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TAXATION OF INCOME PAYED BY AN ISRAELI COMPANY TO U.S. RESIDENTS AND  

 

CITIZENS UNDER ISRAELI LAW 

 

 

· Background Information 

 

During 1991-1994, an Israeli manufacturing company made a series of payments to individual U.S. 

residents and citizens.  These individuals, at all times, worked in the United States. 

 

The Israeli company, at different times, characterized these payments as  “special commissions,” 

“selling expenses,” and compensation for services rendered.  The Israeli company withheld 30% and asserts 

that the amount withheld is an income tax. 

 

· Territorial and Personal Basis for Taxation of Compensation for services  

 

The Income Tax Ordinance (new version), as amended,1 provides as follows: 

 

2. Sources of Income. 

 

Income tax shall, subject to the provisions of this Ordinance, be payable at the rates 

specified hereafter, for each tax year upon the income of any person accruing in, derived from, 

or received in Israel from these sources: 

 

(1) Business and Vocation 

 

Gains or profits from any business or vocation, for whatever time such business or vocation 

was carried on or exercised or from any transaction or adventure in the nature of a trade. 

 

(2) Employment 

 

(a) Gains and profits from employment; any benefit or allowance given to an employee by his 

employer, payments made to an employee to cover his expenses... 

 

(4) Dividend, interest and linkage differentials  

 

Dividends, including dividends paid out of capital profits of a company, and interest, linkage 

differentials or discounts; ... 

 

                        
1
 1 Laws of the State of Israel (hereafter LSI) New Version 145 (1967). The publication provides the English text of Israeli laws 

prepared by the Ministry of Justice. The text cited here and later in this report was applicable in the 1991-1994 period, unless specified otherwise. 

Photocopies of relevant provisions are attached to this report.  

Based on section 2, an income is not taxable in Israel unless it is accrued, derived or received in Israel. 

 The income that is the subject of this inquiry was characterized as compensation for services rendered in the 
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U.S. by U.S. residents and citizens.  Assuming that the payees were not employees of the Israeli company, 

but rather independent contractors, their income was derived either from their business or vocation.  

 

The location of income received from the business of a U.S. payee may be determined by the 

following facts:  the location of the contractual relationship with the client; the place of manufacturing; the 

place where the ownership of the sale item passes to the buyer; the place where the advertising, distribution, 

improvement, and packaging is done; and the place where the payment for the item or the service was 

made.... 2   An additional important and sometimes detrimental factual component in the territorial 

classification of the origin of income from a business is the place of management or control of the business.3 

 

In the case of payees who are independent contractors, their business of providing services does not 

seem to be managed or controlled by the Israeli company client.  Assuming that the communication, contract 

for services, as well as the services themselves  all took place in the U.S., an income from the payees’ business 

in the U.S. is not taxable in Israel. 

 

The same conclusion may be reached if the income is recognized as a gain or profit from the payees’ 

vocation.  The U.S. payees provided services in the U.S.  If the place of the income from vocation is the 

place where the service was actually provided, there is not much significance for the place where the payment 

was received nor for the place where the service contract was entered with the client.4  Therefore, income 

deriving from the payees’ vocation in this case seems not to be taxable in Israel. 

 

In a case where the income is classified as one deriving from employment, the location of the income 

is usually the place where the work was performed; in this case, the U.S.  Therefore, the income is not subject 

to Israeli income tax. 

 

In addition to the criteria provided in section 2, regarding the sources of taxable income, section 5 

extends taxability also to foreign income of Israeli residents and income received in Israel by foreign 

residents.5  It provides the following: 

 

5. Location of Income 

 

Without detracting from the provisions of any law on the location of income, the following 

shall be deemed income produced in Israel: 

 

                        
2
 Y. Zilber, Misui Beinleumi, Din Vetichnun Mas BeIsrael (International Taxation, Law and Tax Planning in Israel) 97 (1990).  

3
 Id. 

4
 Id. at 99. 

5
 Supra note 1, §5. 

(1) any profit or gain produced by a person from a business, the control and management of 

which are exercised in Israel, or from a vocation which he generally carries on in Israel; ... 

 

(2) work income, when the work was done in Israel, whether by an Israeli resident or by a 

non-resident... 
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(3) work income, if the work was done abroad by an Israeli resident within four years from the 

date of his departure from Israel, the employer being an Israeli resident... 

 

The extension of taxability, under section 5, does not seem applicable to the income in this case. 

 

· Tax Withholding on Compensation Income Paid to Non-Residents and Non-Citizens  

 

The law imposes a duty on whomever pays taxable income in Israel to a non-resident to withhold tax 

at the time of payment.  Section 170 of the Income Tax Ordinance provides: 

 

170. Duty of person making payment to non-resident 

 

(a) Whosoever pays to a person not resident in Israel, directly or through another, any 

income chargeable with tax under this Ordinance, other than income from which tax has been 

deducted under section 161 or 164, shall deduct therefrom, at the time of payment, tax at the 

rate of 25 agorot per pound if the recipient of the payment is an individual or tax at the rate 

imposed by section 126 and 127 if the recipient is a body of persons, or tax at such other rate 

as the Assessing Officer may, in either case, prescribe by notice in writing; but the 

Assessing Officer may permit the income to be paid without deduction of tax if it has been 

proved to his satisfaction that the tax has already been paid or that it will be paid in some 

other manner 

 

The following was added to the above, by a 1992 amendment: 

 

[F]or this purpose, “whosoever pays” includes a financial institution, as defined in 

the Value Added Tax Law 5736-1975, through which the income is paid, unless the institution 

holds certification from the Assessing Officer that exempts it from the obligation to deduct at 

the source.6 

 

(b) The provisions of subsection (1) shall not apply to a person who pays any income as 

referred to in that subsection and who, under section 108-115, is himself responsible for the 

payment of tax thereon. 

 

Section 127 was repealed.  Section 126 specifies the tax rate on corporate recipients. It provides the 

following: 

 

                        
6
 Income Tax Ordinance ( Amendment No. 90) Law, 5752-1992, § 5, Sefer Hachukim (Official Gazettes) No. 1394, p. 183 (April 7, 

1992). For non-official publication, see Income Tax Ordinance, A consolidated English translation 124 (Aryh Greenfield- A.G. Publications, 

March 1996). 

126. Company tax 
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(a) The chargeable income of a body of persons shall be charged with a tax called “company 

tax,” at the rate of 36%.7 (Note: in tax year 1993, the rate is 39%; in tax year 1994, 38%; in 

tax year 1995, 37% - Tr.).8 

 

(b) In calculating the chargeable income under subsection (a), income from dividends or from 

a distribution of profits, recieved directly or indirectly from another body of person liable to 

company tax, shall not be included, and income for which a special tax rate has been set also 

shall not be included. 

 

127. Repealed. 

 

Compensation income paid to individuals in this case was therefore subject to withholding of 25% in 

the relevant years -- 1991 to 1994.  

 

· Tax Withholding on Dividends  

 

The following relevant provision was applicable from April 9, 1987, until April 7, 1992: 

 

125B. Rate of tax on dividend 

 

Notwithstanding the provisions of section 121 or 127(a),  the tax on income from dividends 

in the hands of a non-resident body of persons or in the hands of an individual shall be 25 

p.ct.9 

 

Amendment of the Income Tax Ordinance (No. 90) Law, 5752-199210 replaced the above with the 

following:      

 

125B. Rate of Tax on Dividend  

 

Notwithstanding the provisions of section 121, the tax on income from dividends shall be as 

follows: 

 

(1) on dividend paid on foreign securities within their meaning in section 16E, which 

constitute an individual’s income -- 35%; 

                        
7
 For 1996. 

8
 “ Tr.” is an abbreviation of “ Translator.” Income Tax Ordinance, A consolidated English t ranslation, id. at 105. 

9
 “ P.ct” is an abbreviation of “ percent.” Income Tax Ordinance (Amendment No. 72) Law, 5747-1987) §10, 41 LSI 97 

(5747-1986/87), passed by the Knesset (Israel’s Parliament) on March 31, 1987 and published in the Law Amending the Income Tax Ordinance 

(No. 72), 5747-1987, Sefer Hachukim No. 1212 p. 89 (April 9, 1987).  

10
Sefer Hachukim No. 1394 p. 182 (April 7, 1992).  
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(2) on other dividend, which constitutes income of an individual and on a dividend paid to a 

non-resident body of persons -- 25%11 

 

Photocopies of relevant provisions are attached. 
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11

 Translated by author - Ruth Levush. Amended further by Law Amending the Income Tax Ordinance (No. 110), 5746-1996, Sefer 

Hachukim No. 1561, p. 79 (5756-1996). As translated by Income Tax Ordinance, a consolidated English Translation 105 (8th ed., A. G. 

Publications, March 1996). This amendment, however, is not relevant for the period of 1991-1994.  
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