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Effect of new Russian CFC Rules on
choice of trusts vs. foundations




Absence of trust regulation in Russia (1)

» Russia is a civil law country: no concept of
beneficial ownership (but beneficiary concept
evolved and recently introduced in statutes);

» Any assets owned by trustees are treated as
trustees’ property;

» No specific regulations on Trusts in the RF
legislation until enactment of new CFC rules
as of January 1, 2015;

» New CFC rules on Trusts apply currently for
tax purposes only.



Absence of trust regulation in Russia (2)

» Russia does not participate in Convention on
the Law applicable to trusts and on their
recognition (concluded in Hague on the 1st of
July, 1985);

» The RF Legislation doesn’t define “Trust” and
this term is only mentioned in CFC context;

» According to art. 209 RF CC transfer of
property into trust management doesn’t entail
transfer of title to a trust manager (different
from trustee under common law).



Russian CFC rules

—From January 1, 2015, Russian tax residents
controlling foreign company or foreign
structure (trust, foundation) are liable to pay
iIncome tax in Russia.

— Foreign  entities may  themselves Dbe
recognized Russian tax residents if their seat
of management is in Russia.

—Tax residents shall report on participation in
foreign organizations and on CFCs.



Controlled Foreign Structures
(p- 2 art. 11, p. 2 art. 25.13 RF Tax Code)

« Is not a legal entity (trust, fund,
partnership, etc.);

« Is established under a foreign
legislation;

- Is entitled to carry out income
generating activity;

» Is controlled by a RF tax resident.




Historical Facts on enactment of CFC

rules

v’ Initial Draft CFC
mention trusts as C

v RF MinFin original

for trusts

Law did not specifically
-Cs;
y planned to distinguish

between “bad” and “good” trusts (this plan
was never implemented);

v MinFin’s limited view on role of Settlor and

relinquishing of ties

with trust assets;

v Bona-fide irrevocable and discretionary trusts
shall not fall under CFC rules (subject to

certain criteria).



Criteria for considering a trust
as a CFC

(p- 7, p- 9 art. 25.13 RF Tax Code)

v Settlor shall be generally treated as
controlling person of trust (unless the Settlor
rebuts this presumption);

v Current Notification requirements call for
disclosure of Trust only upon foundation;

v "Economical” Settlor vs. Legal Settlor under
banking practice;

v Further role of Settlor and exclusions.



Criteria for considering a trust
as a CFC

(p- 10 art. 25.13 RF Tax Code)

Settlor of the trust shall not be treated as a controlling person of the trust

if:

1. he is not entitled to receive (to demand) direct or indirect income of the
trust in whole or in part;

2. he is not entitled to dispose of income of the trust in whole or part;

3. he has not reserved ownership rights to the assets transferred to the
trust (property is transferred under irrevocability conditions) i.e. settlor
is not entitled to gain the ownership rights to any assets of the trust
throughout the entire period of its existence, as well as in case of its
dissolution (liquidation, termination of the contract);

4. he is not the one who controls the trust.
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Discretionary trusts and CFC rules

Discretionary trust:

« Settlor transfers assets to trust to be
managed by a foreign trustee;

« Settlor is not a beneficiary;

 Trustees (not settlor) manages the trust in
favor of beneficiaries (Russian tax resident).

Discretionary trust can qualify as Structure
but not always as CFC
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Foreign Foundations
and CFC rules

Foundation:

+ A legal entity under relevant legislation;
 Founder establishes a foundation;

« Founder is not a beneficiary;

« Foundation council (not founder) manages the
foundation in favor of beneficiary (RF tax
resident).

Foundation by default is not a Structure
but can be treated as CFC




CFC Legislation in Progress (1)

CFC Legislation significantly amended in February 2016
(Federal law as of 15.02.2016 N 32-F2):

» Notification on foreign structures only upon
foundation (other criteria dropped);

» No formal requirement on notification on trust even if

beneficiary is entitled to distributions (but didn’t act
as settlor)

» Profits of Structures can be reduced by distributions
made to other beneficiaries (non-controlling);




CFC Legislation in Progress (2)

» Contributions made by the close relatives of
Structure shall not constitute profits of

Structure;

» Deadlines for notifications on participation in
CFC’s will be extended to 3 months (now 1);

» Controlling qualifying person who cumulatively
control CFC (from 10 to 50% of CAC) are still
required to notify on CFC and pay RF tax.



CFC Legislation in Progress (3)

» benefits of tax-free liquidations of CFC
extended until 01.01.2018 and shall apply to
all shareholders (resolution on such liquidation
to be made before 01.01.2017);

» Auditors report (without qualifications) can be
used for determination of profits of CFC from
non-treaty countries (previously Russian
accounting standards shall used by such
CFCs);



Understanding of real benefits and
risks of trust structures




Why do Russians use trusts and
foundations?
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Trusts vs Foundations for Russians (1)

 Russia has not ratified Convention on the Law
applicable to trusts and on their recognition
(concluded in Hague on the 1st of July, 1985);

 Trustees would be treated as registered
owners of trust assets;

 Foundation as legal entity is more clear to
Russian Clients and to Russian authorities and
shall be treated as only owner of it's assets;

« Beneficiaries will not be treated as formal
owners of assets



Trusts vs Foundations for Russians (2)

« RF Tax Code distinguishes between Russian
and non-Russian sourced income;

 Broad interpretation of controlling persons -
tax authorities will not "miss a chance” to
recognize person as controlling;

 Currency control restrictions - RF currency
residents are not able to credit funds received
from trust/foundation to their accounts held in
foreign bank (art. 12 RF Federal law as of
10.12.2003 N 173-F2).



Increased application by Russian
courts of corporate veil piercing and
potential effect on trusts




Beneficiaries in RF legislation (1)

= Rights of Trust/foundation beneficiaries
are not considered by RF legislation as
“property” or ‘assets’ - in case of
divorce and marital property division.

= [ssues on protection of beneficiaries
interests and their personal risks to be
managed over time as this sphere is

constantly evolving.



Beneficiaries in RF legislation (2)

= Important: CFC rules, tax regulations
(e.g. re beneficiaries of tax benefits)
and other reqgulations (RF mass media
foreign control prohibition, bill re agri
land plots foreign ownership restriction)
start to use term "beneficiary”.




“Shadow director” in RF legislation

Art. 53.1 RF CC reqgulates liability of
person who has the actual power to
control legal entity’s activity.

Such person:
i. shall act reasonably and in good faith;

ii. May be liable for damages caused by
his acts or omissions (e.g. to creditors
of the company).



Case study - Substance over form

The RF Supreme Court Ruling on the case No.
A40-138879/2014 dated 14.01.2016:

= Russian company cannot deduct trademark
royalties paid to its Luxembourg parent
company via Netherlands intermediary
company because the Russian company was
“deemed as a representative office” of the

parent company.



Trusts for succession planning upon
change of generations




RF succession legislation

v’ Succession by operation of law;
v' Succession under a will.

Usually under Russian law succession is a direct
transfer of property.

There are no complex structuring mechanisms
to protect inexperienced heirs.



Case study — no succession planning

Wealthy person Will

Successors
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Potential disadvantages

v Redeployment of funds — removal out of
client’s business;

v Conservative and long-term investing;

v Beneficiaries may change their resident
statuses;

v Alterations in the economic situation,
etc.



Case study

« Wealthy person
wanted to establish
structures for his ex-
wife and children;

« After advising with
counsels he decided
not to establish trust
/ foundation because
in that case he loses
capability to take
investment decisions.

w

Wealthy person
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Creditor’s claims against Russian
assets behind trusts structures:
lessons to learn




Key recommendations

Trusts and other similar agreements (e.q.
agreement on nominal share holding) are
not recognized by the RF legislation.

Recommendations to protect assets are:
v’ Lack of formalized control of trust;

v Availability of trust business goal;

v' Strong evidence basis.



Case study - trust while divorce

« Major assets of

Vladimir Potanin
were held by trusts;
Upon divorce

proceedings in RF
assets held by
trustees were not

included in
communal property;
All  other assets
were divided
equally.
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Case study - lack of formalized control
of assets

« Wealthy person’s
assets were held by
off-shore companies;

During divorce
proceedings in Russia
ex-wife couldn’t
present sufficient
evidence of wealthy
person being
beneficiary and

owner of assets.
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