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Ciy klausimui. Pavieniai individai daZniausiai neanalizuoja, kokias pasékmes jy veiksmai
Sukels visuomenei ar aplinkiniams bei mano, jog politika negali pakeisti ar kitaip jtakoti pa-
grindiniy vertybiy.

Lucaso nuomone politiky uzdavinys yra pasistengti pakeisti tradicinj modelj, ignoruo-
Jantj vieSojo ir privataus sektoriy bendradarbiavimo galimybe. Privacgiojo sektoriaus akty-
vumas yra pajégus pralauzti tradicines uzkardas.

Darbe detaliai atskleidziami galimi privataus ir vieSojo sektoriaus sgveikos modeliai.

Rasto darbas baigiamas iSvada,jog Lucaso pasidlyti modeliai yra gana universalds ir
gali bati taikomas ne tik politologijoje bet ir ekonomikoje (pvz. Tiriant ir vertinat verslo cik-
lus), ar taikomas kaip praktiné priemoné kintamumo sgvokai perprasti.
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Summary

The paper is devoted for the problem which is becoming more and more rigid
in Russia and other post-Soviet states. This problem is called thin capitalization
and basically relates to the special rules of deductibility of interest paid or accrued
under the loans to a lender company when its financial position is not very good.

In the majority of the EU states a rules of detecting thin capitalization are well
functioning and are successfully applied by the fiscal institutions. The general
principle of those rules is described in the paper.

INTRODUCTION

This paper is devoted to the tax issue that has become more and more topi-
cal in Russia and other post-soviet countries during last years. The issue is
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called “thin capitalization rules” and basically relates to the special rules of de-
ductibility of interest paid or accrued under the loans to a lender company when
its financial position is not very good.

In most countries of the European Union elaborated and well established
practices of thin capitalization rules application exist, work and are applied by
the tax authorities, though some amendments to the domestic regulatory provi-
sions of these countries were required due to creation of the European Union
(accession to the European Union and singing the EC Treaty as well as joining
the Interest and Royalties Directive1). There were also some disputes between
the taxpayers and tax office which were taken to and resulted in the rulings of
the European Court of Justice on application of thin capitalization rules (e.g.
Bosal and Lankhorst-Hohorst cases and others).

However the said cases relate to not the essence of thin capitalization rules
but rather to non-discriminatory provisions of those countries domestic legisla-
tion and non-restrictive provisions with respect to freedom of movements of
capital; the latter prohibits all restrictions on the movement of capital and on
payments between EU Member States as well as between EU Member States
and third countries. We will not consider these cases in more details but they
clearly show the importance and practical applicability of these issues as well as
the fact that other European countries’ experience should be taken into account
when the other countries just joining the European community elaborate their
domestic tax regulatory provision.

2. DEFINITIONS AND SCOPE OF APPLICATION OF THE THIN
CAPITALIZATION RULES IN RUSSIA

The Russian tax legislation does not contain a clear definition of what “thin
capitalization” itself is. Instead it defines “a controlled debt before a foreign par-
ent organization” and includes the following debt obligations into this definition:

1) An unredeemed debt obligation before a foreign organization that directly
or indirectly owns more than 20% of the charter capital of the Russian
company — borrower;

2) An unredeemed debt obligation before a Russian company which is rec-
ognized affiliated gz)arty of that foreign organization in accordance with
Russian legislation®;

3) An unredeemed debt obligation before any third party in case such for-
eign entity or such its affiliated party gives acts as guarantor or secures
this obligation in any other way.

' Council Directive 2003/49/EC of 3 June 2003 on a common system of taxation
applicable to interest and royalty payments made between associated companies of
different Member States

2 The Law on Protection of Competition
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It should be noted that these rules have been substantially expanded from 1
January 2006; before that only first type of debt obligation fell into the category
of “controlled debt” and such broadening the scope of these rules in fact be-
come an issue for many companies previously structuring their financing flows
through the Russian sister companies.

The “debt obligation” includes credits, commodity and commercial credits,
loans, bank deposits, bank accounts or other borrowings irrespective of the form
these are arranged. Here is a discussion in practice as to whether the advances
received or accounts receivable under regular sale and purchase contract fall
into the calculation of the controlled debt or not. The Russian tax authorities
have not issued any clarifications on this issue as of today and there has been
no relevant court practice that would allow interpreting these provisions of the
Tax code. However it seems that such advances and accounts receivable
should be treated as commercial credits under the civil legislation and entail re-
spective tax consequences.

Another issue that is not directly provided for in the Russian Tax code is
whether a taxpayer should sum up all the controlled debts if these are recog-
nized controlled under the different criteria: for example, a loan from a foreign
parent organization, from a Russian sister company (affiliated party of that for-
eign organization) and a loan from an independent bank guaranteed by the
Russian affiliated party or calculate the debt / equity ratio with respect to each
loan separately. The Ministry of Finance has once issued a clarification on this
matter stating (and which is quite in line with the substance of the law) that all
debts that relate to the same foreign company must be summed up for the pur-
poses of thin capitalization calculations.

It may be noted that the law does not say anything with respect to affiliated
foreign organization which does not have a participation interest in the Russian
borrower. However one can hardly say that it was an intention of the lawmakers
to omit foreign affiliated companies from the thin capitalization rules’ scope. Tak-
ing into account Russian latest trends in court practice and implementation of
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the “substance over form” doctrine we may conclude that structuring borrowings
through the foreign affiliated companies and enjoying this lack in legislation may
be treated as tax aggressive scheme or even tax avoidance.

The other criterion for application of thin capitalization rules is that the debt /
equity ratio of the borrower company is below 3:1. Equity (hereinafter referred to
as the net assets) is calculated as the difference between the company’s assets
and the obligations. In many countries this proportion varies significantly; for in-
stance equity / debt ratio of 1.5: 1 applies in Germany and France, 4: 1 in Den-
mark, 3: 1 in Spain, 8: 1 in Slovenia (though the criteria of recognition of the
controlled debt may also differ in these countries).

Thus, based on the amount of the controlled debt a taxpayer must calculate
the capitalization coefficient which is used for subsequent allocation of the inter-
est payable into deductible and non-deductible for the profits tax purposes.

Controlled debt

Capitalization coefficient =
(Net assets)*(Foreign company participation share)*3

Thus, Russian tax legislation the

Interest accrued

Interest deductible =
Capitalization coefficient

CONSEQUENCES OF THIN CAPITALIZATION RULES APPLICATION

As the result of applying thin capitalization rules to the interest accrued on
the loan obligation a portion of interest will be treated as non-deductible for the
profits tax purposes and be qualified as dividends.

The main reason underlying this approach might be to protect the borrower’s
country budget interests and prevent companies from substitution of equity fi-
nancing with debt financing which is usually more tax efficient (depending on the
tax rates at the borrower and lender companies’ countries). As such, intra-group
debt financing is quite efficient financing instrument only provided that the bor-
rower’s net assets position is stable and the required equity / debt ratio is main-
tained.

In case a debt is recognized a controlled one and a portion of interest should
qualified as dividends the borrower's company must calculate the capitalization
coefficient at the end of each reporting period (which is a quarter) and withhold
tax on dividends at the moment of payment. The withholding tax rate is also a
disputable question in Russia where the tax office believe that these payments
of “deemed dividends” are not real dividends that are subject to Double Tax
Treaty provisions relief and should be taxed at the maximum rate of 20%. How-
ever there are enough arguments to support the position that the reduced with-
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holding tax rates on dividends (5%, 10%, 12%, etc. against the regular 15%
withholding tax rate set for dividend payments by the Russian Tax code) may be
applied by the taxpayer, provided that the duly processed tax residency certifi-
cate of the parent company is available at the borrower at the moment of pay-
ment. The main argument here is that Double Tax Treaties usually say1 that the
term "dividends" as used in the Article 10 of the Double Tax Treaty means any
income from the corporate rights which is subjected to the same taxation treat-
ment as income from shares by the laws of the State of which the company
making the distribution is a resident and the Russian Tax Code provides for
qualification of such payments as dividends.

It is also quite disputable and unclear issue at the moment as to how the thin
cap rules will be applied to the bank / third party loans guaranteed by the parent
company or its Russian affiliated party (this provision was introduced starting
2006 and there is not much practice of application and response from banks first
of all). The bank or other independent lender might not even be aware of the net
assets position of its borrower and might be very surprised if the amount of re-
ceived interest will be reduced by some withholding tax and may impose penal-
ties on the borrower. Therefore it becomes crucial for the companies to make
timely estimation of their net assets position and improve it respectively as well
as include necessary provisions in the loan agreements with third parties.

Such withholding tax will anyway constitute a tax cost for the Group which is
not recoverable. Below is an example of the related tax costs if the thin capitali-
zation rules are applied or not.

For example®, let's assume that RusCo is a 100% subsidiary of GemCo (Germany in-
corporated) with the invested capital of USD 50k and the latter provided a loan to its Rus-
sian subsidiary. The amount of interest accrued in the period amounts to USD 1,000k. Fol-
lowing Russian thin capitalization rules (participation share, net assets position and the
amount of unredeemed debt) we may conclude that 50% of the accrued interest is non-
deductible for tax purposes in Russia.

1) if the thin capitalization rules were non-applicable, the whole USD 1,000k would be
deductible in Russia, 0% withholding tax rate would be applied to the interest pay-
able to the GemCo® and the interest received would be taxed at a regular corporate
tax rate in Germany (i.e. no pre-German taxation will arise).

2) in the described case USD 500k would be taxed in the same course and the other
USD 500k will be taxed at 24% at RusCo and 15% withholding tax rate will be ap-
plied, so the pre-German tax cost for the Group with respect to this loan will
amount to USD 195k which is quite sufficient.

' Article 10 of the Model OECD Convention with respect to taxes on income and on
capital; Article 10 of the Russia — Lithuania Double Tax Treaty

2 This is just an illustration and the domestic German taxation rules were not ad-
dressed here; the ultimate tax cost figures may differ due to different internal tax treatment
of the interest vs. deemed dividends received by GemCo. Lithuanian parent company was
not used here as an example since the Double Tax Treaty between Lithuania and Russia
provides for the 10% withholding tax rate with respect to the interest payable and the ef-
fect might not be so visible when calculating the tax cost.

® Article 11 of the Russia — Germany Double Tax Treaty
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A FEW NOTES ON COMPARISON OF RUSSIAN AND LITHUANIAN THIN
CAPITALIZATION RULES

The Lithuanian thin capitalization rules introduced from 2004 are based upon
a debt/equity ratio 4: 1 against 3: 1 ratio in Russia. However it may be noted that
the Lithuanian rules are not so strict and requires that that the lender (on its own
or with related parties) directly or indirectly owns more than 50 percent of the
shares in a Lithuanian entity, i.e. when the real control may be exercised.

Another substantial difference is that the Lithuanian thin capitalization rules
cover both resident and non-resident shareholders while Russian rules relate to
non-resident shareholders only. Clearly, Lithuanian rules are here better aimed
at ensuring the equality of tax treatment between national and cross-border
transactions which is in line with the EU rules.”

And one more very important difference is that the Lithuanian thin capitaliza-
tion rules will not be applied if a Lithuanian borrower proves that loan is taken on
arms-length basis conditions, i.e. the same conditions would be available under
the loan agreements with independent parties. Russian legislation does not
make any reference to the terms of the loan agreements (whether these are
market ones or not) and will treat a part of the payable interest as deemed prof-
its distribution once the allowed debt / equity ratio is exceeded.

Obviously, some more distinctions in the thin capitalization rules may be
found and considered (what is included into the unredeemed controlled debt
amount, moment of the withholding tax base determination, etc.); however these
are rather specific ones and might need to be addressed when the intra-group
financing structure is being elaborated in practice.

CONCLUSIONS

The main purpose of the above paper is to make you aware of influence of
thin capitalization rules on choice of one before another financing structure for a
group of companies if you take part in such project, to be aware that the cost of
the financing structure may increase significantly if the capitalization require-
ments are not met.

This is not a detailed comparative study which | believe may be not needed
from a practical standpoint — the legislation and rules of each country involved
must be duly considered and addressed if you take part in a financing structur-
ing projects. The aim is to make a general overview of the rules currently ap-
plied in Russia and also to raise some problematic issues that are specific for
the country but will nevertheless become an issue for a group of companies
should it decide to set up business in Russia.

Russian tax legislation is still often ambiguous and it might be recommended
to think over potential changes aimed at for example following points (based on
other countries experience):

' The Interest and Royalties Directive 2003/49/EC of 3 June 2003
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e setting up equal conditions for the purely Russian group of companies and
that ones with the holding companies located outside Russia;

e non-application of the thin capitalization rules to the loans provided on
arms-length basis (market conditions);

e setting up a threshold for the amounts of interest payable (application of
thin capitalization rules if the amount of interest exceeds this threshold
which would allow the companies who had to make some small borrow-
ings to avoid excessive administrative burden — withholding procedures,
specific tax filings, etc.)
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Santrauka

Rasto darbe aptarima Rusijoje ir kituose postsovietinése valstybése vis aktualesne
tampanti mokeséiy sistemos problema, vadinama nepakankama kapitalizacija. Sios pro-
blemos esmé: pajamy, skolininko gauty ar iSmokéty pagal paskolas,kai pastarojo finansi-
né baklé néra itin gera,apskaiciavimas.

Daugelyje Europos Sajungos valstybiy nepakankamos kapitalizacijos nustaymo tai-
syklés efektyviai veikia bei yra taikomos valstybiniy mokestiniy institucijy,taip pat formuo-
jasi ir vieningi visai Europos Sgjungai nepakankamos kapitalizacijos nustaymo standar-
tai,placiau aptariami Siame rasto darbe.



