
View this email in your browser

New Circulars on Transfer Pricing in Connec�on
with Marke�ng, Distribu�on and Sales and Low

Value Services
05/09/2018

Yesterday, the Israeli tax authori�es issued two new circulars in the area of transfer
pricing applying to mul�na�onals opera�ng in Israel. Circular 11/2018 �tled
"Determina�on of the Appropriate Transfer Pricing Method for Ac�vi�es rela�ng to
Distribu�on, Marke�ng and Sales of a Mul�na�onal Enterprise in the Local
Market" sets forth how to analyze for transfer pricing purposes and determina�on of
the arm's length price and profitability, the cases of a full-fledged distributor, a low-
risk distributor and marke�ng services. Generally, the Circular adheres to OECD
guidelines in requiring a FAR (func�ons, assets, risks) analysis and in doing so reviews
different relevant transfer pricing methods and profit ra�os. For a full-fledged
distributor the Circular suggests that the most appropriate transfer pricing methods
are the resale price method, the transac�onal net margin method and the profit split
method. For a low-risk distributor the Circular suggests the transac�onal net margin
method and for marke�ng services the cost plus method or the transac�onal net
margin method.
 
The second circular published yesterday, Circular 12/2018 �tled "Transfer Pricing –
Profitability Levels and Ranges in certain Transac�ons" , provides for safe harbors for
three types of services. Adhering to certain safe harbor profitability ranges would
exempt taxpayers from the documenta�on requirement to prepare the analysis part of
the transfer pricing study. In other words, such taxpayers will not have to document
the comparables search, the comparability analysis and the adjustments, and the
analysis of the best transfer pricing method. The safe harbors are at the elec�on of the
taxpayer and the taxpayer may s�ll decide to prepare the full transfer pricing study to
support a profitability that is outside the safe harbors. The Circular provides safe
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harbors for three types of services. The first, low value services such as legal, HR or IT
services, with respect to which the Circular refers to the OECD guidelines and suggests
a safe harbor of cost +5%. The second, marke�ng services for which it provides a safe
harbor of opera�onal profitability of cost + margin of 10%-12%. The third, a low-risk
distributor for which it establishes a safe harbor of opera�onal profitability of 3%-4%
of the sales with respect to which the Israeli en�ty renders distribu�on services.

Importantly, the Israeli tax authori�es emphasize that the Circulars and safe harbors
do not apply to the digital economy (internet ac�vi�es) and to R&D services (the
development centers in Israel) and do not impact the analysis whether the a foreign
en�ty engaged in intercompany transac�ons with the Israeli affiliate might have a
permanent establishment in Israel.
 
The takeaway - Mul�na�onals ac�ve in Israel should review their relevant
intercompany transac�ons and evaluate the applicability of the safe harbors to their
circumstances and whether their transfer pricing documenta�on and selec�on of
transfer pricing method is aligned with the posi�on of the Israeli tax authori�es albeit
non-binding. Israeli companies with outbound structures should also consider
whether their foreign based marke�ng, sales and distribu�on opera�ons come within
the safe harbors though the circulars apply only to ac�vi�es in Israel.
 
Our firm has vast experience in advising on suitable fee structures for mul�na�onal
companies, se�ng up the proper documenta�on and manuals to support it and in
represen�ng interna�onal and domes�c clients in transfer pricing controversies with
the ITA and at the Israeli courts.
 
We would like to take this opportunity to wish you and yours a very happy new year.
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This memorandum is provided solely for informa�onal and educa�onal purposes and should
not be construed as a legal advice.
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