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April 10, 2003

To our readers:

We take pleasure in presenting you with our newsletter number
206/2003.

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

We wish our clients and readers a happy and kosher Passover.

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.



In Brief

° Income tax — Deduction of real interest expenses in
calculation of betterment tax on sale of real estate
(Item 1 in the Newsletter)

The appellant requested to deduct from the calculation of its
betterment tax, the real interest expenses it had incurred in respect
of external capital it had borrowed for the purpose of purchasing a
lot and the construction on it. The Supreme Court, in a precedential
ruling, reversed the decision of the District Court and ruled that the
real interest expenses should be allowed in the calculation of the
betterment tax, since this is how the desired result of imposing tax
on the real appreciation is obtained.

The Supreme Court refers to Amendment No. 50 of the Betterment
Tax Law dated November 7, 2001, which includes a new provision
according to which it is allowed to deduct real financing expenses
in the calculation of the appreciation (subject to the fulfillment of
specified conditions), and it decided that this amendment does not
change the correct legal situation that existed prior to the change
rather reflects the correct and proper legal situation.

In light of the ruling it is recommended to reexamine any such
assessments that were issued in the past.

) Income tax — Determination of market value in the sale
of shares outside the stock exchange
(Item 2 in the Newsletter)

The appellant, a manager and shareholder of a number of
companies, sold the shares of a public company to a private
company which he owns, in a transaction outside the share
exchange for a price 4 times higher than the price on the stock
exchange on that same day. The assessing officer determined that
the value of the share is according to its value on the stock
exchange.



The Court ruled that the value of the shares is to be determined
according to the market value of the shares and not according to the
price determined between the parties, but that since the shares were
purchased outside the stock exchange and the share price would
have been affected if they had been purchased on the stock
exchange (due to the large number of shares that were sold) the
market value is to be double the market value of the shares on that
same day, and the difference between the value determined
between the parties and the double market value as determined by
the Court will be classified as a benefit and be taxed as earned
income.

° Income tax — Recognition of a payment for the
prevention of competition as an expense relating to the
generation of income
(Item 3 in the Newsletter)

After the dissolution of a partnership between two partners the
appellant paid to his former partner a payment for the prevention of
competition. In the reports filed, the appellant requested to allow
the payment as an expense incurred in order to generate income, a
request that was rejected by the assessing officer who was of the
opinion that the expense is a capital expense which is not allowed.
The District Court that examined the case in light of the principles
that were determined in the past in the Off-Haifa ruling, determined
that the amount paid for the prevention of competition should not
be allowed since it was paid in consideration of the partner’s
commitment to avoid competition with the appellant in respect of a
specific list of customers over a period of 20 months, thus
indicating a capital nature of purchasing a continuous advantage in
the setup period.

In respect of this decision an appeal was submitted to the Supreme
Court, which reversed the decision of the District Court and after
examining the facts ruled that the purpose of the payment was to
prevent the second partner from sabotaging the efforts of the
appellant to keep the customers who worked with him when the
partnership existed, and which he retained after the partnership had
been dissolved. Therefore, in light of the fact that the payment was
for the purpose of preserving the present situation, the payment for
the prevention of competition should be allowed as an expense
incurred in order to generate income.

° Income tax - Contractor - deduction of provision for
customer and supplier claims
(Item 4 in the Newsletter)

The appellant, a contractor, effected three types of provision in its
books: provision for decline in value of buildings it had built,



provision for a claim in respect of building defects and a provision
for a supplier's claim. All these provisions were disallowed by the
Assessing Officer who contended that the conditions required in
order to allow these provisions had not been complied with The
Court dealt with each provision separately and ruled that in order to
allow the deduction of the provisions generally accepted
accounting principles have to be complied with, the debt has to be
capable of estimation and the probability of its coming to pass
reasonable.  After analyzing the facts the Court accepted the
assessing officer's position in respect of most of the provisions and
determined that the conditions required to permit the deduction had
not been complied with.

. National Insurance - Legislative update: Amendment
regarding an additional payment
(Item 5 in the Newsletter)

National Insurance Regulations (Payment and Exemption from
Payment of Insurance) promulgated by the Minister of Finance
determined that if the rate of the additional payment (as defined in
the Regulation) is 25% or more of the normal monthly salary of the
employee, the additional sum will be divided by twelve and added
to the salary of the month of payment and those months preceding
the payment. Should the additional sum be less than 25% of the
normal monthly salary it will be added to the salary of that month.



. Securities Regulations - Identity of signatories on
annual and interim financial statements
(Item 6 in the Newsletter)

Beginning from April 2003 the signatories on annual and interim
financial statements of corporations subject to the Securities Law
will be: Chairman of the Board of Directors, the General Manager
and the senior office holder with responsibility for finance (or a
director whom the Board has authorized in place of any of the
above, as required).

. Income Tax Circular - Expenses connected with
internet sites
(Item 7 in the Newsletter)

The circular deals with the tax treatment of various expenses
connected with the construction and maintenance of internet sites.
The key to determining the characteristics of the expense is
whether the expense is designed to improve the value of the asset
(capital cost) or whether the expense is intended to allow the site to
continue operating among its present surfers (current cost).

o Income Tax Circular - Control holder according to
Section 32(9)
(Item 8 in the Newsletter)

The Circular deals with a precedential court ruling given by the
Supreme Court in which it was determined that the term "control
holder" in Section 32(9) of the Income Tax Ordinance (dealing
with disallowable deductions), also includes a person whose spouse
holds rights, directly or indirectly, in a company, at the rate of 10%,
even if the person himself does not hold any rights.



° Implementation instruction - proportionate benefits to
an approved enterprise which did not comply with
export conditions
(Item 9 in the Newsletter)

In the light of the economic situation and the difficulties
experienced by companies owning an approved enterprise to meet
the export quotas set by the Investment Center in its approvals
(export quotas), instructions were determined which grant tax
benefits beginning from 2002 to companies in proportion to the
export quota according to a special formula, on condition that the
company reached at least half of the required quotas.

° Shares and options to employees - review of the tax
department
(Section F in the Newsletter)

Following the income tax reform, Section 102 of the Income Tax
Ordinance was amended. A company issuing shares and options to
its employees can choose between issuing with or without a trustee.
When issuing through a trustee the company can choose between a
capital or current income alternative. The alternatives differ in the
tax rate to which the employee will be liable and the allowability or
disallowability of the expenses to the issuing company.
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