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The end of 2005 is nearing and it’s time to look at

which new tax rules will come into force in 2006

and how they will impact businesses – and which

preparations businesses can make to meet new

legislative requirements. This article will focus

on changes in the Russian profits tax and VAT

rules, which will come into effect in 2006.

Corporate Profits Tax

After several years of waiting, certain technical

amendments were finally incorporated into the Tax

Code. Most of these changes become effective

in 2006 and, by and large, will have positive – or

at least neutral – effects on taxpayers:

! Taxpayers now have the right to deduct imme-

diately 10 percent of the initial value of a fixed

asset upon purchase or construction of that

asset. Inseparable leasehold improvements

made by a tenant (e.g., fitout costs) into its

landlord’s property can now be amortized by

the tenant.

! A list of direct expenses is now available and

can be determined by a taxpayer; service com-

panies no longer need to account for work in

progress and are allowed to deduct immediately

from taxes their expenses.

! A list of supporting documents has been

broadened, allowing businesses to use docu-

ments made in accordance with legislation or

business practices of foreign countries to sup-

port tax deductions in Russia.

! R&D expenses (both successful and unsuccess-

ful) now may be fully deductible within two years

(instead of three and 70 percent limitation for

unsuccessful R&D).

! A list of tax deductible expenses has been ex-

panded to include bonuses paid to customers

and lessor’s costs on acquisition of leased as-

sets accounted for on the balance sheet of

the lessee.

! Starting in 2006, the limit for utilizing tax loss

carry forward is increased from 30 percent to

50 percent, and starting in 2007 the limit is en-

tirely removed.

Unfortunately, there are disadvantageous changes

as well:

! The changes make it more difficult for compa-

nies to pass the thin capitalization test starting in

2006. These changes need to be taken into ac-

count now to decide how to structure debt fi-

nancing for 2006 projects.

! Rules for charter capital contribution completely

phase out the possibility of tax-free step up in

the basis of contributed property.

! Only debts related to the sale of goods, works,

or services may be included for tax purposes

(before, any debts could be included).

! The income tax on dividends to Russian compa-

nies and individuals is now 9 percent (was 6 per-

cent).

VAT

Most of the changes in VAT rules take effect at

the beginning of 2006. Similar to the profits tax

changes, most of these changes are either neutral

or positive. However, there are clearly adverse

changes, too. Neutral or positive changes include:

! A cash basis may no longer be applied for VAT

purposes, a practice now in line with European

norms. All taxpayers will be required to account

for output VAT on the day when a supply (deli-

very) is made or when payment from customers

is received, whichever is earlier

! Symmetrically, input VAT can be offset on

an accrual basis. The new accrual rules should

be neutral for most industries. At the same time,

the new accrual rules are not detailed and

clearly require fur-

ther fine tuning.

For example, treat-

ment of bad debts
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is not addressed in the new accrual rules,

leaving room for potential disputes. In view of

the forthcoming switch to the accrual regime, tax-

payers need to consider how to manage the tran-

sition period and discuss the impact of the ac-

crual regime with suppliers and customers.

! VAT incurred on capital construction can now be

claimed as input credit immediately after work

has been performed and billed by the contrac-

tor.

! The place of supply rule is expanded to

the supply of services, which are considered

as being provided at the place of economic ac-

tivity of the buyer, including: services related

to creating software and databases and their

installment and modification, marketing ser-

vices and provision of nonexclusive rights

on trademarks, licenses, patents and other

similar rights.

Among the adverse changes, are the following:

! Input VAT previously offset shall be reversed

in the cases of charter capital contributions of

an asset, use of an asset in a non-VAT applica-

ble activity and some other cases. The amount

of reversed input VAT is expensed for profits tax

purposes. New rules on VAT reversal rules may

limit significantly the amount of reclaimable VAT

for many businesses. Furthermore, the new

rules should significantly increase compliance

costs.

! From Jan. 1, 2007, under barter transactions

as well as on mutual settlements and payments

by securities, the buyer should pay the amount

of VAT to the seller separately in cash.

Combined, these changes are the most sizeable

one-time changes in tax rules seen since the intro-

duction of VAT and profits tax chapters of the Tax

Code. �
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Azerbaijan

Azerbaijan’s oil and gas industry is historically

considered to be one of the most strategic and im-

portant sectors of the domestic economy. The re-

venue generated constitutes a major share of

the country’s budget. In terms of experience in ap-

plying the PSA regime to the oil and gas industry,

Azerbaijan is a world leader. There are more

than 20 PSAs between the State Oil Company of

the Republic of Azerbaijan and well known foreign

oil and gas companies. In contrast to the practice

in other CIS countries, each signed PSA has

the status of law and prevails over conflicting stat-

utory tax legislation. The PSA regime offers maxi-

mum protection against future adverse changes

in the investment regime and therefore, plays

a significant role in fostering the development of

the domestic economy.

PSAs in Azerbaijan stipulate special taxation rules

for foreign subcontractors working under a PSA.

In accordance with the tax legislation, PSA con-

tracting parties are subject only to profits tax and

social security contributions with respect to local

employees and are exempt from all other taxes,

including mineral tax. The following rules apply

to PSA participants:

! Profits Tax: Under a PSA, contractor parties

carrying out business in Azerbaijan in connec-

tion with petroleum operations are subject to

a tax on profits. The profit tax rate is negotiated and

varies from 25% to 32%, depending on the PSA.

The PSA provides de-tailed definitions of each

item of income and deductible expense and,

therefore, shows a clear mechanism for profit

and loss accounting. Losses incurred by con-

tracting par-ties which are subject to the provi-


