respondent, does not have
the authority to consider the exemption, and it decided that when the
asset is subject to land betterment tax according to the Land Betterment
Tax Law the respondent is the body authorized to handle the matter. The
Appeal Committee decided that redeemable shares include, besides the
rights of an ordinary share, also a future consideration that removes the
asset which is the object of the transaction from the definition of a “right
in a body of persons” and accordingly also from the exemption provision
specified in Section 104A of the Ordinance.



e Income tax — Classification of income from the sale of an asset
that was purchased in installments and the authority of the
assessing officer
(Item 8 in the Newsletter)

The company purchased a building (over a number of months) by
acquiring control over the shares of an investee company, which held the
rest of the building. After a short period the building was sold and in the
land betterment report, a large part of the building betterment was
attributed to the building owned by the investee company, the betterment
of which was subject to a reduced rate of tax. Furthermore, it was
revealed that, after the sale of the building, the investee company had
distributed dividends which had emptied it from any content, and which
when subsequently sold had created a capital loss. The appellant
requested to offset this loss from its capital gains.

The appeal before the Supreme Court concerned the question of whether
income from the sale of an asset that was purchased in installments and
was sold in installments is income from a random transaction of a
commercial nature according to Section 2(1) of the Income Tax
Ordinance, or is it a capital transaction. Also, whether the assessing
officer is authorized to change arrangements that were made between the
appellant and the Tax Authorities.

The Supreme Court accepted the position of the respondent and decided
that the nature of the evidence indicates that the transaction should be
classified as a random transaction of a commercial nature. As to
transferring the consideration of the transaction from the Land
Betterment Authorities to the Income Tax Authorities, the Court ruled
that a sale subject to an income tax assessment is exempt from land
betterment tax and that the payment of land betterment tax constitutes an
advance on account of income tax.



o Legislation update: Provisions regarding a seller no longer
subject to the provisions of the Adjustments Law
(Item 9 in the Newsletter)

Income Tax Regulations were published in which instructions were
provided for determining the original price and the date of purchase, as
well as instructions regarding the tax rates applicable to a gain or loss
from the sale of securities of a seller that is no longer subject to the
provisions of the Adjustments Law or the instructions for keepings books
in foreign currency.

o Legislation update: Restructuring of research and development
intensive companies, (amendment)
(Item 10 in the Newsletter)

An amendment was made to Income Tax Regulations (Restructuring of
Research and Development Intensive Companies). The amendment will
apply to mergers executed on January 1, 2002 and thereafter. Inter alia, it
was provided that an Israeli resident company will be considered a
“research and development intensive company” only if it invests in
research and development, the proceeds from the rights issuance of the
company, and of a company to which the rights of the company are
transferred in the two years following the restructuring; it was also
provided that when all the companies participating in a merger are
research and development intensive companies, the shareholders of the
companies participating in the merger will hold no less than 25% in each
of the rights of the absorbing company.



e The land taxation reform: Tax benefits to the owner of a rental
building according to Chapter Seven 1 of the Law for the
Encouragement of Capital Investments
(Item 11 in the Newsletter)

Chapter Seven 1 of the Law for the Encouragement of Capital
Investments — 1959, grants tax benefits to the owner of a rental building,
mainly accelerated depreciation for the apartments in the rental building
and reduced tax rates on the income from the rental and sale of the
apartments. A land taxation operative order describes the benefits, in
light of the indirect amendment of the Law for the Encouragement of
Capital Investments that was made in the framework of the land taxation
reform.



August 7, 2003

To our readers:

We take pleasure in presenting you with our newsletter number
208/2003.

This is a monthly publication in Hebrew, which presents
summarized information on the latest developments in fiscal
legislation, court decisions, domestic and international taxes.

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

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

Yours truly,
Somekh Chaikin

This newsletter is for 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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