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In brief 

The Israeli Tax Authority (ITA) on November 1, 2018 published a circular providing its view regarding 

business restructuring of an Israeli entity that is part of a multinational group. The circular sets out the 

ITA's position on the identification and characterization of a business restructuring and, in the event that 

a business restructuring has occurred, the circular sets out the methods for performing a valuation of the 

functions, risks and/or assets (FAR) that have been terminated or transferred outside of Israel. 

 

In detail 

Determining if a business 

restructuring has occurred 

The circular refers to a business 
restructuring as the transfer, 
discontinuation or liquidation of 
FAR, which commonly occurs to 
Israeli entities following an 
acquisition by a foreign 
multinational group.   

In the relevant parts, the ITA's 
view and conclusions reached in 
the circular are consistent with 
the Israeli court's conclusions in 
the Gteko case, the first Israeli 
court decision to address certain 
business restructuring issues 
(see our Tax Insight of July 24, 
2017).  In this respect, the ITA 
assumes the conclusions from 
this specific case apply to all 
similar business restructuring 
transactions, rather than 
allowing for examination of the 
facts and circumstances of each 
case on a stand-alone basis.     

Consistent with the OECD 
Guidelines, the circular notes 
that in order to determine 
whether a business 
restructuring has occurred, it is 
necessary to conduct a 
functional analysis, examine the 
contractual agreements, and 
examine the alternatives 
realistically available to the 
parties.  

A thorough functional analysis 
should be conducted prior to 
and following the triggering 
event to identify whether there 
are any changes in the FAR, 
both from legal and economic 
perspectives.  

In this respect, contractual 
agreements can support the 
nature and extent of the changes 
in the responsibilities, rights, 
and liabilities of the Israeli 
entity as a result of the business 
restructuring. However, in the 
absence of contractual 
agreements or when the 

circumstances materially differ 
from the contractual 
agreements, the identification of 
the business restructuring will 
be based on the actual conduct 
of the parties, even in cases 
where the legal ownership of 
any FAR was not transferred. 
The ITA supports its position by 
reference to the OECD 
Guidelines and the Gteko 
decision that emphasize the 
importance of 'substance over 
form.'  

The ITA also will expect an 
examination if more realistic 
alternatives were available to 
the parties, including the 
possibility not to perform the 
business restructuring. In such a 
case, the circular states that 
adjustments to the implemented 
conditions will be required.  

The circular also distinguishes 
between the characterization of 
a business restructuring as a 
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transfer of rights to use intangibles or 
as a license of rights to use such 
intangibles for a limited period of 
time. It lists a variety of parameters 
that are designed to assist in 
determining the nature of the 
transaction, mainly by reference to the 
economic usefulness of the 
transferred asset, responsibility over 
future developments, risk and 
development expenses, as well as the 
decision making related to the 
intangibles.   

Valuing a business restructuring  

If a business restructuring has 
occurred, the arm's-length 
consideration for the transferred FAR 
should be computed as the return that 
would have been realized had the 
restructuring been conducted between 
unrelated parties. It is the ITA's 
position — as supported by the OECD 
Guidelines — that value does not 
disappear in the course of an internal 
business restructuring in 
multinational groups.   

Observation: What the ITA does not 
highlight is that the OECD Guidelines 
require there to be an evidence that 
something of value has actually been 
transferred, for there to be a 
requirement for compensation in 
accordance with the arm’s-length 
principle.  

The circular discusses in detail certain 
valuation approaches for the 
transferred FAR, primarily utilizing 
comparable transactions and/or the 
Discounted Cash Flow (DCF) method.  

When a comparable transaction exists 
(likely to be applicable for business 
restructurings following an 
acquisition of shares or a business 
activity), the total purchase price can 
help in determining the value of the 
transferred FAR, considering certain 
adjustments that may be performed 
(e.g., addition of liabilities or 
deduction of assets).  

The ITA notes that, in its opinion, for 
the purpose of estimating the value of 

the FAR, there should not be any price 
reductions in respect to synergies, 
control premium, or any other similar 
types of adjustments.  

Observation: The ITA circular does 
not provide sufficient grounds for 
such a view, which some taxpayers 
support with observable market data. 

In cases where a business 
restructuring occurs after a certain 
time period from the comparable 
transaction, additional adjustments to 
the total purchase price may be 
required, such as those due to the 
economic conditions in the Israeli 
market.  

Observation: Note that the circular 
is vague regarding the definition of the 
specific time period that passes 
between the comparable transaction 
and the business restructuring, which 
still enables the use of the total 
purchase price as the starting point 
for the valuation. 

The ITA provides its view on Purchase 
Price Allocation (PPA) analyses and 
states that although PPAs contain 
significant information, the 
calculations are performed from an 
accounting perspective and are not 
relevant for IP valuation for transfer 
pricing purposes.  

When a comparable transaction does 
not exist, the circular provides 
alternatives to performing the 
valuation, depending on the relevant 
circumstances. For an initial high-
level estimation of the business 
activity, a comparable company 
analysis (CCA) or the market value 
may be appropriate. Thereafter, this 
can be used as the basis for a more 
specific valuation of the FAR which 
should be based on the DCF method. 

In cases where, upon an audit, there is 
an adjustment for transfer pricing 
purposes, a secondary adjustment also 
will be required by the ITA. The 
additional income may be classified as 
an intercompany loan, whose interest 
will be determined according to the 

arm’s-length principle as per Section 
85A of the Israeli Tax Ordinance 
(ITO). Alternatively, it is possible that 
the secondary adjustment may be 
deemed as a dividend distribution. If 
that were to be the case, a withholding 
liability might arise in accordance 
with the relevant provisions of the 
ITO.  

Lastly, the circular includes an 
exhaustive information request that is 
expected to be provided by Israeli 
taxpayers upon the examination of 
business restructuring issues, 
specifically after an acquisition. It 
includes data relating to both the 
buyer and the seller of the acquisition 
transaction.  

Observation: In this respect, the list 
overlooks the fact that Israeli 
taxpayers often cannot obtain 
information relating to the buyer, 
particularly if the buyer is a foreign 
entity.  

The takeaway 

Based on the circular, the ITA 
automatically views any redeployment 
of FAR as a business restructuring 
that requires an arm's-length 
compensation. Israeli taxpayers need 
to be familiar with the business 
restructuring concept, and perform 
and document a functional analysis of 
the relevant entities prior and 
following a triggering event (such as 
an acquisition that is followed by a 
transfer of IP or change in the 
business operating model). Where a 
business restructuring has occurred, 
the arm's-length value of the 
transferred FAR should be estimated 
based on transfer pricing regulations 
and the guidance provided in this 
circular. 
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