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INTRODUCTION

Dear readers,

We are glad to welcome you to our new edition of “Korpus Prava.Analytics”.

Articles of our autumn edition answer interesting and topical questions. One of the key
topics remains the third stage of the capital amnesty, which will last until February

29, 2020. This time Tatiana Frolova takes a close look at the process of redomicilation
of foreign companies to the Russian Federation. It should be noted that redomicilation
has become the main condition of the current amnesty.

“Invest one third in real estate, one third in business and another one third in gold”.

Is this the right approach to the family capital formation in the long term? Dr. Ariel
Sergio Goekmen, a board member of Schroder & Co Bank AG, Ziirich, answers inter alia
this question regarding the preservation of the family wealth for numerous generations.

Julia Vints dedicates her article to peculiarities of the updated standard for account-
ing of financial instruments IFRS 9. You will learn about the key changes to classifica-
tion and evaluation of financial assets, as well as the difficulties companies face when
applying new rules for impairment of financial assets.

The latest issue once again returns to BEPS plan, only now we will analyze the issue rel-
evant for 2019 in more detail, i. e. requirements of offshore jurisdictions on arrangement
of economic substance as part of the said plan.

In recent years, regulatory authorities have focused a lot on the application of the
concept of the beneficial owner of income. For his article, Alexey Oskin, deputy director
for tax and legal practice, has prepared an extensive collection of recent court decisions
related to the application of this concept.

We hope this feature material will be really beneficial for you. We look forward to your
recommendations and questions, and we will do our best to cover them in our next
edition or news feed on our website or Facebook page.

Enjoy reading!

Artem Paleev
Managing Partner
Korpus Prava
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On Wealth: What is the Relationship
Between Family and Wealth — and
How Can They Possibly Stay Together?

These rays of the star of doom can be categorized into reasons
closely tied to the family itself, ranging from bad investment
or business advice to bad implementation, bad business deci-
sions, divorce — Mr Bezos comes to mind — family conflict,
which sometimes even blocks a family business from thriving,
no mutually shared family values, no discipline, family fertil-
ity with many offspring, which have to divide the inheritance,
expensive lifestyles, expensive hobbies, drug addiction and
drug abuse to mental insanity.

Are Banks and Businesses Still Friends?

A few years ago, the procedure of opening a bank account for
business was not unusual and was not associated with any
complex procedures. Relations between businesses and banks
were based on trustworthy partnership, but in recent years
the world has changed a lot.

Overview of Recent Court Decisions
Related to the Application of the Con-
cept of the Beneficial Owner of Income

In May 2019, the Federal Tax Service summarized the law
enforcement practice in disputes in which the tax authorities
established that international agreements had been abused.
In particular, the concept of “person beneficially entitled

to income (beneficial owner)” is widely used as a universal
instrument to combat abuse.

OFF/ON Shore

Since 2013, when the OECD published its report on combating
corporate tax base erosion and profit shifting to low-tax juris-
dictions, commonly known as the BEPS plan, we have repeat-
edly returned to issues associated with implementation of the
BEPS plan in the pages of “Korpus Prava.Analytics”. One

of the topical subjects of the current year is requirements of
offshore jurisdictions for organization of economic substance.
In this article, we will try to answer the questions as to what it
means, what is the reason for their introduction, whether they
should be observed and what to do next.
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Return Home

In June 2019, Russia started the third stage of the capital
amnesty, which will last until 29 February 2020.

The main condition for the current amnesty was the
return of the declared assets to their homeland. It should be
noted that not all assets are subject to repatriation, but only
funds deposited in foreign accounts and foreign companies,
which are to be redomiciled to the Russian Federation.

IFRS 9 — new approach to classifica-
tion and impairment of financial assets

IFRS 9 mandatory for use since January 01, 2018 was intended
to eliminate the shortcomings of then applicable IAS 39,
simplify the logic of classification of financial instruments,
increase reliability of information about impairment of finan-
cial assets. However, it has raised even more questions.

Key changes have occurred in the classification and measure-
ment of financial assets and even more significant changes
concern asset impairment.

Financial Lease: Difficulties
in Accounting By the Lessee

When making a decision to purchase property (fixed assets)
under the financial lease (leasing) agreement, a business
owner rarely thinks about peculiarities of accounting and
tax consequences that this method of acquisition will entail.
In the financial lease agreement, it is necessary to indicate
on whose balance sheet a leased asset is accounted, as this
affects accounting and tax accounting of the purchased car.
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ON WEALTH: WHAT IS THE RELATIONSHIP BETWEEN FAMILY AND WEALTH

Dr. Ariel Sergio Goekmen
Member of the Executive Board
Schroder & Co Bank AG, Ziirich

ften our clients ask us and seek
O guidance on how they can keep

the wealth in their family over
generations and prevent dissipation over
time.

Our firm was established by the
Anglo-German Schroder family in 1804,
maybe this is the reason they come to us.

Usually we begin with what I would
describe as the star of doom. The star of
doom comprises in its rays all the threats
to the family wealth. At its core, the loss
of the family fortune looms. The rays
carry names.

These rays of the star of doom can
be categorized into reasons closely tied
to the family itself, ranging from bad
investment or business advice to bad
implementation, bad business decisions,
divorce — Mr Bezos comes to mind —
family conflict, which sometimes even
blocks a family business from thriving,
no mutually shared family values, no
discipline, family fertility with many
offspring, which have to divide the in-
heritance, expensive lifestyles, expensive
hobbies, drug addiction and drug abuse to
mental insanity.

“I cheat my sons wherever I can.”

— William A Rockefeller,
father of John D Rockefeller

Then there are rays of the star of
doom which relate to reasons sometimes
outside of the influence by the family.
This can be government action including
sanctions and confiscations (eg, the So-
viet or Nazi regimes), inflation, taxation,
revolutions (eg, 1789 or 1917), wars and
of course, more benign by comparison,
fraud.

“My firm shall go to male
family members only.
No daughters or in law.”

— Mayer Amschel Rothschild,
stated in his will in 1812

In order to stay wealthy as a family
over generations, the family has either to
have the foresight to avoid all the threats
the star of doom poses or indeed be very
fortunate to navigate the seas of change
successfully.

After we have considered the threats,
usually we look at the network a wealthy
family has around them. This network
includes structures to hold family wealth
like trusts, foundations, family firms,
participation in businesses, real estate,
pleasure assets like yachts, investments
in art, horses, cars, liquid and securitised
wealth — which all need to be supervised
and coordinated. It is here that we say
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that families do not go bankrupt because
they are no longer wealthy.

They go bankrupt because they
became illiquid and unable to pay their
commitments.

“Saving is nice, especially if
your parents did it for you.”
— Winston Churchill

Considering the network around the
family further, we come into areas of tax
domicile, taxation, centre of life, succes-
sion and estate planning, who advises
the family in which field, whether the
family has established a family office and
what the role of this office is. Sometimes
families use their family office mainly for
record keeping, often for asset manage-
ment and less often for governance.

Further in the family network are
the influencers, these are people like
other wealthy families, whose advice
and view the present family would heed.
Then there is the family culture, their
values and traditions.

Sometimes they already have
a family vision, mission and strategy.

All of these points are relevant and define
whether a family can remain wealthy over
generations.

“One should have two fortunes:
one to keep, one to spend.”

— Winston Churchill

In the final phase of analysing how to
keep the family wealth together, we focus
on the family values.

The family values in our observation
are the most critical to retain the wealth
over generations.

There are, for example, very wealthy
Zurich-based families who tell their
children: “It doesn’t matter, what you do
in life. You don’t have to go to university.
You can be a carpenter. The main thing,
you are the best in your field”. Others say:
“Our family is very privileged for genera-
tions. Each child has to create value in
society. One becomes a medical doctor,
another a scientist, one goes to clergy,
one goes to serve in the armed forces.”

SAVING IS NICE,
ESPECIALLY IF YOUR
PARENTS DID IT FOR YOU

Lastly, there are those who repeat the
mantra of an ancestor: “Never take debt,
finance everything yourself”, or “One
third in real estate, one third in business,
one third in gold”, or “Never sell a plot of
land we own”. I tell my own kids: “Goek-
mens are producers, not consumers”.

We all know families who preach aus-
terity and other upright values to their
kids. We also all know families who spend
money as if it has gone out of fashion, in-
dulge in a consumptive lifestyle, who are
morally corrupt and are without gover-
nance or vision. If as a parent you do not
live the values you preach, they peal out
without echoing in future generations.
And with that happening, one of the rays
of the star of doom is the fate of the fam-
ily fortune. This is the strongest message
this article can convey.

Dr Ariel Sergio Goekmen is on the Executive Board of the Swiss private bank Schroder & Co based in Zurich. The bank specialises
in Wealth Management for wealthy families and entrepreneurs, especially from the United Kingdom, Switzerland, Germany, the

Nordics, the Middle East and Spain.

‘On Wealth: What is the relationship between family and wealth — and how can they possibly stay together?’ by Dr Ariel Sergio
Goekmen is taken from the eleventh issue of the new The International Family Offices Journal, published by Globe Law and Busi-

ness, http://ifojl6.globelawandbusiness.com.
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Each business requires reasonable and professional
legal support:

» When signing agreements with the contractors

» When creating and maintaining the due document flow within the company

» When representing the company in relationships with third parties

Korpus Prava has been providing a wide range of services for more than 15 years, and tax
and legal advice in regards with subscriber-based consulting service is taking up a considerable
part of it.

We offer four most popular service packages:

Package "Basic”
Emergency service for your business

 Unlimited number of verbal consultations
= One written monthly opinion of any level of complexity

Package “Comprehensive”
Complete replacement of an in-house lawyer

&3

» Unlimited number of verbal and written consultations
« Drafting and legal opinion on agreements and contracts

Package “Comprehensive+"”

Complete replacement of an in-house lawyer+

» Unlimited number of verbal and written consultations
« Drafting and legal opinion on agreements and contracts
« Additional services (16 hours per month)

“Exclusive”
Legal department outsourcing

» Unlimited number of verbal and written consultations
« Drafting and legal opinion on agreements and contracts
» Additional services

Personal sense of responsibility for every decision made, and being ready to help the client
in any situation are the key principles of our team of professionals.

\, +7 495 644 31 23 www.korpusprava.com russia@korpusprava.com
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ARE BANKS AND BUSINESSES STILL FRIENDS?
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hen planning a business, each
entrepreneur tries to work out
an effective and quick way to

set it up and envisage all the difficulties.
After the registration of the company,
the founder faces the problem of settling
payments with counterparties, partners,
tax and other state authorities. As a rule,
this problem is solved by opening a bank
account.

A few years ago, the procedure of
opening a bank account for business was
not unusual and was not associated with
any complex procedures. Relations be-
tween businesses and banks were based
on trustworthy partnership, but in recent
years the world has changed a lot.

Introduction of Anti-Money Laun-
dering and Counter Terrorist Financing
(AML/CTF) legislation in various coun-
tries worldwide made significant changes
to the situation. Earlier, in previous
“Analytics” editions we already covered
specific regulatory requirements of this
legislation in different jurisdictions. It
should be noted that the issue of money-
laundering and terrorist financing is not
just an internal state reference point of
financial security. The international com-
munity has set general rules for monitor-
ing compliance with AML/CTF legisla-
tion; therefore, procedures performed by

Aleksandra Gabdulkhaeva
Bank Account Opening Manager
Corporate Services
Korpus Prava (Cyprus)

banks under this legislation in different
jurisdictions are generally quite similar.
One of the major international
organizations in the field of anti-money
laundering and counter terrorist financ-
ing is Financial Action Task Force (FATF).
The aim of this task force is to develop
recommendations in the field of AML/
CTF legislation. These recommendations
are mandatory for implementation in
international and local legislation, and
are reflected in such existing legal acts
as the so-called AML 4 (European Union
Directive No.2015/849 dated 20.05.2015)
aimed at combating money laundering;
local legal acts of the member states of
the European Union, as well as many
others. References to FATF recommenda-
tions may even be found in tax regula-
tion, namely Common Reporting Stan-
dard. Updated instructions are regularly
issued for the financial sector, providing
information on the methods that should
be used to audit clients based on risk as-
sessment. Measures to control activities
of clients are applied depending on the
assignment of a client to a particular risk
group. This approach is called risk-based
approach. Risk assessment should help
companies to understand the way they
are exposed to the risk of money launder-
ing. Financial institutions should identify
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and assess risks under AML/CFM legisla-
tion related to products and services pro-
vided by the client companies, to jurisdic-
tions in which such companies operates,
to clients such companies attract, and

to transaction or delivery channels that
such companies use to render services

to their clients.

Banks, as well as other financial in-
stitutions worldwide, have to comply with
the anti-money laundering and counter
terrorist financing legislation, therefore,
when opening an account for the client’s
company, they have to follow a number
of procedures and make requests for
a certain amount of information. Let us
take a closer look at what requirements
and requests from banks clients face
when opening an account for their busi-
ness.

HAVING COLLECTED
THE REQUIRED
INFORMATION, THE BANK
ASSIGNS A CERTAIN LEVEL
OF RISK TO THE CLIENT

Measures taken to identify and assess
risks under AML/CTF legislation should
be proportional to the nature of the busi-
ness and the size of the company. When
opening a bank account, the bank will re-
quire the client to provide highly detailed
information about the current or planned
activities of the company, its structure,
estimated operations, and will ask to fill
in some relevant bank forms with a large
number of questions. In addition, the
bank will ask to disclose the beneficial
owner of the company and full informa-
tion on him/her by submitting a number
of documents, for example:

« Identification documents (passport/
another ID);

» Documents confirming the residence
address (utility bill/bank statement);

e CV containing detailed information
on employment;

» Information on sources of income
and wealth.
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The bank may also request additional
documents. Such documents may include:

» Documents confirming the source
and amount of income (for exam-
ple, in the form of certificate
3 — Personal Income Tax (NDFL)
for Russian citizens);

 Letters of recommendation from
other banks, audit or law firms veri-
fying good reputation;

« Documents confirming ownership
of real estate;

e Other documents deemed necessary
by the bank.

Having collected the required
information, the bank assigns a certain
level of risk to the client. The assign-
ment of a client into a particular group
is based on the background of the client,
the type and nature of their business,
the country of origin, the services and
financial instruments for which applica-
tions are made, the estimated level and
nature of commercial transactions, as
well as the expected source and origin
of funds. Thus, clients are classified into
the following groups: low, normal and
high risks.

The following companies may be
classified as high risk companies:

« Companies with a complex structure
of affiliated and related persons;

» Companies registered in offshore
centers;

» Companies with Politically Exposed
Persons (PEPs) as their beneficiaries;

« Companies interacting with counter-
parties involved in transactions that
include significant amounts of cash;

« Companies registered/incorporated
in one of the high-risk countries or
countries known for high levels of
corruption, organized crime or drug
trafficking.

The above list is not a complete list
of criteria by which companies may be
classified as high risk companies. This list
is extended with each amendment to the
AML/CTF legislation.

After grouping clients into risk
groups, sufficient control measures for

ARE BANKS AND BUSINESSES STILL FRIENDS?

each group are determined. General
control measures include monitoring
suspicious transactions, maintaining
lists containing clients’ names, account
numbers and the date of commencement
of business relations, etc. The bank shall
regularly report to the regulatory body
on compliance with the AML/CTF legisla-
tion.

Furthermore, the bank will ask
the client to fill in forms as part of U.S.
Financial Account Tax Compliance Act
(FATCA) and Common Reporting Stan-
dard (CRS). The information received
from the client after filling in such forms
will be sent to the tax authorities for tax
reporting. It should be noted that such
reporting will take place only between
the countries that have signed the rel-
evant agreements, but there are practi-

cally no states left worldwide that have
not done so.

Therefore, on the one hand, opening
of a bank account, as well as its further
maintenance is a regulated procedure
that takes some time and requires clients
to disclose maximum information about
themselves and the company. That is
the current state of things. On the other
hand, competent business structur-
ing and compliance with international
recommendations will allow clients and
their companies to feel confident in the
market when settling payments with
counterparties. The client may always
contact qualified experts for assistance
in developing a competent and effec-
tive business scheme, as well as for the
company support when opening a bank
account.
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OVERVIEW OF RECENT COURT DECISIONS RELATED TO THE APPLICATION OF THE CONCEPT OF THE BENEFICIAL OWNER

Y4 4

Alexey Oskin
Deputy Director

Tax and Legal Practice

Korpus Prava (Russia)

egal cases in which courts have
Lfocused on the qualification of the

beneficial owner of income have in-
creased significantly in recent years and
in most cases have become a rule rather
than an exception.

In May 2019, the Federal Tax Ser-
vice summarized the law enforcement
practice in disputes in which the tax
authorities established that international
agreements had been abused.

In particular, the concept of “person
beneficially entitled to income (benefi-
cial owner)” is widely used as a universal
instrument to combat abuse.

This concept is based on the prohibi-
tion of granting exemption from with-
holding tax when a foreign company
receiving the income acts as a front man
for another person who is actually the
beneficial owner of income.

In this article, we propose to analyze
some of the court decisions of supreme
courts, which have become the most
representative in recent years.

Case of Credit Europe Bank
CJSsC

Ruling No. 526-0 of the Constitutional Court
of the Russian Federation dated 27.02.2018
on refusal to accept complaints of Credit
Europe Bank CJSC for consideration.

Structure of business operations
(fig. 1).

Investors — Clients
of the Swiss Bank
(not available)

Interest

Deposits .
income

Bank (Switzerland)

Deposit Interest
income

Bank (Russian Federation) I

Fig. 1.

Factual allegations

The Russian bank paid interest on the de-
posits placed by the Swiss (“sister”) bank
at the reduced rate (5%) under the double
tax agreement. In fact, the Swiss bank
placed funds on deposits for the benefit
of its clients.
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Content of the decision

In the case in point, the courts have
concluded that beneficial owners of the
disputed interest have been individuals
(investors) other than the Swiss bank.
Therefore, the preferential rate under the
agreement (5%) could not have been ap-
plied, and the general rate of 20% should
have been applied.

The courts (tax authorities) paid at-
tention to the following facts:

¢ The Swiss bank had no actual right
to income (as it acted as an agent for
deposits);

 Lack of information on particular
beneficial owners of the disputed
interest (their residence).

Case of Krasnobrodsky
Yuzhny LLC

Ruling No. 304-KI'18-22775 of the
Supreme Court of the Russian Federa-
tion dated 18.01.2019 in case No. A27-
331/2017 of Krasnobrodsky Yuzhny LLC
to Interdistrict Inspectorate No. 3 of

the Federal Tax Service of the Russian
Federation for the Kemerovo Region, Rul-
ing No. 304- KI'17-17349 of the Supreme
Court of the Russian Federation dated
25.12.2017 in case No. A27-20527/2015,

{ Company (BVI) J
100% Dividends
L + Company (Cyprus) J
100% Dividends
L v Company (Cyprus) J
100% Dividends
L "LLC (Russian Federation) J
Fig. 2.
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Ruling No. 304- KI'17-19528 of the
Supreme Court of the Russian Federa-
tion dated 25.12.2017 in case No. A27-
16584/2016.

Structure of business operations

(fig. 2).

Factual allegations

The Russian LLC paid dividends in favour
of its shareholder (Cyprus company)

at the reduced rate (5%) subject to the
provisions of the double tax agreement.

Content of the decision

In the case in point, the courts have
concluded that none of the Cyprus com-
panies operate in Cyprus, and therefore,
the Cyprus company (LLC member) is
a conduit company, not the beneficial
owner of income.
Therefore, the preferential rate under
the agreement (5%) cannot be applied.
The courts (tax authorities) paid at-
tention to the following facts:

» The Cyprus company does not dis-
pose of the funds received as divi-
dends in full (net of current adminis-
trative expenses);

Further reallocation of dividends
to other founders (Cyprus, BVI);

« One of the further founders also
registered in the territory of the
Republic of Cyprus does not carry
out financial and economic activities
and reallocated dividends received in
full (net of current administrative ex-
penses) further to its founders, which
indicates that none of the entities
under the jurisdiction of the Republic
of Cyprus carried out actual business
activities;

e There were no transactions defin-
ing business activities of the Cyprus
company;

« Independent auditor’s reports, accor-
ding to which the Cyprus company
depends on the constant financial
assistance of its shareholders, without
which there would be a debt, which
would not allow the companies to
continue as a going concern and fulfill
their obligations on the current activi-
ties.

OVERVIEW OF RECENT COURT DECISIONS RELATED TO THE APPLICATION OF THE CONCEPT OF THE BENEFICIAL OWNER

Case of Rusjam Steklotara
Holding LLC

Ruling No. 301-2C19-2319 of the Supreme
Court of the Russian Federation dated
25.04.2019 in case No. A11-9880/2016 of
Rusjam Steklotara Holding LLC to the
Interdistrict Inspectorate of the Federal
Tax Service for the largest taxpayers in
the Vladimir region.

Structure of business operations

(fig. 3).

{ Company (Turkey) J

100% Dividends 100% Dividends

v

{ Company (Turkey) J L Company (Luxemburg) J

3

76% Dividends 24% Dividends

v

{ Company (Netherlands) J
100% Dividends

{ LLC (Russian Federation) J

Fig. 3.

Factual allegations

The Russian LLC paid dividends in favour
of its shareholder (Dutch company) at the
reduced rate (5%) under the agreement.

Content of the decision

The courts have established that the
company, which is a resident of the
Netherlands, is not the beneficial owner
of the dividends paid by the company;

it is only an intermediate (technical) link
and is not the ultimate beneficiary of the
income received on its account, which

is transferred in transit to the address

of two entities registered in Turkey. The
Turkish company (ultimate shareholder)
has been recognized as the ultimate
beneficiary.

The courts (tax authorities)
paid attention to the
following facts

When considering the dispute over this
case, the courts paid attention to the fol-
lowing circumstances:

e Dutch tax authorities have provided
information that the Dutch company
acts as an intermediate holding and
investment company;

» Average staff number of the Dutch
company is 0 persons;

e The company, which is a resident of
the Netherlands is only the member
of the company;

» The director of both the company,
which is a resident of Turkey, and the
company, which is a resident of the
Netherlands, is the same individual;

 Activities of the Dutch company and
other companies as part of the funds
transfer have been controlled by the
Turkish holding company;

» According to the financial statements
of the Dutch company for 2012-2013
(submitted by the Dutch tax authori-
ties), the only income of the company
is dividends from the company, and
the fixed assets are the shareholders’
funds, which serve as a source for the
formation of the company’s share
capital;

e In 2011-2012, the company incor-
porated in the Netherlands paid no
taxes due to the carry forward of
losses of previous years; in 2013,
it recorded the minimum taxes to be
paid; in 2014, it recorded no taxes
to be paid, as well as the dividend
income for 2014;

e According to the settlement account
statement of the company, which
is a resident of the Netherlands, all
dividends received from the company
were transferred within a few days
to the accounts of foreign companies
which have no direct participation
interest in the company.
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Case of Polosukhinskaya
Mine OJSC

Ruling No. 304-KI'18-19526 of the
Supreme Court of the Russian Federa-
tion dated 03.12.2018 in case No. A27-
27287/2016 of Polosukhinskaya Mine
OJSC to Interdistrict Inspectorate No. 2
of the Federal Tax Service of Russia for
the largest taxpayers in the Kemerovo
region.

Structure of business operations
(fig. 4).

{ Company (BVI) J
100% Dividends
{ + Company (Cyprus) J
100% Dividends
L il Company (Cyprus) J
100% Dividends
{ "LLC (Russian Federation) J
Fig. 4.

Factual allegations

The Russian LLC paid dividends in favour
of its shareholder (Dutch company) at the
reduced rate (5%) under the agreement.

Content of the decision

The court have concluded that formal
conditions (for example, residence of the
counterparty) for the possibility of using
the double tax agreement for the main
purpose of obtaining tax benefits alone
indicate the misuse of this agreement
and entail a reasonable refusal to provide
tax benefits.

When considering the dispute over
this case, the courts paid attention to the
following circumstances:

20

» Dividends have been transferred
in transit to the entities registered in
the British Virgin Islands;

» The Cyprus companies have been
incorporated as formal owners of the
company and had no funds to acquire
the company’s shares, therefore, they
could not invest in the share capital;

» The only transaction made by the
Cyprus companies was a transit
transfer of funds through the “chain”
of shareholders.

Case of Melnik JSC

Ruling No. 304-KTI'18-25280 of the
Supreme Court of the Russian Federa-
tion dated 18.02.2019 in case No. A03-
21974/2017 of Melnik JSC to the Inter-
district Inspectorate of the Federal Tax
Service of Russia for the largest taxpayers
of the Altai territory.

Structure of business operations

(fig. 5).

L Foreign Company (Cyprus) J

Payment for acquisition

AL of own shares

{ LLC (Russian Federation) J

Fig. 5.

Factual allegations

The Russian LLC paid dividends to its
sole shareholder, which is a foreign
company, disguised as the transaction to
redeem its own shares under the securi-
ties sale and purchase agreement.

Content of the decision

The court has concluded that, as a result
of the above actions, a part of the profit
has been withdrawn in favour of a foreign
legal entity, while the scope of rights of
the foreign company in relation to the
company has not changed. And since the
payment of passive income (dividends)
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has taken place in this case, the Company
should withhold tax.

The courts (tax authorities) paid at-
tention to the following facts:

» The company has had significant
retained earnings and has paid no
dividends to its shareholders for
several years;

» A foreign company has become the
shareholder of the company shortly
before disputable transactions were
made (with the share of 99.86%, sub-
sequently 100%);

Immediately after the conclusion of
the share sale and purchase agree-
ment, the foreign company opened a
bank account with the bank which is
a resident of the Republic of Latvia,
to which the funds were transferred
with the comment “redistribution of
funds within the holding”;

e The Court of Appeal annulled the de-
cision of the Court of First Instance
on invalidation of the decision of the
tax authority, and concluded that, as
a result of the above actions, a part
of the profit has been withdrawn in
favour of a foreign legal entity, while
the scope of rights of the foreign
company in relation to the company
has not changed,;

e The foreign company, which is the
sole shareholder of the taxpayer dur-
ing the audited period, had limited
powers with respect to the disposal
of the income received;

e There were no transactions defining
business activities;

e The foreign company obtained no
benefit from the income and had no
saying in defining its future eco-
nomic fate;

Coordination of actions between the
taxpayer and its sole shareholder.

Case Active Rus LLC

Ruling No. 310-KI'18-15460 of the
Supreme Court of the Russian Federa-
tion dated 15.10.2018 in case No. A62-
3777/2017 Active Rus LLC to Interdistrict

Inspectorate No. 6 of the Federal Tax
Service of Russia for the Smolensk region.
Structure of business operations

(fig. 6).

4 Principal

Company (Cyprus) — J

Agency Agreement

Company (BVI) -
Agent

Repayment
of the loan and %

\. > LLC
(Russian Federation)

Fig. 6.

Loan

Factual allegations

The Cyprus company granted a loan to
the Russian company. The loan and ac-
crued interest were repaid on behalf of
the Cyprus company to the account of a
third party, which is a company regis-
tered in the BVI.

According to the taxpayer’s legend,
the BVI company is the paying agent of
the Cyprus company, which is respon-
sible for keeping the client’s funds on the
agent’s account, managing the current
account and making payments to third
parties.

Content of the decision

Activities of the Cyprus company have
been recognized as technical. The
company registered in the BVI has been
recognized as the beneficial owner of
income.

When considering the dispute over
this case, the courts paid attention to
the following circumstances:

e Proof of the fact that related par-
ties have created the scheme aimed
at obtaining an unjustified tax ben-
efit by the company;

21



OVERVIEW OF RECENT COURT DECISIONS RELATED TO THE APPLICATION OF THE CONCEPT OF THE BENEFICIAL OWNER

22

Company
(BVI)

900 million rubles
(payment

LLC for the share)
(Russian Federation)

L) 100 million rubles

v (payment
for the share)

asc
"| (Russian Federation)

Company
(Cyprus)

100% (ultimate owner)

(Russian Federation)

100% (intermediary
C0OCTBEHHMK)

v

LLC

100% (original cobcTBeHHMK)

Fig. 7.

» Absence of reliable evidence that the
Cyprus company has qualified the
disputed interest as its own received
income and recorded it in the finan-
cial statements;

According to the information from
public sources, the Cyprus company
is an industrial company, there is no
data on its financial profile and audit
there is no information on its share-
holders and there is no information
on the subsidiaries of this company;

» Cyprus company’s activities are of
technical nature, the Cyprus com-
pany does not carry out activities

other than receiving and transferring

funds from taxpayers, and the direct
beneficiary is an offshore company
registered in the British Virgin Is-
lands;

» Under the notice to the Cyprus com-
pany, the company has transferred
funds to a resident of the British
Virgin Islands in payment of the
loan and the interest thereon under
the financial services agreement.
The funds have been transferred to
the bank account opened in Israel.
No funds have been received in the
Republic of Cyprus.

Case of Vladimir Energy
Retail Company PJSC

Ruling No. 301-KI'17-18409 of the
Supreme Court of the Russian Federa-
tion dated 14.12.2017 in case No. A11-
6602/2016 of Vladimir Energy Retail
Company PJSC to the Interdistrict
Inspectorate of the Federal Tax Service
’ for the largest taxpayers in the Vladimir

region.

Structure of business operations
(fig. 7).

Factual allegations

The CJSC (Russian Federation) was the
sole member of the Russian company. The
specified share was transferred to the
ultimate buyer, which is also a Russian
company, not directly, but through inclu-
sion into the flow of operations of the
Cyprus company.

Content of the decision

The activities of the Cyprus company
have been recognized as technical. The
company registered in the BVI (the sole
shareholder of the Cyprus company) has
been recognized as the beneficial owner
of income.

The courts (tax authorities) paid at-
tention to the following facts:
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o The Cyprus company was a “techni-
cal” (conduit) entity and was not the
beneficial owner of income from the
transaction with the company, but
acted only as a transit link for the
acquisition and subsequent sale of
the share in the authorized capital of
the Russian entity with the purpose
of obtaining the relevant preferences
in the Russian Federation and the
Republic of Cyprus;

e Actions for the transfer of owner-
ship to 100% share in the authorized
capital of the Russian entity from the
original owner (closed joint-stock
company) to the ultimate recipient
(company) were carried out within
a short period of time without an
objective need to make transac-
tions through a non-resident Cyprus
company with the characteristics of
a “technical” entity;

» Affiliation of the transaction parties.

Cases on the dispute
between T Danmark,

Y Denmark and the Danish
Tax Ministry

Decision of the Court of Justice of the
European Union dated 26.02.2019 in joint
cases C116/16 and C117/16 on the dispute
between T Danmark, Y Denmark and the
Danish Tax Ministry. <1>

Main conclusions of the Decision
of the European Court of Justice:

« A group of companies may be con-
sidered a technical structure if the
circumstances of its establishment
do not correspond to the economic
reality and the main purpose of its
establishment is to obtain tax prefer-
ences set by the tax system of the
respective state;

e Circumstances confirming that the
company acts as a conduit are that
the only activities of the company
are the receipt of dividends and their
reallocation to the beneficial owner
or another conduit company;

« Absence of actual economic activi-
ties of the company may be deter-

mined after analyzing all factors of
the company’s activities, including
company’s management procedure,
reporting, structure of income and
expenses, number of the company’s
employees, amount of fixed assets;

« Artificiality of legal relations may be
evidenced by the fact that within the
group of affiliated companies activi-
ties are structured in such a way that
the company receiving the dividends
shall reallocate these dividends to a
third company which does not meet
legal requirements due to the fact
that it has a minor tax profile and its
only activity is the transfer of funds
to the beneficial owner of income;

 In order to recognize a person as the
non-beneficial owner of income or
to establish the fact of abuse, tax au-
thorities do not need to identify the
person(s) who is (are) the beneficial
owner (s) of income.

Summary

The review of the most recent court deci-
sions taken by the supreme courts shows
that:

 Practice of courts related to the
application of the concept of the
beneficial owner of income has not
changed. Courts (as well as supervi-
sory authorities) continue to pay due
and close attention to this issue;

» No new circumstances/indicators/
evidence, which tax inspectors and
courts rely on when investigating
the issue of qualification of a foreign
entity as the beneficial owner of
income (compared to previous court
decisions and letters of the Ministry
of Finance) have appeared;

» Most of cases relate to the period of
2011-2015, i.e. the period when due
court practice on these issues has
not yet been formed, and taxpayers
paid no due attention to the issues of
documenting the form and content of
transactions with foreign companies.

We are hopeful that now taxpay-
ers have become more conscious about
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including foreign companies in the of
business transactions flow. In any case,
we strongly recommend assessing how
the current business structure correlates
with the approaches developed by tax
authorities to the issue of determining
the beneficial owner of income with the
purpose of promptly taking measures
aimed at minimizing risks.
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Specialists of Korpus Prava have
extended experience in international tax
planning and are ready to provide full
assistance in applying the concept of the
beneficial owner of income, including
analysis and optimization of the existing
structure, support of tax audits and legal
cases with regulatory authorities.

%‘Z us /'23'¢V¢

Law &

-
T T

®@ Audit and related service

# Transformation of financial
statements to IFRS

® Tax expertise

Korpus Prava (Russia)
I ; A 1 r,

T L

]
¥

12
Lt
=t
=

;E
-

AR

N LTI
Bomr g™ e omn
i = A -

e
§ e S M R S

® Tax & legal consulting
# Project consultancy

& Capital transactions {(M&A)




OFF/ON SHORE

CFC

BENEFITS
®

O FINES

OECD

q SUBSTANCE

O LIABILITY

OFF/ON SHORE

Irina Kocherginskaya, LL. M.
Managing Director

Tax and Legal Practice

Korpus Prava

its report on combating corporate

tax base erosion and profit shift-
ing to low-tax jurisdictions, commonly
known as the BEPS plan, we have repeat-
edly returned to issues associated with
implementation of the BEPS plan in the
pages of “Korpus Prava.Analytics”. One
of the topical subjects of the current
year is requirements of offshore juris-
dictions for organization of economic
substance. In this article, we will try to
answer the questions as to what it means,
what is the reason for their introduction,
whether they should be observed and
what to do next.

S ince 2013, when the OECD published

Causes for the emergence
of the economic substance

concept

So, let us remember what the BEPS plan
is actually aimed at. The BEPS plan
combats non-taxation, which is achieved
through moving profit centers away from
production centers (the places where such
profit is actually earned) and transferring
the added value to low-tax or tax-free
jurisdictions by legal and illegal means
(as well as by abuse of the law). Such
targeted actions of a taxpayer lead to

the situation when profit calculated to
determine the tax base is not formed

in companies that have all prerequisites
for profit generation. On the contrary, it
is accumulated in other companies of the
taxpayer which have neither assets, nor
resources necessary for profit-making
and which often have nothing but instru-
ments of incorporation. The BEPS plan is
precisely aimed at combating such effect.
According to the BEPS plan, fundamental
changes are required for effective preven-
tion of double non-taxation and also of
cases of low taxation associated with the
practice when taxable income is artifi-
cially separated from the activities that
generate it.

The creators of the BEPS plan say
that the use by taxpayers of double
taxation agreements, aimed at provid-
ing mutual benefits to tax residents of
these countries and enhancing interac-
tion between the countries participating
in it, has turned into the situation when
taxpayers expand their opportunities by
adding to that scheme shelf companies
from third countries, which are not par-
ties to double taxation agreements, but
which, as the chain links, allow paying
no taxes at all and thus abusing the pro-
visions of the agreements. Countries that
have entered into double taxation agree-
ments cannot influence the legislation
of such third countries since the latter
have no contractual relations.
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According to the creators of the BEPS
plan, abuse of agreements is not advis-
able for several reasons, including the
following:

» The benefits of the agreement agreed
between the parties to it economi-
cally extend to residents of the third
jurisdiction, although it is not a party
to these agreements. Thus, the prin-
ciple of reciprocity is violated and
the balance of concessions that the
parties make changes;

* Income may become completely tax-
free or be subjected to inadequate
taxation, which is far from the way
the parties to the agreement in-
tended to;

Residence jurisdiction of the ultimate
beneficiary has less incentives to
conclude a tax agreement with the
jurisdiction of the source of income
since residents of the beneficiary’s
residence jurisdiction may indirectly
receive benefits from the jurisdic-
tion of the source of income without
the need of the beneficiary’s resi-
dence jurisdiction to ensure mutual
benefits.

Therefore, the OECD has repeatedly
explained in the BEPS plan and other
documents that it is necessary to supple-
ment the existing standards designed
to prevent double taxation with tools
that prevent double taxation in areas
not previously covered by international
standards and which address cases of
non-taxation associated with the practice
when taxable income is artificially sepa-
rated from the activities that generate
it as well as the fact that international
means of putting pressure on third coun-
tries and international mechanisms that
would limit the abuse of agreements and
the ability of taxpayers to separate profit
from the places where it arises must be
developed.

Since 2013, the OECD has succeeded
in implementing its plan and objectives,
which has been repeatedly stated in
reports that can be found on the organi-
zation’s website. Automatic information
exchange has been introduced, require-
ments for controlled foreign companies
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have been strengthened, control over
transfer prices has been tightened,
conduit schemes have been restricted,
certain preferential tax regimes have
been abolished. Pressure is being put on
jurisdictions by virtue of including the
countries that provide low-tax regimes
into blacklists, restrictions on transac-
tions with them. In addition, the OECD
has made the banks and other financial
institutions that also actively contribute
to implementation of the BEPS plan both
its allies and hostages.

The substance concept became one
of such steps. Declaring the need to limit
abuse of agreements and profit shift-
ing, the OECD first used the term shelf
company meaning a company that has
few or no signs of actual existence (actual
presence) in the sense of the company
having office space, material assets
and employees.

Through the provisions of the BEPS
plan, particularly through implementing
step 6 Prevention of Abuse of Tax Agree-
ments, the OECD has declared war on the
companies and schemes in which they are
used. Through changes in national leg-
islation and introduction of the concept
of actual income recipient as it happened,
for example, in Russia, through banks
and their refusals to open accounts for
companies without the minimum actual
presence, the possibilities of using shelf
companies have become largely limited.
The next major victory on the path of the
OECD in combating shelf companies was
implementation of the idea to introduce
requirements for economic substance
in tax-free jurisdictions.

The essence of economic
substance

Economic substance is the minimum set
of requirements established by national
legislation that a company should meet
in order for the country to perceive it as
actually existing in its jurisdiction, if
such company plans to maintain its tax
residence in that jurisdiction.

It has already been noted above
that a shelf company is a company with
a lack of office space, material assets and
employees. On this basis, the minimum
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amount of requirements for economic
substance has been formed (fig. 1):

e The company director should be local;

» The company should have employees,
whose qualifications should be in line
with the activities of the company
and who should be local,

» The company has local expenses;

« The company has an office sufficient
to carry out profit-generating activi-
ties;

» The company carries out activities
generating profit in the jurisdiction.

This means that companies regis-
tered in the territory, where economic
substance legislation is adopted, are
required, if they acknowledge their status
of a tax resident of such country, to either
provide evidence of compliance with the
requirements of the legislation or confirm
that they are tax residents of another
country. In practice, this means that now
taxpayers using companies registered in
countries that have implemented eco-
nomic substance legislation are required
either to make the company actual and,
most importantly, to start carrying out
profit-generating activities through it or

Fig. 1.

' Economic

substance

voluntarily acknowledge their status of
a tax resident of another country, that is,
start paying taxes in such other country.
Thus, introduction of economic
substance legislation basically became
the final logical step on the path of the
OECD in combating artificial separation
of taxable income from the activities that
generate it.

Key elements of economic
substance

At the end of 2018, economic substance
legislation was adopted by the British
Virgin Islands (as of today, BVI even pub-
lished draft economic substance code),
Belize, the Cayman Islands, Mauritius,
the Bahamas, the Seychelles, the Islands
of Bermuda, the English Channel islands
of Guernsey and Jersey, the Isle of Man.
This list continues to be updated. Basi-
cally, low-tax jurisdictions are forced

to adopt such legislation since this is

a condition for exclusion of such jurisdic-
tions from the list of countries that do
not interact and exchange information
on tax issues or otherwise simplifies the
interaction of companies from these ju-
risdictions with the outside world. One of
the latest countries to speak about adopt-

Personnel

)
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ing economic substance so far is the UAE.
On April 30, 2019, the UAE Government
issued the resolution introducing the rel-
evant regulation. Jurisdictions such as St.
Vincent and the Grenadines, the Antilles
and others also discuss the possibility

of changing their legislation to meet the
requirements of the EU.

In general, regulatory acts of dif-
ferent countries concerning economic
substance are similar to each other. The
provisions differ in terms of timing of the
introduction, consequences of violation
of the legislation, requirements concern-
ing the substance elements which should
be observed.

As for the types of activities of the
company for which economic substance
should be confirmed, all jurisdictions
look to the list of the relevant types of ac-
tivities recommended by the OECD with
rare exceptions. These activities include:

» Banking business;
» Insurance business;

» Fund management activities;

Financing and leasing;

Activities as a parent organization;

Shipping business;

» Holding activities;

Activities in profit-making from
intellectual property;

Activities of distribution and service
centers.

Such list was used in the BVI, the
Cayman Islands, the Islands of Bermuda,
the Bahamas, the UAE and in other
jurisdictions. Exceptions are found, for
example, in legislative regulations of the
Seychelles or Mauritius where the re-
quirements apply only to licensed finan-
cial institutions so far (in Mauritius, the
substance requirements apply to compa-
nies with the Global Business Licensed
Company status, in the Seychelles — to
almost all licensed players on the securi-
ties market including activities of invest-
ment advisers and portfolio managers).
Then, the legislative regulations clarify
which specific actions are recognized
as relevant (principal types of activities
that generate profit). Thus, for instance,
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ownership of a yacht used for personal
purposes is not a relevant activity as well
as granting of interest-free loans since
no receipt of income is stipulated for that
matter.

The list of substance elements that
a company with relevant activities should
have is also unified across almost all
jurisdictions. As noted above, the key ele-
ments of economic substance are:

» Actual implementation of profit-
generating activities;

« Place of effective management;
e Current local expenses;
 Office rental;

 Full-time employees, whose qualifi-
cation is in line with the company’s
activities.

The requirement concerning profit-
earning at the company’s place of resi-
dence is common to all jurisdictions and
fundamental to the concept of the BEPS
plan. Other elements are combined. For
example, in the BVI, the conditions for
holding companies are relaxed. The com-
panies are only required to confirm the
existence of their employees and office.
Companies with other relevant activities
are required to have all elements except
assets. However, assets (equipment) are
required when it comes to managing
intellectual property, the use of which
involves the use of equipment. Legisla-
tive regulations of Guernsey and the UAE
contain all abovementioned elements as
well as requirements concerning exis-
tence of assets; preferential requirements
for substance (office and employees) are
stipulated for the UAE holding compa-
nies, and for high-risk IP companies addi-
tional criteria to comply with are estab-
lished. In Belize, it is required to confirm
the existence of employees, expenses and
management. In the Seychelles, the key
elements are employees and expenses.

In Mauritius, additional requirements
concerning the amount of local expenses
to be incurred, are established.

Then, the legislative regulations
establish the time limits, within which
the companies should comply with the
economic substance requirements and
provide the evidence to authorized
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persons and liability for the violation

of these requirements. The time limits
mainly depend on whether the company
is new or old, but in any case the deadline
for substance confirmation is the end of
2020.

The liability for violation is different:
denial of registration, denial of apply-
ing preferential tax treatment, warning,
demand for an audit, fines ranging from
tens to hundreds of thousands of US
dollars and even imprisonment. De-
spite the fact that the extent of liability
looks impressive, the issue of bringing
to liability remains open as in any case
accountability measures would apply to
a company through its directors. In most
companies, directors are provided by
administrative providers (registration
agents), part of which are located in these
jurisdictions and the other part — in oth-
er countries. The matter of applying a
fine to a company with its director and

account located in the third country is
not idle, especially the matter of applying
a fine to a director provided by a registra-
tion agent who would say at the earliest
moment that he/she is not the director.
In these circumstances, in practice, non-
compliance with the economic substance
requirements will, most likely, result in
directors, secretaries and shareholders
of shelf companies resigning from their
positions (including unilaterally through
court action), and the companies becom-
ing uncontrollable.

Test for compliance

Given widespread dissemination of
economic substance legislation, con-
siderable fines imposed for its viola-

tion, clarifications that have appeared,
elaborated reporting forms, requirements
for organization of economic substance
seem no longer phantom. They are more

Yes
{ Tax residency JI :‘L Substance Law J
Yes
{ Relevant activities J
Yes
Activities
Yes Director Yes v
Personnel 4—‘ Scope of substance J
Office
Expenses
No

{ Other company J

v

{ Change of residency J

L Redomiciliation J

Fig. 2.
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than real. In this regard, all companies
registered in classic offshore jurisdictions
should pass the test for compliance with
the requirements for the organization of
economic substance. In passing this test,
it is necessary to ask yourself the follow-

ing questions (fig. 2):

1. Are you planning to identify the
company as a tax resident in this
jurisdiction?

2. Ifyes, has the jurisdiction adopted
economic substance legislation?

3. [Ifyes, are the company’s activities
(key activities aimed at generation of
profit) associated with the relevant
activities specified in the legislation?

4. Ifyes, which substance level is re-
quired for these activities?

5. Ifyes, are you planning to carry out
actual management and control in
this jurisdiction?

6. Ifyes, are other elements of sub-
stance, the set of which depends
on the relevant activities, complied
with?

« Employees;
o Address;
¢ Expenses;

e Other.

If any requirement mentioned above
is not and cannot be complied with, you
need to think about changes in the struc-
ture of the company, its management and
functionality, or about the need to take
more radical measures, such as change
of tax residence, redomiciliation of the
company or transfer of assets/activities
to other companies of the group. In any
case, the issue should be resolved in view
of analysis of expenses that the company
has to incur to comply with all require-
ments and benefits that the taxpayer us-
ing an offshore company will eventually
receive. Moreover, it is also important to
take into account requirements of legisla-
tion concerning CFCs, actual income
recipients, standards concerning auto-
matic disclosure of information and other
provisions of regulations which can and
should affect the choice of the taxpayer
when assessing cost-effectiveness of sub-
stance. It is no longer possible to remain
a silent observer of this problem; there is
also no use to look for ways to circumvent
the direct requirement of the legislation.
This is the case when the only way to not
comply with the law is to not fall within
it, that is, to change the company, juris-
diction or tax residency. Otherwise, you
can lose if not the assets, then at least
access to them.
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stage of the capital amnesty, which
will last until 29 February 2020.
The main condition for the current

I n June 2019, Russia started the third

amnesty was the return of the declared

assets to their homeland. It should be
noted that not all assets are subject to
repatriation, but only funds deposited in
foreign accounts and foreign companies,
which are to be redomiciled to the Rus-
sian Federation.

Redomiciliation is a mechanism for
changing a company’s jurisdiction and
transferring a company from one country
to another. The result of the change of
the legal address is termination of the
existence of an entity in the country of
initial registration and transfer of its
structures to another country to carry
out further activities in accordance with
the current legislation. At the same time,
the company retains its status, structure,
property and other rights and contractual
obligations.

Redomiciliation is a new page not
only in the history of capital amnesty,
but in the history of the Russian law.

The Federal Law “On International
Companies”, which regulates registra-
tion of foreign companies in the Russian
Federation, was adopted a year ago, in
August 2018. In May 2019, the Ministry
of Economic Development reported that

the number of international companies
in the Russian special administrative
regions (SAR) reached ten. Eight of them
are registered in Oktyabrsky Island in the
Kaliningrad region and two of them are
registered in Russky Island in Vladivo-
stok.

Given that these companies have
been redomiciled before the third stage
of the amnesty, therefore, the reason
for the “move” was the intention to use
the guarantees provided by the Law “On
Voluntary Declaration of Assets and Bank
Accounts (Deposits) by Individuals and
on Amendments to Certain Legislative
Acts of the Russian Federation”.

It should be noted that the condi-
tions for redomiciliation provided for
by the Russian legislation significantly
reduce the number of companies that are
entitled to receive a new status.

Thus, a foreign company shall:

At the time of the resolution to

amend its personal law, but in any

case not later than 1 January 2018,

on its own or through its direct or

indirect controlled entities deter-
mined in accordance with Chapter

XI of Federal Law No.208-FZ “On

Joint-Stock Companies” dated 26 De-

cember 1995 and Article 45 of Federal

Law No. 14-FZ “On Limited Liability

Companies” dated 8 February 1998,
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or through other persons belonging
to the same group of persons with

a foreign person in accordance with
Federal Law No. 135-FZ “On Protec-
tion of Competition” dated 26 July
2006, on any of the grounds provided
by Article 9 of Federal Law No. 135-
FZ “On Protection of Competition”
dated 26 July 2006, or through
branches or representative offices
(other separate subdivisions), carry
out business activities in the territory
of several countries, including the
territory of the Russian Federation.

2. File an application for the conclu-
sion of an agreement on carrying out
activities as a member of a special
administrative region defined in ac-
cordance with the Federal Law “On
Special Administrative Regions in
the Territories of the Kaliningrad
Region and Primorsky Krai”.

3. Assume obligations to make invest-
ments in the territory of the Russian
Federation, including on the basis of
a statement of intent to make invest-
ments in the territory of the Rus-
sian Federation, special investment
contract, concession agreement,
agreement on public private (munici-
pal private) partnership or another
agreement.

4. Beregistered (established) in the
state which is a member or observer
of the Financial Action Task Force
(FATF) and/or a member of the Com-
mittee of Experts on the Evaluation
of Anti-Money Laundering Measures
and the Financing of Terrorism of the
Council of Europe (Moneyval).
Therefore, beneficiaries of new

(established after 1 January 2018) for-

eign companies as well as those whose

companies are registered in the Brit-

ish Virgin Islands, Marshall Islands or

Seychelles will not be able to benefit from

the capital amnesty. Among the popular

among Russians jurisdictions only Hong

Kong and Singapore are included in FATF,

while Cyprus, Malta, the Isle of Man,

Jersey, Guernsey and Eastern Europe are

included in Moneyval.

As for investments in the Russian
economy, the legislator has indicated the
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amount of 50 million rubles. It should be
noted that this figure may also become a
significant barrier for mid-level entre-
preneurs who, perhaps, would like to
transfer their business to Russia, but are
not ready to make such large investments
now.

Investments in the Russian economy
may be as follows:

» Capital investments, i.e. invest-
ments in capital assets (fixed assets),
including costs of new construc-
tion, reconstruction and technical
re-equipment of existing enterprises,
acquisition of machinery, equipment,
tools, inventory, design and survey
works and other costs;

e Investments in the authorized
capital, fund or contributions to the
property of business entities that are
Russian legal entities engaged in the
activities not prohibited by the legis-
lation of the Russian Federation.

The two criteria described above sig-
nificantly reduce the number of persons
that will be able to declare their partici-
pation in a controlled foreign company
(CFC). However, it should be remembered
that the third stage of the amnesty has
already been arranged, and if compatriots
have not taken advantage of the previous
opportunities, it means that they have no
big need in it. The current amnesty sets
specific goals, namely the return of citi-
zens’ assets to their homeland.

It will be very interesting to analyze
the figures at the end of the amnesty
period and to establish the amount of
filed special declarations and redomiciled
companies. However, the second stage is
most likely to remain the most effective
stage of the capital amnesty. According
to the statistics, about 7,200 declara-
tions were filed in the first wave of the
amnesty, and about 11,800 declarations
were filed in the second one. To be fair,
it should be noted that no citizen activity
has been currently observed.

But what about taxes?

It is well known that the amnesty does
not only exempt from criminal and ad-
ministrative liabilities, but also restricts
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the ability of tax authorities to collect

taxes.

Thus, according to Article 45 of the
Tax Code, the tax is not collected in case
of non-payment or incomplete payment
of tax by the declarant recognized as
such in accordance with the Federal Law
“On Voluntary Declaration of Assets and
Bank Accounts (Deposits) by Individuals
and on Amendments to Certain Legisla-
tive Acts of the Russian Federation”, and/
or by another person, information about
which is contained in a special declara-
tion filed in accordance with the said
Federal Law.

No tax collection shall be made sub-
ject to one of the following conditions:

1. Ifadeclarant has been obliged to pay
such tax as a result of transactions
made before 1 January 2015, related
to the acquisition, use or disposal of
the property of controlled foreign
companies, the information on which
is contained in a special declaration
filed within the period from 1 July
2015 to 30 June 2016, or related to
the opening of and crediting funds
to the accounts, the information on
which is contained in such special
declaration, i.e. a special declaration
was filed during the first stage of the
amnesty.

2. Ifadeclarant and/or another person
have been obliged to pay such tax be-
fore 1 January 2018, and such person
has taken advantage of the second
stage of the amnesty, but this provi-
sion did not apply to the obligation
to pay taxes payable in respect of the
profit and/or property of controlled
foreign companies.

3. Ifadeclarant and/or another per-
son has been obliged to pay such

tax before 1 January 2019 and such

person intends to benefit from the

third stage of the amnesty, while the

CFC’s profit is still not exempt from

taxation.

The last note seems a little strange
against the fact that a declarant should
not have any CFC at the time of filing a
special declaration.

Thus, if as of 31 December 2019,

a declarant will no longer be a controlling

person of a foreign company, then this
person will no longer be subject to the
obligation to submit a notification on CFC
and, as a result, to include retained earn-
ings of CFC into the tax base in 2019. This
clause most likely serves as an incentive
for doubtful citizens who are in no hurry
to leave CFC and plan to redomicile a for-
eign company at the end of the amnesty
period, having managed to complete ev-
erything in the first two months of 2020.

It is interesting that at the end of
2018, when no one believed in the third
stage of the amnesty, the Ministry of
Finance issued a letter that shed light
on one of the most controversial issues
of both stages of the amnesty.

The issue concerned the period for
which it was possible not to pay taxes if
a special declaration was already submit-
ted. The Tax Code states that no taxes
are subject to collection if the obligation
to pay them has arisen before 1 January.
Then when does this obligation actually
arise? Opinions of legal experts were
divided. Some believed that the obliga-
tion arose directly at the moment of
income receipt, i.e. before 1 January, and
therefore, there was no need to pay taxes.
Others believed that the obligation arose
from the moment of filling a tax return
and it was necessary to fulfill this obliga-
tion before 15 July of the year following
the reporting period, and in this case,
despite a special declaration, taxes for
the year preceding the year of submission
were to be paid.

In its letter No.03-04-05/93986 dated
24.12.2018, the Ministry of Finance indi-
cated that the obligation to pay personal
income tax was imposed on a taxpayer
from the moment of receipt of such
income. Therefore, when filling a special
declaration in 2019, taxes on income
received in 2018 are not subject to collec-
tion, as they have been received before
1 January 2019.

It should also be noted that an
amendment to the article on exemption
of certain types of income from taxation
was made together with the announce-
ment of the third stage of the amnesty.
This article was supplemented by clause
75, according to which income in the
form of profit of a controlled foreign com-
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pany taken into account when determin-
ing the tax base in 2019 for a taxpayer
who is a controlling person of such a
controlled foreign company, is not subject
to taxation.

Such income is exempt from taxa-
tion, if a taxpayer has not been recog-
nized as a tax resident of the Russian
Federation following the results of the
tax period of 2018.

Apparently, the legislator tried to
return not only the capital, but taxpayers
themselves to Russia.

It is known that anti-offshore
reforms resulted in many of our compa-
triots deciding that they could afford to
reside outside the homeland for the most
part of the calendar year and to take
profits of foreign companies away from

the control of the Russian tax authori-
ties (tax non-residents are known to pay
taxes only on the income received in

the Russian Federation, while foreign
companies, unless they are recognized
as tax residents of Russia, do not belong
to such sources). This amendment allows
those who lost their tax residency in
2018 to regain their tax residency in the
Russian Federation in 2019 in order not
to pay taxes on the retained earnings

of the CFC in 2019, and again not to pay
taxes related to the activities of a foreign
company in 2020.

It seems that the actions of the
authorities are quite understandable and
logical, but we will see whether they yield
any results in the spring of 2020.

K/a'{/)us /%’aua
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IFRS 9 — NEW APPROACH TO CLASSIFICATION AND IMPAIRMENT OF FINANCIAL ASSETS

Julia Vints
Director

Korpus Prava

in accordance with IFRS (Interna-

tional Financial Reporting Standards)
for 2018, all companies faced with a new
financial instrument accounting standard
IFRS 9.

Financial instruments have tradi-
tionally raised the greatest number of
questions and presented many chal-
lenges.

IFRS 9 mandatory for use since Janu-
ary 01, 2018 was intended to eliminate
the shortcomings of then applicable IAS
39, simplify the logic of classification of
financial instruments, increase reliabil-
ity of information about impairment of
financial assets. However, it has raised
even more questions.

Key changes have occurred in the
classification and measurement of fi-
nancial assets and even more significant
changes concern asset impairment.

From now on, financial assets are
divided into three groups, depending
on the method of their measurement
and accounting:

e FVTPL: fair value through profit
and loss;

I n preparation of financial statements

¢ FVOCI: fair value through other com-
prehensive income;

 AMC: amortized cost.

The principles that the company ap-
plies when referring an asset to a particu-
lar group are shown in figure 1.

Already after the first year of applica-
tion, an amendment to IFRS 9 appeared
which became effective on January 01,
2019. According to this amendment,
loans and borrowings with the early re-
payment option in the agreement cannot
be classified at amortized cost, that is,
they should be measured at fair value.

However, companies face the biggest
difficulty in applying new rules of impair-
ment of financial assets.

First, impairment applies to virtu-
ally all companies, even those that do not
include securities, equity or derivative
financial instruments in their financial
statements. After all, receivables of a
trading company are also a financial
instrument.

Provision for impairment should be
created for all financial assets, except
for those carried at fair value through
profit or loss as changes in their fair value
reflect their impairment. The provision
is created as of each reporting date and
is a cumulative value. An increase or
decrease in the provision is recognized
in profit or loss. And the provision itself
reduces the amount of financial assets in
the statements.
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Debts

Derivatives Equity

SPPI-test: cash flows carried
out solely for payment No

Yes

< Held for trading

of the principal amount
of debt and interest

Yes

Determination of business model:

v

lNo

The company has chosen
the option of measuring
at fair value through other
comprehensive income

Yes

'S

IFRS 9 — NEW APPROACH TO CLASSIFICATION AND IMPAIRMENT OF FINANCIAL ASSETS

Table 1

Repayment Interest
period rate

0-30 days (without delay) 2%

31 _ 60 days ........................... 5 % ...........
61 _180days ......................... 1 O% ..........
18 1_ 3 60 days ........................ 2 5% ..........
more than 360 days .................. 1 OO% ........

approaches to determination of ECL: gen-
eral and simplified (see figure 2).
According to the general approach,
impairment loss is recognized depending
on the stage at which the financial asset
currently is. It is important to note that
income is accrued on a financial asset (for
example, loan interest) to its full value,

excluding the provision for financial
assets with regular credit risk or assets
showing signs of a significant increase in
credit risk. Income on a defaulted finan-
cial asset is accrued to its cost in view of
the provision.

The text of the standard contains
refutable assumptions that:

e Credit risk on a financial asset has
significantly increased if the pay-
ments stipulated by the agreement
are in arrears for more than 30 days
(clause 5.5.11); and

e Default occurs on or before the date
when the financial asset is in arrears
for 90 days unless the organization
has reasonable information to apply
larger arrears in the payment (clause
B5.5.37).

Simplifications have been developed
for certain types of receivables. The sim-
plified approach is stipulated for:

holding for receipt
of contractual cash flows Yes
is the sole purpose
At fair value through
other comprehensive
Yes No income (FVOCI)**
. ** In retirement, the revaluation
Held for receipt No result is recognized
of contractual cash > in retained earnings
flows and sale
Yes
) 1
. At fair value through At fair value through
At amortized cost other comprehensive rofit or loss (FVTPL)
income (FVOCI)* P

* In retirement, the revaluation

result is recognized

in profit or loss.

Fig. 1. Classification of financial assets

Second, the model of losses incurred
has been replaced by the ECL model: ex-
pected credit loss. What does this mean
in practice?

Previously: receivables were gener-
ally grouped by maturity, and interest
was applied to them which depended on
the period of delay in debt repayment
(the longer the period of delay, the bigger
the interest) based largely on historical
information. Or the provision was not
created at all.
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Example (table 1).

Currently: impairment of finan-
cial assets should be recognized in the
amount of expected credit loss (ECL).
Now companies must take into account
not only historical information, but also
perspective information.

Credit loss is the value of cash flows
for a financial instrument, that will not
be received, which was discounted at
the reporting date. IFRS 9 stipulates two

{ General approach { Simplified approach
Stage 1 Stage 2 Stage 3
Reliable asset Asset showing Impaired
with regular signs of (defaulted) No stages
credit risk a significant financial asset
increase in credit risk

The 12-month ECLs
are recognized -
part of expected

credit loss

for the entire period
arises as a result

of defaults on
a financial instrument
that are possible
to occur within
12 montbhs after
the reporting date

AULECLs for the entire life of a financial asset -
expected credit loss arising as a result
of all possible defaults over
the expected life of a financial instrument

Fig. 2. Two approaches to ECL determination
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Table 2

Individual clients

Clients that are legal entities

Air transportation  Ground transportation

» Trade receivables without a sig-
nificant financing component (that
is, payment deadlines do not grant
significant benefit from financing the
transfer of goods or services for the
buyer);

e Lease receivables;

» Assets under contracts without

a significant financing component

(the company’s right to receive

compensation for goods/services that

have already been transferred/ren-
dered to the buyer but payment for
them depends on the occurrence of

a certain event that is not associated

with time).

To understand what companies are
now dealing with, we will consider funda-
mental steps of calculating the estimated
provision for credit loss using the simpli-
fied approach.

Example: Company 1 which princi-
pal activities are cargo transportation.
The company’s policy grants a delay of
30 days for its customers to repay their
receivables and according to it, the debt
is deemed defaulted if it is not repaid
within 360 days. As of December 31, 2018,
the company has total receivables for air

Air transportation Ground transportation

transportation of goods from individuals
in the amount of 7,500,000 Rubles. Let us
calculate the provision that the company
should accrue on this debt by 31.12.2018.

Grouping of receivables
with similar credit risk
features

The standard does not contain clear in-
structions as to how to group receivables.
Companies themselves should determine
the most important criteria which affect
credit risk. For a transport company,
those may be the geographical region

of customers, type of customers (individ-
uals or legal entities), type of cargo trans-
portation (domestic or international,

air or rail...), type of goods transported,
whether the transportation is carried out
by the company itself or through contrac-
tors, etc.

As to Company 1, it was resolved to
divide the debt into 4 groups (there may
be more groups) (table 2):

To determine the expected credit
loss by the total amount of the debt, the
company should determine them for each
group separately and sum them up. But
for clarity, let us consider Group 1 only.

Table 3

Debt Repayment Amount Amount Credit
maturity amount of revenue of revenue loss

date in this period carried forward ratio
Less than 30 days (without delay) 30 000 000 50 000 000 20 000 000 1.6%

.3 1 _ 60 days ............................... 12 OOO 000 ......... 20 OOO 000 ......... 8 000 OOO ........... 4% .......
61 _180days ............................. 4800000 .......... 8000000 .......... 3200 OOO RN 10% ......
181_ 360 days ............................ 2400000 .......... 3200000 .......... 800 OOO e 25% ......
;\;I Ore than . 360 days ...................... _ ................... 800 OOO ............ Wnteoff ............ Wr lteoff
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Table 4

Debt maturity Amount of receivables ECL ECL estimated
date asof 31.12.2018 ratio ratio

Less than 30 days (without delay) 3500 000 1.76% 61 600

31 _60 days ............................... 2 OOO 000 ......................... 44% ................ 88 000 ...........
61 _180d ays ............................. 1 SOO 000 ......................... 1 1% ................. 1 65 000 .........
181_3 60 days ............................ SOOOOO ........................... 275% ............... 137 SOO .........
TOtal ...................................... 7 500 000 ........................ _ ................... 4 52 100 .........

Determination of credit loss
ratios for the prior period

The prior period should be reasonable
and most appropriate, not too short or
too long. In practice, it is usually not
less than a year and not more than five
years.

The ratios should be determined
for each group separately. To do this,
we break down the total receivables in
accordance with the maturity dates and
determine the amount in each period of
delay.

Total sales in 2018 for Group 1 were
50,000,000 Rubles. Total credit loss for
Group 1 was 800,000 Rubles.

The debt was repaid as follows
(table 3).

Credit loss ratios are calculated by di-
viding the total amount of credit losses of
800,000 Rubles by the amount of revenue
(debt) in each period.

Determination of future
expected credit loss ratios.

The most difficult and contentious issue
is determination of the impact of future
economic conditions on credit loss. These
ratios are largely based on professional
judgment and analysis.

Let us perform this step for illustra-
tion purposes only. And let us assume
that Company 1 expects an increase in
credit loss in the amount of 10% due to
rising fuel prices. Each company indi-
vidually determines which indicators
affect credit risks (exchange rates, rising
unemployment, inflation, etc.).

In this case, historical credit loss
ratios calculated in the previous clause
increase by 10%, and as of December 31,
2018, the provision is 452,100 Rubles
(table 4).

The new approach to impairment of
financial assets further bridges the gap
between financial statements in accor-
dance with IFRS and management state-
ments. IFRS 9 largely makes it possible to
use a specialist’s professional judgment.
The need to rely on substantiated and
verifiable information available without
undue cost or effort is repeatedly stressed
in the text of the standard.

But auditors acknowledge that in
some cases, companies willingly agree
to a reservation in auditor’s opinion
since calculation of the loss allowance
on a financial instrument under the new
rules is overly complicated. The auditors
often have difficulties due to inability
to confirm professional judgments used
to estimate expected credit losses.

In general, it is difficult to dispute
the fact that the application of the IFRS
9 rules hurt companies noticeably.
Calculation of impairment of financial
assets sometimes simply goes beyond
the capabilities of accountants, requires
the involvement of specialists from other
departments (financial managers, ana-
lysts), significant costs for modernization
of the accounting system. Let alone the
fact that it takes a lot of time and leads
to an increase in losses for companies.
This is especially important to under-
stand for users of reporting and business
owners.

45



FINANCIAL LEASE: DIFFICULTIES IN ACCOUNTING BY THE LESSEE

FINANCIAL LEASE:
DIFFICULTIES
IN ACCOUNTING

BY THE LESSEE

Svetlana Sviridenkova
Deputy Director
Audit Practice
Korpus Prava (Russia)

INSTRUCTION A

REDEMPTION

TRANSACTION

VALUE

hen making a decision to pur-
chase property (fixed assets)
under the financial lease (leas-

ing) agreement, a business owner rarely
thinks about peculiarities of accounting
and tax consequences that this method
of acquisition will entail.

In the financial lease agreement, it is
necessary to indicate on whose balance
sheet a leased asset is accounted, as this
affects accounting and tax accounting
of the purchased car.

Rules of accounting of leased assets
are determined by Order No. 15 of the
Ministry of Finance of the Russian Fed-
eration dated 17.02.1997, and rules of tax
accounting are determined by Articles
256-258 of the Tax Code of the Russian
Federation.

Order No. 15 was last amended in
2001, that is why it contains many out-
dated issues (for example, numbers and
titles of accounts). Nevertheless, there
is no other “instruction” on leasing ac-
counting published.

The procedure of accounting and
tax accounting for the acquisition of
non-current assets under financial lease
(leasing) agreements should be set in the
accounting policy.

Balance sheet of the lessor

In this case, the buyer (lessee) cannot
record a purchased car on the balance
sheet accounts until the full redemption.
The value of the leased property received
by the lessee shall be recorded on off-
balance sheet account 001 “Leased Fixed
Assets” as in the case of an ordinary
lease.

In accounting and tax accounting,
the lessee shall record monthly lease pay-
ments and VAT deductible.

In case a leased asset is returned to
the lessor (in practice, it is very rare), the
asset is written off from off-balance sheet
account 001 “Leased Fixed Assets” (see
table 1).

In this case, tax accounting expenses
coincide with accounting expenses, i.e.
there are no differences (neither tempo-
rary nor permanent).

Balance sheet of the leasee

If under the agreement a vehicle is recog-
nized on the balance sheet of the lessee,
accounting and tax accounting of such
asset is carried out in different ways, i.e.
there are some differences.
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Table 1 Table 2

Description of transaction Debit account Credit account Description of transaction Debit account Credit account

001 “Leased Fixed Assets” -

Receipt of a leased asset Receipt of a leased asset 08 “Investments 76 “Leasing”
into Non-Current Assets”

Accrual of lease payments 20’ 23) 25’ 26’ 44 .......................................................................................................................

(monthly) (costs accounts) 76 “Debt on Lease Entry of a leased asset 01 “Fixed Assets Acquired 08 “Investments
................................................................................... Payments" to the accounting reCOrdS Under Leasing Agreements" intO Non_current ASSetS“
VAT When acquiring Valuables 19 “lnpUt VAT" .......................................................................................................................
(monthly) Accrual of amortization expenses 20,23, 25,26,44 02 “Amortization
....................................................................................................................... (monthly) (costs accounts) of Fixed Assets”
Making lease payments 76 “Debt on Lease payments” D1 “SEttlemENnt ACCOUNTS” ettt ettt ettt ettt
....................................................................................................................... VAT when acquiring valuables 19 "Input VAT” 76 “Leasing Settlements
Return of a leased asset upon the - 001 “Leased Fixed Assets” (monthly, according to invoices)
termination of the agreEMENt e
....................................................................................................................... Making lease payments 76 "Leasing Settlements” 51 “Settlement Accounts
01 “Fixed ASSetS“ 02 "Amortization Of FiXed .......................................................................................................................
Redemption of a leased asset Assets” Accrual of lease payments 76 “Leasing” 76 “Leasing Settlements
(entry to the aCCOUNTING FECONAS)  «« v v e seserer e e ettt ettt ittt ettt PPN
- 001 “Leased Fixed Assets” Return of a leased asset upon 91.2 “Other Expenses” 01.09 “Disposal
the termination of the agreement of Fixed Assets”
(after making all due payments)
ACCOUI]tlIlg In order to separate objects in the 01 “Fixed Assets 01 “Fixed Assets Acquired

ownership from those acquired under in the Ownership”
financial lease (leasing) agreements,

Acquisition of a leased asset shall be under Leasing Agreements”

reflected in the accounting records under

the sale and purchase agreement.
The cost of the asset shall be deter-
mined as the sum of all expenses on the

the lessee is recommended to open addi- 02 “Amortization

tional sub-accounts to accounts 01 “Fixed
Assets” and 02 “Amortization of Fixed

of Fixed Assets Acquired
under Leasing Agreements”

02 “Amortization
of Fixed Assets
in the Ownership”

»
asset acquisition, namely, as the sum of Assets”.

all lease payments in total accruable un-

der the schedule (term of the agreement). Tax accountlng

The lessee has the right to provide In tax accounting, lease payments

Useful Life (UL) shall be determined For the purposes of profit taxation for an 1ncre'3ase in the multiplying fact.or ?re recognized in the amount exc'eed‘-
on the basis of: . .. not exceeding 3 for some assets, provided ing the amount of accrued amortization
: (to determine the depreciation rate), . S "
. . . . that the asset to be acquired belongs to within the amount of lease payments
» Expected period of use (classification the value of a leased asset is the amount first-third tigati \ cioulated by th o
of fixed assets included in amortiza- of expenses of the LESSOR for the acqui- rst-third amortization groups:. Stipulated by the agreement”.
tion groups is often used?); sition of a leased asset. Such value shall
be specified in the agreement or annexes Table 3

Regulatory and legal restrictions

) . thereto. In practice, a copy of the sale and
(e.g. leasing period);

purchase agreement under which the les-

Indicator Amount
» Expected physical depreciation; sor has acquired a leased asset is usually
o All write-off methods of amortiza- prOVIded. Base.d Or} the above, the value Value of a leased asset under the agreement RUB 5 000 000
. e intaxaccounting is always lower than e
tion expenses specified in RAS 6/01 . .
“Accounting of Fixed Assets” may be In accounting. o . . Lessor’s expenses on acquisition of a leased asset RUB 4 500 000
, : Theuseful lifeis determined inac- e
applied to leased assets. In practice, d ith the classificati f fixed
the straight-line amortization meth- cor an.ce wit t. € classi .Cat.lon othxe Useful life under the classification of fixed assets 36 months
. . assets included in amortization SrOUPS®. e
od is mostly applied (see table 2).
Leasing period 18 months
Amount of lease payments for the first 12 months of the agreement period RUB 3 333 333

1. Clause 8 of Russian Accounting Standard (RAS) 6/01 “Accounting of Fixed Assets”.
2. Order No. 1 of the Government of the Russian Federation “On Classification of Fixed Assets Included in Amortization Groups”
dated 01.01.2002.
3. Clause 10 of Article 258 of the Tax Code of the Russian Federation. 4. Sub-Clause 1 of Clause 2 of Article 259.3 of the Tax Code of the Russian Federation.
5. Sub-Clause 10 of Article 264 of the Tax Code of the Russian Federation.
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Differences between asset in accounting and tax accounting, Table 5
accounting and tax the difference 1s.permanent. In the first . .
. / year of ownership of a leased asset a per- Indicator A TA Difference ~ Comments
accountlng (RAS 18 02) manent tax asset (PTA) shall be formed
The procedure for generation of dif- in the account records. Monthly 277778 375 000 - -

ferences between accounting and tax
accounting is illustrated by the example
of acquisition of a vehicle under the fol-
lowing terms (see table 3).

In total, the lessee recognizes ex-
penses in the amount of RUB 5,000,000
related to the acquisition of a vehicle
under the financial lease (leasing) agree-
ment in accounting (A) and tax account-
ing (TA). Differences arise only during
the period of recognition and allocation
of expenses between amortization and
lease payments. Let us compare the
amounts of expenses that will be recog-
nized in the first 12 months of the leasing
agreement with different accounting
methods.

Option 1

The useful life of a leasing asset for ac-
counting and tax accounting is the same
in accordance with the classification of
fixed assets included in amortization
groups. The organization applies multi-
plying factor 3 to the depreciation rate
(see table 4).

Monthly amortization in tax ac-
counting exceeds the amount of monthly
amortization in accounting. Since the
reason is the different value of a leased

Since multiplying factor 3 is ap-
plied to the depreciation rate, the actual
amortization period in tax accounting
shall amount to 12 months instead of
36 months. When amortization is no
longer accrued in tax accounting, the dif-
ference will be reversed. In accounting,
amortization will continue to be accrued,
and there will be no amortization ex-
penses in tax accounting, i.e. a perma-
nent tax liability (PTL) will be formed.

In the current reporting period, the
amount of amortization in tax account-
ing exceeds the amount of lease pay-
ments, so lease payments in the amount
of RUB 500,000 may be recognized only
in the following reporting period. Upon
the recognition of lease payments in
expenses, a permanent tax asset (PTA)
is formed, because in accounting amor-
tization expenses are recognized instead
of lease payments.

Option 2

The useful life of a leased asset for ac-
counting is set in accordance with the
leasing period — 18 months, and for tax
accounting purposes — in accordance
with the classification of fixed assets
included in amortization groups. The

amortization

Lease payments 0 0
for a year

Total expenses 3333333 4500 000
for a year

organization applies multiplying factor 3
to the depreciation rate (see table 5).

Amortization expenses for a year
in tax accounting exceed amortization
expenses for the leased asset in account-
ing; therefore, a permanent tax asset is
formed.

Moreover, as in the first option,
the actual amortization period in tax
accounting shall amount to 12 months,
while in accounting — 18 months. A year
after the acquisition of the leased asset
a permanent tax liability (PTL) will be
formed instead of PTA.

In the current reporting period, the
amount of amortization in tax accounting
exceeds the amount of lease payments,
so lease payments in the amount of RUB

-1166 667 Permanent difference, permanent

tax asset (PTA)

Lease payments are not recognized
in A (@mortization is accrued). In TA,
lease payments are recognized only
if the amount of lease payments
exceeds the amount of amortization.

-1166 667 Permanent difference, permanent

tax asset (PTA)

500,000 may be recognized only in the
following reporting period. A permanent
tax asset (PTA) will be formed.

Option 3

The useful life of a leased asset for ac-
counting is set in accordance with the
leasing period, and for tax accounting
purposes — in accordance with the classi-
fication of fixed assets included in amor-
tization groups. The organization applies
no multiplying factors (see table 6).

In this case, amortization expenses
in accounting are more than two times
higher than amortization expenses in
tax accounting. A permanent tax liability
(PTL) is formed. After the termination of

Table 4
Indicator A TA Difference Type of difference Table 6
Monthly 138 889 375000 - - Indicator T TA Difference  Type of difference
amortization
....................................................................................................................... Monthly 277778 125 000 _ _
Amortization 1666 667 4500000 -2833333  Permanent difference, permanent amortization
for a year L DG STt (I
....................................................................................................................... Amortization 3333 333 1500000 1833 333 Permanent difference, permanent
Lease payments 0 0 0 Lease payments are not recognized for a year tax liability (PTL)
for a year inA(@amortization is accrued). [N TA, et
lease payments are recognized only Lease payments O 500 000 -500 000 Permanent difference, permanent
if the amount of lease payments for a year tax asset (PTA)

.......................................................................... exceeds. the amount.of amortization.....

Total expenses 3333333 2000000 1333333 Permanent difference, permanent tax
Total expenses 1666 667 4500000 -2833333 Permanent difference, permanent for a year liability (PTL)

for a year tax asset (PTA)
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the financial lease (leasing) agreement,
the reverse difference and permanent tax
asset (PTA) will be formed in accounting,
since amortization expenses will be rec-
ognized in tax accounting for 36 months.
Since the amortization amount for the
reporting period in tax accounting is less
than the amount of lease payments for
the same period, the lessee is entitled to
recognize expenses on lease payments in
excess of the amortization amount.

No procedure for recognition of lease
payments in excess of accrued amortiza-
tion is set in the tax legislation (lump
sum or straight-line basis). Therefore,
it is acceptable to recognize the entire
difference in the amount of RUB 500,000
in one reporting period (within the excess
of lease payments over accrued amortiza-
tion). The lessee may decide to recognize
lease payments on a straight-line basis
during the leasing period. A permanent
tax asset (PTA) is formed.

It should be noted that it is required
to recognize lease payments in excess
of the recognized amortization in tax
accounting to minimize risks of disputes
with tax authorities during the period of
the financial lease agreement (leasing),
but not after its termination.

Option 4

The useful life of a leased asset for ac-
counting and tax accounting is the same

in accordance with the classification of
fixed assets included in amortization
groups. The organization applies no mul-
tiplying factors (see table 7).

In this case, amortization expenses
in accounting exceed amortization ex-
penses in tax accounting. A permanent
tax liability (PTL) is formed.

Since the amortization amount for
the reporting period in tax accounting is
less than the amount of lease payments
for this period, the lessee is entitled to
recognize expenses on lease payments
in excess of the amortization amount.

A permanent tax asset (PTA) is formed.

What is the difference?

By choosing one of the options above,
the lessee may reduce the tax burden in
the current and/or subsequent periods.

It is particularly important to make a
preliminary calculation of the tax burden
for all periods covered by the financial
lease agreement (leasing) in case of
significant investments in the acquisition
of leased assets.

Redemption value

As arule, financial lease (leasing) agree-
ments provide for a minimum redemption
value at the end of the leasing period.

Table 7
Indicator A TA Difference Type of difference
Monthly 138 889 125 000 -

amortization

Amortization 1666 667 1500 000
for a year

Lease payments 0 500 000
for a year

Total expenses 1666 667 2 000 000
for a year

52

166 667 Permanent difference, permanent

tax liability (PTL)

-500 000 Permanent difference, permanent

tax asset (PTA)

-333 333 Permanent difference, permanent

tax asset (PTA)
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Accounting

In the legislation on accounting there
are no instructions on accounting of the
redemption value of the leased asset.
Generally, the redemption value may
be recognized as expenses on acquisition
of fixed assets and, accordingly, should
determine the initial cost of the asset.
However, if at the end of the leasing
period the leased asset is returned to
the lessor, the lessee will have to make
adjustments to the accounting.

Tax accounting

In the Tax Code of the Russian Federation
there are no instructions on recognition
of expenses in the form of redemption
value of the leased equipment.

According to the Ministry of Finance
of the Russian Federation® such expenses
determine the initial cost of depreciable
property upon the transfer of ownership
of the leased asset to the lessee.

If the redemption value exceeds
RUB 100,000, the lessee should deter-
mine the initial cost of the fixed asset,
set the useful life and recognize expenses
by amortization accrual.

If the redemption value is less than
RUB 100,000, expenses shall be recog-
nized as a lump sum.

Advance under the
financial lease agreement

If the financial lease (leasing) agreement
provides for advance payments, such
advance shall be recognized as expenses
during the entire leasing period, but not
as a lump sum upon its payment (distrib-
uted evenly throughout the entire leasing
period).

VAT deductable from the amount
of advance payment may be recognized,
provided there is an invoice for advance
payment. Upon recognition of expenses
on lease payments, VAT on the advance
payment is restored pro rata to recog-
nized expenses (to the extent of the
distributed advance payment).

Things are about to change

For the purposes of accounting of
leasing operations, Federal Standard

of Accounting 25/2018 “Accounting

of leasing” has been developed,

and since January 1, 2022, it shall ter-
minate Order of the Ministry of Finance
of the Russian Federation No. 15 dated
17.02.1997 “On Reflection of Operations
under the Lease Agreement in Account-
ing” analyzed in this article.

6. Letter of the Ministry of Finance of the Russian Federation No. 03-03-06/1/4571dated January 28, 2019; Letter of the Ministry
of Finance of the Russian Federation No. 03-03-06/2/79754 dated November 6, 2018; Letter of the Ministry of Finance of the
Russian Federation No. 03-03-06/3/7617 dated February 12, 2016.
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Korpus Prava was established in 2003 in Moscow, Russia. Together with our offices

in Russia, Cyprus, Latvia and Hong Kong we offer clients a truly international service.
Our highly qualified and friendly staff is available to provide to the clients a flexible,
reliable and efficient service.

The mission of the Company is to raise the business value of the client and bring
down risks.

Korpus Prava offers services in:
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 International tax planning

e Project consulting
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e Capital transactions / M&A
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services.

Korpus Prava was nominated as the best legal firm in Russia according to the authorita-
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for tax planning in Cyprus. Korpus Prava Private Wealth Practice has taken fifth place
in Private Banking and Private Wealth sector in Russia, in the category of Succession
Planning Advice and Trusts according to the annual rankings of Private Banking Russia
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Korpus Prava is a member of Cyprus Fiduciary Association (CFA) and Franco-Russian
Chamber of Commerce and Industry (CCIFR). It takes part in the development of busi-
ness community, business presentations and the exchange of professional experience.

Our certified specialists conduct seminars and consultations for accountants and the

representatives of company financial services; they act as experts, and they are pub-
lished in popular financial publications.
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