
Annex 1 
Tax Reform and Outlook for Improvements in Tax Legislation 

Highlights of Stage One in Tax Reform

The first stage of the tax reform has included the approval of four chapters of Part II of the Russian Tax Code, including «Individual Income Taxation», «Excises», «Value-Added Tax», and «Integral Social Tax».

The principal new development in individual taxation is the establishment of a single rate of 13%. However, individual types of income such as lottery winnings, prize money and other gainings in competitions, games, and other promotions, insurance indemnity paid under voluntary insurance policies if such disbursements exceed the amount of insurance premiums contributed (under personal insurance contracts) or the extent of damage caused to property insured (under property insurance contracts), which is adjusted for inflation, interest accruals on bank deposits in excess of that sum calculated on the basis of a three-fourths of the Russian Central Bank’s refinancing rate then in effect or 9% per annum for foreign exchange deposits, and the amount of savings on interest upon taxpayers’ receipt of borrowings made at a rate equal to less than three-fourths of the Central Bank’s rate are subject to taxation at the increased rate of 35%.

The double taxation of dividends has been largely ended by offsetting those profit tax amounts paid earlier against income tax liabilities.

The non-taxable minimum has been raised substantially (to RUR 400 per month for those making RUR 20,000), as has the so-called child-allowance subtraction (to RUR 300 monthly). A number of new social benefits are also available. Spending on either the taxpayer’s education or on the education of their child in a sum of up to RUR 25,000 is subtracted from the taxpayer's tax base. Spending on medical services is to be subtracted in the same manner, with the exception of expenses actually made for costly types of treatment on a list approved by the Russian Government, which will be fully deducted from the tax base.

Such subtractions upon the sale of real property amount to RUR 1,000,000, those upon the sale of other types of property to RUR 125,000, and those upon the purchase or construction of real property at RUR 600,000. The entire amount of proceeds from the sale of real property owned by a taxpayer will be fully subtracted from their taxable income over five years and that of proceeds from other property over three years.

Integral social tax replaces the insurance premiums paid previously into government extra-budgetary social welfare funds. The tax consists of deductions towards the Pension Fund, levied at a rate of 28% (or 22.8% for self-employed entrepreneurs), contributions payable into the Federal Obligatory Medical Insurance Fund and regional obligatory medical insurance funds at a rate, respectively, of 0.2% and 3.4%, and dues to the Social Insurance Fund owing at a rate of 4% (zero for self-employed entrepreneurs). The State Employment Fund has been consolidated with the federal budget.

Social tax is payable at a descending tax rate of 35.6% per employee earning up to RUR 100,000 per annum, 20% per employee making between RUR 100,000 and RUR 300,000 yearly, 10% per employee making between RUR 300,000 and RUR 600,000 and, finally, 5% (2% from January 1, 2003) per employee earning more than RUR 600,000. The possibility of applying the descending scale is conditional on a certain level of average compensation at an enterprise with a specific number of employees. The tax base, just as the list of income exempted from social tax, is consistent with that under individual income taxation.

The enactment of Part II of the Tax Code has made it possible to tackle a number of important problems relating to value-added taxation. VAT payers now also include self-employed entrepreneurs. The tax base is broader than before, a result of a shorter list of services exempted from VAT. In order to reduce tax administration costs, it is provided that a taxpayer may stop paying VAT if their quarterly receipts do not exceed RUR 1 million. From July 1, 2001, VAT will begin to be collected in relations with CIS nations on the basis of not the country of origin but the country of destination. A taxpayer may choose to rely in their accounting policy either on the cash-based method for determining when tax liabilities arise or on the accrual method consistent with generally recognized international practice.

In excise taxation, the indexing of rates applicable to alcoholic products has been accompanied by a decision to divide excises due on alcoholic products between their producers and wholesalers upon the implementation of a excise warehouse procedure as from June 1, 2000. Excises are now payable on diesel fuel and motor oil, with those owing on gasoline more or less trebled by way of making up for the abolition of tax on sales of fuel and lubricants and for the reduction in the rate of tax on motor road users, which is based on enterprises’ turnover. Whereas previously the rates of excises payable on cars depended on engine displacement figures, now the Tax Code makes them contingent on engines’ power ratings.

The law implementing Part II of the Tax Code has also provided for tax on motor road users and that on motor vehicle owners to be finally lifted from January 1, 2003 and somewhat extended the list of VAT exemptions compared with their list initially proposed, while limiting validity periods for other like reliefs. From January 1, 2002, taxpayer may begin – at their own discretion - to assess sales of goods, work, and services for taxation purposes on the basis of invoices received (the accrual basis). However, the meaning of the accrual basis here is somewhat distorted: those taxpayers opting for it as their accounting policy in accordance with the relevant statutory changes have the right to determine only the moment when their corresponding tax liabilities arise, but only become entitled to subtractions, like before, upon a confirmation that the incoming tax has been actually paid as part of the purchase price.

Tax policy in 2001

Changes in tax legislation in 2001

Administration

Federal Law No. 195-FZ dated December 30, 2001 (which will take effect from July 1, 2002) lent force to the Russian Code of Administrative Offenses.

This Code governs those issues which are involved, among others, in the imposition of administrative fines for tax evasion and other like wrongdoing. According to Chapter 3 of the Code, an administrative fine is a monetary penalty which may be expressed as a multiple of the sum of tax or other dues outstanding. An administrative fine payable on the basis of arrears of taxes and other dues may not exceed three times the amount of such backlog.

Chapter 15 fixes the specific amounts of fines to be charged on officials breaching financial legislation, including laws on taxation, banking, financial accounting and reporting, and the securities market. Such fines are payable, for example, for failure to register for taxation purposes, for late registration for such purposes with appropriate tax authorities, for the late provision of such authorities or the agency in charge of an extra-budgetary fund with information about accounts opened with or closed at banks or other lending institutions, etc. The same chapter details administrative fines to be exacted from bank officers for defaults on their duties relating to the maintenance of taxpayers’ accounts, etc.

Chapter 16 of the Code provides for penalties due for administrative violations of customs rules. Chapters 23 and 28 define procedures for the consideration of administrative offenses by tax and customs authorities, and the federal tax police.

Russian Government Resolution No. 100 dated February 12, 2001 has laid down a procedure for the designation of shortfalls in federal taxes and dues and related late charges as hopeless debts and for their write-downs for the purposes of applying Article 59 of the Tax Code. Such arrears are recognized as hopeless upon the winding-up of a corporate debtor, the bankruptcy of a defaulting self-employed entrepreneur, the death of an individual debtor, or the latter’s proclamation by a court to be deceased to the extent of all taxes and charges overdue, except property tax arrears which are deemed bad debts to the extent exceeding the value of the debtor’s estate or upon the succession’s passing to the State.

Russian Government Resolution No. 602 dated August 21, 2001 approved a procedure for figuring out the tax base when calculating VAT due on advances and other payments received by exporter organizations against future supplies of goods subject to zero VAT, which take more than six months to manufacture.

Such advances are excluded from the VAT base only after the corresponding exporters furnish documents to confirm their receipt. Failing such confirmation in accordance with statutory procedure as required to verify that the goods in question are subject to zero VAT, the merchandise concerned will be taxed pursued to Russian legislation on taxes and levies.

The Russian Ministry of Finance explained in its Letter 03-07-28/25, dated February 6, 2001, that tax incomings may only be allocated between government budgets at different levels by federal treasury authorities. Upon the issue of a federal law on a federal budget for a specific fiscal year, all receipts coming into the Russian budgetary system are to be shared out among its different tiers on the basis of those applicable rates of deductions which are in force for such year, regardless of the time when the corresponding payments were assessed, in particular, when the respective tax liabilities arose.

The Russian Constitutional Court in its Decision 138-O, dated July 25, 2001, offered clarifications on how its earlier resolution, dated October 12, 1998 and describing its constitutionality check on Article 11.3 of the Russian Law «On Basic Principles for Taxation System in the Russian Federation», should be applied.

The check was prompted by the Russian Ministry of Taxes and Levies’ query about whether a tax not actually transferred to the government budget, though written off by a bank, can be deemed having been duly paid in the absence of enough cash on the bank’s correspondent account and on the taxpayer’s current account. According to the Constitutional Court, it can, but only when it comes to good-faith taxpayers. Should they have doubts or suspicions in this respect, tax authorities will have to prove the mala-fide posturing of taxpayers or banks in accordance with that procedure prescribed by the Tax Code. Tax authorities may mount such checks upon discovering a shortfall in government budget revenues and, with enough evidence to support their cases, go to state arbitration courts to sue defaulters by bringing actions, in particular, to invalidate improper transactions and recover everything gained thereunder towards the State.

Letter No. ShS-6-14/613 from the Ministry of Taxes and Levies, dated August 8, 2001, for its part, explains the procedure for invoking Articles 83, 116, and 117 of the Tax Code.

That organization having detached divisions located on Russian territory and owning real property subject to taxation is required to register as a taxpayer with the tax authorities both in its own location and in the locations of each of such division, as well as in the areas where the organization’s real property and vehicles are registered.

A taxpayer registered with a tax authority on the basis of any of those grounds listed in Article 83 of the Tax Code may not be held liable, as provided for in Articles 116 and 117 of the Tax Code, for failing to file an application for repeat registration or for evading from repeat registration with the same tax authority on any other grounds specified in the same article.

Excises

Federal Law No. 118-FZ, dated August 7, 2001, amended Chapter 22 of Part II of the Tax Code to equate dry gas and casing-head gas following their treatment or processing with natural gas for excise taxation purposes and to alter individual excise rates. Oil and stable gas condensate will no longer be subject to excises from January 1, 2002 (under Articles 1.1 and 1.5 of Federal Law No. 126-FZ dated August 8, 2001). Also for excise taxation purposes, product transfers are treated as sales.

Federal Law No. 126-FZ also amended Part II of the terms and conditions and some other Russian legislative acts.

It clarified that the tax base during sales or transfers of natural gas on the domestic market is to be determined as the value of such gas based on the corresponding prices charged, which may not be lower than those established in the process of governmental regulation, with due regard for duly granted discounts, less value-added tax. During payment for services involved in pumping gas via distribution networks, the tax base is to be exclusive of the value of such services and the sum total of rates.

Russian Government Resolution No. 1023, dated December 27, 2000, approved rules for the manufacture and sale of special regional stamps for marking alcoholic products and paying advance excises on such products. Alcoholic products sold from organizations’ excise warehouses are all subject to marking by means of such special regional stamps, with the exception of beer and alcoholic products imported into the Russian Federation. Such stamps are produced by Russian winners of tenders arranged by the executive authorities of Russian Federation constituents. The value of a stamp may not exceed RUR 0.5, including the costs of its transportation to the Ministry of Taxes and Levies’ branch in the corresponding Russian Federation constituent. Taxpayers include the costs of such stamps among expenses subtractable from their income or corporate profits for taxation purposes. Stamps are purchased from the Ministry's branches in Russian Federation constituents, but only after paying advance excises on alcoholic products.

Taxpayers may not transfer such stamps to any other parties. Russian Government Resolution No. 915 dated December 19, 2001 fixes the rates of advances payable during purchases of special regional stamps for excisable goods, including:

- RUR 0.3 per stamp for alcoholic products with an ethic alcohol content, by volume, of up to 25% inclusive; and

- RUR 0.8 per stamp for alcoholic products with an ethic alcohol content, by volume, of over 25%.

Russian Government Resolution No. No. 863 dated December 7, 2001 amended the above Russian Government Resolution, No. 1023 dated December 27, 2000, to modify the rules for the manufacture and sale of special regional stamps for alcoholic products. Under the changes, such stamps are to be used to mark all alcoholic products (other than imports and beer) with an ethyl alcohol content, by volume, of over 9%, which are sold from organizations’ excise warehouses. Such products are to carry stamps of the Russian Federation constituent where they will be sold through the retailing or public catering network (the only exceptions being individual Russian Federation constituents in the Far North, where it is allowed to sell products carrying special stamps from other Russian regions).

Ministry of Taxes and Levies Letter No. BK-6-07/846 dated November 6, 2001 explains that the list of taxes and other dues is established by the Tax Code. The procedure for the obligatory marking of alcoholic products with stamps to confirm the legality of such products is as prescribed by Russian Government Resolution No. 938 dated August 3, 1996. According to Article 193 of Part II of the Tax Code, in effect since June 1, 2001, all alcoholic products produced and retailed on Russian territory are subject at all times to marking by special regional stamps the procedures for the manufacture and sale of which are established by the Russian Government in its Resolution No. 1023 dated December 27, 2000. It is unlawful to mark alcoholic products by identification stamps, quality stamps, or any other stamps introduced by regional laws or injunctions. The Ministry of Taxes and Levies’ regional branches are under orders to prohibit sales of products carrying any markings other than those provided for by the Tax Code or related follow-up documents.

Ministry of Taxes and Levies Letter VG-6-03/502 dated June 29, 2001 stipulates that excisable goods taken out of Russian customs territory under the customs export procedure to other CIS countries from July 1, 2001 are subject to excise taxation in accordance with that procedure prescribed in the Tax Code. That procedure for the collection of value-added tax and excises which was in effect in bilateral trade with the Belarus Republic before July 1, 2001 will continue in force.

Integral social tax

In accordance with Articles 25 and 26 of the Federal Law «On 2001 Federal Budget», dated December 27, 2000, a number of Russian ministries in 2001 (including the Ministry of Defense, the Ministry of the Interior, and others) were exempted from integral social tax to the extent payable towards the Russian Social Insurance Fund, the obligatory medical insurance funds, and the Russian Pension Fund after being assessed on the basis of military pay, food and clothing allowances, and other disbursements to individual categories of military servicemen or employees in connection with the performance of their military duties or other duties of equal status.

Federal Law No. 198-FZ dated December 31, 2001 amended the Tax Code and individual other Russian legislative acts on taxes and levies. The Tax Code amendments concerned some key provisions in Chapter 24, «Integral Social Tax», in particular, definitions of «taxpayer», «taxable assets» (the definition of this term was related to the Chapters «Profit Tax» and «Individual Income Tax» and to the procedure for determining the tax base under the summary taxation system, etc.), and «tax base».

The tax base for self-employed entrepreneurs subject to the summary taxation system was defined as the result of multiplying their gross earnings by 0.1.

The Law also updated rules for employing the descending tax scale. If at the time of advance payments the tax base accrued from the start of the corresponding year per individual, as divided by the number of months completed in the preceding tax period, works out to less than RUR 2,500, the tax is payable at the maximum rate, regardless of the actual tax base per individual. Such taxpayers may not use the descending tax scale until the end of the tax period concerned.

The average tax base per employee at taxpayers having more than 30 employees is to be calculated by disregarding payments to those 10% of employees who draw the highest income and that at taxpayers with 30 or fewer employees is to be calculated by disregarding payments to those 10% of them who draw the lowest income. Computations of the average tax base per employee are to take account of the average number of employees.

In order to assess the tax or advance due, those amounts owing to the federal budget are to be reduced by the rate of insurance premiums payable under the obligatory pension insurance scheme to the Russian Pension Fund.

Ministry of Taxes and Levies Letter No. SA-6-05/759 dated October 8, 2001 updated the procedure for self-employed entrepreneurs and employer individuals to calculate advances or premiums payable towards integral social tax (Exhibit No. 6 to Ministry of Taxes and Levies Order No. BG-3-07/469 dated December 29, 2000, as amended by the Ministry’s Order No. BG-3-05/243 dated July 18, 2001). Taxpayers are to pay such advances monthly within that period prescribed for transferring funds to banks in order to pay compensation to employees for the preceding month, but on or before the 15th day of the following month.

Calculations for integral social tax advances are to be submitted to the regional branch of the Ministry of Taxes and Levies in the area of the taxpayer’s registration on or before the 20th day of the month following the month being accounted for.

A joint letter from the Ministry of Taxes and Levies (No. BG-6-05/658), the Pension Fund (No. MZ-16-25/7003), the Social Insurance Fund (No. 02-08/06-2065P), and the Obligatory Medical Insurance Fund (No. 3205/80-1/i), dated August 28, 2001, explains the procedure for paying integral social tax or premiums by corporate taxpayers including detached divisions.

Under Article 243.9 of the Tax Code, those taxpayer organization which incorporate detached divisions pay integral social tax in their locations, as well as in the locations of each of such divisions. The amount of tax payable in the location of a detached division is determined on the basis of the latter’s tax base. Those taxpayer organizations with detached divisions which have no separate balance sheet and current account and which do not make disbursements or pay other remuneration to employees or other individuals may pay integral social tax or premiums in a centralized manner in their respective locations. Determinations of whether conditions are in evidence for using descending integral social tax rates are to be made for an organization as a whole.

Value-added tax

Federal Law No. 179-FZ dated December 28, 2001 amended Articles 149 and 164 of the Tax Code. The changes concerned the levy of VAT at a rate of 10% on pharmaceuticals (including medicinal substances, among them those made within pharmacies themselves), medical products, and printed periodicals (other than advertising or erotic periodicals).

Ministry of Taxes and Levies Letter No. BG-3-03/461 dated December 27, 2000 explained that VAT refunds paid during the export of goods, work, or services are to be made by tax authorities in accordance with that procedure and within those periods prescribed by Chapter 21 of the Tax Code. Decisions to refund VAT to exporters of goods, work, or services in amounts of up to RUR 5 million over one month, as well as to such taxpayers as traditionally act as exporters, regardless of the amount of refunds due thereto, are to be made by tax authorities in the areas where such exporters are registered. After making the corresponding decisions, the authorities concerned are to send requests for VAT refunds to appropriate federal treasury agencies. Decisions on VAT refunds in amounts of over RUR 5 million to taxpayers other than traditional exporters are made by the regional branches of the Ministry of Taxes and Levies. Such decisions are to be made within two months.

Ministry of Taxes and Levies Letter No. VG-6-03/130 dated February 12, 2001 explains that an organization having detached divisions is to pay VAT at its own location, as well as at the locations of each of such divisions. At the same time, considering that 100% of VAT paid on Russian territory goes to the federal budget, such organizations in 2001 may pay VAT in a centralized manner – their consolidated payments comprising value-added tax due from their detached divisions as well – at the organizations’ own locations. After deciding to pay their VAT in either manner (on a centralized basis or at the location of each detached division), taxpayers are to expressly state so in their orders on 2001 accounting policies.

Ministry of Taxes and Levies No. VG-6-03/184 dated March 2, 2001 explains the procedure for applying Article 146.2.4 of the Tax Code. In accordance with these explanations, the performance of work and the provision of services by such organizations as make part of the system of governmental agencies and local authorities in cases where these organizations are obliged to do such work and supply such services under applicable federal, sub-federal, or local acts are not to be treated as sales and, therefore, are not subject to VAT.

State Customs Committee Letter No. 01-06/51165 dated December 26, 2001 explains the procedure for the collection of VAT from January 1, 2002 during the exportation of individual categories of goods onto Russian customs territory. VAT concessions will no longer be on offer from January 1, 2002 in these cases for the following goods:

- pharmaceuticals, medical products, and medical equipment, as well as raw materials and components for their manufacture;

- raw and other materials, and equipment purchased by handicraft ventures in order to make their products (Clause 13.12 of the relevant Instructions);

- production equipment, as well as components and spare parts, which are not produced in the Russian Federation; and

- media products and books relating to education, science, and culture.

Ministry of Taxes and Levies Letter No. VG-6-03/502 dated June 29, 2001 explains the procedure – in effect since July 1, 2001 – for charging indirect taxes in bilateral trade with other CIS countries. Until July 1, 2001, sales of goods, work, and services to such countries were equated to their sales on Russian territory. When goods were imported from other CIS countries, Russian customs authorities did not levy any VAT on them. From July 1, 2001, all goods sold to business entities in other CIS nations (other than oil, including stable gas condensate and natural gas) will be subject to VAT at a zero rate. Therefore, importers from July 1, 2001 will have to pay VAT, while exporters will be entitled to offset VAT payments against dues owing from them or to obtain VAT refunds.

Corporate profit tax

Federal Law 50-FZ dated May 9, 2001 amended the Law «On Profit Taxation of Enterprises and Organizations» in connection with the novation of Russian government securities.

In addition to procedures already in effect, the statute established a practical arrangement for determining those profits subject to profit tax concessions and interest yield from sales of government securities which are derived from the sale of government securities acquired as a result of the novation of third-series domestic government foreign-exchange loan bonds.

The law also granted broader benefits and rights to the holders of government securities upon their novation. They may use proceeds from the sale or retirement of all securities, including those being traded and those not in circulation on the organized securities market, to cover losses from the sale or retirement of those government securities obtained through their novation. The law details the procedure for allocating gains from the redemption of federal fixed-coupon-yield loan bonds to clear off taxes, fines, and late charges overdue to the federal budget. It also institutionalizes a new procedure for assessing and paying or withholding tax on interest on government securities with due regard for that method for determining interest accruals which is prescribed by the Tax Code.

For the purposes of enabling research organizations to take advantage of profit tax privileges in 2001, the Russian Government on February 2, 2001 issued Resolution No. 91 to establish a procedure for the determination of those R&D undertakings (as listed in the measure) the funding of which by such organizations out of their own profits qualifies them for tax abatements.

In such cases, a research organization itself selects those R&D efforts it intends to finance out of its retained profits, and submits a query to the Russian Ministry of Industry, Science, and Technology to find out whether they fit the description of those entitling taxpayers funding them out of their own profits to appropriate concessions. The Ministry is to answer such queries within one month.

Income tax

Federal Law No. 71-FZ dated May 30, 2001 amended provisions on the income taxation of yield from securities, as set out in that chapter in Part II of the Tax Code which deals with income tax. The resulting adoption of the same approach which underlies the corporate profit taxation law (division of securities into those traded and those not traded on the organized market, and list of expenses accepted for subtraction) makes a taxpayer’s dealing with securities, including derivatives, into an independent business activity in its own right – without obliging the taxpayer to register with a tax authority as a self-employed entrepreneur.

Whereas in the case of profit tax the need for accepting losses from all securities, including those traded and those not traded on the organized market, is dictated by the fact that the market should offer equal conditions for any entrepreneurial activities (with legal entities having been specially established by their founders in order to maintain such activities), the need for furnishing preferential conditions for individuals’ transactions with papers not in circulation on the securities market compared with any other activity not requiring their registration as self-employed entrepreneurs is not quite obvious.

A uniform approach is also inapplicable to determining the tax base for both revenues generated by the trust management of securities and gains from transactions with securities under contracts of agency or commission agency. The Russian Civil Code requires that assets provided for trust management should be recorded by the trust manager on a separate balance sheet. This means that the trustor’s revenues or losses are determined on the basis of entries on the trust manager’s balance sheet. The extension of the existing definition of taxable income to apply to incomings from the transfer of assets for trust management is improper. Expenses under a trust management contract are incurred by the trust manager rather than by the taxpayer. The former makes up for such expenses out of the assets being managed. They also constitute the source of compensation payable to the trust manager.

Relations arising out of contracts of agency or commission agency concluded during a taxpayer’s transfer of assets to professional entities licensed to operate on the securities market are governed by such contracts. Expenses incurred by agents, commission agents, and factors acting in the process of deals closed thereby with the corresponding taxpayers’ assets transferred thereto as part of the transactions can be verified.

Pursuant to Article 974 of the Civil Code, an agent acting under a contract of agency is obliged to promptly provide the client with everything gained from transactions undertaken as part of the deal. In accordance with Article 975, the client is obliged to reimburse the agent for the costs incurred.

Under a contract of agency service, a factor acts in their own name and assumes those rights and obligations arising out of a transaction with a third party (Article 51 of the Civil Code). In keeping with Article 1011 of the Civil Code, contracts of agency service are subject to the same rules applicable to contracts of agency and commission agency.

Where such contracts are for securities, then expenses suffered as part of performing these transactions can be regarded as the costs of purchasing or selling the securities concerned.

Business on the organized market is transacted through its professional participants, i.e. on the basis of such contracts, which is why all expenses incurred by an agent or factor acting professionally on this market should be subject to subtraction.

New chapters of the Tax Code

Corporate profit tax

Drafting work on Chapter 25, «Corporate Profit Tax», of the Tax Code has had a fairly long history, with the text undergoing substantial changes – of not only a technical, but also conceptual nature – from reading to reading. It should be assumed that there is still a way to go, since the chapter already approved appears to be have certain flaws and peculiarities, one of which is not quite consistent with fiscal purposes and another is at variance with the principle of neutrality with respect to both investment decisions and investment financing sources. In order to understand the situation as it currently stands, it is appropriate to recall those conflicts of interest between the Ministry of Finance and the Ministry of Taxes and Levies, on the one hand, and the Industrialists’ and Entrepreneurs’ Union and the Ministry of Economic Development and Trade throwing its weight largely behind it, which preceded the chapter’s discussion.

In November 2001, the State Duma received two competing drafts which represented different versions of Chapter 25 of the Tax Code. One bill, «On Additions to Part II of the Russian Tax Code (Chapter 25, ‘Corporate Income Tax’)», was sponsored by the Unity caucus, though it had been drafted by the Russian Ministry of Finance with the participation of the Ministry of Taxes and Levies and with due regard for numerous proposals made over the past four years by various parties, including the Institute for an Economy in Transition. The other draft law, «On Additions to Part II of the Russian Tax Code (Chapter 25, ‘Corporate Income/Profit Tax’)», was tabled by State Duma deputies V. K. Gartung, V. M. Dubov, and G. V. Kulik. Both was based on that version of the chapter on income tax which had been sponsored in the State Duma in the spring of 2000 for its second reading by Unity (and which was then numbered as Chapter 23).

Unity’s draft drew a number of legal criticisms and was taken to task by business people and MPs alike for granting relatively wide-ranging powers to tax authorities, while offering relatively little protection to taxpayers. Be what it may, the chapter was returned for a first reading. As a result, it was the draft suggested by Mr. Gartung, Mr. Dubov, and Mr. Kulik that was accepted as the basis. A conciliation commission was set up and quickly processed all those proposals available into a text which was approved after its first reading on April 4, 2001. Considering the short time over which the panel had to do its work and the large number of contentious issues, it is hardly surprising that the agreed chapter emerging from the first reading was soon found to have a number of contradictions and technical errors. An expert team continued to improve the text also during meetings of the Subcommittee on Taxes of the Duma’s Committee on Budgets and Taxes. Other authors likewise contributed a number of suggestions for improvements.

Debates flared up for the most part over the following key issues.

Definition of taxpayer

There were a great deal of differences, for example, over the definition of «taxpayer» in general and «tax resident» in particular. The State Duma eventually rejected all definitions suggested for «tax resident», including that found in the Ministry of Finance’s draft. Upon the results of discussions, «tax resident» remained a term undefined in the Tax Code for profit taxation purposes and this may, in the long run, spell revenue shortfalls for the government budget as the tax base in the case of foreign entities will be smaller compared with similar arrangements in many other countries.

Taxable assets and tax base

The question of how taxable assets should be defined also sparked off serious arguments. The text from the Ministry of Finance proposed income instead of gross profits as the taxable asset. In the end, it is the word «profits» that was chosen to designate the asset targeted by the tax concerned. The switch in terminology from «income» to «profits» can hardly be deemed important. However, there were also more serious differences when it came to defining the asset to be taxed. Its detailed definition in the Ministry of Finance’s draft relied less on accounting characteristics and more on economic notions (gains in the value of a taxpayer’s assets and/or an increase in the amount of claims or a decrease in the amount of debts, monetary or other incomings, and income as commercial benefits). It was provided to use market prices as the basis for evaluating revenues and expenditures on a wider scale than under the alternative draft. In this sense, the definition concerned was more in line with the principle of horizontal justice and allowed fewer possibilities for legal tax avoidance and, in particular, constituted grounds for invoking a number of rules to prevent transfer pricing practices. The main objection to this approach was the insufficiency of formal rules for applying the proposed definitions, which, in the opinion, of critics, could make for their arbitrary interpretation by tax authorities. The architects of the alternative draft, for their part, made much heavier reliance in their definition exercise on accounting procedures. This drawback was removed in the process of the subsequent review by inserting direct references to the procedure for assessing the tax base, as set out in the chapter, but some definitions as a result became largely tautological. This situation can hardly be described as ideal, but it will only be possible by applying this chapter in practice to find out how seriously it interferes with an unequivocal perception of the taxation procedure.

Taxable and non-taxable income

The list of taxable and non-taxable revenues also generated much controversy. That version of the chapter which was approved after its first reading included a long list of non-taxable kinds of income. It was shortened in the final text. The draft coming out of the first reading, for example, provided for a tax exemption for all advances and prepayments received, including those received by taxpayers employing the cash basis method for tax grossing-up. Such relief for advances enables taxpayers, especially those maintaining cash basis accounting, to avoid paying taxes. The final text provides for taxpayers using the cash basis method to include advances among their taxable income, while those relying on the accrual basis method are to not to pay the tax on their advances received. However, in order to reduce loopholes for tax evasion, it would be advisable – in accordance with that practice in evidence in other jurisdictions – to tax advances also in the case of those maintaining accrual basis accounting, with the exception of prepayments under contracts for goods which take a long time to manufacture. In this instance, income can be acknowledged as the final value of products, multiplied by the relation of the period’s length to the performance term of the contract. A softer-line option could be taxing or tax-exempting advances depending on product characteristics. It would be possible in accrual basis accounting, for example, to tax prepayments received for services provided by such firms as have no assets, i.e. possible fly-by-nights. Under an even more lenient arrangement, the result for such firms could be made conditional on the existence of a tax history.

Revenues added to the list of those kinds of income not subject to taxation after debates on the proposed chapter included, for example, transfers of assets, among them cash, from one enterprise to another without being included in the recipient’s taxable income where it owns the transferor by more than 50%. Upon asset transfers from a subsidiary to the parent, this will effectively mean dividend payments free of taxation, and such tax-free dividends will be paid not to all shareholders, but only to the parent. This arrangement, therefore, will create advantages for holding concerns compared with other organizations. Where a parent owns a subsidiary by less than 100%, it can also be seen as a tax benefit for the purposes of paying dividends actually only to major shareholders in disregard of minority shareholders’ interests. Similar problems may arise also where funds are transferred to a subsidiary from the parent, especially if the former is not wholly-owned by the latter.

Expenses subtractable and non-subtractable from the tax base

The bill drawn up by the Ministry of Finance introduced the term «tax subtractions», which is not completely equivalent to the notion «expenses included among the costs of products, work, or services» which is currently used in legislation. The classification of tax subtractions, as proposed in the draft, was somewhat different from that of expenses to be included in costs under laws in effect prior to the enactment of Chapter 25 of the Tax Code. However, the text approved after the first reading referred to «tax subtractions» in connection with some forms of tax privileges, while those costs essential for business purposes, which were subtractable from the tax base, were described as «expenses to be taken into account in tax base assessment». The same terms are used in the final version of the chapter. The classification was preserved overall, even if with certain amendments. The general categories of expenses remained the same as before, including material costs, labor costs, depreciation costs, obligatory and voluntary insurance premiums, and other expenses for the production and marketing of goods, work, or services. The following new categories of expenses were added: repair and maintenance costs for fixed assets and other property, the costs of using natural resources, and R&D costs. Such changes did not amount to a mere adjustment of wordings compared with existing legislation. All essential business costs are now accepted as subtractable. There certainly are some restrictions, but these are imposed in those cases where their absence will furnish fertile ground for evasion from paying taxes or maintaining tax planning. Furthermore, the new chapter of the Tax Code does not set some of those restrictions which are applicable in world practice, and enables enterprises to subtract certain costs before these are actually incurred through the accumulation of reserves.

The separation of R&D costs as a distinct category offers broader opportunities for their subtraction from the tax base. It would be advisable to establish a uniform procedure for subtracting productive and non-productive expenses for R&D projects, since it is impossible for tax authorities to distinguish between such expenses during their checks. However, the drafters did not see eye to eye on this issue as well. The Ministry of Finance’s draft initially proposed that expenses for that research which yielded desired results that found practical uses should be capitalized and included among costs evenly over five years and that those expenses which did not bring about such useful results should be written off immediately to the extent of 70% of their actual amount. This proposal was not conducive to larger-scale R&D efforts which are always associated with risks. The alternative draft suggested that non-productive spending be subtracted in the current period in full, while capitalizing productive expenses. This was bound to lead to a situation where enterprises would find it advantageous to record their expenses for R&D undertakings as misspent. Under the final version, both productive and non-productive costs are to be capitalized over three years, but the latter are to «be evenly included among other costs over three years to an extent not exceeding 70% of the actual spending». This can prompt a trend whereby non-productive costs will be documented as productive. Fixed asset repair and maintenance costs are to be accepted for subtraction in the current period on much more preferential terms than before. It should be said that unlimited subtractions of repair costs can spell openings for wrongdoing and, therefore, should be subject to restrictions.

Compared with the Ministry of Finance’s draft, the list of subtractable expenses in the final version also includes the costs of setting aside provisions for bad debts (Article 266) and provisions for warranty repairs and warranty services (Article 267). Taking such costs into account for taxation purposes is at least disputable. The establishment of warranty service provisions reduces the tax base by entitling the taxpayer to subtract them before expenses are actually made. The formation of bad debt provisions substantially eliminates the advantages of making the accrual basis method obligatory for taxation purposes. Ordinarily, hopeless debts should be an exception in the real sector, since its enterprises usually are well-familiar with those customers to which they ship sizable batches of their products without prepayment, which is required, as a rule, from those contractors whose reliability has not as yet been reliably proved. However, the champions of bad debt provisions (just as those advocating the cash basis method of accounting) made their cases by referring, inter alia, to payment defaults on the part of the State. It is unlikely that it will prove possible to drop these statutory provisions as long as the State continues to violate its obligations.

Among other expenses restrictions on the subtraction of which were either lifted or reduced, mention should be made of advertising costs, the costs of property and commercial risk insurance, the costs of servicing loans obtained from banks and other lenders, and personnel training costs. The authors of all drafts agreed that it is necessary to expand opportunities for such subtractions from the tax base, but they differed on the extent of such expansion. The text finally approved provides for a substantial liberalization in subtracting the costs concerned – though subject to certain continuing constraints.

There were a number of proposals to diminish restrictions of such subtractable spending even further. One draft, for example, provided for no limits on the subtraction of expenses incurred under long-term life insurance, long-term voluntary pension cover insurance, non-governmental pension cover insurance, and voluntary medical insurance contracts. However, schemes designed to avoid paying taxes by making use of insurance contracts in the absence of relevant restrictions are already employed too extensively for free subtractions to be permitted, and this fact was duly taken into account by the law-makers. The chapter they approved imposes certain controls. But the ceiling on subtractable expenses is made contingent neither on the number of the persons insured nor on the amount of insurance premiums per employee. This may increase differentiation in the population’s income levels and does not square with taxation practices in developed nations. Those restrictions which were placed in the Ministry of Finance’s draft on the subtraction of expenses for business travels (save per diems) and of entertainment costs were also lifted. These categories of expenses are often used to disguise personal spending as business costs. In practice, it is impossible to verify the need for such expenses in order to derive gains. Limits set on travel and accommodation expenses by authorizing the subtraction of only the costs of economy class tickets and sojourns in hotels of a certain comfort level are a normal and common practice. Entertainment costs can be limited in just the same way by being made dependent on the enterprise’s operating scale. Proposals along these lines were put before the State Duma, but did not find the deputies’ support.

The Tax Code still offers certain possibilities for tax evasion, and the number of such get-outs has even increased in some cases, including those whereby tax dodging can be accompanied by siphoning off of profits. Such escapes include, but are not limited to, the absence of restrictions on the subtraction from the tax base of those expenses the actual amount of which is impossible to check, for example, the costs of consultancy or information services. Some drafts provided for such limits on the amount of spending on advisory, legal, information and other like services from affiliated parties, since it is determined solely on a contractual basis and makes it possible to pay lower taxes, with account taken of their different rates, by exaggerating the expenses of that enterprise which has to pay taxes at the higher rates. In addition, tax rates differ from region to region, special rates are in place for small business ventures and, last but not least, it is also possible to avoid paying taxes through the instrumentality of affiliates registered in offshores. However, no curbs on such expenses were included in the final version of the chapter.

Borrowing service costs

Unlike the existing procedure for paying interest on funds borrowed, the Tax Code allows the relevant expenses to be subtracted from the tax base, regardless of the purposes for which the corresponding loans or credits were obtained. However, since interest revenue can under certain circumstances be taxed at lower rates than corporate profits, it is advisable to regulate the subtraction of such interest payments from taxable profits. This is why it was decided to preserve restrictions on the amount of subtractable interest payments on loans. Those bills mentioned above and put before the State Duma allowed such service payments to be subtracted at the refinancing rate plus 3% in line with the procedure enforced before. However, three % amounts to different relative figures under different refinancing rates. The subtraction permitted by the Tax Code’s approved chapter is limited to the refinancing rate increased by 10% on ruble loans and 5% on foreign exchange loans.

The practice of subtracting interest payments without any limits imposed on the amounts of such loan servicing encourages the replacement of share capital by debts where income tax on individuals’ interest revenues is lower than the corporate profit tax rate or where interest revenue taxation anywhere in the world uses a rate that is lower than the profit tax rate.

A desire to reduce the tax base by artificially boosting spending to service debts spells insufficient capitalization.

There is a variety of ways how tax shortfalls from inadequate capitalization can be reduced through debt controls or interest subtractions. It is possible to do so, for example, by setting a ceiling on the debt-asset ratio or on interest rates or by prohibiting debts between related companies from being subtracted. These options, however, appear fairly difficult to implement from the standpoint of their administration and they are also not always effective enough in limiting interest subtractions. One was still approved as part of the final version of the Tax Code’s chapter in question. Under it, subtractions of interest owing to insufficient capitalization are only to be invoked with respect to liabilities to those organizations of which the taxpayer is a participant or founder. This is clearly not enough. Interest can be paid as interest to an organization’s own shareholders, and the paying organization can be formally altogether unrelated to the taxpayer. So the rule should apply to all interest. The rule for the subtraction of interest in the event of insufficient capitalization, as set out in the chapter approved, stipulates preferential procedures for leasing companies (as in their case, just as in the case of legal entities, the rule becomes applicable when the debt-to-equity ratio reaches 12.5 compared with 3 for other organizations). Initial provided for a smaller benefit: the rule was to be invoked when the ratio reached 10, but in both cases the arrangement does not prevent inadequate capitalization practices.

Procedure for accrual of depreciation for taxation purposes

Important changes relevant to authorized cost subtractions also affected the procedure for subtracting depreciation allowances. That procedure which was in effect prior to the implementation of Chapter 25 of the Tax Code was based on the linear method of writing off depreciation allowances and relied on obsolete depreciation rates. On top of this, the asset classification was unduly cumbersome. Those drafts of the chapter which were put before the State Duma in the fall of 2000, as well as many related amendments, called for depreciation to be charged for taxation purposes on the basis of the diminishing balance method. This enabled enterprises during the first months and years of using depreciable property to include a substantial portion of its value among costs. One appreciable advantage of this arrangement was that whereas income generated by an asset decreases as the asset wears out with time, depreciation based on the diminishing balance reflects the asset’s commercial amortization more accurately compared with the linear method. Instead of the differentiated scale of depreciation rates currently in place, it was proposed to maintain accounting and the basis of and for just seven large categories of assets, as identified for depreciation purposes, each taken as a whole. Combined with the diminishing balance method, this would significantly streamline depreciation accounting and make it much easier to check the correctness of the corresponding postings. It should be said that the proposed procedure could have been made even simpler and more transparent. It was possible, for example, to provide upon the sale of fixed assets for the value of assets remaining in a specific depreciation category to be reduced not by the calculated residual value of the assets sold, but by proceeds from the sales. This would make it possible to stop computing residual values altogether and make accounting for depreciable property extremely easy (as it is in a number of countries – in particular, Canada – using a similar approach). Where it is problematic to figure out the market value of second-hand assets (in connection with the transitional nature of the Russian economy), however, the above procedure can open certain opportunities for tax dodging, which is why the proposed option could be seen as justified at the given juncture in development and facilitating marked simplifications at a later stage. Another deficiency of the suggested plan consisted in the need to calculate asset depreciation accruals on a monthly basis. This was because the Ministry of Finance wanted monthly accounting periods for some enterprises. A changeover to annual taxation and accounting periods could substantially simplify accounting and necessitate computer depreciation allowance computations only once per annum. However, the legislators found the advantages of such streamlining to be negligible and decided that assets should be depreciated each accounting period after being calculated on the basis of monthly rates.

The Ministry of Finance’s draft incorporated some measures plugging some loopholes previously used by those evading taxes, in particular profit tax and income tax by camouflaging personal spending as essential business costs. This included restrictions on possibilities for depreciating expensive cars, leisure vehicles, housing, aircraft, and vessels. The alternative bill provided for no such constraints. The State Duma finally resolved on lowered depreciation rates for pricey cars.

It should be said yet again here that it was provided (in both competing drafts) for those fixed assets commissioned prior to the implementation of the Tax Code’s Chapter 25 to be divided into separate depreciation categories subject to reduced depreciation rates. This can hardly be described as a reasonable proposal. The use of such reduced rates would complicate accounting and tax authorities’ checks on the accuracy of depreciation allowances. However, the provision in question was preserved in the final version of the draft.

Unlike the draft drawn up by the Ministry of Finance, the alternative bill called for preserving the investment privilege accorded by legislation then in effect. It should be noted that the grant of this privilege would make it much more difficult to maintain accounting in those large asset categories identified for depreciation purposes, since it would be necessary to follow the histories of assets purchased by making use of the concession over at least two years (considering that the amount of the benefit was to be included in the tax base should the assets concerned be sold during this time by the taxpayer). In addition, the Ministry of Finance was justifiably unhappy with existing legislation that made it possible to depreciate assets acquired on privileged terms based on their full value, i.e. to subtract the amount of the benefit twice. Since this circumstance was likewise to be taken into consideration when calculating depreciation allowances, asset accounting in large depreciation categories was bound to become even more complex.

As already noted above, gaping disparities in views defended by different groups with enough clout to influence decision-making led to the creation of a conciliation panel. The latter’s work resulted in acceptable compromises on a number of issues. Depreciation, however, proved an exception. That draft of Chapter 25 of the Tax Code which was prepared by the conciliation commission and approved after its first reading on April 4, 2001 included serious, sometimes ill-considered, changes to the depreciation procedure for taxation purposes compared with previous drafts.

a) It should first of all be said that the conciliation panel’s work resulted in a more complicated procedure for assessing depreciation charges, which could pose problems for both taxpayers and tax inspectors running checks on their tax accounting. The trickier procedure, even if detracted from existing possibilities of tax evasion, increase the costs of tax collection, and it was possible that the need for more sophisticated controls could backfire by spawning new forms of dodging. As individual provisions of the draft are discussed below, efforts will be made to provide examples of an unduly involved depreciation procedure and show the possible consequences of such complications.

b) The text clearing the first reading provided for depreciation rates not to be fixed in the Tax Code for the large asset categories identified (as proposed in prior drafts), but to be calculated depending on the depreciation accrual method used and the useful lives of specific assets (although the Ministry of Finance’s latest draft called, on the contrary, for useful lives to be determined on depreciation rates and to serve solely for the purpose of determining the duration of the obligatory existence of an asset, i.e. exclusively for the possibility of its transfer to other parties without documenting such transaction). Although there were formal descriptions of how asset categories should be identified for depreciation purposes, it was actually required in accounting to trace down the entire history of depreciation charges on individual assets. This was a no minor circumstance which complicated both accounting proper and relevant tax checks and was further exacerbated by those provisions discussed below which allow temporary transfers of assets between different depreciation categories so as to make assets subject to lower rates or mothballing and by the procedure whereby the value of an asset category is to be lowered by 10% of the residual value.

Formally, the draft called for all assets to be divided into 12 categories. However, it envisaged a special accounting procedure for such property as was obtained by a taxpayer before the implementation of the chapter in question by taking advantage of the investment concession, as was used under special conditions or leased out, and for expensive cars and minibuses. Finally, the possibility of temporarily applying lower rates also made it necessary to identify the assets concerned in accounting. In other words, records for depreciation purposes would have to be kept in fact for a much wider range of asset categories or sub-categories.

It was unclear which useful life was to be taken into account for the purposes of calculating depreciation rates: each category comprised assets of such useful lives which fit into a certain range of such terms. The final version of the chapter preserved the clause about the range of useful lives covered by each asset category and entitled taxpayers to themselves select a useful life within such range, but limited the number of such ranges to 10. Russian Government Resolution No. 1 «On Classification of Fixes Assets Included in Depreciation Categories», dated January 1, 2002, provided for the existence of 10 such categories of assets falling within different ranges of useful lives.

c) The draft stipulated that some of the depreciable property acquired prior to the implementation of Chapter 25 of the Tax Code could be depreciated by the linear or the non-linear method, at the taxpayer’s own option, with the choice of the linear method likewise presupposing the depreciation of and accounting for property as part of large asset categories, or property pools. However, it is in principle unreasonable to rely on such pools under the linear method of depreciation, because relevant arrangements are, if not altogether unfeasible technically, then still overly complicated and this deprives them of the main advantage of maintaining accounting by dividing assets into large groups.

d) The draft granted privileges for financial leasing projects. This issue is separately reviewed below. Here, it would be relevant to note that we see the preferential treatment of financial leases as inadvisable. However, the final version of the draft preserved and even widened benefits on offer for financial leasing activities.

e) Upon the retirement of depreciable property, the combined value of assets in the corresponding category was to be lowered by the residual value of such property at its retirement date. The residual value of an asset was worked out using an equation which did not take account of the numerous special features of depreciation accruals (such as cut rates, reducing ratios, mothballing, etc.). The combined value of an asset category was computed as the sum total of individual residual values, and the reason for which large asset categories were formed was lost in the process.

Furthermore, where it was possible to temporarily phase assets out of a specific category with their subsequent return (after mothballing or cut-rate treatment), the sum total of individual residual values calculated on the basis of equations set out in the draft would not coincide with the same category’s value determined «naturally», i.e. by reducing it by the amount of depreciation charges accrued. All this would engender enormous problems during checks on the accuracy of depreciation allowances. It should be remembered that the concept of new tax laws presupposes keeping tax records and financial accounts apart. The use of large property pools subject to simple and uniform rules for assets of all types for all for taxation purposes would make for the maintenance of depreciation accounting for taxation purposes in a manner that would make it possible to assess the tax base and enable tax authorities to run their checks in a minimum of time. A probe to verify the properness of depreciation allowances would then take a short time even at a major enterprise, thus sparing tax authorities efforts for uncovering such instances of tax evasion as cause the heaviest damage to the government budget and constitute the greatest hazards from the standpoint of accounting distortions. That procedure for depreciation assessments which was proposed in the draft would put inspectors before the choice of either not looking into how accurately depreciation charges were figured out at all or investing huge efforts into this kind of check – with a predictably inconsequential result for government budget revenues.

f) It was proposed to apply the ratio of 0.7 to the depreciation rate applicable to fixed assets obtained with funds directed to finance capital investments, which were previously excluded from the tax base, and to assets recorded on the balance sheet before the implementation of Chapter 25 of the Tax Code. This would somewhat cushion the consequences of a green light to be given to the depreciation of assets acquired by taking advantage of the investment concession, though the general problem would still stay put.

Let us call attention yet again to what posed the principal problem when it came to the depreciation procedure prescribed by the draft approved after its first reading. The different methods of determining depreciation accruals for taxation purposes, which are employed in world practice, can be divided into two classes – those whereby accounting for depreciable property is carried out for each asset separately and those whereby such accounting is done for whole large asset categories. Both options have their deficiencies. The first makes it necessary to keep information about the original costs of each asset and the amounts of related depreciation charges and to calculate the asset’s residual value, which turns both the maintenance of relevant records and the performance of checks on their accuracy a fairly tough proposition. Yet, this system makes it possible to the greatest extent to differentiate accounting procedures for different assets subject to depreciation, in particular, to depreciate them by using not only the diminishing balance method, but also the linear method, as well as diverse combinations of such methods, and to employ more differentiated depreciation rates. The second option results in the existence of a small number of large asset categories, each new asset is assigned to a specific category, and further depreciation proceeds from the latter’s aggregate value, with the value of an asset once added to such total value being only subtracted therefrom as part of the depreciation allowances assessed for the category. In this situation, use is made of only the diminishing balance method, each asset is actually depreciated over an infinitely long time, and the category’s combined value upon each depreciation accrual is reduced by such amount. Upon an asset’s sale, the aggregate value of the category is reduced by a sum equal to its selling price less reimbursable indirect taxes. This option has a pro in its utter simplicity. Both depreciation allowances assessments and checks on their accuracy take a really negligible time even at a really large company owning a great deal of diverse assets (and the largest time input in this case would be in verifying whether different assets were properly included in specific categories). The cons of this arrangement consist in its lesser flexibility and in incentives to buy durable assets qualifying for those categories subject to high depreciation rates. Adverse spin-offs, however, can be forestalled by organizing the asset categories concerned so that equipment performing similar functions would all find itself in the same group. Errors in the allocation of resources would then be minimal, and inducements to get hold of assets with longer operating lives will fuel demand for better-quality equipment.

The text approved after the first reading provided for a combination of methods relating to the above two. Since the depreciation of each individual asset and the depreciation of a number of assets as a whole category are incompatible principles which cannot be applicable to one and the same asset, however, their fusion led to the forfeiture of advantages of each and the aggravation of drawbacks of each. Several ways out were workable under the circumstances. It was possible, for example, to return to that option with large-asset-category-based accounting which was proposed by the draft sponsored on October 25, 2000 by simplifying the relevant procedure applicable to fixed assets. It was also possible to apply different principles to different categories of equipment. Given this approach, buildings and structures could be depreciated by using the linear method. In this case, of course, separate records would be kept for each individual asset, and information about depreciation allowances charged would be preserved for tax accounting purposes. Some assets could also qualify for the mothballing procedure. Since there are few such facilities, the corresponding accounting would be only a shade more complex compared with large asset category accounting, while the use of the linear method for depreciation accruals for the facilities concerned would be more justified than for other assets, as that income generated thereby tended less to decrease with time. In addition, depreciable assets could be divided - depending on how long they had been in use – into two large classes, with accounting to be maintained for individual durable assets and large asset category accounting for short-lived assets. Buildings and structures would be depreciated in keeping with the linear principle. The other assets – each accounted for individually – would be depreciated based on the diminishing balance method over a number of years until the residual value is finally written off linearly.

Apart from everything else, it was also possible to preserve the existing depreciation system pending the final elaboration and installment of new arrangements.

However, it was decided in the end to forge large asset category accounting and to opt for the maintenance of individual accounting for each of buildings, structures, and conveyance facilities on the linear basis or for the employment of combined non-linear methods (i.e. the diminishing balance method until the residual value of an asset comes down to 20% of its original cost with its subsequent linear write-off) to depreciate all other assets. Either the linear or the non-linear method could be chosen for that property (other than buildings, structures, and conveyance facilities) purchased before the implementation of the final version of Chapter 25 of the Tax Code.

Other costs

When it came to other costs, neither the draft approved after the first reading nor the final text imposed any restrictions on the costs of business travels (other than per diems) and entertainment costs, even though the Ministry of Finance had proposed such measures. This type of spending is often misused to conceal personal expenses under the guise of business costs. It is practically impossible to exercise control over such expenditure in order to verify that it is really necessary to derive income. Limiting the costs of business travels and accommodation to economy class tickets and stays at hotels of certain comfort levels is a normal, common practice. Entertainment costs can be made subject to limits dependent on the operating scale of an enterprise.

both the Ministry of Finance’s draft and the final text of Chapter 25 place restrictions on the costs of maintaining housing, utilities, and social- and cultural-service establishments, and this makes it possible to scale down practices whereby such costs are used to cover consumption spending by personnel at their enterprise’s expense. It is provided in this respect to compare the conditions on which the corresponding services are provided with those on offer from organizations supplying them as their regular business. The requirement that such conditions should include the public nature of the relevant contract should have been included in the final text. But it was not.

Accounting method and establishment of bad debt provisions

The question of whether it is obligatory to employ the accrual basis method for taxation purposes generated much debate. The grant of the right to choose between the cash basis method and the accrual basis method for taxation purposes creates possibilities for both tax planning and direct tax evasion through the establishment of affiliated go-betweens to sell a producer’s products without returning its dues thereto. The switchover to mandatory accounting for products sold and resultant proceeds based on the fact of product shipments rather than the receipt of payment for them, i.e. the changeover from the cash basis method to the accrual basis method will make it possible to avert the negative impact of inflation on government budget revenues and detract from adverse impulses for the escalation of the crisis of mutual payment defaults by enterprises. This issue is exceedingly important, and it was largely a surprise that it proved possible to win a positive solution to the question, especially considering that efforts to ensure that VAT liabilities be accepted on the basis of accrual accounting had failed. It should also be taken into account that in point of fact, existing legislation makes it possible for taxation purposes to maintain accordance for income using the cash basis method and that for costs by using the accrual basis method.

To be sure, at the initial stage of a transition to a new taxation system it is possible that there may arise such tax liabilities as exceed the taxpayer’s available paying possibilities. It is quite possible that the number of enterprises subject to bankruptcy proceedings will increase. In order to preclude the bankruptcies of companies finding themselves in hot waters for objective reasons, provisions should be made for a transitional period during which tax payments may be deferred, but this right should be granted on the basis of well-substantiated calculations. Those costs required to go through this transitional period should later be compensated for by the reduced scale of tax dodging, fewer inducements to employ barter arrangements and surrogate money in settlements, and a general economic recovery.

In this light, it does not appear entirely unacceptable - as a temporary measure – for enterprises to set aside bad debt provisions. However, in order to avoid wrongdoing, it would be advisable to impose fairly tight restrictions on the amount of such reserves and clearly define procedures for their establishment, or to make subtractions of hopeless debts from the tax base conditional on the taxpayer’s prior reasonable and sufficient efforts to recover such liabilities. This would at least diminish opportunities for manipulating debts in order to reduce tax liabilities. State Duma deputies suggested in their alternative draft that even those taxpayers relying on the cash basis method of accounting to be allowed to put together such provisions. This proposal was later rejected in the bill prepared by the conciliation commission. Taxpayers using the cash basis method may not set aside bad debt reserves. But the commission’s draft put effectively no restriction in terms of which debts can be pronounced bad. Such a constraint was added later in the course of the draft’s discussion: «the amount of bad debt provisions may not exceed 10% of the tax/accounting period’s earnings». However, 10% is too much for dubious liabilities. The dispatch of as many as 10% of all goods by value to unreliable customers for payment upon delivery be paid for cannot be deemed rational conduct by an enterprise acting in the interests of its shareholders.

In addition, the tax base may be decreased 45 days after the origination of debts, though not by 100%, but by 50% of the liabilities. However, the entire sum of the debts may be subtracted upon the expiry of 90 days after their arising. If one remembers that the accounting period is a quarter and that advances are paid upon the results of the preceding quarter, one will realize that the losses of those using paying defaults in order to siphon off profits or downsize tax liabilities will grow – but not by such margin as will make this practice completely disadvantageous.

In just the same manner, the final text fails to make the right to include hopeless debts among costs on the taxpayer’s efforts to recover such liabilities.

In order to reduce the scale of tax evasion, the right to subtract hopeless debts from the tax base and perhaps the right to establish bad debt provisions could be linked to the taxpayer’s efforts to recover the debts concerned, with those failing to bring legal actions (at least against large debtors) being denied such rights. In addition, certain conditions precedent could be laid down in respect of contractor firms so that hopeless debts would only be accepted for subtraction if these conditions were met. Such subtractions would then not be allowed, for example, if a taxpayer is owed a large sum from a firm with which it has not had any contracts before, or which is dormant, or which was organized only recently and does as yet have any tax history. In other words, attempts should be made to take action against fly-by-nights organized specifically to avoid paying taxes. A harder line should also be taken on debts between related parties.

As already noted above, the establishment of bad debt reserves at the expense of the tax base can only be justified as a provisional measure. Where the State assumes an unduly considerable portion of risks of erratic decision-making by company managers, this leads to an ineffective deployment of resources in the economy. Therefore, non-banking institutions should not be permitted to set aside any bad debt provisions at all.

The final text of Chapter 25 authorizes small ventures to employ the cash basis method. Organizations are entitled to determine the date when income was derived or expenditure was made under the cash basis method if the sum total of their proceeds from the sale of goods, work, or services over the preceding four quarters, net of VAT and sales tax, does not exceed RUR 1 million per quarter (Article 272). Small enterprises may be permitted to use the cash basis method, especially if maintaining summary accounting. But it important to ensure that sellers do not use this method to record proceeds received from buyers relying on the accrual basis method where such sellers and buyers are related parties or where sellers are regular suppliers to buyers and if sellers over preceding two years encountered situations where the same buyers remained indebted to them for more than one month to an extent exceeding one-half of the value of monthly shipments to such customers.

However, even should all of these circumstances be duly taken into account, the arrangement concerned will still leave openings for tax evasion.

Firstly, some types of income, including those from entrepreneurial activities, under the Tax Code are to be included not among proceeds from sales, but among non-operating revenue and this is true, for example, of leasehold payments received. This substantially broadens the circle of those parties entitled use the cash basis method of accounting. The RUR 4 million per annum restriction should be imposed to include not only proceeds, but also non-operating revenue.

Secondly, income drawn by affiliated parties should be consolidated for the purposes of determining whether a specific enterprise meets the above criterion. In order to reduce tax planning possibilities, it would be possible to restrict the right to replace accounting methods unduly often, for example, by allowing taxpayers to change over to a new method only once every three years.

Benefits and subtractions

The issue of tax benefits and subtractions provoked especially gaping differences
.

It should be said that the draft sponsored by the Unity caucus (after being drawn up by the Ministry of Finance) provided for fewer tax concessions compared with those laws in effect before 2002. It did not provide, for example, for the grant of investments benefits (which were already mentioned above). However, even this draft provided for some privileges which can hardly be deemed justified. In many cases, these were on offer to taxpayers engaging in such activities as are considered to be socially important, even though being loss-makers. Of course, a profit tax benefit granted in respect of an unprofitable activity could not bring about an increase in the latter’s after-tax profitability, but the arrangement made it possible to lower tax liabilities by understating costs in those lines of business subject to such preferences and overstating them in others. The undue complication of the tax system and the reduction in its transparency, which unavoidably accompany the provision of benefits, along with problems related to tax administration constitute a factor which tends to detract from government budget revenues.

The alternative draft provided, in addition to those concessions stipulated by Unity's bill, for the reinstatement of certain privileges which had already failed to justify themselves before, in particular those relating to funding for production-oriented capital investments, the financing of housing construction, and the maintenance of social- and cultural-service facilities on the taxpayer’s balance sheet, as well as concessions for profits obtained from newly-launched production operations. The Ministry of Finance’s draft called for reasonable measures to encourage investments, namely: an extended list of subtractable costs, changes to the depreciation procedure, and substantially broader possibilities for loss carry-overs. Those measures envisaged by the alternative draft were redundant in terms of presupposing the possibility – under certain conditions of reducing the tax base by sums markedly in excess of business costs. The draft effectively made it possible to subtract capital financing costs from the tax base twice – when incurring such costs and taking advantage of the relevant investment benefit and when subtracting depreciation accruals, the latter posting accompanied by the indexing of the corresponding assets’ residual value and hence, depreciation. It was also provided to preserve preferences benefiting the upkeep of social- and cultural-service establishments, which represent numerous opportunities for tax avoidance.

The investment benefit issue merits special mention. Although the final version of Chapter 25 no longer includes any such benefit, the issue of restoring them is already being raised and is bound to continue to be discussed in the future as well. Pressure from special-interest groups wanting such privileges, including subtractions of investments made from the tax base, is going to be strong and it appears useful to compare the arguments for and against such concessions.

Various tax measures aiming to stimulate investments were and continue to be used in diverse countries, including both developed industrialized nations and developing countries and transitional economies. Tax concessions for investments have many a supporter, but even they concede that encouraging capital inputs by dint of tax measures cannot outweigh other, more fundamental drags on investments such as political risks, possible instability, and inadequate legislation protecting ownership rights
. In order to substantiate the need to grant new or preserve existing benefits, it is often argued that Singapore and Taiwan and later Ireland were able to achieve visible economic growth after offering tax incentives. However, these countries then did not have anything like the adverse economic, political and administrative situations in evidence – and serving as the main factor restraining investments - in many transitional economies. In contrast, many countries failed to bring about any meaningful gains in investments despite privileges to investors, while others – like Chile or Estonia – advanced economically without providing any such preferences.

It should be noted that investment benefits are offered at a cost to the economy and it is essential to weigh their possible consequences when pondering whether to offer them.

The more obvious of the costs concerned include government budgetary losses. It is important to realize that such losses resulting from the preferential treatment of some taxpayers inexorably mean an extra burden on other taxpayers, as the government budget has to make up for the shortfalls either by raising rates for other taxes or by accumulating debts which will have to be paid by future generations or will force the State to drop some socially essential projects involving financing for social benefits or other special boons. Significantly, the losses in question are all too often not offset by the gains resulting from investments, considering that benefits are for the most part granted for investments which will be made anyway. The experience of countries granting such benefits demonstrates that these are mostly used when investing in short-term high-yield projects.

Another form of obvious losses from benefits consists in the latter’s opening of opportunities for tax evasion. This includes both direct possibilities of dodging taxes by employing various schemes so as to become eligible for concessions without actually having the right to them or by profiting by more tangled tax legislation which results from the grant of benefits and which complicates tax administration. Measures needed and taken to reduce losses from that tax planning associated with benefits are difficult to implement and make taxpayers positions more uncertain, which can check those very investments which the benefits seem to have been designed to facilitate.

Other losses, which are not so plain and not so readily quantifiable, yet very important and perhaps even the largest, result from the distorting nature of benefits. The latter change the pattern of after-tax profitability in a number of activities, and this leads to an ineffective placement of resources.

For a number of reasons, benefits and subtractions carry a special weight for Russia owing to their ability, especially in that form it which they have been made available here, to contain competition in the economy. Profit tax concessions equal to up to 50% of gains are accessible to only those enterprises which are already in business and report sufficient profits. It should also be said that restrictions enabling taxpayers to reduce their taxable profits by only those sums in excess of their depreciation accruals are easily bypassed or at least cushioned by claiming lower depreciation rates in the course of investments. Upon asset value indexing, this makes it possible to reap substantial rewards from the benefits concerned. It is, of course, easier for major companies with considerable assets to obtain such concessions. The 50% restriction on the subtraction of taxable profits can also be mitigated by large enterprises, for example, by financing a portion of spending by highly-paid professionals at the expense of the former’s profits instead of increasing direct compensation payable to such employees. Therefore, those firms which were organized only recently and are only taking their first steps on a specific market are compelled not only to simply compete with veteran players there, but to vie with them in conditions where the latter enjoy further advantages in the form of benefits available to them. These include not only investment subtractions, but also other concessions, although the investment benefit is certainly the most important. This circumstance becomes critical where newcomer enterprises find themselves unable – owing to the insufficiency of financial markets – to raise enough funds to cover their expenditure. In a monopolized economic sector, benefits on offer can enable the monopoly to prevent entry by competitors at lower costs. It is known that for a number of reasons, monopolies often maintain surplus capacity. One of the reason why is that their existence enables them – should there arise the risk of market penetration by a potential rival – block the latter’s entrance by threatening to quickly expand output for a short time to a level at which lowered prices will ruin the competitor. Should the maintenance of redundant capabilities be financed by other taxpayers, this option becomes particularly attractive. The expansion in the use of investment subtractions in Russia through the inclusion of funds allocated for the purposes of housing construction among costs reducing the tax base aggravated the problem. A enterprise long in business, should it qualify for the benefit, can use it to financing a portion of compensation provided to its employees in the form of chapter housing and is thus able to reduce not only capital costs, but also labor costs. This makes it even more difficult for companies entering the corresponding economic sector to compete its veterans. A portion of those costs accepted for subtraction from the tax base which are often used for the tax-free financing of employees’ personal spending or for tax avoidance can likewise be used for the same purposes. For the above reasons, the specific features of investments concessions available in Russia led to further unfavorable consequences in addition to those usually brought about by such benefits granted elsewhere in the world.

The above considerations are especially important because restrictions on competition eventually check investments and increases in output. Without being able to compete with major long-standing enterprises on equal terms, new companies are created in much smaller numbers than would be possible and investments which could fuel economic growth are made on a more narrow scale than desirable.

Finally, it should be said that international practice demonstrates that tax benefits introduced as provisional measures tend to be very hard to abolish. This is also because the availability of such concessions makes it tempting to put off efforts to remove those underlying causes which impede investments and because it is undesirable to worsen taxpayers’ positions compared with the present situation for political reasons. The latter argument, by the way, was often voiced when the chapter on profit tax was discussed. Those making this argument disregarded the fact that the issue should be considered as a package and that resulting constraints on taxpayers’ possibilities in some respects were going to be compensated for by broadened possibilities in others. Pressure from international investors interested in tax advantages also often prevents limits on benefits.

The best time for canceling privileges is when the tax system is in the process of reform. The overall alleviation of the tax burden (including relief with respect to a whole range of taxes) cuts the ground from under the feet of those predicting a deteriorating in taxpayers’ position. The loss of concessions for most taxpayers is more than balanced out by the general reduction in the tax burden and speculation over the fact that individual business transactions have become less profitable becomes pointless.

The above arguments against tax preferences indicate ways how the problem of financing investments in Russia can be resolved. As already noted earlier, principal efforts should be concentrated other than on tax legislation. The most important thing in the Tax Code is to remove – so far as this is possible – the distorting effects of taxation, as well as those inducements to asset stripping and profit siphoning-off which exacerbate the crisis of confidence, and to furnish conditions to enable newly-launched production operations to compete with long-standing businesses.

However, as the draft chapter was discussed, the list of benefits overall, far from shrinking compared with other drafts, grew even longer (with only insignificant contractions in some respects). In the end, it became clear both to the Government and to law-makers that such a large number of preferences will have unwelcome consequences. The grant of concessions to some categories of taxpayers prompted demands from others for similar privileges and it turned out as a result that it does not appear possible to deal with the problem by preserving those tax rebates already accorded. And so, although the Union of Right-Wing Forces' proposal for lowering tax rates and cutting back on tax credits on a phased basis was initially rejected during debates, it had become apparent by the time the State Duma's Committee on Budgets and Taxes met on June 15, 2002 that a decision to dismantle benefits and bring down tax rates could well represent a way out.

It is this kind of solution that was suggested by the Government at that meeting and substantially supported by the Committee’s members who decided to take away all benefits and subtractions granted by Articles 275 and 276 of the draft clearing the first reading, including concessions regarding funds allocated for charitable purposes.

As a result, the tax rate was lowered by a larger margin than proposed by the Government (to 24% rather than 25%).

The decision to lower the profit tax rate simultaneously with the abolition of benefits and subtractions with respect to such tax, which was passed by the time of the second reading, is definitely an appreciable stride forward in shaping such tax legislation as will meet the principles of neutrality and horizontal justice.

It should be noted, however, that the decision was implemented not quite consistently. The matter is that tax advantages available to some categories were not limited to those benefits and subtractions covered by Articles 275 and 276. Such advantages are granted by articles listing subtractable costs and subtractable revenues, or special tax base assessment procedures for individual categories of taxpayers. Some of these privileges were linked to a certain extent to the existence of benefits and constituted a way of compensating those taxpayers which did not qualify for such preferences for such injustice.

Tax advantages with respect to financial leasing

All drafts submitted to the State Duma (with the exception of amendments prepared by the Institute of Economy in Transition –IET) offered to a greater or smaller extent certain benefits on financial leasing. Such benefits were finally included into the latest version of Chapter 25.

Firstly, taxpayers shall be granted the right to select the party with where the property should be accounted for. Financial leasing in itself provides an opportunity to transfer tax benefits. This means that for an enterprise which has either tax benefits on profit or operates with losses it is more profitable to conclude a lease contract instead of purchasing machinery and equipment (and having to pay for it either right away or by installments); lease agreement provides the right to transfer the accrual of depreciation interest to the lessor while adjusting respectively the terms of payment. The above right of choice makes it possible to transfer advantages to the other party too, provided the lessor is taxed at a rate lower than the taxation rate which the lessee is to pay. Moreover, the right is granted to depreciate property transferred (received) under financial leasing contract with a special coefficient not exceeding 3. It is possible to find a justification (though rather debatable) for benefits on depreciation of machinery and equipment transferred under short-term lease (rent), since indeed it is warn out quicker. Under long-term lease, however, moreover, under financial leasing, which already creates advantages for the parties the above measure is excessive.

Indeed, financial leasing partially helps to resolve the issue of financing investment. Being in its economic essence a sale by installments (and in most developed countries the above transactions is recognized as such), it has an advantage for the parties to the transaction that in the event of bankruptcy of the user of property, the property taken into lease shall not be included into bankruptcy estate, but shall be returned to the owner, in other words, to the lessor. This is to the benefit of both parties to the transaction, since the above form to fund investments is usually applied even in absence of special tax benefits, still the more so, that the nature of the transaction allows in certain cases to receive tax advantages even in instances when they are not specially granted. Under the circumstances, only the risks of the lessor go down, while the risks of other creditors are growing. Since in Russia the law does not provide for public notification that an enterprise has property which had been taken into lease, creditors may not get any objective information on whether an enterprise has sufficient assets to pay back the loan. Moreover, financial leasing, particularly return leasing is frequently used to strip the assets to affiliated structures. The existence of the coefficient of 3 applied to the depreciation rate of leasing assets creates considerable and unjustified advantages for this form of investment financing as compared to others, and naturally, may hinder the application of other forms of investment financing. It would be extremely important to exclude benefits provided to financial leasing in instances of return leasing. Return leasing is applied only in cases when there are no problems with financing investments, and the enterprise either intends to transfer tax benefits to the counteragent, or is going to exclude the assets from the bankruptcy estate in the event of bankruptcy.

Deferring losses to future periods

Another issue which should be considered under a different angle after benefits are cancelled is the deferral of losses to the future. The drafts of the Tax Code were attempting to introduce more liberal rules for deferring losses to future periods than those existing in the effective taxation system, that is, the term during which such deferral would be possible was extended from five to ten years, and restrictions which existed due to the Law On Tax on Profit of Enterprises and Organizations (i.e. the deferral of losses was possible exclusively in equal portions) were partially eliminated. Both drafts however, retained the interpretation of deferral of losses as a tax benefit with a respective limitation on accepting losses incurred in the past together with a number of other benefits within the amount of 50% of taxable profit. In the draft version of the Tax Code passed in the first reading deferral of losses was not treated as a benefit, but the rule which required that the aggregate decrease of the taxable base by the amount of losses and certain benefits should not exceed fifty % was retained. After the cancellation of benefits, however, the State Duma Committee for Budget and Taxes proposed and the Duma approved the provision aimed to restrict the possibility of deferral of losses by the amount not exceeding 30% of the tax base. It should be noted that the Ministry of Finance some time ago came out with a proposal to limit the amount of losses by which the current taxable base could be decreased by fifty %. Limitation of the possibility to extract losses out of future income, particularly out of a part of the profit, does not seem to be an adequate measure aimed to make conditions for all enterprises equal and create a favorable environment for investment. The above procedure is not at all better, and for many enterprises it proves to be even worse (particularly for those whose investments bring profit long-term) than that when losses were deferred in equal portions. It is common knowledge that if the taxation procedure is symmetrical to profit and loss (i.e. in the event of losses incurred, the taxpayer is compensated for the negative amount of tax in some form), with the introduction of such tax the investment risks will not only stop growing, as compared to the situation where there are no taxes, but even go down with regard to the investments, since in the instance described the state will share part of the risks.
 In other words, a tax which fully compensates for losses leads to an increase into risk assets, meanwhile, a portion of the prize money from such investments which corresponds to the tax rate will go to the state who acts as a non-voting shareholder of an investing enterprise. Such system encourages the development of new production facilities, innovative activity and stimulates foreign direct investments. Complete or almost complete compensation of tax would be most likely a measure too radical for Russia, but limitation on the deferral of losses for the future by the amount equaling 30% of the tax base would serve exclusively short-term fiscal objectives ( and the benefits from such limitation for the budget revenue would obviously be insignificant even short-term), thus, significant obstacles will appear for long-term and innovative projects.

Integration of taxation

The Unity Party (Yedinstvo) bill provided for the elimination of double taxation of dividends in instances when either residents are recipients of dividends or there are international treaties on elimination of double taxation (see Articles 310, 319). The integration of taxes proposed in the draft law was not complete, anyway that form of integration would allow to include taxes on dividends into the paid part of the total tax. Problems would arise with dividends to be paid to the next recipient, since the amount which was rebated for would decrease the obligations of the first recipient of the dividends, and respectively, the amount to offset for the shareholders thereof. The alternative draft law did not provide for integration altogether and double taxation of dividends for resident recipients was retained.

Tax integration is generally considered as a significant advantage of a taxation system. Corporate integration implies a procedure due to which dividends are taxed just once, which makes it possible to avoid double taxation of the income of a corporation (another name to it is an integrated tax system). There are at least four ways of corporate integration. Firstly, corporation are taxed, but dividends paid to shareholders are not subject to taxation. In this instance two additional issues should be resolved: in which manner dividends received by non-residents should be taxed, and what is to be done with the tax of the dividend recipient if corporations had not used any benefits. Secondly, corporations may pay profit tax and leave tax on dividends to be paid at the source. Then double taxation may be avoided, provided tax on dividends withheld at the source is accounted for as tax on individuals, while the already paid tax on income of corporations is accounted for as tax on dividends withheld at the source. This integration method is known as a method of absolute/perfect corporate taxation. Under the third option corporation pays the profit tax and dividends are exempt from taxation, but only to the extent to which paid-out income has been taxed. The forth method involves full offset of tax when corporate tax is cancelled, while corporate income is fully taxed at the level of individuals. This method is not expedient under the Russia taxation system, since it requires that individuals file income declarations, which is something we would not recommend to introduce in this case. Moreover, the above method allows to defer tax payment until there is accretion to the capital. But one of the reasons to apply profit tax is the possibility to tax part of the non-realized accretion of capital.

It is easy to see that the tax integration scheme adopted in the first reading was close to the second method. The differences may accounted for by the fact that aggregate obligations under the above system will be minimized if the portion of the paid-out income of corporation including the amount of tax are considered as the income of the recipient of the dividends. An increase of the calculated tax on dividends does not lead to the growth of the aggregate tax obligations for, in that case a larger amount will be accepted as the amount to be deducted from the end recipient. Such scheme has never been proposed. It was proposed to accept the actual amount of paid out dividends to be subject to taxation at the source.

However, the State Duma deputies found the above procedure too complicated, and a decision was taken not to propose any tax umbrella. Finally the decision was to tax the difference between the amount of dividends received and paid by an organization at the rate of 6% for the resident recipients and the rate of 15% for non-residents. No problems should arise in such case, until equal rates of profit tax are retained for all resident enterprises and there are no benefits. The right to grant benefits, however, is envisaged for regional authorities (they may bring down the tax rate for certain categories of taxpayers within the range of 4%. Moreover, as it was noted in this survey, parties concerned are exerting pressure on the State Duma in order to regain the benefits they used to have.)

Moreover, the above procedure takes into account only the dividends of one single period, while more sophisticated integration systems of taxation offer to maintain dividend accounts and off-set the tax paid in earlier periods, if an enterprise has decided to pay out profit previously remaining unpaid. Therefore, in future most likely an issue of introducing a more developed integration system will be raised.

Taxation of extraction of mineral resources

Federal Law #126-FZ of August 8, 2001 On Introduction of Amendments and Amplifications to Part Two of the Tax Code of the Russian Federation and Some Other Legislative Acts of the Russian Federation, and On Deeming of Certain Other Legal Acts of the Russian Federation To Have Lost Force which was submitted to the State Duma by the Government of the Russian Federation and providing for a rather drastic reform of the system of taxation of mineral and raw materials sector may be considered a significant step forward in the tax reform in Russia.

Federal Law #126-FZ incorporated Chapter 26 «Tax on Extraction of Mineral Resources» into the second part of the Tax Code and also incorporated respective amendments relating to the introduction of the above tax into other legal acts of the Russian Federation, specifically, into Law On Subsoil. Federal Law #126-FZ a new tax was introduced – tax on the extraction of mineral resources – to be effective starting with January 1, 2002. The above tax is to replace three other taxes which were effective between 1992 and 2001: royalty for the use of subsoil, deductions for the reproduction of mineral and resource base and excise duties for oil and gas condensate. The procedure for calculation and payment of the above tax shall be based on the effective rules for calculation of payment for the use of subsoil in the course of mineral resources extraction. Organizations and individual entrepreneurs engaged in extraction of mineral resources shall be deemed taxpayers. Extracted minerals shall be deemed objects of taxation, and the values of extracted mineral resources shall be regarded as the tax base. Different tax rates are established depending on kinds of mineral resources in percent to the value of extracted minerals (Table 43). The established tax rates are determined on the basis of average actual rates of royalty and half of the formerly effective rates for the deductions to reproduce mineral and resource base (the other half of the above payments, same as under the effective tax system, will remain in the disposal of mining enterprises, the use of the money received is not regulated though). As regards oil, the tax rate also accounts for the amount of excise duty.

Table 43

Tax rates for extraction of mineral resources with respect to certain kinds of mineral resources

	
	Rate (in percent)

	Oil, gas condensate extracted from oil and gas condensate fields
	16.5

	Natural gas from gas deposits, gas condensate from gas condensate fields
	16.5

	Non-ferrous metals
	8.0

	Rare metals
	8.0

	Precious metals (with the exception of gold)
	6.5

	Gold
	6.0

	Natural diamonds, precious stones
	8.0

	Radioactive metals
	5.5

	Ferrous ores
	4.8

	Coal
	4.0


Source: Federal Law #126-FZ of August 8, 2001.

Taxpayers who have carried out search and exploration of the fields under development with their own funds, or who have compensated all the costs of the state incurred thereby in the process of search and exploration of the respective mineral reserves (under the effective legislation such users of subsoil did not make payments to recover mineral and resource base) pay the tax on extraction of mineral resources with the coefficient of 0.7. In the event of implementation of the production sharing agreement (with the exception of agreements concluded prior to Chapter 26 of the Tax Code coming into effect) the rate of tax on the extraction of mineral resources is used with the coefficient 0.5.

In a number of instances zero tax rates have been established, specifically, in the event of associated gas production and oil-well waters, production of mineral resources in the process of development of residual lower quality reserves, and reserves of mineral resources which were previously written off the accounts, and in some other instances.

For the years 2002-2004 in conformity with the effective law the volume of output in real terms will be deemed the tax base, while the tax rate is established as RUR 340 per ton. A specific tax rate regarding oil shall be adjusted with the account of the world oil prices level and fluctuations of the ruble exchange rate. For the purpose a special correction coefficient shall be used which allows to considerably bring down the regressive nature of such tax.

The replacement of the three formerly effective payments (payment for the use of subsoil, deductions for the reproduction of the mineral and resource base and excise duty for oil and gas condensate) by a single tax on extraction of mineral resources seems to be quite justified both from a theoretical and practical standpoint. Given the world experience, the tax to be introduced will actually function as a royalty (payment for the right to develop reserves to the owner of resources). With regard to oil this will actually mean that payment for the use of subsoil will increase from the average current value of 8.2% to 16.5% collected at a single rate while at the same time payments to be used for the recovery of the mineral resource base and the excise duty will be cancelled. Application of a single tax rate amounting to 16.5% is in conformity with the world practices (for instance, in the USA a single rate of royalty equaling 16.67% is applied with respect to off-shore oil fields held in federal ownership). At the same time, use of such taxes as deductions for the recovery of mineral and resource base shall be channeled to the funding of geological and prospecting works in areas where mining enterprises operate and which pay and put to use the above deductions. In other words, the money goes to well-developed mining regions which accounts for extremely low efficiency of such works. A large portion of payments aimed to reproduce mineral and resource base is concentrated in budgets of different levels, and the use of these funds is not target-oriented. The major bulk of work to reproduce mineral and resource base should be carried out with the funds of enterprises. However, the costs of enterprises to carry out geological and prospecting works should be compensated for through mechanisms generally accepted in the world.

Introduction of tax on the use of natural resources allows to simplify the tax system and bring it in line with the world practices. At the same time, establishing a specific rate of tax on the use of oil until the market pricing mechanism starts working smoothly and taxes are calculated respectively will make it possible to overcome negative tax consequences of transfer pricing.

Federal Law #126-FZ provides for a radical redistribution of tax payments collected in the process of natural resources extraction between budgets of different levels. For instance, when hydrocarbon raw materials were developed, 40% of payments for the use of subsoil (royalty) were channeled, in conformity with the effective legislation, to the federal budget, and 60% - to territorial budgets. At the same time, when hydrocarbons were extracted in the territory of an autonomous okrug which is a constituent of an oblast or krai, the royalty would go to the budget of this particular oblast or krai thus making up half of the amount of payments received by the federal budget, which means that the portion received by the federal budget would amount to just 20%. Since the greater part of oil is extracted in such autonomous okrugs, and primarily in Khanty-Mansiisk, the average weighted portion of the royalty going to the federal budget dropped to just a quarter of the respective total tax. An amplification to Article 48 of the Tax Code of the Russian Federation which was adopted as part of the Law under consideration provides that 80% of the amount of tax on use of natural resources shall be directed to the federal budget, 20% - to the budget of a subject of the Russian Federation. When hydrocarbons are extracted in the territory of an autonomous okrug which is a constituent of an oblast or krai, the federal budget should receive 74.5% of the tax amount, the autonomous okrug budget – 20%, while the budget of an oblast or krai would respectively get 5.5%.

Along with the amendments introduced into the Tax and Budget Codes, Federal Law #126-FZ provides for an incorporation of a number of principle amendments and amplifications into other legal acts, including the Law of the Russian Federation On Customs Tariff. Amendments to the above Law for the first time in legislative practice establish by law the maximum amounts of export customs duties for hydrocarbons which are subject to change depending on the level of world prices. The export duty on oil, for instance, was set at a zero rate, with the average price of up to 109.5 dollars per ton for the «Urals» oil brand having formed at the world markets for the preceding two months. With the fluctuations of world oil prices within the range of 109.5 to 182.5 dollars per ton, the export duty rate should be established in the amount not exceeding 35% of the difference between the actual average oil for the previous two months and 109.5 dollars; with the world oil price exceeding 182.5 dollars per ton the export duty rate shall be established in the amount not exceeding 25.53 dollars and 40% of the difference between the actual average oil price for the preceding two months and USD 182.5.

Amendments to the Law On Subsoil adopted by Federal Law #126-FZ establish a system of special tax payments for the use of subsoil which include: lump-sum payments for the use of subsoil in the event certain events referred to in the license ensue; regular payments for the use of subsoil (shall be collected in the event of search and exploration of natural resources deposits and construction and operation of underground facilities unrelated to extraction of natural resources); payment for geological information on subsoil; fee for participation in a tender (auction) and a fee for issuance of a license.

Sales tax

The necessity to introduce additional legal regulation of the sales tax was determined by the decision of the Constitutional Court of the Russian Federation. The RF Constitutional Court by Decision #2-P thereof, dated January 30, 2001 ruled that when the regional sales tax was established by the Federal law, the legislator failed to ensure the implementation of the requirement that the object of taxation shall be established exclusively by federal law and in due procedure. It is impermissible to introduce regional taxes which allow to form budgets of some territories at the expense of the tax revenue of other territories and transfer payment of taxes to the payers of other regions (Decision of the Constitutional Court of the Russian Federation of March 21, 1997).

When the right to introduce sales tax was granted to subjects of the Russian Federation, the issue of the tax jurisdiction was not resolved. Since issues of tax jurisdiction are unregulated by the federal law, such situation does not exclude a possibility of multiple taxation of operations, including those which are conducted at the inter-regional level when goods, works and services are sold for cash. Regulation of tax venue by laws of the subjects of the Russian Federation may lead to the violation of rights and interests of other subjects of the Russian Federation.

Federal Law #148-FZ of November 27, 2001 incorporated amendments and amplifications to Part Two of the Tax Code of the Russian Federation and Article 20 of the Law of the Russian Federation «On the Fundamental Principles of the Tax System in the Russian Federation. Chapter 27 On Sales Tax of the Tax Code of the Russian Federation will come into effect on January 1, 2002, and starting with January 1, 2004 this Chapter will lose legal force.

Under the Tax Code of the Russian Federation the sales tax shall be established by the Tax Code and laws of the subjects of the Russian Federation, and shall be enacted by respective laws of subjects of the Russian Federation (which shall determine the rate, procedure, terms of payment and form of reporting). Sales tax shall be paid in the territory of the respective subject of the Russian Federation.

Payers of the sales tax shall be organizations and individual entrepreneurs in the venue of sale of goods (works, services) to the population.

A list of socially relevant goods was retained, which means that when certain essential commodities are sold sales tax is not to be paid. Such items include bread and bakery products, milk and dairy products, oil, and a number of others.

Tax base shall be defined as the value of the sold goods (works, services), calculated on the basis of current prices (tariffs) with the account of value-added tax and excise duties. Tax period equals one month. The maximum sales tax rate shall not exceed 5 %.

After the sales tax is enacted in the territory of the Russian Federation, taxes provided for by sub-paragraphs d, f, i, j, k, l, m, n, o, p, q, r, s, t, y, v of paragraph 1, Article 21 of the Law of the Russian Federation On the Fundamental Principles of the Tax System in the Russian Federation, specifically:

- levy on needs of educational institutions collected from legal entities;

- tax on construction of objects of production designation in a resort zone;

- levy on the right to trade;

- tax on resale of motor vehicles, computers and personal computers;

- levy on dog owners;

- license fee for the right to sell wines and alcoholic beverages;

- license fee for the right to conduct local auctions and lotteries;

- levy for issuance of documents to move to another apartment;

- parking fee;

- fee for the right to use local symbols;

- levy for the participation in horse races;

- levy on prizes received in horse races;

- levy on persons participating in pari-mutuel in horse races;

- levy on transactions performed on exchanges, with the exception of transactions provided for by legal acts on taxation of operations in securities;

- levy for shooting cinema and television films;

- levy for cleaning territories of populated centers;

- levy for opening a gambling business.

The adopted version of the Chapter dealing with the sales tax partially eliminates inconsistencies with the RF Constitution which the Code used to contain and to which the Constitutional Court referred to. Specifically, the Code defines the concept of an object of taxation, the right of the authorities of subjects of the Russian Federation to introduce additional items into the list of taxable goods (works, services) was eliminated; vaguely defined concepts and notions which have no legal content were eliminated, etc. It is an obvious merit of the Code that the list of goods (works, services) exempt from sales tax was harmonized with a similar list relating to the VAT exempt items. The Chapter does not contain any provisions which would make sales tax dependent on the form of payment for goods (works, services).

At the same time there is no mention of the issue relating to collection of sales tax in the event off sale of goods (works, services) to organizations or individual entrepreneurs for their own consumption, which distorts somewhat the nature of the tax. It is not spelt out clearly whether the sales tax will be collected in the events goods (works, services) are purchased by individual entrepreneurs. On the other hand, introduction of the mechanism of sales tax compensation in instances when organizations (individual entrepreneurs) purchase goods (works, services) and use thereof for production purposes makes the sales tax even more similar to VAT.

Single agricultural tax

Federal Law #187 of December 29, 2001 incorporated amendments and amplifications to Part 2 of the Tax Code of the Russian Federation, and other legal acts relating to taxes and levies.

The Tax Code was expanded by Section VIII.I «Special Tax Regimes. Taxation system for Agricultural Commodity Producers (Single Agricultural Tax). The single agricultural tax (SAT) will be enacted by the law of a subject of the Russian Federation on the respective tax. Transfer of organizations, peasant (farm) enterprises and individual entrepreneurs to payment of single agricultural tax shall be performed irrespective of the number of workers on the payroll.

Object of taxation shall be the space of agricultural lands which is in ownership, possession and (or) use). The space of agricultural lands evaluated in conformity with the cadastre value shall be deemed tax base. The methodology for determining thereof shall be established and approved by the Government of the Russian Federation.

An enterprise (individual entrepreneur) shall be transferred to the payment of SAT, provided the portion of proceeds from the sales of agricultural produce received on agricultural lands in the preceding year shall make up at least 70% of the total income.

The transfer to SAT shall mean that the above tax will replace the aggregate of taxes and levies subject to payment in conformity with Articles 13, 14, 15 of the Code, except for the taxes and levies listed below:

1. VAT;

2. Excise duties;

3. Payments for pollution of the environment;

4. Tax on purchase of foreign banknotes and payment documents denominated in foreign currency;

5. State duty;

6. Customs duty;

7. Tax on property of individuals (regarding residential buildings, premises and structures owned by individual entrepreneurs);

8. Tax on property transferred as inheritance or gift;

9. License fees;

10. Insurance premium for mandatory pension insurance(shall be paid in conformity with the legislation of the Russian Federation on pension schemes).

Agricultural organizations of industrialized type (such as poultry factories, greenhouse complexes, beast breading farms, cattle breeding complexes, etc) defined in accordance with the list approved by legislative (representative) bodies of subjects of the Russian Federation pursuant to the procedure established by the Government of the Russian Federation shall not be deemed agricultural commodity producers.

The tax period shall be fixed as a quarter. The tax rate shall be established in rubles and kopeks paid on the basis of one hectare of agricultural lands. It has also been established that the replacement of several taxes by a single one does not mean an introduction of a new tax, but is considered as a special regime.

The single agricultural tax has a considerable number of deficiencies, including those described below.

In Russia, large agricultural enterprises which are able to maintain full accounting for the whole aggregate of taxes form the basis for agrarian production. As for minor agricultural enterprises, farms, etc. no one has cancelled the requirement to pay imputed tax which such enterprises may use for simplification of accounting. It does not really seem justified to apply imputed tax to agricultural holdings which engage in production on the territory of 200-300 hectares and employ thousands of workers.

Significant tax benefits granted in agricultural sphere lead to a situation that VAT and social payments have become major payments of agricultural enterprises to the state. Due to the nature thereof VAT cannot be included into a single tax (the unsuccessful experience of Ukraine in 1998 convincingly demonstrated that). Hence, all tax and payments cannot be consolidated anyway.

The introduction of a single tax implies that industrialized agricultural producer, in other words, agricultural intensive enterprises, will be singled out, since at such enterprises a single rate of the land tax will lead to a considerable decrease in the tax burden and a fairly high profitability of production. However, it is impossible to work out a uniform criterion for such «industrialized enterprises», which means that enterprises will be classified in an administrative procedure with all negative consequences to follow.

Finally, when a single tax is introduced, no legal restrictions will force agricultural enterprises to maintain the whole bulk of accounting and financial reporting, therefore, this will lead to the loss of information on the activity of enterprises which is rather scarce as it is, and this is definitely a loss both for state management and business.
Prospects for improving tax legislation

Improving taxation of small business

Encouraging the development of small business in Russia has been an issue on the agenda for quite a long time. A portion of small enterprises insignificant as compared to that in many other countries, and a fairly small number of the employed in this segment, unsatisfactory movements in the output, low investments in small business lead to a conclusion that the position of small enterprises in the Russian is not very advantageous. The status of small business is naturally determined not only by the tax environment. But the impact of taxation on distribution of resources among industries and sectors of the economy may be considerable. Among reasons for unequal treatment of small business relating to taxation one could primarily name the system of tax benefits which had been affective till 2002 with respect to taxation of profit. The above system could grant certain advantages to major enterprises only, since the use of most benefits by small enterprises was fraught with difficulties for small and medium enterprises, and for relatively young businesses (for more detailed information see section New Chapters of the Tax Code, paragraph «Tax on profit of organizations» included into this survey). It could be expected that cancellation of benefits starting with 2002 and the parallel gradual decrease of profit tax should lead to leveling off of the terms of taxation and raising competitiveness of medium enterprises. However, even after the above amendments are introduced small business may remain at a disadvantage. AT the same time, the operation of small business is frequently followed by tax evasion. A dominating majority of both politicians and economists who study small business acknowledge that at this stage of development of the Russian economy it would be difficult to come out of the difficult situation in the above sphere without taking special measures with respect to small business.

In order to select specific forms of taxation of small business it is necessary to give answers to the following questions.

- Is the development of a special taxation regime aimed to mainly encourage the development of small business or is that done for fiscal purposes? Other issues may be resolved depending on the answer to this particular question.

- What losses of tax revenue is society ready to incur for the sake of small business development? Is encouragement of small business the key goal anyway?

- Should the tax base be determined on the basis of the performance of enterprises or should it be artificially computed proceeding from the values of certain natural indicators?

- Should special taxation regime be accepted by taxpayers voluntarily, or should everybody meeting respective criteria be obligated to apply the above tax requirements?

- What restrictions should be established for the right to accept a special regime, provided that is done on a voluntary basis, to avoid a situation when the advantages of the special regime may be used by those for whom such regime was not designated?

Regarding the first question it may be maintained that the decision taken will be aimed to introduce a regime encouraging small business. At any rate, the fiscal objective may be resolved separately, and this will imply to a greater extent combating generally accepted ways of tax evasion, not so much any special measures with respect to small business.

This leads to another question. There exists a fairly popular opinion that a maximum favorable taxation regime may be created, which in fact means legal tax evasion. In principle that is an issue of regulatory nature, and such a decision could be taken provided public opinion approves thereof, but then comes up a serious problem of tax evasion by major enterprises who will be, firstly, disguising themselves as small businesses, and secondly, though the use of affiliated counteragents registered as small enterprises. Thus, if it might be possible to put up with the loss of budget revenue from taxation of small business, losses from tax evasion by major enterprises who would be trying to take advantage of benefits for small enterprises would be an excessive compensation for such a system, particularly if it is possible to avoid thereof.

Imputed tax selected as a basic one for taxation of small business is typical for many countries. Certain problem arise in connection therewith, somehow they are resolved in each case individually. This method is also used in Russia. Mandatory imputed tax is used pursuant to the Law On Single Tax on Imputed income for certain Kinds of Activity. Under the now effective simplified system of taxation of subjects of small business imputation is also used in form of a patent. In this instance imputed tax (patent) is voluntary and used as an alternative for individual entrepreneurs, while for legal entities applying a simplified system it is a minimum which may be applied towards tax liabilities. The tax liabilities towards which the patent is accepted as a minimal payment shall be determined not in accordance with general principles, but in conformity with the simplified system accepted voluntarily and implying, depending on the regional legislation, either taxation of the proceeds of an enterprise or the aggregate income thereof. Such tax, on the one hand, adds to the violation of the principle of «horizontal justice», and on the other, does not exclude tax evasion, unless restrictions on entering the system are well thought out. In this sense, a tax calculated on the results of performance of an enterprise seems more preferable to us. At the same time, for it not to act in a distortive manner, it would be desirable to subtract the expenses on production factors (a rule which has not been used strictly under the effective simplified system).

Whether the special taxation regime shall be voluntary or mandatory depends on the answer to the first question set on the page above. With any definition of the tax base in a manner different from the generally accepted one, a possibility cannot disregarded that even if there is no tax evasion, tax liabilities will prove to be less than those provided for by special rules. Therefore, if the key objective is to encourage business, either voluntary or contested (mandatory) system is used. A mandatory (contested) system, given the legal mentality of the Russian population and the state of the judicial system, would most likely become another declaration difficult to enforce. Apparently, a voluntary system would be a more acceptable option.

To limit categories of taxpayers who apply special regime is a fairly complicated task. It was mentioned above that the advantages of the special regime may be unlawfully used by major enterprises which would lead to losses in tax revenue. This consequence somehow may prove to be not the most essential one. Any method of determining the tax base which differs from the generally accepted one offers possibilities for tax evasion through conclusion of transactions between persons applying different regimes. For instance, when a taxpayer using the general procedures pays for the products manufactured by a payer of the imputed tax, the tax base of the former shall be decreased by the cost of products stated in the contract, while the tax base of the latter shall increase. It is particularly easy to use such way of tax evasion when providing services, and it is being actively used with the participation of individual entrepreneurs (specifically, with respect to payment of salaries and wages). Another example refers to the sale of products by a taxpayer applying the cash basis method of accounting to a taxpayer who uses the accrual method. If the money is not paid officially under the contract, the seller will not have any tax liabilities, while the liabilities of the buyer will go down. In such cases it is either impossible or extremely difficult to legally prove tax evasion. It is easy to see from such examples that for tax evasion described above it is sufficient to create several affiliated enterprises. Therefore, permanent costs relating to the method described are high and for that matter unacceptable for small enterprises. But the gains received may be considerable and exceed regular profit received as a result of simplified taxation. That is, it might so happen that large enterprises may receive greater advantages from the system than small businesses, thus the latter will again find themselves unable to compete in the market. The losses of the budget incurred in connection with the established special regime will prove to be useless costs only, while the goal to expand the activity of small business will not be achieved.

Basing on the above rationale the IET proposes the following concept of taxation of small business.

In contrast to the regimes of taxation of small business described the system proposed provides for uniform rules of taxation of businesses with various organizational and statutory forms.

Both systems proposed for taxation of small business – simplified system and imputed tax – are opted for on a voluntary basis. This approach allows to avoid a situation when subjects of small business for whom due to certain reasons special approaches to taxation are not beneficial are unable to pay taxes on generally accepted terms.

The right to apply either a simplified system or imputation arises with the taxpayer only if the aggregate income thereof (proceeds for the sales for products, works, services plus the income from non-sales operations) does not exceed four million rubles per year. The above synchronization of the criterion for applying simplified tax with the turnover criterion, when the right not to register as a VAT payer arises allows to significantly simplify the administration of taxation of small business. Such relatively low thresholds which determine a possibility to use benefits allow to create preferences for small business and exclude altogether the use of benefits by major enterprises. Moreover, it is necessary to retain and even expand the currently used list of restrictions with respect to the application of a simplified taxation system and imputation. This includes prohibition to use simplified system by payers of excise duties, credit organizations, etc., certain extra regulation will prevent the use of benefits and special taxation regimes by major enterprises for evading tax payment (when providing services to enterprises, legal services, etc). Thus, tax preferences will be provided to small business. Specifically, when income is determined to verify if certain criteria are met, it is proposed to take into account the income of affiliated persons, at least of those who engage in the same kinds of activity, or who act as counteragents of the taxpayer claiming for the application of the simplified system.

The simplified system replaces the income tax imposed on individuals if the latter act as entrepreneurs with respect to income from entrepreneurial activity and the tax on profit of organizations (company income tax). Imputed tax replaces all taxes, but for several ones (state duty, tax duty, land tax, etc.).

Income shall be the base for a simplified tax. All money proceeds related to business activity shall be taxed, but for those which are not included into income (that is, with the exception of loans, pledges, advanced payments, contributions to charter capital, return of taxes paid in excess), less money payments, except those which are not allowed to be accounted for as costs. Insofar, depreciated property is subtracted from the tax base in full amount upon actual payment, while the interest must not be subtracted. For enterprises using simplified system restrictions with respect to deferral of losses shall be applied. Social tax (subtracted from the tax base) shall be paid by an enterprise and an individual entrepreneur on generally accepted terms in conformity with the payroll. As regards individual entrepreneurs social tax shall be calculated on the basis of the amount of salary of an individual entrepreneur, but it should not be less than three-fold amount of the minimal statutory wages. An income tax with the rate of 13% shall be paid from that amount.

Such tax base allows to considerably lower the tax burden for entrepreneurs engaged in small business, since the system does not require dual accounting and allows to limit accounting record to the income and costs ledger, and the list of property subject to state registration. Such taxation technique leads to the absence of investment costs taxation and thus encourages the development of small business.

The imputed tax base is determined by the laws of the Russian Federation with natural indicators characterizing the degree of profitability of a business being used. Imputed tax is calculated on the basis of standard indicators, with the break down by groups of organizations and entrepreneurs engaged in various kinds of activity in various comparable conditions. The list of standard indicators shall be established by subjects of the Russian Federation for each kind of activity, and includes the requisites of the place where entrepreneurial activity is performed, availability of infrastructural facilities, the assortment and nature of manufactured goods and provided services, characteristics of the premises used, existence of additional advantages related to the localization of business, etc. Under the imputation system, part of the integrated tax (25%) covers social tax. Imputed taxation allows to encourage the development of efficient small enterprises, stimulate extra income (as compared with the average indicators) which is taxed at a zero rate.

Simplified tax shall be collected at the rate of 16.5%, with 4% going to the budget of the subject of the Russian Federation, 12.5% are directed to local budgets. At the same time, a subject of the Federation has the right to establish benefits within the portion of taxes collected at the respective level. Imputed tax shall be established by the subject of the Russian Federation in the amount of up to 16.5% and is mainly directed to local budgets, with the exception of social payments accounting for 25% of the tax amount and the portion of subjects of the Federation which they are entitled to establish up to 20% of the tax amount. Establishing rates at such a level is aimed to create favorable conditions for the development of small business.

The prospects for improving VAT

The system of levying the value added tax in the part of granting VAT exemptions and revocation of the preferential 10 percent rate should be improved along the following lines.

It is necessary to rescind a 10 % tax rate (according to the data from the Ministry for Taxes and Levies, in the first half of the year, about 10 % of the tax base was taxed at this rate), concurrently taking measures in the area of the social protection of the population.

It is necessary to substantially reduce the number of exemptions from the tax in sales on the territory of the Russian Federation, currently listed in Article 149 of the Tax Code. Insofar, it is necessary to:

- exclude or move to other Articles of the Tax Code tax exemptions arising due to the absence of the taxation object;

- significantly reduce the scope of grounds for tax exemptions, retaining only such operations as: financial and insurance services (banking operations, insurance and re-insurance, financial services, etc.); public and quasi-public benefits (health care, education, telecommunications, public transport); services in the field of culture and arts; lotteries and sweepstakes; transactions in real estate (the sale of land plots, buildings, leasing of real estate); not-for-profit activity of not-for-profit organizations and charitable activity;

- retain in Article 149 the exemptions determined by the provisions of effective legislation or the specifics of economic activity.

It is also necessary to incorporate amendments in Article 150, regulating granting of VAT exemptions in importing goods to the territory of the Russian Federation. Insofar, the amendments should be designed at bringing the provisions of Article 150 in compliance with the provisions of Article 149, as well as compliance with international agreements and other specifics of economic activity established by effective legislation.

Our calculations show (Table 44) that, in the event of revocation of the benefits and introduction of a VAT uniform rate, the previous level of VAT revenues may be reached by reducing the tax rate to 16 %.

Table 44

	VAT rate
	20 % + 10 %
	20 %
	18 %
	17 %
	16 %

	Volume of VAT revenues in the conditions of 2002

(Bln rubles)
	712.4
	885.6
	797.0
	752.8
	708.5


Compensation of losses due to the revocation of the road tax

To compensate for revenues upon revocation of the road tax (RT) the excise rate on gasoline, diesel fuel and motor oils should be raised 3-fold (in the prices of 2001).

In recalculation of the proposed rate with the account of the situation of 2003, it is necessary to bear in mind that the excise rates are of specific nature and should be indexed. Given the inflation rate projections of 25 % for 2002-2003, it is necessary to establish the following excise rates for 2003, as shown in column 4 of Table 45.

Insofar, estimated increases of retail prices for car gasoline show that substitution of lost revenues solely by excises on car gasoline, diesel fuel and motor oils will lead to significantly higher prices for these types of fuels (diesel fuel – by 14-22 %, AI-80 by 34-54 % and AI-90 by 41-67 %).

Preliminary calculations under the currently proposed option of reforming the value added tax show, that upon cancellation of the benefits while retaining the tax revenues at the previous level, the VAT rate may be cut to 16 %. In order to compensate for the revenues formerly received from the RT being rescinded together with the revocation of the VAT benefits, the rate of the value added tax should be retained at the previous level (the VAT tax base is not expected to shrink upon increasing the rate, it will only increase due to the revocation of the benefits.). In order to get an opportunity to increase VAT revenues, substantiating this increase by replacing the RT being rescinded, it is necessary to review these draft Laws as a single package in the RF State Duma.

Table 45

	
	Excise rates in 2001, rubles/t
	Excise rates approved for in 2002 rubles/t
	Excise rates in 2003 (indexing of 2002 rates by 13 %) rubles/tт
	Rates which should be established for 2003 to offset lost revenues, rubles/t

	Excises on car gasoline (with octane number up to 80/over 80)
	1350/1850
	1512/2072
	1710/2340
	5000/6875

	Excises on diesel fuel
	550
	612
	690
	2000

	Excises on motor oils
	1500
	1680
	1900
	5500


If the VAT rate is increased with the effective benefits being retained, then, to compensate for lost revenues resulting from RT revocation, the VAT rates of 20 and 10 % should be increased to 25 and 12.5 %, respectively.

Another option to compensate for revenues from VAT envisages more moderate excise increases (by two-, but not three-fold, as proposed under the first option), about half lost revenues upon the RT revocation. Insofar, as estimates show, this option leads to a permissible growth of prices for car gasoline and diesel fuel (about 30 and 10 %, respectively). Given the fact that the excise indexing in 2002 by a two-year inflation (about 25 %), the following excise rates should be accepted for 2003 (see column 3 of Table 46, excise indexing by 2.23 times compared with 2002):

It is expected in this situation that the second half (about RUR 50 bln in 2001) will be collected through other taxes.

This amount may be offset, for example, by increasing the VAT rate by about 2 percentage points (if the benefits are cancelled, the rate will be cut not to16 but to 18 %, which will allow to additionally get about RUR 54 bln).

Another way to offset may be by significantly increasing the rate of the tax on car owners applying a progressive scale (a small tax on cheap cars and a big one – up to U1000 - on expensive ones). According to preliminary estimates, the revenues from this tax may be increased to RUR 30-40 bln per annum (or an earlier proposed option of the car owner tax with a variable rate depending on the car power may be used). It is also possible to introduce additional charges for road use (Euro-vignettes etc.), which will allow to additionally collect about RUR 10 bln 
.

Table 46

	
	Excise rates in 2001, rubles/t
	Excise rates approved for 2002, rubles/t
	Rates for 2003 (indexing of 2002 rates by 13 %) rubles/t
	Rates that should be established for 2003 to offset 50 % of lost revenues, ruble/ t

	Excises on car gasoline (with octane number up to 80/over 80)
	1350/1850
	1512/2072
	1710/2340
	3375/4625

	Excises on diesel fuel
	550
	612
	690
	1375

	Excises on motor oils
	1500
	1680
	1900
	3750


In addition to the options given above, it should be noted that in offsetting the revenues lost as a result of RT revocation by excises and VAT, a redistribution of revenues in favor of the federal budget takes place. So, to retain the proportions of revenues of the federal and regional budgets (the territorial road funds) upon the unchanged ratio of federal and regional roads, it is necessary to revise the mechanisms of allocating the subventions for construction and servicing of roads.

Improving taxation of the profit of organizations

Despite the shifts to neutrality, efficiency and equity of the tax system achieved in Chapter 25 « Tax on of the Profit of Organizations» of the Tax Code adopted by the State Duma, compared with the earlier existing taxation procedure, some problems still remain which need not be resolved immediately but at least to be discussed seriously and, as may be supposed, will be a subject of discussions by economists as well as politicians.

A discussion of the following measure may be proposed, some of which are designed to reduce tax evasion while the others – to cut investment costs:

- taxation of advance payments received (advance payments for goods, works and services). Even under the accrual method, to avoid tax evasion, it is expedient to include most advance payments in the tax base, making exceptions only for advance payments for the products with specific characteristics;

- introducing restrictions on the transfer of funds between the head company and a subsidiary without tax payments, which may be permitted if these funds represent a capital transfer and a relevant adjustment of the number of the shares of the head company in the subsidiary is made;

- limiting the right to chose an accounting policy for tax purposes, providing for impossibility of frequent changes thereof and specifying the procedure for computing a maximal income, under which the choice is permitted;

- reducing or canceling the benefits under financial leasing;

- establishing a uniform procedure for inclusion in the costs of all research and development work, whether producing or not producing results;

- developing the rule of inadequate capitalization, taking into account all indebtedness, but not only indebtedness to foreign individuals;

- removing the restriction on loss carry forward by 30 % of the tax base. The loss should be accepted within the limits of the total generated profit during an established period;

- introducing restrictions on the procedure for forming provisions for doubtful debts and on inclusion of bad debts in cost composition, determining the right to reduce the tax base by the efforts of the taxpayer for debt recovery;

- restricting the right of forming provisions for impairment of securities for securities market professional participants, as well as for forming provisions for warranty repairs and warranty maintenance;

- making more precise the procedure for integration of taxation.

The arguments in favor of the above-cited measures are spelled out in greater detail above, in the section «New chapters of the Tax Code» of this survey, in the subparagraph dealing with the tax on the profit of organizations..

Improving taxation of production of minerals

To further improve taxation in the mineral sector, it will be necessary to start using market prices when calculating tax, as well as to adopt a more flexible approach to taxation of the extraction of minerals. In particular, it will be necessary to develop and adopt respective legal acts and regulations providing for reduced royalty rates to be applied to depleted or hard-to-recover reserves. It would be advisable to make rates of the tax on production of minerals conditional on the extent of depletion of a particular deposit. In the oil sector, it is a share of initial recoverable oil reserves which have already been produced that may be used as an indicator of such depletion. For example, if from 80% to 90% of recoverable oil reserves have been extracted, the tax may be paid at a reduced rate equaling 0.75 of a regular rate, or if the above percentage exceeds 90%, then the tax rate might be 0.5 of the regular rate. Two other coefficients – water content of production and average production rates of an oil well – may also be used as indicators of deposits’ depletion. Reduced rates applied to deposits (licensed subsoil sections) at later stages of their development will encourage more rational use of oil fields as they will result in extracting a larger portion of oil of existing oil reserves. In addition, further development of depleted oil fields will result in additional tax receipts paid to the state budget, including the profit tax, property tax, single social tax, etc.

The enactment of Chapter 26 of the Tax Code means that a newly adopted taxation system in the mineral sector will be based on two components: the tax on production of minerals (royalty) and the profit tax. The above system may be further improved by introducing a special windfall tax (tax on super-profits) in the mineral sector, i.e. the tax on additional income from production of minerals (the «TAI»). This tax may be introduced for new deposits instead of a portion of the tax on production of minerals. TAI will take into account geological and economic conditions of production of hydrocarbons and encourage investment in developing new fields and deposits. In case of very efficient projects, the above tax will ensure that royalty payments to the state budget are paid on the basis of an ascending scale. At the same time, conditions for implementing less efficient projects will become more favorable.

If adopted, TAI would mean the transfer to a new taxation system based on three components: the tax on production of minerals (royalty), the tax on additional income, and the profit tax. Such system will be better since it relies on taxation of revenues to a much greater extent.

There should be another component of the taxation system which will encourage investment and give an opportunity to take into account particular conditions of development of mineral resources. The above component should provide for establishing a special taxation regime for production sharing agreements (PSAs). Such a regime will ensure stable economic and legal conditions for operations of a PSA investor throughout the entire period of implementing a respective PSA project. At the same time, to safeguard the interests of the State, certain restrictions should be established. In particular, laws and regulations should provide for an exhaustive list of costs which may be recovered by an investor out of cost oil (production). It would also be advisable if laws and regulations provided for a maximum annual amount of costs to be recovered when implementing a PSA project. This will ensure that there will be a certain amount of profit oil (production) and that the State will receive revenues even at initial stages of projects’ implementation. One should also address the issue of payment of taxes and other charges under a PSA project in kind, i.e. in the form of a certain portion of produced mineral resources.

However, it would also be advisable to preserve the existing 30% quota of all proved mineral reserves which are allowed to be developed on PSA terms. One should focus on improving the system of state regulation and control over the process of preparing, negotiating and implementing PSA projects. It would also be advisable to keep in place the existing quantitative restrictions relating to the mandatory use of domestic equipment and other inputs, as well as local personnel when implementing a PSA project (there is a 70% quota for equipment and other inputs, and an 80% quota for local employees). The above restrictions will have related positive impact on the economy (an increase in revenues, production growth, and more jobs in related industries).

Improving taxation of agricultural enterprises

All arguments in favor of introducing a single agricultural tax are boiled down to streamlining the procedure for paying tax. However, the need to streamline the above procedure is not an industry-specific requirement. The complex nature of tax reporting usually constitutes grounds for introducing certain simplified procedures for the smaller businesses; it should be noted, however, that most agricultural enterprises do not fall within the above category.

Besides, the newly adopted law makes competitive conditions for the more efficient enterprises worse. Under Article 346(2), agricultural enterprises with an intensive production cycle (poultry plants, stock farms, fur farms, etc.) are excluded from the scope of the above law. This means that taxes due from universal agricultural enterprises producing poultry or pork, for example, will be four times lower than those payable by intensive-production enterprises. Thus, it will be difficult for the latter category to compete. Upon its publishing, the law has already been intensively opposed by the more efficient enterprises.

In view of the foregoing, the scope of the above tax should be limited to small agricultural enterprises with no more than 60 employees and no more than 100 hectares of agricultural lands. Such an amendment to the law will also eliminate the need for the Government of Russia to develop a procedure for deeming agricultural businesses to be enterprises of industrial type.

In addition, it would be advisable to introduce a new tax period of one year for small enterprises which are to start paying the [new] agricultural tax. It would considerably streamline the taxation system for small enterprises.

Prospects for improving taxation of property

Tax on property transferable in conformity with the inheritance and donation procedures should be turned into a federal tax. Just as of today, only transfer of property included into exhaustive lists should be taxed, while tax rates should be differentiated depending on the degree of kinship with the deceased or the donator. A high minimum which shall not be subject to taxation should be provided for with respect to taxable property. As regards regional taxes, tax on property of organizations should be retained (company property tax). The base for the above tax should be adjusted in such a manner that monetary funds, goods in stock and some other accounts of a company recorded in the balance sheet should be exempt from taxation. The tax base should be formed as the sum total of the value of the real estate and fixed assets. We propose to retain the maximum tax rate (in the amount of 2%) within the above range regional legislative bodies will be entitled to establish specific tax rates. The transfer of powers to grant additional tax benefits to territories (with respect to the above tax and other) should be followed by a considerable decrease of benefits linked to these taxes established by federal laws.

In order to rebate the lost income of municipal budgets caused by the stage-by-stage revocation of municipal profit tax, it would become possible to grant the right to increase the tax rate on the property of organizations (company property tax) up to 3 %. It is expected that the company property tax should be replaced by tax on real estate included into the list of local taxes. Integration of land rent and taxes on real estate would bring down considerably costs on administering taxes. At the same time, creation of a single tax real estate cadastre is a major stage in reforming real estate taxation. Rules for compiling the cadastre should be developed and approved at the federal level in order to avoid abuse on the part of regional authorities. The next stage should involve the appraisal of real estate for taxation purposes with the application of methodologies established by law and on the basis of the market value of real estate objects.

Long-term a significant stage will be the transfer to appraisal of property on the basis of the concept of a «single property complex», and inclusion of agencies representing the authorities into the category of taxpayers. Title owners of real estate objects shall be payers of this tax, while the object of taxation will be, at the discretion of regional authorities, land plots, buildings, structures and installations either separately, or as a property complex, with the tax base being determined on the basis of the market value thereof. We propose the maximum tax rate of 2 %. Part of the real estate should be not subject to taxation (property belonging to state power bodies and government, local self-government, budget organizations, and similar categories of property.)

Introductions of this new tax presupposes a huge amount of preparatory work relating to compiling cad asters of land plots and real estate objects, the appraisal thereof, hence the transfer to the above tax will take a long time and will not be introduced simultaneously in the territory of the whole of Russia.

Compensation of losses caused by revocation of the sales tax

Adoption of the new Chapter of the Tax Code on the sales tax does not resolve issues related to compensation of the revenues lost by the RF subjects due to the revocation of this tax as of January 1, 2004. The following options for compensation of losses caused by revocation of the sales tax are currently possible:

1)
Generation of additional revenues as a result of increasing some regional and local taxes, specifically, the company property tax, the individual property tax, the land tax and other taxes.

2)
Given revocation of the sales tax when canceling some exemptions from the payment of the value added tax and cancellation of the preferential 10-% rate of VAT. A reduction of the standard rate of the value added tax is possible with the account of the forthcoming revocation of the sales tax and subsequent compensation of the revenues lost by the budgets of the subjects of the Russian Federation and local budgets through a system of federal financial aid.

Other taxes

In the near future it would seem reasonable to transfer the proceeds of the gambling tax to the budget revenues of the subjects of the Russian Federation, and also pass to the jurisdiction of regional authorities some powers relating to the regulation of the above tax.

The state duty should not undergo serious changes, however, it should incorporate some charges and dues that are now being cancelled. Specifically, there is a proposal to introduce a state fee for the registration of commercial and not-for-profit organizations, registration of amendments incorporated into the founding documents, and services deemed as legally significant which are provided by government agencies (for example, by the Ministry of Justice for registration of property rights) and the State Automobile Inspectorate, including the issuance of state license plates and technical passports, issuance of patents for an invention, a useful model, a production prototype. It would be logical to introduce a state duty (fee) for the registration of bills of exchange and promissory notes, as well as, in view of the revocation of the tax on transactions in securities, for the registration of securities issue prospectuses.

It would seem useful to go over to taxing all purchase and sale transactions at a single rate of 0.2 %.

Until the land tax is replaced by the real estate tax, only general principles of taxation should be provided for, pursuant to which local authorities should determine the procedure for computation and payment of taxes, specific tax rates for land plots (within the range from 0.1 to 2 % of the relevant tax base). Insofar, the tax base is defined as the cadastre value of the land plot. It is proposed to delegate the procedure for determining the cadastre value to the Government of the Russian Federation. We would also recommend to give up the procedure of transferring land tax to the federal budget.

In the coming years – until the real estate tax is introduced – the fiscal role of the tax on the property of individuals should be gain importance, specifically, by way of levying higher rates on prestigious and expensive real estate, application (under certain conditions) of the market value of objects for tax calculation, and factoring in for taxation purposes the price of uncompleted real estate objects. At the same time, the fiscal role of the above tax should enhanced with the account of the progressive nature thereof to prevent possible negative consequences for individuals with moderate incomes.

Among the big number of the formerly applied local taxes, it is proposed to retain tax on advertising, the maximal rate of which may be established as 5 % of the value of advertising services. The significance of this tax as a source for replenishing local budgets should be even greater after the restrictions on the amount of advertising expenditure provided for by the Code within the framework of the profit tax are cancelled.




� Subtractions here are understood mean a form of tax benefits in the terminology used in that version of the chapter’s draft approved after its first reading. 


� Both the economic community in general and entrepreneurs have lately become clearly aware that after the lowering of political risks, the main obstacle to investment financing in the Russian economy is the so-called crisis of confidence in Russian enterprises on the part of potential investors, including both domestic and foreign ones. 


� - Since the solution of this issue seems to be of extreme importance we would like to illustrate it with the following example.  Let us assume  that a certain person who is unwilling to take risks is offered to play a game following the rules described below.  He chooses one side of a coin (heads or tails) Then the coin is tossed and the player gets a ruble, if the upper side of the coin happened to be the one which the player had named before. If that is not the case, he himself has to pay a ruble.  If an individual does not intend to take risks, he will refuse to participate in the game.  In order to make the game appealing for him, the terms of the game should be such that the mathematical expectation of a premium would be positive, moreover, with the bid set the premium should get larger in reverse proportion to his unwillingness to take risks. Assuming that for the participation on the game it will be sufficient for him to get a ruble and fifty kopecks, if he wins, while in case of loss he would have to pay just one ruble..  Now let us go back to taxation. If the tax is 50%, and is fully compensated for in case of loss (the compensation is paid either directly, which, by the way does happen in certain taxation systems, though on agreed conditions, or the losses incurred in the game are summed up with income from other sources, for taxation purposes, or the right is granted to defer losses for the future with the amount of loss subject to indexation).  After taxation the premium will amount to 0,75 rubles, while the loss will equal only 0.5 rubles).  If under the situation the stake is doubled, the premium will amount to 1.5 rubles, and the loss –1 ruble, that is, the same amount as prior to the introduction of the tax.  This option was quite acceptable for him. Thus, the player will double the stake, that is, will increase investments into risky assets.  At the same time, the state will either get an income or incur losses together with the investor and in the same proportion.   Now let us modify the example.  The same tax will be introduced but losses are not compensated by the tax system. This means that if the player wins he will bet just fifty kopeks, in case of loss he will have to pay one ruble. The mathematical expectation of the prize money become negative. It is obvious that an individual who does not intend to take risks will refuse to participate in the game. In terms of the issue considered by us this will imply that part of the investments which could have been made in the absence of taxation, will not be made due to the introduction of a system asymmetric to profits and losses. 


� Only estimated revenues are given in the text, they may be defined more precisely using the data on the tax base.
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