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INTRODUCTION

Dear readers,

We are glad to welcome you in the pages of the winter edition
of “Korpus Prava.Analytics”, which is traditionally dedicated to topical issues
of the new year.

This new year has brought up a number of new issues, particularly in the sphere
of taxation. Our auditor Svetlana Sviridenkova covers in her article those amendments,
which apply to the majority of legal entities and individuals of the Russian Federation.

In recent years, the issue of foreign exchange legislation has always been the focal
point of discussions. Thus, by the end of 2017, the State Duma received the draft law
On Amendments to the Federal Law on Foreign Exchange Regulation, which became
effective from January 1, 2018. This event became a long-awaited present to thousands
of Russian citizens residing abroad. The lawyer of Korpus Prava Private Wealth Tatiana
Frolova gives in her article a detailed review of all new introductions to the foreign
exchange regulation.

We traditionally follow not only the legislation of the Russian Federation, but also
the one of other countries. This issue covers the latest news on the U.S. tax legislation.

2017 is often called the last year of tax schemes. Having reviewed all the latest changes,
our specialists have agreed with this statement. Given the tendency of tax control
strengthening, tax schemes should be avoided. However, it does not prohibit taxpayers
from applying special tax treatments and tax benefits. This issue covers all significant
changes, which will influence business activities in 2018, and provides recommenda-
tions on business practices.

We hope these materials will be really beneficial to your business. We always welcome
your feedback and comments. Happy and prosperous New Year!

Artem Paleev 7 //
Managing Partner C
Korpus Prava {
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The Yellow Hound Brought
Something Round!

The New Year brought numerous changes, particularly in tax-
ation. Changes were introduced to various chapters of the
Tax Code of the Russian Federation, i.e. Corporate Profit
Tax, Personal Income Tax, Simplified Tax System, Insurance
Premium, Property Tax and many others.

This article will cover those amendments that apply
to the majority of legal entities and individuals in the Russian
Federation.

All Quiet on the Western Front?!?

After amendments to the administrative code of the Rus-
sian Federation were introduced specifying that any fine

for an illegal foreign exchange transaction equals to the
amount of this transaction, many fellow citizens, particularly
the ones living abroad, were put under threat of losing all
their bank assets.

It’s Better to Avoid Big Troubles
Than Enjoy Small Benefits

The tax advantage is defined as the reduction of the tax bur-
den due to tax base reductions, granted tax deductions, tax
benefits, application of lower tax rates, and the granted right
for tax refund (credit) or tax reimbursement from the budget.

Practical Application of Section V.I
of the Tax Code of the Russian
Federation: 2017 in Review

In 2015 and 2016, several cases based on pricing regulation
norms were already heard by arbitration courts, however, they
mainly covered either rights of local tax authorities to apply
provisions of transfer legislation when proving unjustified tax
advantages, or conditions of qualifying parties as interdepen-
dent.

Strengthening of Tax Control

2017 was abundant with conceptual approaches to tax control
developed by tax authorities both for applicable approaches
(methods) and for the introduction of execution limits

to taxpayers’ rights to apply methods of tax saving.
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Criminal Liability for Crimes
in the Sphere of Business
and Other Economic Activities

Under the current legislation, any crime is punished with the
criminal liability. However, crimes pose different levels of
danger to the community, e.g. some crimes endanger lives
and well-being, and their consequences are often impossible
to compensate, while others endanger state economic inter-
ests and assets, and damages imposed thereby may be com-
pensated.

One for All and All for One: Explana-
tory Statements of the Supreme Court
on the Matters of Subsidiary Liability
of People with Significant Control

At the end of the passing 2017 year, the Supreme Court of the
Russian Federation held a plenary session and adopted Reso-
lution of the Supreme Court of the Russian Federation Plenum
No. 53 dated December 21, 2017 on the matters of subsidiary
liability for people with significant control over the debtor
upon bankruptcy.

Let’s See the Colour of Your Money!

Fast development of the Armed Forces of the Russian Federa-
tion in recent years would have been impossible without

the systematic renewal of the existing outdated equipment,
which, in turn, required multi-million state budget injec-
tions as part of the Armaments 2020 priority procurement
program.

Rate Reduction and Deduction
Cutdown: the Most Significant
Changes in the U.S. Tax Legislation
Introduced at the End of 2017

On December 20, 2017, Congress passed the Tax Cuts and Jobs
Act of 2017 (TCJA), and President Trump shortly thereafter
signed it. This law, most of which will become effective as
soon as January 1, 2018, dramatically changes the tax envi-
ronment of the United States. New financial planning strate-
gies will emerge in the coming months and years.
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THE YELLOW HOUND BROUGHT SOMETHING ROUND!

Svetlana Sviridenkova
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he New Year brought numerous
I changes, particularly in taxa-

tion. Changes were introduced to
various chapters of the Tax Code of the
Russian Federation, i.e. Corporate Profit
Tax, Personal Income Tax, Simplified Tax
System, Insurance Premium, Property
Tax and many others.

This article will cover those amend-
ments that apply to the majority of legal
entities and individuals in the Russian
Federation.

Reintroduction of the
personal property tax

According to Article 381.1 which was add-
ed to Chapter 30 of the Tax Code of the
Russian Federation, the corporate prop-
erty tax privilege applying to immovable
property acquired after January 1, 2013
shall remain valid in 2018 provided such
resolution is made on the regional level.

Clause 3.3 was added to Chapter 380
of the Tax Code of the Russian Federa-
tion, which states that tax rates deter-
mined by constituent entities of the Rus-
sian Federation regarding non tax-free
immovable property shall not exceed
1.1% in 2018.

Regions shall determine for 2018
the availability of tax privileges as well as
the tax rate in case of their absence.

The tax rate of 0% has been deter-
mined for Moscow and Moscow Region
for the period from 2018 to 2020 regard-
ing immovable property recorded as fixed
assets since January 1, 2013, with known
exceptions.

Given the estimation of the top rate
in the Tax Code of the Russian Federation
solely for 2018, it is likely to be revised for
2019 and further years.

Children first!

Since 2018, the legislation has introduced
new birth (adoption) allowances for the
first and the second child for families
with an average income not exceeding
1.5-multiple of the minimum living wage
set out for the constituent entity of the
Russian Federation. Families are subject
to monthly allowances upon the birth
(adoption) of a child after January 1, 2018.

Monthly allowances for the birth
(adoption) of the first or the second child
are estimated at the level of the living
wage for children set out for the con-
stituent entity of the Russian Federation
under Federal Law 134-®3 On the Lining
Wage of the Russian Federation dated
October 24, 1997 for the second quarter
of the year preceding the year of applica-
tion for the said allowances.
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The living wage for children in Russia
equals about 10 thousand roubles.

Moreover, in February 2018, birth
allowances shall be adjusted according
to 1.032 index.

In 2018, the allowances shall be as
shown below.

Since 2018, the readjustment of
child-related allowances shall take place
on annual basis as of February 1.

Tax exemption for
individuals and sole
proprietors

On December 28, 2017, President of the
Russian Federation signed the draft law
which provides for tax authorities to
charge off individuals’ arrears in trans-
portation tax, personal property tax, land
tax, arising as of January 1, 2015, and fine
debts imposed for the said arrears.

Moreover, debts of sole proprietors in
pro se insurance premiums accrued be-
fore January 1, 2017 shall be charged off.

The tax authority shall make a
resolution on the debt charge-off based
on the debt data of individuals and sole
proprietors.

The Federal Tax Service has always
been the administrator for personal tax
debts, but it’s been only last year that
non-budgetary funds transferred data on
insurance premiums to the Federal Tax
Service. Meanwhile, the data transfer
on incurred and paid insurance premi-
ums (particularly on legal entities) was
performed incorrectly. Numerous long
paid debts were disclosed, and data on
payments and on 2016 returns were lost
in the process.

Given last year precedents of incor-
rect data registration on insurance pay-

ments, sole proprietors with debts shall
check with their tax authorities in advance
in order to fully charge off their debt.

No interest? Here you go!

Since June 1, 2018, unless a loan agree-
ment directly states that a loan is inter-
est-free, interest is charged at the current
key rate of the Bank of Russia as of the
interest period.

The said provisions were added
to Article 809 of the Civil Code of the
Russian Federation. Now the absence
of interest mentioning in the agreement
does not qualify it as a reason for not
charging it.

A special warning has also been
introduced regarding interest overesti-
mation for legal entity lenders that do not
provide consumer loans on a professional
basis. The amount of loan interest under
a loan agreement between individuals
or a legal entity and an individual, which
twice or more times exceeds the standard
interest charged in similar cases, and
therefore, is too burdensome for a debtor,
may be cut by the court order down to
the interest amount chargeable in com-
parable circumstances.

Additional insurance
premium deferrals for sole
proprietors

Additional insurance premiums on com-
pulsory pension insurance shall be paid
by sole proprietors in case their annual
income exceeds 300,000 roubles at the
rate 1% of the excess amount.

Earlier, the due date for additional
premium payments was set until April 1
of the year following the reporting pe-

Type of allowance Amount, RUB
One-time birth allowance 16,873.54
Minimum monthly child care allowance for the first child 3,163.79
Minimum monthly child care allowance for the second 6,327.57
child and further children

One-time allowance for early pregnancy registration 632.76
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riod. From additional premium payments
for 2017 the due date is set until July 1,
2018.

The said changes do not provide
more time to calculate the amount, as the
due date for tax filing under the simpli-
fied tax system (the most common tax
system among sole proprietors) is still
April 30. The said provision shall solely
provide deferrals for insurance premium
payments based on the actual income
received.

Be careful when filing in
‘Calculation of insurance
premium’

The Federal Tax Service continues to
stiffen the filling procedure for the calcu-
lation of insurance premium and sanc-
tions for its violation. Once again, payers
of insurance premium will have to file a
new form for 2017.

The due filing date of the calcula-
tion of insurance premium shall remain
unchanged, i.e. until January 30, 2018.

Tax authorities shall not accept the
calculation of insurance premium, if they
reveal discrepancies between section 1
(consolidated data on accruals) and sec-
tion 3 (personalized data).

Last year tax authorities accepted
calculations of insurance premium with
the said discrepancies and demanded to
file a revised calculation. In 2018, such
discrepancies will serve as a reason for
refusal and penalty charging, unless a
payer of insurance premium files the cor-
rect calculation in due time.

In addition to that, the maximum
amount of personal income chargeable at
the standard rate in 2018 shall amount to:

» 815,000 roubles for insurance pre-
mium on social security;

e 1,021,000 roubles for insurance
premium on compulsory pension
insurance.

Maximum limits for insurance pre-
mium on compulsory medical insurance
have not been determined yet.

Personal financial benefit:
income or not?

The Tax Code was amended regarding
tax burdens on personal income in the
form of financial benefits from interest
savings.

Since January 1, 2018, taxes on finan-
cial benefits from interest savings shall
be charged only in cases:

 the income is received from an af-
filiated company (sole proprietor)
or an employer;

e the income is in the form of a finan-
cial aid or reciprocal performance
of obligations to an individual;

Moreover, since January 1, 2018,
if the company remits the individual
of the debt, he/she acquires the income
(financial benefit) in the form of the
remitted debt, provided the company
is affiliated with the individual.

If there is no evidence of affiliation,
there is no income chargeable with the
personal income tax.

VAT: separate without
limits
Up until the new year, the obligation
of separate accounting was imposed
on those taxpayers which operating
VAT-free expenses exceed 5% of the total
expenses.

Since 2018, separate accounting
is obligatory for all taxpayers performing
either VAT activities or VAT-free activi-
ties. The rule of 5% shall be eliminated.

However, the right to accept VAT
deductions on tax-free activities within
5% shall remain.

Thus, the said amendments compli-
cate accounting, but do not aggravate tax
burdens.

Happy New Year and happy
new report!

Until March 1, 2018 all employers have

to file a new SZV-STAZH (C3B-CTAX)
report to the Pension Fund of the Russian

Federation on the pensionable service of
its employees.

11
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Insurers fill in and file SZV-STAZH
on all insured persons that are engaged
in labour relations with the insurer or
have entered into civil law contracts with
it regarding work performance.

The report shall contain the data on
all its employees, period of employment
in the reporting period, grounds for pref-
erential service and other data.

Moreover, since January 1, 2018, new
tax return forms on transportation and
land taxes are introduced. The tax return
on the land tax has undergone no signifi-
cant changes.

The new tax return on the transpor-
tation tax shall contain the following
additional data:

« registration date of the vehicle;

 deregistration date of the vehicle;
vehicle manufacture year;
tax deduction code;

tax deduction amount (RUB).

The due filing date of tax returns
on transportation and land taxes has
remained unchanged, i.e. until February
1, 2018.

K/a'{/)us /%’aua
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WEALTH
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ALL QUIET ON THE WESTERN FRONT?!?

Tatiana Frolova
Leading Lawyer

Korpus Prava Private Wealth

he foreign exchange legislation of
I the Russian Federation has always
been strict and imperative, but
up until 2014 no one really cared about
compliance with it. After amendments
to the administrative code of the Russian
Federation were introduced specifying
that any fine for an illegal foreign ex-
change transaction equals to the amount
of this transaction, many fellow citizens,
particularly the ones living abroad, were
put under threat of losing all their bank
assets.

The issue of reforming the foreign
exchange legislation was discussed not
only in the Russian Federation. Upon
signing bilateral agreements as part of
automatic tax data exchange, certain
countries noted that Russian foreign ex-
change legislation was too strict in terms
of sanctions for its violation.

In autumn, potential changes began
to shape up, and by the end of the year
the State Duma received the draft law
On Amendments to the Federal Law on
Foreign Exchange Regulation.

The key interest of these amend-
ments was the status of the foreign
exchange resident and the expanded list
of authorized foreign exchange transac-
tions.

The legislator has lived up to expec-
tations. Prior to amendments, foreign

exchange residents of the Russian Fed-
eration were all citizens of the Russian
Federation and foreign citizens perma-
nently residing in the Russian Federation
with the residence permit (one year and
more). The exceptions were citizens of
the Russian Federation who continuously
resided abroad for at least 1 year. The
condition of continuity was breached as
soon as the resident entered the territory
of Russia even for one day.

Pursuant to the introduced amend-
ments, foreign exchange residents shall
be all citizens of the Russian Federation,
however, certain exceptions were made
for citizens residing outside Russia for
more than 183 days in a calendar year.

Thus, citizens of the Russian Fed-
eration residing outside Russia for more
than 183 days in a calendar year shall be
exempted from the obligation to file no-
tices on opening an account at the bank
outside the Russian Federation, and they
shall not report on the activity of such
accounts.

Therefore, foreign exchange resi-
dence in its simplified form is defined by
the rules of tax residence. Citizens of the
Russian Federation will be able to deter-
mine their category of foreign exchange
residence only in the second half of the
year, provided they resided abroad during
the first half of the year.
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In order to avoid any unpleasant
surprises the legislator introduced the
following exception: if a resident indi-
vidual fails to file a notice on opening
an account and fails to file a report on
the activity of the account at the bank
outside the Russian Federation, and his/
her period of stay outside Russia for the
past calendar year amounts to 183 days
and less, he/she shall:

» notify tax authorities where he/she is
registered on opening (closing, detail
changing) of his/her foreign currency
accounts (deposits) and/or Russian
currency accounts (deposits) at the
banks outside the Russian Federation
until June 1 of the calendar year fol-
lowing such past calendar year;

« file reports on the activity of ac-
counts (deposits) at the banks outside
the Russian Federation to tax au-
thorities where he/she is registered.

An additional bonus for foreign
exchange residents residing outside the
Russian Federation for more than 183
days is elimination of foreign exchange
transactions made between such resi-
dents outside the Russian Federation
from the list of banned transactions.

Therefore, the foreign exchange
legislation now includes two categories
of residents:

 ordinary foreign exchange residents,
i.e. citizens of the Russian Federation
residing in Russia for most part of the
year,

« ‘light’ foreign exchange residents,
i.e. citizens of the Russian Federa-
tion, who will not qualify as tax resi-
dents by the end of the calendar year.

However, one should remember that
the list of income foreign exchange resi-
dents are allowed to get on their accounts
at the banks outside the Russian Federa-
tion are identical for ordinary and ‘light’
residents.

The list of authorized transactions
now includes two types of income allow-
able for foreign accounts. Thus, no viola-
tion of the foreign exchange legislation
shall ensue from depositing:

» monetary funds received by a resi-
dent individual from a non-resident

16

after selling a vehicle owned by

a resident individual outside the Rus-
sian Federation by a resident indi-
vidual to a non-resident under a sale
and purchase agreement;

» monetary funds received by a resi-
dent individual from a non-resident
after selling real estate owned by
aresident individual outside the
Russian Federation by a resident
individual to a non-resident under
a real estate sale and purchase agree-
ment, provided such real estate is
registered (located) on the territory
of a foreign OECD or FATF member
country, and such country has joined
the multilateral Agreement of Com-
petent Authorities on the Automatic
Exchange of Financial Information
dated 29.10.2014, or has entered into
a different international agreement
with the Russian Federation, which
provides for the automatic exchange
of financial information, and the ac-
count (deposit) of a resident individ-
ual is opened at the bank located in
the territory of this foreign country.

THE NEW REVISED LAW
SPECIFIES THAT RESIDENTS
SHALL BE ENTITLED TO
CREDIT THEIR FOREIGN
ACCOUNTS (DEPOSITS)
WITH THE FUNDS FROM
THEIR ACCOUNTS (DE-
POSITS) AT AUTHORIZED
BANKS OR OTHER FOREIGN
ACCOUNTS (DEPOSITS)

Besides, foreign exchange residents
are entitled to get the amounts of taxes
compensated by the competent authori-
ties of such resident’s countries of stay
to their foreign accounts.

Now foreign exchange residents are
entitled to conduct foreign exchange
transactions using funds credited to for-
eign accounts (deposits) without limita-

ALL QUIET ON THE WESTERN FRONT?!?

tions pursuant to the foreign exchange
legislation. Prior to amendments, it was
applicable only to funds non-related to
the property transfer or service provision
in the territory of the Russian Federation.

The new revised law specifies that
residents shall be entitled to credit their
foreign accounts (deposits) with the
funds from their accounts (deposits) at
authorized banks or other foreign ac-
counts (deposits).

The new revised law determines tax
authorities for filing notices and other
foreign exchange regulation documents.

Thus, for individuals it shall be the
tax authority at the place of residence
(place of stay in the absence of the place
of residence in the territory of the Rus-
sian Federation), and in case a resident
individual has no place of residence
(place of stay) in the territory of the Rus-
sian Federation - the tax authority at the
location of the real estate owned by him/
her (in case of several real estate facili-
ties — the tax authority at the location
of one of real estate facilities owned by
him/her at the resident’s choice).

In case a resident individual has no
place of residence (place of stay), real
estate in the territory of the Russian
Federation, notices on opening (closing)
accounts (deposits) and changing details
of accounts (deposits) at the banks out-
side the Russian Federation shall be filed
to the tax authority determined by the

federal executive authority responsible
for tax and levy control and supervision.

The obligation to file a notice to
the tax authority on opening an ac-
count (deposit) upon the first transfer
of monetary funds to an account at the
bank outside the Russian Federation with
the mark of notice acceptance has been
canceled for foreign exchange resident
individuals.

For the purposes of foreign exchange
regulation, banks acting as foreign
exchange agents instead of documents
confirming permanent residence of indi-
vidual citizens of the Russian Federation
in the foreign country under its jurisdic-
tion shall request documents confirming
facts of stay outside the Russian Federa-
tion, and documents confirming entering
and/or leaving the Russian Federation.

The law shall come into force on
January 1, 2018. The simplified foreign
exchange regulation regime shall apply
to ‘light’ foreign exchange residents fol-
lowing the results of 2017.

The law was adopted at the end
of December and became a long-awaited
present to thousands of Russian citi-
zens residing abroad. However, it is time
and law application practice by regula-
tory authorities that will show whether
the new revised foreign exchange law
facilitates compliance with requirements
and restrictions of the foreign exchange
legislation.
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he definition of the term tax ad-
I vantage was given by Resolution of

the Supreme Arbitration Court Ple-
num of the Russian Federation No. 53 On
the validity estimation of tax advantages
granted to taxpayers by arbitration courts
(hereinafter — Plenum Resolution No.53)
dated 12.10.2006. The tax advantage is
defined as the reduction of the tax burden
due to tax base reductions, granted tax
deductions, tax benefits, application of
lower tax rates, and the granted right for
tax refund (credit) or tax reimbursement
from the budget.

Meanwhile, tax legislation provisions
do not limit the taxpayers’ right to con-
duct their business transactions so that
tax effects turn out to be minimal.
However, in letter No.E[T-4-9/22123@
dated 31.10.2017, the Ministry of Finance
of the Russian Federation specified that
the chosen deal (transaction) type should
not demonstrate signs of meaningless
artificiality. Besides, tax authorities shall
not enforce taxpayers to choose this
or that type of business transactions.
Therefore, the presumption principle
of taxpayer’s good faith shall remain as
the crucial element of the constitutional
legal regulative regime of tax relations
and public order.

Therefore, it is important to delin-
eate between tax planning, which allows

taxpayers to get legal tax advantages,
and ‘aggressive’ tools of tax optimization.

In letter No.EJI-4-9/22123@ dated
31.10.2017, the Ministry of Finance of the
Russian Federation states that article 54.1
of the Tax Code of the Russian Federation
introduced by Law No. 163-®3 is aimed
at the prohibition of ‘aggressive’ tools
of tax optimization. By letter No. CA-4-
7/16152@ dated 16.08.2017 the Federal
Tax Service of Russia made tax authori-
ties avoid formalistic approach towards
the estimation of tax advantages.

Article 54.1 of the Tax Code of the
Russian Federation is not a codification
of regulations set out in Plenum Resolu-
tion No. 53, but a new problem-solving
approach to the abuse of rights by tax-
payers, which considers major aspects
of the formed legal practice.

The said norm defines actual condi-
tions, which prevent tax schemes aimed
at illegal reductions of tax liabilities,
including the failure to account taxable
items, unlawfully claimed benefits, etc.

The main aspect of changes is as
follows: the legislator specifies taxpayer’s
actions qualified as the abuse of rights,
and obligatory conditions for taxpayers
to get an opportunity to account their
expenses and claim tax deductions for
conducted deals (transactions).
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Thus, clause 1 article 54.1 of the
Tax Code of the Russian Federation bans
the reduction of the tax base and/or the
payable tax by taxpayers following the
misrepresentation of business activities
(combination of such activities), taxable
items subject to recognition in tax and/
or accounting records or taxpayer’s tax
returns. Typical examples of such ‘mis-
representation’ are:

» development of a split-up business
scheme aimed at the illegal applica-
tion of special taxation treatments;

 actions aimed at the artificial devel-
opment of conditions for the applica-
tion of lowered tax rates, tax benefits,
tax exemption;

» development of a scheme aimed at
the illegal application of internation-
al double taxation agreements;

» unrealistic terms of deal (transac-
tion) performance by the parties
(absence of its performance).

Misrepresentation of taxable items
subject to qualification under clause 1 ar-
ticle 54.1 of the Tax Code of the Russian
Federation includes:

« failure to record income (revenue)
from goods (works, services, titles)
sales, including through engagement
of controlled entities into business
activities;

« registration of deliberately inad-
equate information on taxable items
in registers of tax and accounting
records by a taxpayer.

Thus, in order to apply clause 1 ar-
ticle 54.1 of the Tax Code of the Russian
Federation, tax authorities shall prove
the combination of the following circum-
stances:

« essence of misrepresentation
(i.e. actual facts of misrepresenta-
tion);

« causal connection between taxpay-
er’s actions and misrepresentation;

« deliberate nature of taxpayer’s
actions (its officials) resulting in
deliberate misrepresentation of busi-
ness activities (combination of such
activities), taxable items subject to
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registration in tax and/or account-
ing records or taxpayer’s tax returns
aiming to reduce the tax base and/or
the payable tax by a taxpayer;

» budget losses.

Deliberate nature of taxpayer’s
actions may be confirmed by estab-
lished facts of legal, economic and other
submission to control, including mutual
dependence of disputing counterpar-
ties, to a taxpayer under examination,
established facts of transactions between
interdependent or affiliated participants
of interrelated business transactions,
including via agents, using special pay-
ment methods and payment terms, and
evidences of action coordination between
business participants, etc.

By letter No. EJZI-4-2/13650@ dated
13.07.2017, the Ministry of Finance intro-
duced guidance notes on substantiating
evidences of willful intent in actions of
taxpayer’s officials aimed at tax (levy)
evasion during tax and procedural in-
spections.

The practice reveals the following tax
evasion schemes:

1. The classic tax evasion scheme is
conducting fictitious deals in order
to increase the cost of goods (ser-
vices), increase expenditures or
decrease income, i. e. selling goods
at lowered cost (economically unrea-
sonable deals). Dishonest taxpayers
may conduct fictitious deals either
with a short-lived company or an af-
filiated company.

2. Splitting-up business in order to ap-
ply special taxation treatments.

In order to minimize tax burdens,
numerous taxpayers split their activi-
ties subject to certain limitations, which
hinder their transfer to a simplified tax
system, into several smaller ones, which
are covered by a simplified tax system
or a tax system introducing the single
tax on imputed income for certain types
of activities. For example, one large shop
is divided into separate departments of
less than 150 m?. Department heads are
registered as entrepreneurs, and they
process their sales through the single tax
on imputed income, sale goods by getting

IT'S BETTER TO AVOID BIG TROUBLES THAN ENJOY SMALL BENEFITS

their trading space in rent and entering

into a surety agreement, for instance.

3. Unjustifiable application of tax ben-
efits, lowered tax rates.

4. Thus, a taxpayer and other com-
panies forming group A developed
a relationship scheme on produc-
tion asset leasing according thereto
buildings, constructions, land plots,
machinery and equipment required
for car production are owned by a
resident of the special economic
zone, which pays 0% profit tax. LLC B
was created as a single controlled as-
set centre in order to accumulate sig-
nificant funds in the form of rentals
on the accounts of this company for
their further abroad withdrawal in
the form of dividends. Such structure
of financial and operational activities
provided lessees with an opportunity
to recognize oversized rental charges
as part of profit tax expenses and
minimize tax revenues.

5. Substitution of civil law relations in
order to gain tax advantages.

In order to reduce the tax base,
many taxpayers substitute certain legal
relations with others in their docu-
ments, therefore, during inspections, tax

authorities are recommended to analyze
agreement terms applying two integrated
and interdependent procedures: analysis
pursuant to civil and tax legal provisions
by disclosing a real deal based on actual
facts.

The practice provides other tax eva-
sion schemes by inaction, for example,
deliberate failure to specify adjustment
invoices when getting discounts from a
supplier for reaching premium purchase
limits, which are proved by comparing
taxpayer’s and supplier’s tax returns,
checking incoming correspondence,
and questioning of accounting depart-
ment employees.

Having regard to the above, one
may say that tax authorities” work will
be less formal and much more oriented
on the essence (subject) and feasibility
of the taxpayer’s business. On the one
hand, it has certain advantages, as one
may expect the number of formal claims
to drop; however, it is difficult to predict
tax inspectors’ line of reasoning, as the
Tax Code has no interpretation of the
term unreasonable tax advantage. Gen-
eral guidelines for tax authorities in more
details may be found in letter of the Min-
istry of Finance No.E/I-4-2/13650@
dated 13.07.2017.
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Q JUDGMENT

ussian courts have finally formed
Rtheir official opinion on the key

issues regarding the applica-
tion of section V.I of the Tax Code of
the Russian Federation. Let us recall
that pricing regulation norms for deals
between interdependent persons came
into force in 2012. In 2015 and 2016,
several cases based on pricing regulation
norms were already heard by arbitration
courts, however, they mainly covered
either rights of local tax authorities to
apply provisions of transfer legislation
when proving unjustified tax advantages,
or conditions of qualifying parties as
interdependent. But only now, when all
transitional provisions and preferential
amount limits become invalid, when
tax inspections detected wrongdoers
which had not filed notices on controlled
transactions, and when taxpayers were
additionally charged with the profit tax
on such transactions, when arbitration
court procedures complied enough cases
appealing against such judgments, there
appeared an opportunity to systemize the
legal practice for the most significant law
provisions.

The year of 2017 began from a
high-profile judgment in the case of a
small refining company — Neftyanaya
kompaniya Dulisma, CJSC. The Arbitra-
tion Court of Moscow passed the actual
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Olga Kuramshina
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judgment in case No.A40-123426/2016

back in 2016, but the statement of rea-

sons (consequently, all conclusions of the
court hearing) dates January 27, 2017. The
case hearing itself was of particular inter-
est, as this case was the first to cover the
application of transfer pricing methods.

The judge did not even risk of hearing

this case sitting alone. The unprecedent-

ed decision was to form the collegial body
of three judges for the hearing. Besides,

it was the tax inspection that initiated

the revision of judgment legality, despite

the fact that the taxpayer had withdrawn
the claim and paid arrears. As a result,
this case hearing was actually aimed at
forming the legal precedent, and it is
likely to be the first time when both tax
authorities and the taxpayer were seeking
the truth, rather than the case victory.

You must agree that this case is truly

unique.

Although the judgment in the case

of Neftyanaya kompaniya Dulisma, CJSC

was not appealed against in supreme

bodies, it contains a number of conclu-
sions which should be considered by
taxpayers that conduct controlled trans-
actions:

1. The Arbitration court confirmed the
importance of the detailed execution
of the notice on controlled transac-
tions and preparation of transfer
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documents. In the said case, the
taxpayer filed the notice, but did not
specify the pricing method which it
considered reasonable, and did not
submit documents upon the request
of the tax authority, therefore, the
tax authority was entitled to choose
the method and calculation criteria
at its own discretion. Should the
taxpayer have used the opportunity
to specify the method in the notice
or documents, the tax authority
would have to prove the invalidity
ofsuch method, and there are no
guarantees that such dispute would
have even arisen.

2. Iftaxpayers know that the transac-
tion price corresponds to the market
price, they shall ensure obtaining
data on such comparable market
prices on their own, and in case
of failure, they shall choose a differ-
ent pricing method. The court de-
clined the taxpayer’s arguments that
the Federal Tax Service of Russia has
to hold data on prices of comparable
transactions conducted by small oil
companies in the region, and ac-
cepted the price quotation according
to the specialized analytical agency
as the comparable price. By the way,
the tax authority actually held and
submitted data on prices of compa-
rable transactions, which turned out
to be significantly higher than those
applied by the taxpayer.

While experts were reviewing every
detail of the remarkable judgment, the
Supreme Court was getting ready to take
matters under control. Thus, in February,
it prepared the Review of court hearings
of cases regarding the application of par-
ticular provisions of section V.1 and ar-
ticle 269 of the Tax Code of the Russian
Federation!, which almost set the record
straight. Here are some major conclusions
made by the supreme judicial authority,
which are to be complied with in the near
future.

On the right of local tax
authorities to control

compliance with

the regulation on transfer
pricing

Pursuant to the general rule, local Feder-
al Tax Service authorities are not entitled
to control pricing of any transactions,
whether they are controlled or not. The
courts’ case implying that tax inspec-
tions are entitled to check the accuracy
of price application for non-controlled
transactions during in-office and on-site
tax audit has been deemed illegal.

There is one case when local tax
authorities are legally entitled to con-
trol the compliance of pricing methods
with market pricing guidelines, i.e. when
income, profit, revenue shall be estimated
based on market prices pursuant to part
two of the Tax Code. For that purpose,
tax authorities shall apply provisions
of section VI.

Although the incompliance of the
price set by the taxpayer with the market
level bears no evidence of gaining unrea-
sonable tax advantages, the Presidium
emphasized that repeated deviation of
transaction prices from the market level
may be regarded as one of the signs of
gaining unreasonable tax advantages
combined and interlinked with other
circumstances, which revealed discrep-
ancies between the transaction execution
and the subject of the business transac-
tion. In other words, such deviation of
prices from the market ‘corridor’ is added
to the list of reasons which may initi-
ate on-site tax audit and raise doubts
about the economic viability of any given
transaction.

On the effects
interdependent persons
have on economic results

of controlled transactions
The Presidium also covered the follow-
ing issue — the effect of interdependency
of transaction parties on its results. The
judges pointed out that although interde-

pendency of parties leads to strengthen-
ing of control over transaction pricing,

1. The Review is ratified by the Resolution of the Supreme Court Presidium of the Russian Federation dated 16.02.2017.
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non-market prices do not always result
from interdependency. Thus, a taxpayer
that conducted a transaction with an
interdependent person under non-market
conditions is entitled to prove that it was
conducted under other economic circum-
stances.

Besides, a taxpayer is entitled to jus-
tify the non-market price of one trans-
action by compensating terms of an-
other controlled transaction. Therefore,
although the system of compensating
adjustments does not work, excess profit
under another transaction among inter-
dependent persons may become the rea-
son for its inefficiency under a disputable
transaction.

On the independent
evaluation as the method
of transfer pricing

Judges’ rhetoric shows that the ap-
praiser’s report as the evidence of market
value has long lost its importance. The
Presidium recalled two cases where
expert evaluation is allowed as the major
data source on comparable market prices:
1. Asthe major data source used when
comparing transaction terms, in case
data on comparable transactions con-
ducted by a taxpayer with non-inter-
dependent persons and other data
sources specified in clause 1 article
105.6 of the Tax Code are missing or
deemed insufficient?.

2. Instead of methods of income (profit,
revenue) determination set out by
chapter 14.3 of the Tax Code, in
case a taxpayer conducted a one-off
transaction, and the said methods do
not allow to determine the price cor-
respondence to the market level®.

It is worth mentioning that upon
determining a price of a controlled
transaction, taxpayers may not only
use an actual method set out by the law,
but also the combination of methods
or the method at their own discretion,
in order to make their case. Therefore,
it is reasonable to apply the method of
comparable profitability by completing its

conclusions with an expert opinion when
determining real estate prices upon mak-
ing controlled purchase and sale or lease
transactions.

In June, the legal community liv-
ened up again, as the Arbitration Court
of Moscow passed the first favorable
judgment in the case challenging the
controlled transaction price under the
provisions of section V.I of the Tax Code.
This time round, dispute parties were
much more authoritative, thus the case
drew more attention. The claimant was
Uralkali, PJSC, a large participant in the
Russian market and one of the larg-
est taxpayers. By the judgment in case
No. A40-29025/17 a different judge of
the Moscow Arbitration Court, having
no fear of hearing such a significant case
sitting alone, fully recalled the decision
of the Federal Tax Service on additional
charges of lost profit due to the execu-
tion of the controlled transaction. This
time round, the taxpayer performed all
risk-minimizing actions, i.e. filed a notice
on controlled transactions, prepared
transfer documents and submitted them
upon the request of the tax authority. The
taxpayer proved that the applied pricing
method was the method of comparable
profitability, and the transaction party
under analysis was a foreign company. Its
profitability was compared to the profit-
ability of companies carrying out identi-
cal activities abroad.

The pricing method suggested by
the taxpayer was deemed compliant with
the law, and the judgment was passed in
its favor. However, the judgment did not
stand in court of appeal, and the Ninth
Arbitration Court of Appeal passed a new
court order. The superior court decided
that the priority pricing method could
have been applied to the controlled trans-
action, i.e. the method of comparable
market prices, because required data
was available in price quotations of the
price information agency Argus Media.

It seems that taxpayer’s representatives
will find ways to prove their case in the
court of cassation. The case is to be heard
at the beginning of February, and its
result is definitely worth waiting.

2. Sub-clause 3, clause 2, article 105.6 of the Tax Code of the Russian Federation.

3. Clause 9, article 105.7 of the Tax Code of the Russian Federation.
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was abundant with
conceptual ap-
proaches to tax

control developed by tax authorities both
for applicable approaches (methods) and
for the introduction of execution limits to
taxpayers’ rights to apply methods of tax
saving.

Limits to the execution
of taxpayers’ rights

Article 54.1 named Limits to the execu-
tion of rights to the calculation of the tax
base and/or tax, duty, insurance contri-
butions was added to Part 1 of the Tax
Code of the Russian Federation.

The first paragraph of this article
prohibits taxpayers to reduce the tax base
and/or the payable tax due to misrepre-
sentation of business activities, taxable
items subject to recognition in tax and/
or accounting records or taxpayer’s tax
returns.

The legislator further states that
taxpayers shall be entitled to reduce the
tax base and/or the payable tax pursuant
to the regulations of the relevant chapter
of Part Two of this Code provided the
following conditions are met simultane-
ously:

1. The main purpose of a deal (transac-
tion) is not gaining tax non-payment

(partial payment) and/or tax credit
(refund);

A deal (transaction) obligation was
performed by a person acting as the
party of an agreement executed with

a taxpayer and/or a person thereto

a deal (transaction) obligation was

transferred under an agreement or

the law.

Signing of primary accounting re-
cords by an unidentified or unauthorized
person, violation of the law on taxes and
duties by a taxpayer’s counterparty, pos-
sibilities of taxpayer’s gaining the same
economic results upon the execution of
legal deals (transactions) may not be re-
garded as the sole reason for recognizing
reduction of the tax base and/or the pay-
able tax by a taxpayer as an illegal act.

Therefore, from August 19, 2017 on,
tax authorities are not entitled to deny
the right to reduce the tax base by detect-
ing technical discrepancies in the execu-
tion of documents. Tax authorities have
to prove that the major goal of a deal is
tax non-payment (partial payment) and/
or tax credit (refund).

Prior to article 54.1 of the Tax Code
of the Russian Federation came to force,
the joint collegium meeting of the
Federal Tax Service of Russia and the
Investigative Committee of the Russian
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Federation on the issue of raising coop-
eration efficiency of tax and investigative
authorities on tax crime detection and
investigation took place and developed
‘Guidelines on substantiating evidences
of willful intent in actions of taxpayer’s
officials aimed at tax (duty) evasion dur-
ing tax and procedural inspections’ (Let-
ter of the Federal Tax Service of Russia
No.E[l-4-2/13650@ dated 13.07.2017).

The tone of guidelines is quite ag-
gressive. Particularly, they recommend
the following: “evidence presented in a
tax audit report should clearly show that
a taxpayer’s wrongdoing did not result
from any discrepancies in accounting
or tax records, but from deliberate and
intentional actions by a taxpayer and
its representatives.

Tax authorities are advised to fol-
low the style adopted for indictments
in criminal proceedings.

Common practice shows that gener-
ally tax authorities fully reconstruct
tax crimes in details in their tax audit
reports, clearly and explicitly describe
methods and facts of tax evasion, but pay
very little attention to memorable and
express interpretation and verbal com-
ments on a taxpayer’s wrongdoing being
a deliberate act. Tax authorities are ad-
vised to focus on such cases.”

Guidelines give examples of illegal
reductions of tax amounts and describe
tax evasion schemes, which are worth
revising. If you use one of the described
examples, it is time to change something.

Final pages of guidelines have lists
of questions, which have to be answered
by the director and employees (by coun-
terparty’s choice) on the procedure of
agreement execution, inventory records.
Try to answer them.

Therefore, we strongly suggest read-
ing these guidelines and ensuing let-
ter of the Federal Tax Service of Russia
No. CA-4-7/16152@ dated 16.08.2017.

Identification of taxpayers’
actual location at the
registered address

At the end of 2017, tax authorities
began to detect companies, which did
not locate at their registered addresses.
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Should a company fail to locate where it
is registered, a relevant entry on mis-
representation of the registered address
is made to the Unified State Register of
Legal Entities. As a result, a bank may
freeze company’s accounts, and it will
be unable to carry out its business until
its reincorporation at the actual location
address. Besides, the fact of entry on mis-
representation of the registered address
itself may become a warning sign for
counterparties and may cause partners’
unwillingness to keep business relations
with such a company. Thus, in case the
actual location address of your company
does not correspond with the registered
address in incorporation documents and,
consequently, in the Unified State Regis-
ter of Legal Entities, we strongly suggest
changing the registered address for the
actual location address of your company.
Tax authorities are likely to visit you
after that in order to check whether your
company is actually located at its reincor-
poration address.

Deviation of prices from
the market level

Taxpayers sometimes lower selling prices
and raise acquisition prices in order
to minimize tax liabilities.

When may the deviation of transac-
tion prices from the market level serve as
the reason for additional tax charges?

Specialists from the Federal Tax
Service of Russia answered this ques-
tion in letter No.EJI-4-13/23938@ dated
27.11.2017. Tax inspectors state that
provisions of Section V.1 of the Tax Code
regulate pricing procedures for trans-
actions subject to tax control due to
entering into transactions with interde-
pendent persons. Unless specified in this
section, tax authorities are not entitled to
doubt the price of goods (works, services)
set by transaction parties and recognized
upon tax charging during in-office and
on-site tax audit inspections. However,
repeated deviation of transaction prices
from the market level may be regarded
during in-office and on-site tax audit
inspections as one of the signs of gaining
unreasonable tax advantages combined
and interlinked with other circumstanc-
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es, which revealed discrepancies between
the transaction execution and the subject
of the business transaction. Specialists
from the Federal Tax Service of Russia
note that the said viewpoint is presented
in clause 3 of the Review of court hear-
ings of cases regarding the application
of particular provisions of section V.1 and
article 269 of the Tax Code of the Russian
Federation ratified by the Supreme Court
Presidium of the Russian Federation
on 16.02.2017. It clarifies that repeated
deviation of transaction prices from the
market level may be regarded as one
of the signs of gaining unreasonable tax
advantages combined and interlinked
with other circumstances, which reveal
discrepancies between the transaction
execution and the subject of the business
transaction

However, even less than twofold price
deviations, but for 255 million roubles,
are deemed as the sign of tax schemes
(see Definition of the Supreme Court
of the Russian Federation No.301-KTI'17-
5808 dated 05.06.2017 in case No. A43-
27884/2015).

Splitting-up business
Letter of the Federal Tax Service of Rus-
sia No.CA-4-7/15895@ dated 11.08.2017
On issuing the review of legal precedents
on taxpayers appealing against non-
regulatory acts issued by tax authori-
ties following the results of tax control
procedures, which substantiated facts of
gaining unreasonable tax advantages by
formalistic business separation (split-up)
and artificial operating revenue distribu-
tion among controlled interdependent
persons is a guideline to follow, as is the
abovementioned letter of the Federal Tax
Service of Russia No.EJI-4-2/13650@
dated 13.07.2017. It analyzes signs of ac-
tion coordination between participants
of business split-up schemes for the
purposes of tax evasion. Such signs are
as follows:
 business (industrial process) split-up
takes place among several persons
that apply special tax systems (the
tax system introducing the single
tax on imputed income for certain
types of activities or the simplified

tax system) instead of computation
and payment of VAT, corporate profit
tax and corporate property tax by the
principal participant which carries
out actual activities;

adoption of the business split-up
scheme influenced business condi-
tions and economic results of all par-
ticipants of this scheme, including
their tax liabilities, which decreased
or hardly changed with the general
expansion of all business activities;

the taxpayer, its members, officials
or persons with actual control over
the scheme are beneficiaries of the
business split-up scheme;

scheme participants carry out similar
economic activities;

participants developed the scheme
during a short period of time shortly
before the expansion of production
facilities and/or increase in the num-
ber of personnel;

scheme participants bear expenses
for each other;

direct or indirect interdependency
(affiliation) between the participants
of the business split-up scheme
(kinship relationship, membership
in governing boards, subordina-
tion, etc.);

formalistic rotation of personnel
between scheme participants without
changes in their official duties;

controlled persons own no fixed
or current assets, human assets;

scheme participants use the same
signs, identification, contacts,
website, actual location addresses,
premises (offices, storage and supply
facilities, etc.), banks for opening and
keeping settlement accounts, cash
register equipment, access points,
etc.;

the sole supplier or buyer for one
of the scheme participants is either
the other scheme participant, or all
scheme participants have the same
suppliers and buyers;
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« actual management over scheme par-
ticipants is performed by the same
persons;

e common for scheme participants
services on bookkeeping, HR record
management, recruitment, search for
suppliers and buyers and work with
them, legal support, logistics, etc.;

representation of arrangements with
state authorities and other counter-
parties (not involved in the business
split-up scheme) is performed by the
same persons;

« performance results, e.g. the number
of personnel, occupied space and
income amount, are close to limits
restricting the right to apply special
tax systems;

e taxpayer’s accounting records, in-
cluding newly established companies,
may indicate decreasing production
profitability and profit;

distribution of suppliers and buyers
between scheme participants on the
basis of applied tax systems.

The letter gives examples from ar-
bitration precedents, which were passed
either in favour of tax authorities or
otherwise on the admission of business
split-up facts aiming at the reduction of
payable taxes.

The abovementioned list of signs is
not complete. It was composed by the
Federal Tax Service based on the analy-
sis of arbitration precedents. However,
it would not hurt to check your business
for the abovementioned business split-up
signs, as they may be used to prove the
reduction of payable taxes, according to
the Federal Tax Service and judging from
legal precedents.

Bank control

For a number of years, companies as well
as individuals since 2017, have acknowl-
edged the significance of bank control,
which includes thorough analysis of
transactions conducted by bank clients
and the amount of tax payments.

Letter of the Central bank of the
Russian Federation No.236-T dated
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31.12.2014 instructed banks to control
transit operation of their clients in order
to prevent money laundering, financing
of terrorism and other illegal intentions.

Transit operations may feature
(simultaneously have) the following char-
acteristics:

« crediting clients’ accounts with mon-
ey from numerous other residents
coming from accounts opened at the
banks of the Russian Federation with
their further debiting;

« debiting accounts within two days
from the day of money crediting;

 regularly conducted (generally, on a
daily basis);

» conducted for a long period of time
(generally, for at least three months);

« client’s activities in terms thereof
crediting and debiting are carried out
entail no obligations for the account
holder to pay taxes, or the tax burden
is minimal;

« the account for the abovementioned
transactions is either not used for tax
payments or other obligatory pay-
ments to the budget of the Russian
Federation, or those payments are
insignificant compared to the scope
of account holder’s activities.

Letter of the Central bank of the
Russian Federation No. 18-MP dated
21.07.2017 explains in details that if
a company pays less than 0.9% of the
turnover on account, banks should check
whether payments transferred through
this company are transit or not. The Bank
of Russia recommends considering the
following additional characteristics of the
clients that conduct the said operations:

 the account is not used for the pay-
ment of salaries to client’s employees
and associated payments of personal
income tax and insurance contri-
butions, or such payments do not
correspond with the average number
of client’s employees and/or indicate
the understatement of actual salary
sizes (taxable base);

« payroll budget of client’s employees
is lower than the official living wage;
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the account is used to pay personal
income tax, but is not used for insur-
ance contributions;

account balance is either null or
insignificant compared to the scope
of account transactions normally
conducted by the client;

reasons for payments made from the
client’s account do not correspond
with the expenses typical for busi-
ness entities that carry out activities
specified by the client upon opening/
keeping the account;

there is no connection between the
reasons for prevailing crediting of
the client’s account and reasons for
its further debiting;

there is an abrupt increase of turn-
over on the client’s account, exceed-
ing maximum turnover to the one
specified by the client upon opening
(keeping) the account;

the account is not used for payments
in the current conduct of client’s ac-
tivities (e.g. rentals, utility payments,
office expenses, etc.);

the client’s account is credited by
counterparty buyers under contracts
for goods and services with VAT de-
ductions and almost fully debited by
the client to counterparties for VAT-
free items (transactions of goods
sales, service provision, securing
obligations, granting of loans, scrap
sales). That notwithstanding, with
similar business activities of other
clients upon the specified structure

of income and outcome payments,
VAT amount payable should come
close to VAT amount recognized
in credits for VAT transactions.

Upon detection of the said opera-
tions, the Central bank of the Russian
Federation recommends to treat the
client as a high-risk one and take further
measures, e.g. exercise the right under
the relevant online banking service
agreement to decline the client’s order
for account (deposit) transactions signed
by the analogue signature.

Furthermore, the letter gives a full
list of the most typical dubious transac-
tions, which is worth reading. It may help
to avoid ending up among clients that
conduct dubious transactions, as well as
suspension of account transactions and
a close attention from the Central bank
of the Russian Federation.

Conclusion

2017 is often called the end year of tax
schemes. Having reviewed the abovemen-
tioned, it seems fair. Unfortunately, the
size of this article does not allow to pro-
vide a comprehensive description of tax
control strengthening, but only point out
the most significant indicators of this
inevitable process. Given the tendency

of tax control strengthening, tax schemes
should be avoided. However, it does not
prohibit taxpayers from applying special
tax treatments and tax benefits. The
point is for the major purpose of a trans-
action (number of transactions) not to

be gaining tax advantages.
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nder the current legislation, any
l | crime is punished with the crimi-

nal liability. However, crimes pose
different levels of danger to the commu-
nity, e.g. some crimes endanger lives and
well-being, and their consequences are
often impossible to compensate, while
others endanger state economic interests
and assets, and damages imposed thereby
may be compensated.

committed an economic crime for the
first time, provided the damage done by
unlawful actions is reimbursed in full.
The demand for this norm existed
long before its introduction, however,
current events demonstrate its insuf-
ficiency. Thus, on December 13, 2017, the
Federation Council discussed humaniza-
tion of the criminal legislation and sug-
gested mitigation of sanctions for crimes

ORI IO ® Due to the different nature of crimes, of low-to-medium severity by compensa-
the Russian criminal legislation intro- tion of pecuniary damage incurred by the
duces article 76.1 of the Criminal Code offended. One also suggested decriminal-
of the Russian Federation on the exemp- ization of business and economic crimes.
tion from criminal liability in cases of For example, these are crimes committed
economic crimes. through faults in carrying out economic

® It is deemed as a compromise norm, activities, which pose no danger to the
DAMAGE

IMPRISONMENT

HUMANIZATION ©

because it allows a wrongdoer to avoid
criminal liability and get mitigation of
punishment by performing post-criminal
actions aimed at the reparation of the
damage done.

The said norm of the Criminal Code
was introduced as part of the general
concept of humanizing the criminal
policy by Federal Law No.420-®3 On
amendments to the Criminal Code of
the Russian Federation and certain legal
acts of the Russian Federation dated
07.12.2011. Article 76.1 of the Criminal
Code of the Russian Federation pro-
vides for the exemption of persons who

society.

Experts who made their reports on
December 13 at the Federation Council
analysed sentences under article 22 of
the Criminal Code of the Russian Federa-
tion (economic crimes), article 159 of the
Criminal Code of the Russian Federation
(fraud), article 160 of the Criminal Code
of the Russian Federation (embezzlement
or squandering committed using official
position) and discovered that in the ma-
jority of sentences entrepreneurs made
mistakes which posed no danger to the
public, and consequently, there was no
need in criminal punitive measures.
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It should be noted that the step
towards decriminalization of economic
crimes was successfully taken in 2016,
when the State Duma of the Russian Fed-
eration adopted the draft law on the partial
decriminalization of economic crimes.

Such changes as the increase of
the minimum damage for criminal case
initiation on economic crimes were
introduced, as these minimum levels
have not changed since early 2000s and
do not comply with current circum-
stances. Moreover, the minimum amount
of unpaid taxes and levies for criminal
case initiation on tax-related crimes was
doubled, i.e. from 1.8 million to 2.7 mil-
lion roubles. Certain amendments were
introduced to the Criminal Procedure
Code of the Russian Federation, which,
from the moment of arrest or house ar-
rest, grant the suspect or the accused the
right to unlimited in time and number
meetings with their notaries for the
execution of the power-of-attorney for
the right of interest representation in the
business sphere.

Due to the draft law, sanctions under
part 4, article 180 of the Criminal Code of

the Russian Federation for the illegal use
of means of individualization for goods,
works or services committed by a group
of persons in collusion were mitigated.

The urgent demand for decriminal-
ization of economic crimes is determined
by the fact that these crimes are deemed
as the daily bread for law enforcement au-
thorities. At the moment, when a person
chooses between the registration of an
enterprise and illegal economic activities,
he chooses the latter, as it is much more
difficult to be brought to justice for shady
business activities, than in the situa-
tion when an entrepreneur is constantly
monitored by law enforcement authori-
ties. Consequently, decriminalization
of economic crimes will allow inter alia
cutting down corrupt practices of law
enforcement authorities.

However, there is a different opin-
ion on this issue. The analysis of legal
precedents shows that accusing law en-
forcement authorities of undue pressure
is not justified. For example, statistics
show that for the last decade the number
of business and other economic crimes
decreased by 60%.

The number of registered economic crimes for 2005-2015

Year 2005 2008

2010 2012 2013 2014 2015

Number of crimes 73,251 80,743 57,162 34,405 27,388 26,737 29,789

The number of economic crime per-
petrators whose criminal cases came to
court also decreased by 61%.

The analysis of legal precedents al-
lows to make a conclusion that the num-
ber of persons convicted for economic
crimes decreased by 58.8%.

The number of identified economic crime perpetrators whose criminal cases are taken

to court for 2005-2015

Year 2005 2008

2010 2012 2013 2014 2015

Number of identified perpetrators 8,174 7937

4,639 2,050 1976 2,111 3,163

The number of persons convicted for economic crimes for 2005-2015

Year 2005 2008

2010 2012 2013 2014 2015

Number of the convicted
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10,250 11,402 8,175 4,276 3,729 3,842 4,225

CRIMINAL LIABILITY FOR CRIMES IN THE SPHERE OF BUSINESS AND OTHER ECONOMICACTIVITIES

The analysis of legal precedents for
identifying sentences in such cases makes
it clear that judges pass sentences on
quite a liberal basis. Thus, in 2015, only
17% of the convicted for economic crimes
were sentenced to imprisonment.

However, as noted above, the crimi-
nal legislation requires certain revision.

It appears that there is a need for de-
criminalization of business and economic
crimes.

At the moment, the Federation
Council develops a new concept of the
Russian criminal policy, so there is hope
for humanization of the criminal legisla-
tion.
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t the end of the passing 2017 year,
Athe Supreme Court of the Russian

Federation held a plenary session
and adopted Resolution of the Supreme
Court of the Russian Federation Plenum
No. 53 dated December 21, 2017 on the
matters of subsidiary liability for people
with significant control over the debtor
upon bankruptcy.

In fact, it is the first and only Resolu-
tion of the Supreme Court of the Russian
Federation Plenum on the matters of
subsidiary liability for people with sig-
nificant control over the debtor.

Given the development of an ambigu-
ous legal practice and recent changes in
the legislation on bankruptcy (regard-
ing subsidiary liability for people with
significant control), this resolution is
particularly significant and long-awaited.

This article will cover key aspects
and conclusions made by the Supreme
Court in this resolution.

People with significant
control over the debtor

Who shall be qualified as a
person with significant control?

Pursuant to the general rule, a person
shall be qualified as a person with sig-

nificant control over the debtor provided
they have an actual possibility to give
binding instructions to the debtor or
otherwise determine its actions.

The actual control is assumed (pre-
sumed until proven otherwise) in cases
when a person is a director or a founder
(member) holding more than 50% of the
registered capital stock (shares).

However, one may have an actual
control over the debtor regardless of
technical signs of affiliation or their
absence (through kinship or affinity with
members of debtor’s governing boards,
direct or indirect participation in capital
or management, etc.).

Technicalities (membership in
governing boards, participation in the
registered capital or kinship/affinity
with the said persons) are not enough to
be qualified as a person with significant
control. The court shall determine the
level of involvement in the control pro-
cess over the debtor of the person subject
to subsidiary liability by checking the sig-
nificance of its influence on the adoption
of material business decisions regarding
debtor’s activities.

Particularly, a person shall be quali-
fied as a person with significant control
over the debtor, if deals which changed
the economic and/or legal status of the
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debtor had been made under the influ-
ence of this person.

Besides, a person which profited from
illegal behavior, including misbehavior,
of the debtor’s director may be declared a
person with significant control. According
to explanatory statements of the Supreme
Court, such benefit involves the increase
(saving) of assets. For instance, this may
be the third party which acquired debtor’s
material asset (including via a chain of
consecutive deals) which got out of the
debtor’s possession under the deal made
by the debtor’s director to the detriment
of the company under its direction and its
creditors (for example, on intentionally
unbeneficial conditions or with a person
unable to perform its obligations (“short-
lived company”, etc.) or using documents
that do not reflect actual business activi-
ties, etc.). Pursuant to the general rule,
such beneficiary bears subsidiary liability
with the debtor’s director. Counter to the
said presumption, a person subject to this
liability shall be entitled to prove its good
faith by confirming fee-based acquisition
of the debtor’s asset under the conditions
typical for similar deals.

It’s also assumed that a beneficiary
shall be considered a person with signifi-
cant control when it gained significant
benefits from the business administration
that is aimed at the reallocation (includ-
ing via invalid documents) of the total
income from the performance of these
activities by persons with common inter-
est (for example, united production and/or
distribution cycle) for the benefit of these
persons with a simultaneous accumula-
tion of the main debt load on the debtor’s
side. However, the beneficiary may prove
its good faith (particularly, the fact that its
profit-gaining transactions are recorded
in accordance with their actual economic
rationale, and that received benefits are
justified by economic reasons).

Moreover, the list above is not com-
plete.

Which period is taken into
account when determining a
person with significant control?

For the application purposes of special
legal provisions on subsidiary liability,
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pursuant to the general rule, one shall
consider the control that took place
during the period preceding the actual
appearance of bankruptcy signs, whether
the actual financial situation of the
debtor was disclosed or not, i.e. one shall
consider a 3-year period preceding the
moment when the debtor was unable
to fully satisfy creditors’ demands.
Meanwhile, the said legal provisions
do not exclude the possibility of holding
a person with significant control liable for
actions performed during the said 3-year
period, for example, liabilities set out by
the legislation on legal entities.

When powers of the sole
executive body are transferred
to a managing company

The Supreme Court explains that in

case the debtor’s director is a managing
company, both the managing company
and its director are supposed to be people
with significant control over the debtor
with joint subsidiary liability pursuant

to the general rule, unless proven other-
wise.

Will the issue of the power-of-
attorney save from qualifying
as a person with significant
control?

A director that holds membership in legal
entity boards, but performs no actual
management (hereinafter, the nominal
director) and, for example, fully delegat-
ed the management to another person
under the power-of-attorney or made key
decisions by order or upon express con-
sent from a third party with no relevant
powers (actual director), does not lose
the status of a person with significant
control, as such behavior does not mean
losing its influence on the debtor and
does not relieve the nominal director
from performing obligations on choosing
attorneys and controlling their actions
(omission), as well as providing proper
management of the legal entity.

In this case pursuant to the general
rule, both nominal and actual directors
shall bear joint subsidiary liability.
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Possibility of mitigating the
subsidiary liability

The burden of the nominal director’s
subsidiary liability may be mitigated,

if he discloses information which was
unavailable to independent economic
agents, and therefore, helps to determine
the actual director and/or the debtor’s
property or the actual director’s property
hidden by them, due to which creditors’
demands may be satisfied.

Upon the matter consideration on the
nominal director’s subsidiary liability,
the court has to take into account its
assistance in information disclosure that
ensured the restoration of violated credi-
tors’ rights and reimbursement of their
property losses.

In case of the mitigation of the
nominal director’s subsidiary liability,
the actual director shall bear the full
subsidiary liability. The nominal director
shall be jointly and severally liable with
the actual director to the non-mitigated
extent.

Subsidiary liability

for the failure to file
(untimely filing) of the
debtor’s application on its
bankruptcy

Who is held liable for the
failure to file a self-bankruptcy
application to court in case of
several directors?

If the debtor’s incorporation documents
state that several persons (directors) shall
be given powers to act jointly or inde-
pendently on behalf of the legal entity,
pursuant to the general rule, the said
persons shall jointly and severally bear
the subsidiary liability.

The incorporation documents shall
not give powers to appeal to court with
the debtor’s application on its bankruptcy
only to one of its directors.

Upon which moment the
director is obliged to appeal

to court with the debtor’s
application on self-bankruptcy?

The director’s obligation to appeal to
court with the debtor’s application on
its bankruptcy shall arise at the moment
when a fair and reasonable director in
similar circumstances pursuant to the
basic management practice, considering
the scope of debtor’s activities, would
objectively determine one of the condi-
tions stipulated by the law (insolvency,
property insufficiency, etc.).

If the director proves that the oc-
currence of the said circumstances itself
bears no evidence of the objective bank-
ruptcy, and that despite temporary finan-
cial difficulties, he expected in good faith
to overcome them within a reasonable
time and made best efforts to achieve
this result by fulfilling an economically
reasonable plan, such director may be
relieved from subsidiary liability for the
period within which the fulfillment of his
plan would be qualified as reasonable by
an ordinary director in similar circum-
stances.

Is it required to prove a cause-
and-effect link between the
failure to file an application and
the failure to satisfy creditors’
demands?

It’s presumed that there is a cause-and-
effect link between the failure to file an
application on bankruptcy by the debtor’s
director, liquidation committee, and the
failure to satisfy creditors’ demands,
obligations to which arose during the
expiration of the period for filing an ap-
plication on bankruptcy.

Is it possible to hold the debtor’s
founder subsidiary liable for the
failure to file an application on
self-bankruptcy by the debtor’s
director?

Upon the failure of the debtor’s direc-

tor to file the debtor’s application on
self-bankruptcy to court, the governing
board responsible for settling the debtor’s
liquidation shall make the decision to ap-
peal to court.
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The person that does not qualify
as the debtor’s director, liquidator, and
member of the liquidation committee
may be held subsidiary liable (jointly
with the director) for the failure to file
(untimely filing) the debtor’s application
on its bankruptcy, given the following
conditions:

« this person was a person with sig-
nificant control, including through
unproved presumptions on the
control over the majority corporate
member (sub-clause 2, clause 4, ar-
ticle 61.10 of the Law on Bankruptcy),
on the control of the beneficiary in
the illegal deal (sub-clause 3, clause
4, article 61.10 of the Law on Bank-
ruptcy), etc.;

« it could not know of the debtor’s
situation which resulted in its direc-
tor, liquidation committee having
an obligation to appeal to court with
an application on bankruptcy, and on
the failure to fulfill this obligation
on their part;

« this person had powers to call the
meeting of the debtor’s collegial
board responsible for the corporate
decision on liquidation, or had pow-
ers to make the above decision on its
own;

« it failed to properly perform actions
aimed at calling the meeting of the
debtor’s collegial board to resolve
on the matters of filing an applica-
tion on bankruptcy to court or to
make such a decision.

Who bears subsidiary liability upon
the consequent change of directors that
fail to perform their obligation on the
appeal to court?

If several consequent directors fail
their obligation to file an application on
self-bankruptcy to court, the first of them
shall bear subsidiary liability for the ob-
ligations arising during the time from
the expiration of the monthly period set
out for filing of such an application until
the initiation of bankruptcy proceedings,
and further directors — from the expira-
tion of the month-extended reasonable
period required to determine relevant cir-
cumstances being new directors as they
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are until the initiation of bankruptcy
proceedings. Meanwhile, they are jointly
and severally liable for any debtor’s obli-
gations arising during liability periods for
several directors simultaneously.

Subsidiary liability for
the failure to fully settle
creditors’ demands

Which actions of a person
with significant control shall
be considered as leading to
the failure to settle creditors’
demands?

The point at issue is such actions (omis-
sion) of a person with significant control
which caused the debtor’s bankruptcy, i.e.
such actions, the absence of which would
not lead to the objective bankruptcy (par-
ticularly, making key decisions violating
good faith principles, including consent,
making or approval of deals on intention-
ally unbeneficial conditions or with a
person unable to perform its obligations
(“short-lived company”, etc.), giving
instructions for making express profit-
losing transactions, appointing managers
that will clearly act against the interests
of the managed company, creation and
maintenance of the debtor’s management
system which is aimed at the systematic
profiting of the third party to the damage
of the debtor and its creditors, etc.)

The court shall estimate the effect
of actions (omission) of a person with
significant control on the debtor’s situ-
ation by checking a cause-and-effect
link between its actions (omission) and
the occurrence of the actual objective
bankruptcy.

However, as the legal entity activi-
ties are influenced by numerous deals
and other transactions, pursuant to
the general rule, the latest deal (trans-
action) initiated by a person with signifi-
cant control, which critically changed
the preexisting unfavorable financial
state, i.e. appearance of objective bank-
ruptcy signs, may not be considered
the sole prerequisite for the bankruptcy.

Such actions also include those that
took place after the objective bankruptcy

ONE FOR ALLAND ALL FOR ONE

and significantly aggravated the debtor’s
financial state.

When a person with significant
control is not subject
to subsidiary liability?

A person with significant control over the
debtor is not subject to subsidiary liabil-
ity in case its actions (omission) causing
the adverse effect did not go beyond the
usual business risk and did not aim at the
violation of rights and legal interests of
the civil community of creditors (the so-
called rule of business decision protec-
tion).

Besides, when proving absence of
grounds for subsidiary liability, a person
with significant control is entitled to refer
to the fact that bankruptcy is caused by
solely external factors (unfavorable mar-
ket situation, financial crisis, significant
changes of business conditions, emergen-
cies, acts of God, other events, etc.).

In case the bankruptcy resulted
from actions (omission) of a person with
significant control, but besides the said
actions (omission) some external fac-
tors (for example, illegal withdrawal of
debtor’s assets under the influence of
a person with significant control and
simultaneous damage of debtor’s prod-
ucts by floods) also caused the increase
of debt liabilities, the subsidiary liability
may be mitigated pursuant to the second
paragraph, clause 11, article 61.11 of the
Law on Bankruptcy.

How do general procedures

on indemnification (article 53.1
of the Civil Code of the Russian
Federation) differentiate

from special procedures

on subsidiary liability?

According to the Supreme Court, in each
particular case courts shall consider the
significance of the adverse influence of

a person with significant control on the
debtor’s activities by checking the change
in the debtor’s financial state under such
influence, and tendencies of economic
results typical for the debtor after such
influence.

In case violations by a person with
significant control were the direct cause
of bankruptcy, provisions on subsidiary
liability shall be applied, and pursuant
to the general rule, its total amount shall
be determined in accordance with the
Law on Bankruptcy.

In case the damage caused by per-
sons with significant control specified
in article 53.1 of the Civil Code of the
Russian Federation were reasonably ex-
pected not to cause the debtor’s objective
bankruptcy, such persons shall reimburse
for any caused losses in the amount
determined in accordance with article
15, 393 of the Civil Code of the Russian
Federation.

How do several persons with
significant control share their
liability?

Pursuant to the general rule, if several
persons with significant control acted
jointly, they shall jointly bear subsid-
iary liability for causing the bankruptcy.
When qualifying actions of persons

with significant control over the debtor
as joint, one may consider coherence,
mutual coordination and orientation of
these actions towards common goals, i.e.
one may take into account engagement
in any form, including joint participation,
collusion, etc. Unless proven otherwise,
it is presumed that actions of several af-
filiated persons with significant control
are joint.

If several persons with significant
control over the debtor acted indepen-
dently and such independent actions
were sufficient to cause the debtor’s ob-
jective bankruptcy, the said persons shall
also jointly bear subsidiary liability.

If several persons with significant
control over the debtor acted indepen-
dently and such independent actions
were insufficient to cause the debtor’s
objective bankruptcy, but in total their
actions caused such bankruptcy, such
persons shall bear subsidiary liability
on a pro rata basis. In this case the court
shall divide the total subsidiary liability
by determining the part of each person
with significant control proportionate
to the damage caused. Upon the failure
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to determine the damage caused due

to particular transactions under the
influence of any person, the part of each
person with significant control may be
determined proportionate to the period
of their actual control over the debtor.

What are the conditions of holding
the debtor’s director subsidiary liable for
the failure to submit documents to the
official receiver?

When applying presumptions regard-
ing the submission failure, concealment,
loss or misrepresentation of documents
for settlements of disputes on subsidiary
liability, one shall consider the following.

The applicant shall provide explana-
tory statements to the court on the effect
the document absence (absence of full
information or misrepresentation) had on
bankruptcy proceedings.

The person subject to liability shall
be entitled to deny the said presumptions
by proving that discrepancies in the doc-
uments submitted to the receiver caused
no significant hindrance to bankruptcy
proceedings, or by proving its absence of
fault in the submission failure, improper
document keeping, particularly, by con-
firming that it took all reasonable efforts
to fulfill its obligations on keeping, main-
tenance and submission of documents
with all due care and diligence.

The significant hindrances to bank-
ruptcy proceedings shall mean inter alia:

« the failure to determine the whole
range of persons with significant
control over the debtor, its major
counterparties, and:

e the failure to determine debtor’s core
assets and to identify them;

e the failure to determine deals and
their terms during the period of sus-
picion, which prevented from analyz-
ing these deals and resolving on the
necessity to impeach them in order
to increase bankruptcy assets;

« the failure to estimate the content
of resolutions adopted by the debtor’s
boards, which prevented from
analyzing these resolutions for the
purpose of discovering their dam-
age to the debtor and creditors and
revealing the potential possibility
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of loss recovery from the members
of these boards.

In case of illegal actions by several
consequent directors regarding keeping,
maintenance and restoration of docu-
ments, it is presumed that their actions
were sufficient to cause the debtor’s
objective bankruptcy.

Pursuant to the general rule, persons
that are not qualified as persons with
significant control, but are responsible
for keeping and maintaining relevant
documents (for example, chief ac-
countant) shall jointly with the former
director bear subsidiary liability for
causing the bankruptcy as joined parties,
provided it is proved that they acted by
order of the former director or performed
joint actions therewith, which caused the
destruction, concealment of documents
or misrepresentation of data therein.

Conclusion

This article covers the most significant
key explanatory statements of the Su-
preme Court on the matter under consid-
eration. However, the Plenum Resolution
contains other explanatory statements on
interesting and urgent issues (the right-
holder to file an application on subsidiary
liability, application filing period, choice
of cause of action/applications and other
procedural aspects).

The adoption of the Plenum Resolu-
tion by the Supreme Court was logical,
given the increased practice and recent
changes in the legislation on bankruptcy,
which specified procedures of subsidiary
liability imposed on persons with signifi-
cant control. Introduced changes to the
legislation on bankruptcy supported by
explanatory statements of the Supreme
Court are supposed to encourage trans-
parent business practices, decrease the
number of short-lived companies and
nominal service involved in business pro-
cesses, and to ensure a more responsible
approach to company management.

On the other side, adopted changes
nearly eliminate the distinction between
company assets and member/founder
assets, which undoubtedly, require dili-
gence and caution when making signifi-
cant business decisions.
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ast development of the Armed
F Forces of the Russian Federation in
recent years would have been im-

possible without the systematic renewal
of the existing outdated equipment,
which, in turn, required multi-million
state budget injections as part of the
Armaments 2020 priority procurement
program. The major aim of the Arma-
ments 2020 priority procurement pro-
gram is to bring the percent of advanced
arms and military equipment in the
Russian armed forces up to 70% by 2020.
To that end, 20.7 trillion rubles are to be
allocated, with 19 trillion rubles aimed at
arming forces, air forces and naval forces.
About 70% thereof will be spent on arms
procurement, and the remaining 30% will
be equally divided between research and
development, and arms refurbishment.
Three more trillion rubles are allocated
for the technical upgrade of military-
industrial complex enterprises.

Considering the amount of invest-
ments, these conditions justify the
intention of the government to ensure
maximum control over the spending
procedure of budget funds. Taking into
account the specific nature of arms and
military equipment procurement, at the
end of 2012, Federal Law No. 275-®3
dated 29.12.2012 On state defense order
came into effect.

The cornerstone of the legal act
under consideration is the prescribed
procedure for account settlements among
interacting participants of goods supplies
under the state defense order in assisted
transactions (cooperation). The coopera-
tion includes the chief provider entering
into the government contract with the
government customer, providers enter-
ing into contracts with the chief provider,
and providers entering into contracts
with providers.

As envisioned by the legislator,
participants of the abovementioned chain
starting from the chief provider to the
last provider should open a separate
account, i.e. an account for the chief
provider, provider at the authorized bank
for account settlements regarding the
state defense order under the terms of
the government contract. In fact, a sepa-
rate account is an ordinary settlement
account at the bank; however, spending
arrangements thereof have significant
restrictions.

Thus, arrangements for using a sepa-
rate account include:

1. Debiting money only upon the
government contract identification
in the order.

Debiting money only for a separate
account, except for debiting money
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for other cbank accounts in the fol-
lowing cases:

» payment of taxes and duties, cus-
toms duties, insurance contribu-
tions and other obligatory budget
payments of the Russian Federa-
tion, stipulated by the legislation
of the Russian Federation;

» payment of expenses on goods
supplies, works performance,
service provision as per prices
(tariff rates) subject to govern-
ment regulation (the list of such
goods, works, services is approved
by the Government of the Russian
Federation);

« transfer of profit in the amount
approved by the parties upon
the execution of the contract
and stipulated by its terms after
performing the contract and de-
livering the goods acceptance and
delivery certificate (work comple-
tion certificate, service delivery
certificate) to the authorized
bank;

« transfer of money by the chief
provider upon the partial per-
formance of the government
contract; the government cus-
tomer shall notify the authorized
bank on the approved amount of
profit subject to transfer by the
chief provider upon the partial
performance of the government
contract (the notification proce-
dure shall be determined by the
government customer);

e account settlements with foreign
providers participating in goods
supplies under the state defense
order and making part of cooper-
ation in the assisted transaction;

« transfer of money in the amount
approved by the parties upon the
execution of the contract and
aimed at reimbursement of the
chief provider for expenses in-
curred at its own cost on the stock
development of goods, raw mate-
rial, material supplies, compo-
nents required for the execution
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of the state defense order, as long
as the chief provider proves the
reasonability of actual expenses
on such stock development;

» payment of expenses not exceed-
ing five million roubles per month
by the chief provider and payment
of expenses not exceeding three
million roubles per month by the
provider;

Simultaneously, the legislator
banned a number of transactions, the list
thereof is also stipulated by the law.

Analysis of the abovementioned
provisions and the common practice
of their application brings to conclu-
sion that participants of the government
procurement system for the execution
of the state defense order do not still fully
comprehend principles of working with
a separate account.

Thus, particular attention should be
given to the issue of settling expenses
not exceeding five million rubles (for
chief providers) and three million rubles
(for providers) from a separate account
every month. Regulatory authorities
formed a negative practice of bringing
participants of the government procure-
ment system to administrative liability
for spending money from a separate
account, including financing projects
which are not directly related to the per-
formance of obligations under the state
defense order.

Such viewpoint of regulatory au-
thorities seems quite unusual, given that
neither regulations of part one, article
8.3 of Law No. 275-®3 On state defense
order, nor other provisions of current
regulatory acts state that payments of
other expenses not exceeding three mil-
lion rubles per month may be made solely
in relation to the expenses on the state
defense order. The abovementioned view-
point was confirmed by Resolution of the
Arbitration Court of Moscow Region
No.®05-11366/2017 dated 15.08.2017
in case No.A40-125631/2016. Provisions
of sub-clause “3”, clause 2, part 1, article
8.3 of Law No. 275-®3 provide no list
of other expenses. Consequently, such
transactions may include all expenses re-
lated to current activities of an enterprise
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which are not directly mentioned in the
list of permitted transactions (article 8.3,
sub-clauses “a” to “3”), list of exemptions
from banned transactions (article 8.4,
clauses 2, 3, 9, 10), while still not being
mentioned among banned transactions
(article 8.4 of Law No. 275-®3).

One more issue which is worth
discussing is debiting a separate account
for the purpose of reimbursement for
expenses incurred earlier at one’s own
cost on the procurement of components
to perform the contract.

Law provisions on the state defense
order specify that the chief provider,
provider prior to the execution of the
contract are entitled to make provisional
procurements of raw material, material
supplies, semi-finished products, com-
ponents required for the execution of the
state defense order.

At the stage of contract execution,
according to clause 3, article 7.1 of Law
No. 275-®3, the chief provider, provider
are entitled upon approval of the govern-
ment customer (chief provider, provider)
to add to the government contract,
contract the condition on reimbursement
for expenses incurred at one’s own cost
on the stock development required for the
execution of the state defense order, as
long as the chief provider, provider prove
the reasonability of actual expenses on
such stock development

The law determines different condi-
tions for reimbursement transaction:

« for chief providers — transaction may
be performed prior to the perfor-
mance of the government contract;

« for providers manufacturing prod-
ucts with a long technological pro-
duction cycle — transaction may be
performed prior to the performance
of the contract;

« for other providers — transaction
may be performed only after the
performance of the contract.

Reimbursement for expenses
incurred at one’s own cost (except for
funds on separate accounts) on the stock
development of raw material, mate-
rial supplies, semi-finished products,
components required for the execution

of the state defense order, pursuant to
sub-clauses “e”, “e.1” and “e.2”, clause 2,
part 1, article 8.3 of Law No. 275-®3, may
be performed by money transfer from a
separate account to a different account
of the company only after fulfilling the

following conditions:

« for chief providers:

« upon providing reasonability evi-
dence of actual expenses on such
stock development (i.e. specify-
ing expenses incurred at one’s
own cost (except for funds on
separate accounts) on stock devel-
opment and subject to reimburse-
ment from a separate account
in the terms of the government
contract);

e upon notice receipt from the
government customer by the
authorized bank on the amount
of actual expenses incurred by
the chief provider on the said
stock development following the
procedure set by the government
customer.

« for providers manufacturing products
with a long technological production
cycle:

e upon providing reasonability evi-
dence of actual expenses on such
stock development (i.e. specifying
expenses incurred at one’s own
cost (except for funds on separate
accounts) on stock development
and subject to reimbursement
from a separate account in the
terms of the contract);

« for other providers, upon submission
to the authorized bank:

» documents confirming the full
performance of obligations under
the contract;

« goods acceptance and delivery
certificate (work completion cer-
tificate, service delivery certifi-
cate);

 reasonability evidence of actual
expenses on such stock develop-
ment (i. e. specifying expenses
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incurred at one’s own cost, except
for funds on separate accounts,
on stock development and subject
to reimbursement from a sepa-
rate account in the terms of the
contract).

Meanwhile, the amount of payments
from a separate account on these grounds
shall not exceed the amount of expenses
on stock development specified in the
government contract, contract.

The chief provider, provider may
prove reasonability of actual expenses at
the execution stage of the government
contract, contract.

In the absence of conditions on
reimbursement for expenses on the stock
development incurred earlier at one’s
own cost in the executed contract, rea-
sonability evidence of such expenses may
be specified in the additional agreement
to the contract, appendix to the contract
or through letter exchange, provided they
contain references to the contract and
form an integral part thereof.

It is important to point out that in
case debiting from a separate account
for the purposes of reimbursement for
expenses incurred at the provider’s cost
after the performance of the contract
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takes place as part of the additional
agreement to the contract (or by signing
of other documents which form an inte-
gral part of the contract), the transaction
should be suspended pursuant to Direc-
tive of the Bank of Russia No.3729-Y
dated 15.07.2015.

Analysis of the current practice of
interpretation and application of regula-
tions covering the performance of the
state defense order points out the urgent
need for official explanatory notes from
the relevant regulatory authorities.
There are cases when even one author-
ity is unable to reach an agreement on
the application of this or that legal provi-
sion. Without any doubt, the abovemen-
tioned has an adverse effect on compli-
ance with the terms for the execution
of the state defense order. There is one
more issue to be considered, i.e. commer-
cial supplying enterprises under the state
defense order lose their interest in such
procurements, because they do not un-
derstand ‘rules of the game’. Hopefully,
in 2018, competent authorities are going
to take all required measures to introduce
uniform approaches to the execution
of the state defense order.
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passed the Tax Cuts and Jobs Act Certain pass-through businesses will

of 2017 (TCJA), and President also see major reductions. Some LLCs,
Trump shortly thereafter signed it. This partnerships, S Corps, and sole propri-
law, most of which will become effective etors will be able to deduct 20% of their
as soon as January 1, 2018, dramatically qualified business income. Essentially,
changes the tax environment of the they will be paying taxes on only 80%
United States. New financial planning of their revenue.
strategies will emerge in the coming The personal exemptions are going

away for taxpayers starting 2018 report-

O n December 20, 2017, Congress porate rate is dropping from 35% to 21%.

ing year. That means for a family of three
or more, the benefit of the standard

months and years.
. The tax law signed just before
Christmas was intended to make U.S.
businesses more globally competitive. deduction is completely offset by the
Its signature feature was a lowering of $4050 deduction it used to be able to take
¥\ CHILD CARE the corporate tax rate from 35 to 21 per- for each person on the return. In other
cent. While that and other features of the words, if a taxpayer has two or more kids,
O new law may positively impact the desir- you may actually be hurt by the new

CORPORATE AMT ©

“TERRITORIAL” SYSTEM ©

ability of doing business in the United
States, President Trump has a particular
fascination with the trade deficit. The law
changes so many things at once — from
corporate rates to a repatriation tax to
different depreciation rules to new indi-
vidual rates — that it is exceedingly dif-
ficult to give a precise prediction on what
exactly will change and how the economy
will react in the longer perspective.
The introduced tax changes will affect
everything from how corporate assets are
financed to how business is structured.
Certainly, the biggest beneficiaries
of this legislation are corporations with
high effective tax rates, because the cor-

deduction/exemption amounts. On the
other hand, in the bigger picture this tax
experiment will run up the already high
national debt by another $ 1.5 trillion.
Let’s try to review the main changes
introduced by the Act for each type of tax
to get the idea of how these changes will
affect individuals and corporations.

1. Income Taxes

e The Act keeps the seven income tax
brackets but lowers tax rates. The US
employees will see changes reflected
in their withholding in February 2018
paychecks. These rates will revert
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Income Tax Rate

to the 2017 rates in 2026.

The Act creates the following chart.
The income levels will rise each year
with inflation. But they will rise more
slowly than it was before since the
Act uses the chained consumer price
index. Over time that will move more
people into higher tax brackets.

The Act doubles the standard de-
duction. A single filer’s deduction
increases from $6350 to $12000. The
deduction for Married and Joint Filers
increases from $ 12700 to $24000.

The Act eliminates personal exemp-
tions. Before the Act, taxpayers sub-
tracted $4 150 from income for each
person claimed. As a result, families
with many children will pay higher
taxes despite the Act’s increased
standard deductions.

The Act eliminates most itemized
deductions. That includes moving
expenses, except for members of
the military. Those paying alimony
can no longer deduct it, while those
receiving it can. This change begins
in 2019 for divorces signed in 2018.

It keeps deductions for charitable
contributions, retirement savings,
and student loan interest. It might
be smart for the taxpayers to try to
incur these expenses in 2017 if pos-
sible.

e It limits the deduction on mortgage

interest to the first $ 750000 of the
loan. Interest on home equity lines
of credit can no longer be deducted.
Current mortgage-holders aren’t
affected.

Taxpayers can deduct up to $ 10000
in state and local taxes. They must
choose between property taxes and
income or sales taxes. This will harm
taxpayers in high-tax states like New
York and California. It is possible to
prepay some of these taxes by the end
of the year to deduct them in 2017.

The Act expands the deduction for
medical expenses for 2017 and 2018.
It allows taxpayers to deduct medi-
cal expenses that are 7.5 percent or
more of income. Before the bill, the
cutoff was 10 percent for those born
after 1952. Seniors already had the
7.5 percent cutoff.

The Act repeals the Obamacare tax
on those without health insurance

in 2019 (under current legislation the
individuals who failed to buy health
insurance plan were to pay a pen-
alty). Without the mandate, the Con-
gressional Budget Office estimates
13 million people would drop their
health insurance plans. The govern-
ment would save $ 338 billion by not
having to pay their subsidies. But
health care costs will rise because

Income Levels for Those Filing As
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2017 2018-2025 Single Married-Joint

10% 10% $0-$9,525 $0-$19,050

15% ..................... 1 2%$9525_$38700 .................... $ 19050_$77400 .............
25% ..................... 2 2%$38700_$82500 .................. $ 77400_$165000 ...........
28% ..................... 2 4%$82500_$157500 ................ $ 165000_$315000 ..........
33% ..................... 3 2%$157500_$200000 ............... $ 315000_$400000 ..........
33%_35% .............. 3 5%$200000_$500000 ............... $ 400000_$600000 ..........

39.6% 37% $500000+
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$600000+

fewer people will get the preventive
care needed to avoid expensive emer-
gency room visits.

The Act doubles the estate tax ex-
emption to $ 11.2 million for singles
and $ 22.4 million for couples. That
helps the top 1 percent of the popula-
tion who pay it. These top 4918 tax
returns contribute $ 17 billion in
taxes. The exemption reverts to pre-
Act levels in 2026.

It keeps the Alternative Minimum
Tax. It increases the exemption
from $54 300 to $70300 for singles
and from $84 500 to $ 109400 for
joint. The exemptions phase out at
$500000 for singles and $ 1 mil-
lion for joint. The exemption reverts
to pre-Act levels in 2026.

2. Child and Elder Care

The Act increases the Child Tax
Credit from $1000 to $2000. Even
parents who don’t earn enough to
pay taxes can claim the credit up to
$1400. It increases the income level
from $ 110000 to $400000 for mar-
ried tax filers.

It allows parents to use 529 sav-

ings plans for tuition at private and
religious K-12 schools. They can also
use the funds for expenses for home-
schooled students.

It allows a $500 credit for each non-
child dependent. The credit helps
families caring for elderly parents.

3. Business Taxes

The Act lowers the maximum cor-
porate tax rate from 35 percent to 21
percent, the lowest since 1939. The
United States has one of the highest
rates in the world, but most corpora-
tions don’t pay that much tax. On
average, the effective rate is 18%.

It raises the standard deduction

to 20% for pass-through businesses.
This deduction ends after 2025. Pass-
through businesses include sole pro-
prietorships, partnerships, limited

liability companies, and S corpora-
tions. They also include real estate
companies, hedge funds, and private
equity funds. The deductions phase
out for service professionals once
their income reaches $ 157 500 for
singles and $ 315000 for joint filers.

The Act limits corporations’ ability to
deduct interest expense to 30% of in-
come. For the first four years, income
is EBITDA, but reverts to earnings
before interest and taxes thereafter.
That makes it more expensive for
financial firms to borrow. Companies
would be less likely to issue bonds
and buy back their stock. Stock prices
could fall. But the limit generates
revenue to pay for other tax breaks.

It allows businesses to deduct the
cost of depreciable assets in one year
instead of amortizing them over
several years. It does not apply to real
estate.

The Act stiffens the requirements
on carried interest profits. Carried
interest is taxed at 23.8% instead

of the top 39.6% income rate. Firms
must hold assets for a year to qualify
for the lower rate. The Act extends
that requirement to three years.
That might hurt hedge funds that
tend to trade frequently. It would not
affect private equity funds that hold
on to assets for around five years.
The change would raise $ 1.2 billion
in revenue.

The Act eliminates the corporate
AMT. The corporate AMT had a 20%
tax rate that kicked in if tax credits
pushed a firm’s effective tax rate
below that level. Under the AMT,
companies could not deduct research
and development spending or invest-
ments in low-income neighborhood.
Elimination of the corporate AMT
adds $40 billion to the deficit.

It advocates a change from the
current “worldwide” tax system

to a “territorial” system. Under the
worldwide system, multinationals
are taxed on foreign income earned.
They don’t pay the tax until they
bring the profits “home”. As a result,
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many corporations leave the profits
overseas. Under the territorial sys-
tem, they aren’t taxed on that foreign
profit. They would be more likely to
reinvest it in the United States. This
will benefit pharmaceutical and high-
tech companies the most.

e The Act allows companies to repa-
triate the $2.6 trillion they hold in
foreign cash stockpiles. They pay
a one-time tax rate of 15.5% on cash
and 8% on equipment.

It allows oil drilling in the Arctic
National Wildlife Refuge. That’s esti-
mated to add $ 1.1 billion in revenues
over 10 years. But drilling in the
refuge won’t be profitable until oil
prices are at least $ 70 a barrel.

It retains tax credits for electric
vehicles and wind farms.

It cuts the deduction for orphan drug
research from 50 percent to 25 per-
cent. Orphan drugs target rare
diseases.

o The Act cuts taxes on beer, wine,
and liquor. The Brookings Institute
estimates that will lead to 1550 more
alcohol-related deaths each year. The
study found that lower alcohol prices
are directly correlated to more pur-
chases and a higher death toll.

As mentioned above, it is very dif-
ficult to predict the outcome of the new
tax reform; however, it is possible at this
point to estimate who will get the most
affected by the introduced changes to the
tax legislation. It’s fair to say, that the
new tax plan helps businesses more than
individuals. Business tax cuts are perma-
nent, while the individual cuts expire in
2025. Among individuals, it would help
higher income families the most. The Act
makes the U.S. progressive income tax
more regressive. Tax rates are lowered for
everyone, but they are lowered more for
the highest-income taxpayers.

The Tax Foundation said those in
the 20-80 percent income range would
receive a 1.7 percent increase in after-
tax income. Those in the 95-99 per-
cent range would receive a 2.2 percent
increase. The Tax Policy Center broke it
down a little more. Those in the lowest-
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earning fifth of the population would

see their income increase by 0.4 percent.
Those in the next highest fifth would
receive a 1.2 percent boost. The next two
quintiles would see their income increase
1.6 percent and 1.9 percent, respectively.
But the biggest increase, 2.9 percent,
would go to those in the top-earning
fifth. The increase in the standard de-
duction would benefit 6 million taxpay-
ers. That’s 47.5 percent of all tax filers,
according to Evercore ISI. But for many
income brackets, that won’t offset lost
deductions. The Tax Foundation said the
Act will add almost $448 billion to the
deficit over the next 10 years. The tax
cuts themselves would cost $ 1.47 billion.
But that’s offset by $ 700 billion in growth
and savings from eliminating the ACA
mandate. The plan would boost GDP by
1.7 percent a year. It would create 339000
jobs and add 1.5 percent to wages.

The impact on the $ 20 trillion natio-
nal debt will eventually be higher than
projected. A future Congress will probably
extend the tax cuts that expire in 2025.

An increase in sovereign debt damp-
ens economic growth in the long run. In-
vestors see it as a tax increase on future
generations. That’s especially true if the
ratio of debt to gross domestic product is
near 77 percent. That’s the tipping point,
according to a study by the World Bank.
It found that every percentage point of
debt above this level costs the country
1.7 percent in growth.

Many large corporations confirmed
they won’t use the tax cuts to create jobs.
Corporations are sitting on a record $2.3
trillion in cash reserves, double the level
in 2001. The CEOs of Cisco, Pfizer, and
Coca-Cola would instead use the extra
cash to pay dividends to shareholders.

In effect, the corporate tax cuts will boost
stock prices, but won’t create jobs.

Overall, the barrage of soundbites
and testimonials from Congressional
Republicans and the Trump adminis-
tration that the tax reform is primarily
about assistance to the middle class and
job creation don’t appear to correspond
to reality. Wealthy individuals and cor-
porations (in particular, multi-national
ones) are almost certain to benefit first
and foremost from the proposed changes.
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And given the restructuring of corporate
tax rates, conventional corporations

(C corps) may in fact become the struc-
ture of choice, replacing the LLC as the
preferred entity form. Given the compli-
cations and extensive changes in the new
law, it will take an extended amount of
time to determine its true effect on indi-
viduals, business structures, and the debt

level of the U.S. government. However,
given the experiences with past legisla-
tive efforts to amend the tax code (and
ostensibly reduce the tax burden with the
hope of spurring growth), there will likely
be numerous unexpected consequences
that no one can predict at this point in
time.
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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-
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