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Israel: New Opportunitiesunder the Reform of the Encouragement of

Capital Investment Law

Shlomi Zehavi, Vered Kirshner and Zeev Katz of PricewaterhouseCoopersdiscussnew opportunities
under the reform of the Encouragement of Capital Investments Law. Thisis an extremely important
amendmentto a Law that providesvery significant tax benefits forinvestments in production faciliesin

Israel and iswell-know by foreign companies that have invested orare contemplating invesmentin Isael.

New Opportunities under the Reform of the Encouragement of Capital Investment Law

The Israeli Parliament approved on March 29, 2005 [1] a major reform amendment to the Encouragement
of Capital Investment Law, 5719-1959 (hereinafter, "the Law") which isintended toprovide expandedtax
benefitsto local and foreign investors and to simplify the bureaucratic process relating to approval of

investmentsqualifying under the Law.

We would caution that this summary reportis preliminary in nature and does not address all of the
legidative changes. Furtherdetailed rules apply and certain areasstill await further legislation and

clarificationsas to the Israeli Income Tax Authorities’ (“ITA”) interpretive positions. [2]

APPROVED ENTERPRISE REGIME - OVERVIEW OF REGIME PRIOR TO REFORM

ThisLaw generally providesthat capital investmentsin new or expanded production facilifiesmay, uoon
application to the Igael Investment Center, be dedgnated as an Approved Enterprise (“AE”). Each
certificate of approval for an AE relatesto a specific investment program delineated both byitsfinancial
scope, including itscapital sources, and by its phydcal characteristics, i.e., the equipmentto be

purchased and utilized pursuant to the program.

Under the Law priorto itsamendment, a project would only qualify asan AE upon the submissionofa
detailed application to the Investment Center administration at the Ministry of Industry, Trade, and
Employment (“IC") and upon receipt of the IC's issuance of the approval letter confirming AE status,
subsquent certification by the IC of the AE'simplementation report and meeting certain conditions®tin
the Law and by the IC.

Cash Grants

Approved enterprises located in development areas [3] A and B are eligible for cash invegmentgants
which vary according to the geographic location of the enterprise. Grant amountsand conditionsare
subject to governmental change from time to time.



Tax Incentives

An AE isal entitled to cettain taxation benefits. The tax benefitsderived from any such certificate of
approval relate only to taxable profits attributable to the specific program, based upon critefia ®tinthe
certificate of approval.

Income derived from an AE is subject to a tax rate of 25%, rather than the usual rate in 2005 of 34%[4]

for a period of seven years, commencing with the year in which the AE fird generates taxable income.

A company that qualifies asa foreign invegors company (‘FIC”) isentitled to enhanced tax benefitson AE
income depending upon the percentage of foreign ownersip (forexample, a potential reduction inthe
company taxrate to 10% where the foreign ownership is 90% or more [5]). The period of such berefitis
ten years [6], commencing with the year in which the AE first generates taxable income. Ingeneral, aFIC
isa company having more than 25% of itsshare capital (in terms of rightsto shares, profits, votingand
the appointment of directors), and its combined share capital and investorloan capital owned by foeign

residents. A company which is controlled by an Israeli resident shall not be considered asforeign resdent.

Generally, this seven or ten year period of benefitscannot extend beyond twelve years from the yearthe
enterprise commenced its operations or beyond fourteen years from the year in which the approval of its

status as an AE wasgranted, whichever is earlier.

Alternativ e Benefits Track
Under an alternative benefit track of the Law, companieswith new or expanding AEs mayelectto forego

all government cash grantsand receive instead a total exemption (i.e. tax holiday) from campany tax on
undistributed profitsof the AE entemprise for 10 yearsin Area A, for6 yearsin Area B and for 2 yeasin
Area C (“Alternative Track”). During the remainder of the benefitsperiod, (until the expiration of seven or
ten years asthe case may be), the corporate tax rate applicable to that AE will apply (25% orata lower
rate if the companyisa FIC).

The tax holiday provides an Israeli tax exemption 0 long asthe AE profits generated in the exemption
period are retained within the company. Upon distribution of such exemptincome, the distributing
company will be subject to corporate tax atthe rate ordinarily applicable to the AE’sincome 25% orata

lower rate if the company isa FIC).

Dividends

Dividends of an Israeli company derived from the income of an AE if distributed eitherduring the benefits
period or during the twelve following years(or without limitation as to their distribuion datewhere paid by
a FIC out of its AE profits) shall be subject to a 15% dividend withholding tax (subject to a possible

reduction under a tax treaty [7]).



If the dividend is attributable partly to income derived from an AE, and partly to othersurcesofincome,
the withholding rate will be a blended rate reflecting the relative portionsof the two typesdfincome.The
withheld tax is generally considered the final tax in Israel on dividends paid to non-residentswho donot
conduct a businessin Israel.

Il. HIGHLIGHTS OF REFORM — AMENDMENTS TO THE ALTERNATIVE BENEFIT TRACK

We =t forth below a summary of the principal tax and bureaucratic streamlining reforms providedforin

the Amendmentsto the Law (“Amended Law”) forindustrial activities. [8]

The following points should be specifically noted:

Many material changesin the Amended Law concern only the Alternative Benefit Track Thereare
certain changesin the Amended Law that also apply to the investment grant path available foran AE

(see Section IlI).

The Amendmentsto the Law do not retroactively apply for investment programs having an AE

approval certificate from the ICissued up to December31, 2004 (even when invesmentsunderthese
programs are conducted after January 1, 2005). Consequently, the Amendmentsshould notimpactan
existing AE which received an AE approval cettificate. The new tax regime shall applyforanewAE

and for an AE expansion for which the first year of benefits may be asearly as2004.

The Alternative Benefit Track discussed above which was in effect prior to the anendmentscontinues
to be available (“Regular Alternative Track’) with the Alternative Benefit Trackbeing expanded toalso
now included a new “Ireland Track’ and “Strategic Investment Track’, as will be discussed below.

Additional amendmentshave been made to other provisions, as highlighted below.

A company that hasreceived investment grantswill apparently not be eligible to enjoybenefitsunder

the Altemative Benefit Track before a certain prescribed period has elapsed.

“Ireland Track” - Special Reduced Company and Dividend Tax for Area A

A new opportunity has nowbeen added to the Law for companieshaving an AE in Area A that sekto
distribute dividendswhile maintaining a low company and dividend tax burden (‘reland TacK). Thisnew
trackisin contrast to the Standard Alternative Benefit Track which provides a tax holiday providedthat
profits remain undigributed.

Upon election, the Ireland Track provides for a 10-year term with a company tax rate of 115% and atax
rate of 4% upon the dividend distribution to foreign investors with no further company tax implicaions
arising to the AE didributing the dividends. Consequently, in the case of foreign shareholders, the



aggregate company tax and withholding tax burden shall be 15% [9]. It should be noted that forlsaeli
shareholders the regular 15% rate still applies for dividend distributions. Consequently, thele would be an
aggregate company tax and dividend liability of 24.78%. [10]

It should be noted that an election of the Ireland Track or of the Standard Alternative Benrefit Trackmay
not be altered during the entire period of the benefits. It isstill uncertain whethersuch an election
separately appliesto each gecific AE or AE expansion oralternatively to the entire company’s
investmentsin Area A.

“Strategic Investment Track” for Area A

A special alternative tax benefit track for strategic investmentsin Igael hasbeen added to the Law
(“Strategic Investment TracK). The Strategic Investment Track allows for an exem ption during the benefit
period from company tax and dividend withholding tax fora company having (dependingon itslocation
within Area A of the country):

qualifying levelsof AE investments of at least NIS600 million or NIS900 million (US$136 or US$05
million) [11]; and

annual revenue levels measured for the company’s consolidated group for the tax year prior tothe
year the new investment begins(or the annual average for the three years prior to the year of

investment) which are at least NIS13 billion or NIS20 hillion (US$2.95 or US$4.5 billion).

Thismeansthat duiing the benefitsperiod, a company eligible for benefits from income accrued under
this track will have no tax liability whatsoever for itsproductive activity and for the distribution of pofits
The Israeli Government in gecific cases may reduce these minimum requirements where it isdeemed

thatthe investmentswill produce material contributions to the Israeli economy.

Minimum Qualifying Investment Requirement and Time Restrictions

A new requirement for entitement of tax benefits under the Alternative Benefit Trackofthe AmendedLaw
isthat there must be a certain minimal investment amount (“Minimum Qualifying Investment”) tonards
purchasing productive assets (e.g. machinery and equipment — but not buildings) within 3 years. Inthe
case of a new factory, the minimum required invegment isNIS300,000 (US$136,000). Forexpansonofa
factory, the amount of required investment shall be NIS300,000 orthe amount based on the formula
shown below, whichever is higher:



Value of Productive Assets In the Factoryin the Tax Amount of Invegment Required

Year Prior to the Year the Minimum Qualifying expressed as percentage of the
Investment Commences (in NIS million) Value of the Productive Assets

Up to 140 12%

140500 7%

Above 500 5%

Detailed rules apply in determining how to value the assets for pumposes of these tests (incduding in

regardsto AEs operated by affiliated companies).

For investorswanting to expand their current AE, a new requirement has been added to the Law that
demands at least a two-three year waiting period before aninvestor can obtain AE statusfor its new
investments. Detailed rulesapply and further clarificationsare awaited from the ITA in regard to
implementation of this new restriction.

Automatic Approv al
A major feature of the Amended Law is the change regarding the adminidrative process in obtaining
approval forqualification under the Alternative Track.

With a view to simplifying the bureaucratic processrelating to approval of investmentsandreduce fiidion
between entrepreneurs and government offices, where an investment project meets all of the eligbility
criterion under one of the Alternative Tracks (Standard Alternative Track, Ireland Track or Strategic

Investment Track) asset outin the Law and in regulationsto be isaued, a project will automatically qualify
for the AE taxation benefitsunder the Law with no need for prior approval from the ITA (i.e., a "Geen

Lane" is created).

Another important procedural change to be noted isthat the Amended Law provides thatthe citeriathat
confer tax benefitsin the Alternative Trackof the Law shall now be handled by the ITAandnot by the IC.

It should be noted that a mechanism will be available which enablesa company to apply bra pretuing
from the ITA, where it desires to obtain certainty asto the investment taxation status of itsinvestment
under the Amended Law. The application to the ITA must be submitted no later than 6 monthsfollowing
the end of the invegment’simplementation year (first year of potential benefits for the AE).

I1l. CHANGES APPLYING FOR ALL BENEFITS (INVESTMENT GRANTS AND ALTERNATIVE
BENEFIT TRACK)

Income Qualifying for AE tax benefits
The Amended Law now more specifically sets out what is considered as industrial income qualifying for
AE tax benefits under all tracks:



Sales of products manufactured in the AE factory, including where components are produced in
anotherfactory;

Sales of semiconductorsthat are produced in an unrelated factory which usestechnology developed
by the AE;

license fees and royalties received for the use of the know-how or software developed inthe AE;and

accompanying related srvicesprovided to the company’s customersin connection with the above.

It would also seem that income derived from a foreign resident for R&D services would also qualify for
these purposes. [12]

There are many aspects to this subject (e.g., eligibility of a contract manufacturerforan AEto the berefits
under the Law) that should be carefully examined in light of additional anticipated legislation and
clarification of ITA interpretive positions, asto whether anticipated income generated shal qualify for AE

tax benefits.

Marketing and Economic Qualifying Factors
The establishment or expansion of an enterprise or part thereof shall be eligible for grantsortax benefits

under the Law only if the enterprise contributesto Israel’s economic independence and isglobally

competitive [13], and each year meets one of the following conditions:

(@) its main activity is bio-technology or nano-technology [14]; or

(b) itsrevenue during the tax year from salesin a specific country or separate customs duties territory

doesnot exceed 75% from its total revenue for that tax year; or,

(c) 25% or more of itsrevenue during the tax year is derived from salesin a specific country orina
separate cusoms duty territory which has a population of at least 12 million.

When dealing with an expansion of an already exiging AE, the ted of the conditions shallbe conducted

with respectto the expanded portion only. Detailed rules apply.

Qualifying for FIC status

As mentioned, a company that qualifies asa FIC isentitled to enhanced tax benefitson AEincome.Prior
to the Amended Law, the ITA had adopted the postion that foreign ownership was to be included inthe
above meaaurement percentages only where the ownership was acquired by issuance of capital. This

issue, however, is still a matter of controversy and there is no case law on the subject.

Under the Amended Law, effective retroactively from 2003, the percentage of theforeign invesmentshall
also include investment made indirectly where the foreign investor purchases shares from another



shareholder, provided that the paidin capital of the invested company exceeds NIS5 million. The
Amended Law also adds the requirement that there be foreign investmentin the ompany of atleas NS5
million (US$1,136,000).

There are many other detailed aspects to this subject.

Attributing taxable income betw een different programs of an AE

Similar to the prior dtuation, special rules govern the allocation of taxable income of ‘Mixed Enterpises.
Thes are essentially entities that derive only part of theirincome from an AE or entities which operate
under a number of approvals relating to separate investment projects. Prior to the Amendment, potertially
different allocationsmethods were applied depending upon the circumstances [15]. The AmendedLaw
generally sets forth gecific rulesrequiring that the allocation of taxable income between several
investment projectsis to have regard to the increas in turnover resulting from the operation of each
investment project (‘the turnover ratio method”) [16]. Detailed rulesapply.

Regulations to be issued

The Minister of Industry, Trade, and Employment, in consultation with the Minister of Finance, shal be
authorized to promulgate regulations for determining eligibility and detemination of benefitsunderthe
Altemative Track and shall be authorized, in consultation with the Minister of Finance, to amend said
regulations, all of which are in accordance with the provisions of this law.

Foototes:
1 Published on April 11, 2005.

2 It is customary that such positions are published in ITA guidelines.

3 The Law diff erentiates between three geographical regions (A, B and C). Area A enjoy s the most incentives,whie
Area C (generally the central area of the country) enjoy s the least amount of incentives.

4 Further to achange in the Israeli tax legislation, enacted on June 28, 2004, the company tax rate wes reducedfrom
36% to 35% (in 2004), to 34% (2005), and is scheduled to be further reduced to 32% (2006), and 30%
(commencing 2007).

5 A FIC enjoys reduced company tax rates applcable toits AE income as follows 25% company rate where faeign
ownership over 25% but less than 49%; 20% company rate where foreign ownership 49% or more but less than

74%; 15% company rate where foreign ownership 74% or more but less than 90%; and 10% company rate where
foreign ownership is 90% or more.

6 An Intensive Foreign Investment Company, as defined under the Law, which satisfies certain condtions is etiled
to an additional 5-y ear benefit period with the aggregate benefit period thereby being extended to 15 y ears.

7 1t should be noted that dividends from non-approv ed enterprise profits that are paid to non-residerts are subgct to
a 25% withholding tax rate that may be further reduced under the terms of a relevant tax treaty .

8 The special rules under the Law that relate specifically to the hotel industry (tourism projects) are not being
addressed in this report.

9 11.5% company tax plus 3.54% liabilty on after-tax dividends. [(100%-11.5%) x 4% =3.54%)].



10 11.5% company tax plus 13.275% liability on after-tax dividends [(100%-11.5%) x 15% =13.275%j.
11 An exchange rate of US$1/NIS4.4 is applied throughout the document.

12 It should be noted that the R&D services activities should be authorized as such by the Chief of the Depariment
of Industrial Research and Dev elopment.

13 It would seem that these conditions are primarily intended to set export goals for the AE.

14 An approval in this regard should be received from the Chief of the Department of Industrial Research and
Dev elopment prior to approv a of the AE.

15 In accordance to the previous legislation, the asset ratio allocation method has also been applied. The utiization
of this method under the Amended Law, in essence, has been abolished in respect to allocation d incometoAES
that are subject to the new provisions.

16 It should be noted that the allocation method applied under the turnover ration method has also been altered.

Consequerntly, the previous sy stem of income allocation shall apparently apply to the AEs aready approved by the
IC prior to December 31, 2004 and the new system of allocation shall apply to new AEs that are the subject matter
of the new legislation.
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