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Israeli Supreme
Court rules stock
based compensation
to be included

in cost base for
transfer pricing

Executive summary

On 22 April 2018, the Israeli Supreme Court ruled on two appeals made by
Kontera Technologies Ltd. (Kontera) and Finisar Israel Ltd. (Finisar) and counter
appeals by their assessing officers, where both cases addressed the Israeli

tax treatment of stock based compensation (SBC) expenses in contract research
and development arrangements, which are typically remunerated on a cost plus
basis. The Israeli Supreme Court ruled in favor of the Israeli Tax Authorities (ITA),
including a secondary adjustment.

The Supreme Court ruling upholds two factually similar District Court decisions
of Kontera and Finisar from 2015 and 2016, and confirmed that expenses
incurred by an Israeli Research and Development (R&D) subsidiary of a United
States (US) parent relating to employee stock option plans should be included
in the cost base for calculating the cost plus remuneration, notwithstanding
the fact that such expenses were specifically disallowed as a tax deduction for
Israeli tax purposes.!

This Alert summarizes the key points of the Supreme Court decision.
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Detailed discussion

The judges accepted the ITA's position that SBC expenses
recorded in the financial statements are integral to the
business operation, and therefore considered as employment
compensation that should be included in the cost plus base
calculation.

In addition, while the Court concurred that the SBC expenses
should generally be deductible for tax purposes, such were
disallowed in the cases at hand since the companies elected
to apply the “capital gain track” available under Section 102
of the Israeli Tax Ordinance, by which the employees are
eligible to a reduced capital gains tax rate upon exercising
the SBC. In this context, it was noted that a deduction could
be allowable to the extent that under Section 102, the SBC is
treated as employment income taxed at marginal rates, and
not as a capital gain.

Moreover, according to the Supreme Court ruling, the
adjustment to the price of services provided by the Israeli
subsidiary (additional consideration) should have created
an intercompany balance, which should bear arm’'s-length
interest, taxable by the Israeli company.

Lastly, the Supreme Court accepted the ITA's appeal to
the District Court decision and determined that in the case
of deviation where the adjustment leads to tested party
results outside the range of comparable company results,
the markup should be adjusted to the median according to
Section 2(c) of the Israeli transfer pricing regulations.

The Supreme Court asserted that the burden of proof,

which presumably should have been with the ITA, should

be transferred to the taxpayer, as the transfer pricing
documentation did not match the facts and circumstances of
the case.

Implications

Multinational groups that operate R&D centers (or other
service centers) in Israel which are remunerated on a cost
plus basis should evaluate the Israeli Supreme Court decision
and its potential impact on their set of circumstances,
including special attention to potential past exposures,
interest and penalties.

Additionally, multinational groups should take a close look at
their transfer pricing documentation to ensure it accurately
reflects their specific facts and circumstances.

Furthermore, multinationals should consider the impact of
their previous tax return filing, including restating according
to the new Supreme Court decision. In this respect special
attention should be given to tax returns that were filed after
the District Court decisions.

Endnote

1. SeeEY Global Tax Alert, Israeli District Court rules on the treatment of stock based compensation costs under a cost plus

arrangement, dated 7 January 2016.
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