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INTRODUCTION
Basic terms and definitions

Tax systems of different countries include taxes accrued on the basis of simplified
accounting, or using indirect methods of tax liability assessment. In the English-speaking
countries the tax payments of such kind are called presumptive taxes. The totality of the
said taxes, ways and methods for their accrual comprises the special tax treatment within the
national taxation system labelled with the term presumptive taxation. This notion
incorporates also methods of monitoring or adjustment of liabilities related to the payment
of regular taxes (i.e. belonging to the general taxation treatment) alternative to the accrual
on the basis of the taxpayer’s financial statements.

Meanwhile, respective notions and terms are missing from the Russian tax law'. The
word “presumptive’ in English points at the legal origin of the term and means that there
are reasonable presumptions about the taxable income of the taxpayer. However, the literal
translation of the term into Russian is not exactly suitable for operating it as a taxation

*
term .

Purpose and scope of presumptive taxation

The ability of the tax system to adequately perform its functions is to a large extent
determined by its correspondence to the economic environment along with certain
principles and requirements. Specifically, tax burden should be fairly distributed among all
the economic entities depending on their taxable capacity. The implementation of this
principle is, however, hampered by the informal (unregistered) economic activity and active
tax evasion by a significant part of the taxpayers.

Another problem and, simultaneously, an important task of the state is the

establishment of the economic environment favouring all kinds of socially useful

" In Russia, the following taxes attributable to presumptive taxes and designated as a special tax
treatment scheme are applied: simplified taxation system (single tax collected in connection with the
application of the simplified taxation, accounting and reporting system); taxation in the from of single
tax on imputed income for some activities; single agricultural tax. It should be noted that some tax
payments that in terms of the method of assessment and functional purpose correspond to presumptive
taxes, are traditionally considered a part of the general system of taxation and usually not viewed in
the context of special treatment. In a more general sense, the taxes on gambling business, transport
tax, natural persons’ property tax, a number of fees for using natural resources as well as specific and
combined customs duties can be considered as belonging to presumptive taxes.



entrepreneurship. Special support should be received by small enterprise and self-employed
single entrepreneurs.

Meanwhile, tax systems of the majority of countries were meant from the beginning
for targeting large and medium-size companies with the highest level of “budget efficiency”
from the point of view of tax administration. As a results, small business as a rule finds
unacceptable the costs and difficulties associated with the accountancy and submission of
statements in accordance with the general tax treatment.

The above issues constitute the major reasons for the application of presumptive
taxation. Special treatment schemes and methods for the assessment of tax liabilities are to a
larger extent taking into account the particular features of specific groups of economic
entities compared to the general tax treatment. Presumptive taxation employs relatively
simple rules for the accrual and payment of taxes for those economic operators, which often
avoid regular taxation.

Substantial for the configuration and functioning of the tax system are the factors
reflected in such indicators as relative size of shadow economy, corruption level (also
within tax authorities)® and consent of the taxpayers to observe the tax law. Comparative
analysis by macro-regions shows also that the results of the application of similar schemes
of presumptive taxation depend to a large extent on the socio-cultural and general economic
environment.

The largest scale of informal economic activity and tax evasion is found in the
developing countries of Africa and Latin America and for the majority of countries with
economy in transition. Respectively, presumptive taxes became most wide-spread in the
developing African and Latin American countries. Over the last decade they have also been
applied in the countries with economy in transition.

Developed countries, in the framework of the long-term strategy aimed at the
promotion of taxation on the basis of financial accounting are gradually restricting the
application of special tax treatment. At the same time, the methods of indirect assessment of
tax liabilities are increasingly applied in the developed world.

For the purposes of advancing the Russian tax system, the experience of presumptive

taxation in the developing and transition economy countries is of no smaller value than the

? Relative size of the “shadow economy” is directly linked to the level of corruption. Firstly, the
corruption sector as such is a part of the illegal component of the “shadow economy”. Besides, the
bribing of officials usually takes place at the expense of the funds “spared” on taxes.



one of the countries with developed free-market economy’. It is also necessary to take
account of the effective tax treatment (both general and special one) in Russia’s neighbour

countries for the purposes of establishing the common economic space of the CIS.

Contents and structure of the paper

The first section describes the types and methods of presumptive taxation described for
the most part from the point of view of their legal aspects. The type and methods of taxation
are divided with regard to: endowment or non-endowment of the taxpayer with the right to
contest tax assessment; the degree of the freedom of tax authorities to act at their discretion
while assessing the tax liabilities.

The second section describes major kinds of presumptive taxes.

The classification chosen to characterise the presumptive taxes reflects the assessment
method, basic functional purpose and scope of application of those taxes. The classification
approach chosen in this paper requires some explanations.

Smplified taxes are the taxes where simplified accounting and reporting forms are
used for computation of the taxable base and collection of the tax. The taxable base for the
simplified taxes is usually represented by the indicators of turnover, value of assets and
results of the economic activity.

Imputed taxes are in their majority the taxes on imputed income. As a rule, they are
based on the assessment of the return of the production factors. In the most simple version
(for example, in the event of patent tax) this can be an average assessment of profitability
for a certain type of entrepreneurship not associated directly with accrual procedures for
specific economic entities.

It might be hard, however, to identify in the tax practices of different countries the
simplified and imputed taxes in the pure form. In many cases, special treatment consist of a
combination of various types of presumptive taxes®. Therefore, the classification of taxes

presented in this paper is somewhat relative.

3 One can refer here to the fact that the reform of the tax systems in the developing countries (that took
place mostly in the ‘80s and ‘90s) and countries with economy in transition was performed with
involvement and following the recommendations of the experts from the developed countries and
international organisations (in particular, IMF and World Bank).

* For example, under the Russian simplified system the taxpayer who uses the income reduced by the
amount of expenditures as the taxation basis, is obliged to pay minimum tax in the event the amount of
tax accrued under the general procedure is smaller than the accrued amount of minimum tax. The
amount of minimum tax is determined as 1% of the taxable base, i.e. income.



Thus, the first group includes taxes, which are mostly attributed to the category of
simplified taxes. The second group includes the French forfeit system. The third group
includes presumptive taxes, of which the majority are imputed taxes. The fourth group is
meant to single out patent taxation.

The four latter groups of the tax payments are applied for the most part to small
business entities. The major purpose of their application consists in making easier the
market entry conditions and inclusion in the legal economic activity of as many small
business operators as possible.

The fifth group is composed of the presumptive minimum taxes, applied to different
size economic operators.

The sixth group includes presumptive taxes withheld at source (withholding taxes),
comprising a kind of minimum taxes, but having their own functional destination and scope.

The seventh group views the presumptive taxes on imports, which differ due to their
scope of application. The destination of the latter two kinds of presumptive taxes with
regard to small business is same as with the taxes of the first four groups. On the contrary,
the application of minimum taxes to medium and large businesses is aimed at preventing the
understatement of tax liabilities on “regular” taxes.

The presumptive taxes effective in different countries are covered only briefly in this
paper. However, some taxes are examined fairly thoroughly as a case study. One should
remember that national tax systems are regularly changing and therefore some data from the
sources quoted could have become outdated by now.

The third section features the description of presumptive taxation methods based on
the indirect assessment of the taxable base of economic operators, which are in effect within
the general tax treatment framework. Those methods are directed for the most part at
fighting the tax evasion in the form of understatement of tax liabilities on the part of large

and medium enterprises.

The Conclusions contain findings and reflections about the relevance and prospects for

Russia of applying certain kinds and methods of presumptive taxation.



1. Types and basic methods of presumptive taxation
1.1. Rebuttable vs. irrebuttable taxation

The rebuttability as regards presumptive taxation involves for the taxpayer the
opportunity to justify that his tax liability accrued on the basis of general taxation rules is
smaller than the one calculated under the conditions of special treatment. In other words,
the taxpayer can arrange the reduction of his tax liabilities with the tax authorities in the
framework of an administrative procedure.

The irrebuttability means that that taxpayer cannot contest his liability on the basis of
proving his actual income. Thus, irrebutable taxation imposes restrictions on the rights of
the taxpayer under special treatment. Therefore, the application of irrebutable taxation
requires a greater precision in terms of legislative determination of the procedure for
application and accrual of the tax.

Depending on the degree of rebuttability, mixed types of taxation can also be
introduced. For example, the Russian system of simplified taxation and the French forfait
system are rebuttable in the sense that the taxpayer has a right to choose between special
treatment and general taxation procedure. However, if the Russian or French taxpayer (as a
result of negotiations with the tax inspector) chose special treatment, the tax becomes
irrebutable.

The need for rebuttability of taxation can also arise in the event of general tax
treatment, when the taxpayer is not submitting a declaration or there exist reasons to assume
that the data he submitted is not adequate. In such cases the law usually allows the tax
authorities to apply indirect methods for assessing the taxpayer’s income. Because the
application of indirect methods is meant for determining the actual income, the taxpayer is
endowed with the right to submit the data contesting the assessment made be the tax
authorities. The resolution of dispute between the taxpayer and tax authorities applying
indirect methods of determining the tax liabilities on regular taxes is made in court rather
than by an administrative procedure.

The countries where irrebutable presumptive taxes have been introduced witnessed a
large number of lawsuits. Therefore, the establishment of the rebuttable type of presumptive
taxation increases the degree of its acceptance by taxpayers and reduces the respective legal

and court costs [14]. Rebuttable taxation encourages small enterprises to conduct



accounting. In this context, the presumptive tax rates can be set at relatively higher level,
since the tax liabilities of some taxpayers which were found excessive can be adjusted.
At he same time, the experience of African countries shows that rebuttable taxation

can facilitate the spread of corruption in tax and court authorities.

1.2. Minimum vs. exclusive presumptive taxation

Irrebuttable presumptive taxes can be, in turn, divided into two subcategories:
presumptive minimum taxes’ and exclusive taxes.

Presumptive minimum tax establishes a tax liability that cannot be smaller than the
liability established according to the rules of presumptive taxation.

Presumptive exclusive tax establishes a tax liability exclusively on the basis of the
rules of presumptive taxation, even if even if application of the general taxation rules may
lead to higher tax liabilities.

As an example of the presumptive exclusive tax can serve agricultural tax, the basis of

which is determined only by the value of the land, regardless of the actual crop yields.

Because tax liabilities do not depend on the actual income, an exclusive tax
encourages the efforts of the taxpayer to earn extra income. In other words, such tax does
not affect the taxpayers’ marginal yield. Exclusive taxes are very similar to non-distorting
lump-sum taxation. Stimulating effect of the tax depends on the factors used for the
assessment of marginal yield. Such effect will be smallest if the supply of factors in not
elastic (e.g., land is namely such a factor).

In fact, presumptive exclusive tax is the tax on the accountable factors, rather than a
tax on the income. However, it can be compared to the tax on potential income, if
production factors are taken into account, or profit tax, if it is assessed on the basis of the
lifestyle.

The exclusive presumptive taxes are relatively simple in comparison with minimum
presumptive taxes because the latter require assessment and comparison of the two taxable
bases. At the same time, the drawback of the presumptive taxation is the frequent violation
of the principle of fair taxation. Thus, the taxpayers who differ significantly in terms of the

actual income, are charged identical amounts, if they have an identical taxable base.

> Presumptive minimum taxes on the basis of different criteria (see Introduction) are discussed in Section
2 of the paper. The “legal” subcategory of minimum taxes described here corresponds to the “functional”
“subcategory” described in Section 2, i.e. alternative minimum taxes.



1.3. Mechanical vs. discretionary method of presumptive taxation

One can also identify two methods of presumptive taxation on the basis of the degree
of freedom (discretion) provided to the tax authorities for the definition of tax liabilities:
formal (or mechanical) methods and discretionary methods.

In case of the mechanical methods of presumptive taxation tax liabilities are
determined in accordance with the preliminarily set rules.

Discretionary methods of presumptive taxation imply high degree of freedom of the

tax authorities when determining tax liabilities.

Discretionary methods are, as a rule, rebuttable, since otherwise the tax authorities
would get too broad opportunities for arbitrary actions.

Mechanical methods can be both rebuttable or irrebuttable. In some cases the method
can be mechanical and irrebutable, however, the tax authorities can be free to apply or not
apply it upon their discretion.

There are shortcomings to both mechanical and discretionary presumptive taxation
methods. The application of discretionary methods creates pre-conditions for corruption.
Mechanical methods can lead to excessive taxation, since they do not take into account the
specific circumstances of individual taxpayers. Generally speaking, in the case of limited

administrative resources is appropriate to use formal methods of presumptive taxation.

2. MAJOR KINDS OF PRESUMPTIVE TAXES
2.1. Simplified taxes

The simplified presumptive taxes do not require complex financial accounting and are
simple enough for the taxpayers and tax administration. These taxes replace completely or
partially all the taxes paid under the general tax treatment. Simplified taxes are most widely
spread in the African countries. In the recent years they have also been introduced in the
countries with economy in transition.

The taxable base for simplified taxes is composed of the approximate estimates of
various indicators of income or results of the economic activities calculated on the basis of
simplified schemes. The criteria that should be met to be able apply the simplified taxation,
as a rule, include the upper limits (thresholds) with respect to the taxable indicators and

number of employees. The lower limits can also be set, in the framework of which the



favourable or zero rate of simplified tax (exemption limit) can be applied. The scale of tax

rates can be graded depending on the value of the applied indicators.

For example, in Lithuania the simplified taxation can be upon their option chosen by
small enterprises with gross income of not more than 100 thousand lits (US$ 26 thousand)
per year.

In Romania micro-enterprises with the number of workforce up to 10 persons and
gross annual income up to 100 thousand Euros pay tax collected from the gross income at
the rate of 1,5%.

In Albania for micro-enterprises with the annual turnover of up to 2 million leks
(US$14,000) a fixed rate is applied. Small enterprises with the annual turnover of 2-8
million leks pay the single tax at the rate of 4% of the turnover [5].

The majority of countries with simplified tax treatment are like Russia using the tax
rates which are common for all kinds of the entrepreneurship. Such approach does not take
into account the fact that profit margins may differ significantly by sector. Therefore, in
some countries the established rates are differentiated by the kind, scale and sector of
entrepreneurship.

In Kyrgyzstan, in 2002 the simplified taxation system set the rates of 5% and 10%
depending on the annual receipts and type of business. The draft of the new Kyrgyz Tax
Code provides for differentiated rates from 3% to 10% depending on the kind of activity and
limitation on gross receipts up to the amount of 5 million soms per year. Simplified tax, in
particular, replaces the payment by entities of the profit tax and motorway usage tax, while
for the individuals it replaces income tax (with the exception of the income tax withheld
from hired wage earners).

In Uzbekistan the single tax on gross income has been introduced since 1998 with
respect to the gross income of wholesale trading companies at the rate of 3-5%, and for
catering businesses at the rate of 7%-10 %. The rates depend on the location of the
company. The single tax replaces the profit tax, VAT, real estate tax, land tax and some
other taxes.

In some countries a relatively high degree of differentiation of the taxpayers in the
framework of simplified taxation is envisaged.

In Brazil, for instance, the simplified taxation at the rates of 3% to 7% is applied

depending on the annual gross revenue. The criteria to recognise the taxpayer as a micro-

10



enterprise is also its gross revenue. The annual income of a micro-enterprise should not
exceed 120 thousand reals, while of a small enterprise - 720 thousand reals. Still other
criteria and restrictions may feature the following indicators:

- form of ownership;

- the kind of activity and provided services °;

- participation in the authorised capital of the company of certain persons (foreign
citizens and legal entities; companies co-owned by a public institution) and
participation of the company in the authorised capital of other legal entities;

- effecting of export and import transactions;

- presence of accounts receivable with respect to obligatory payments including social
insurance;

- exceeding by the owner of the threshold value of the total revenue for the company
and participation in other companies.

In Mexico, simplified tax treatment based on cash flow has been introduced in 1991
for a number of sectors (agriculture and forestry, fisheries, transport) and small
entrepreneurship. Automatic (without need for justification) deductions reduced the taxable
base by 15% for freight transport, by 10% for tourism transport and by 60% for the urban
public transportation. Besides, the simplified tax treatment sets zero tax rate for numerous
small-size taxpayers. The share o sectors that used simplified treatment made 16,3 % of the
GDP, however, in terms of the tax proceeds going to the public budget their share made
only 0,022 % of the GDP.

The main purpose of the simplified treatment was easier tax administration, while the
analysis of the possible consequences did not take place. In Mexico it is considered that the
introduction of the simplified treatment provided a sufficient support to the respective
sectors. Nevertheless, it was hard to cancel the practice of “free distribution of preferences”.
The main benefits were obtained by the transport companies, which defended persistently
their preferences and in response to their lifting could have suspended the entire transport
communication in the country ([2], p.44-45).

In Armenia the tax on small enterprises covers three types of businesses: tradesmen
pay 4% of the revenues; food suppliers pay 7%; for other types of commercial undertakings
the rate is 7% if the revenues are up to 30 million drams and 12% if that threshold is

exceeded [5].

6 Special treatment does not cover credit and financial, insurance, leasing, investment and security
companies; the companies involved in transactions with securities, currency, real estate, providing the
services of a stock-broker, trade representative, medical doctor, dentist, etc.

11



In Kazakhstan the simplified tax on gross revenues is established for natural persons
at the rate from 4% to 11% and from 5% to 13% for legal entities. As a rule, the simplified
taxation systems do not make distinction between natural and legal entities. Therefore,
Special tax Treatment Based on Simplified Accounting that introduced in Kazakhstan the
tax rates that are not only progressive, but also different for natural and legal persons, is
rather unique [5].

It might be useful to look more thoroughly into the application of simplified tax
treatment in France and Ukraine. In France, special tax treatment schemes have been
applied for many decades and became a base model for many countries. Ukraine, in turn,
like many other countries with economies in transition, is in the process of the establishment
of national tax system and initial shaping of special tax treatment schemes. At the same
time, Ukraine is different from other Eastern European countries in the sense of greater
variety of presumptive taxes.

In France at the moment the system is effective whereby several options for
simplified taxation are offered. The eligibility for the specific version depends on the
taxpayer’s turnover.

The taxpayers, who enjoy the right for special treatment as micro-businesses should
meet the following requirements:

Annual turnover (excluding VAT) does not exceed:
- 500 thousand FF for commerce;
- 175 thousand FF for the service sector and non-profit activities

Special tax treatment for micro-enterprises does not apply to partnerships. With
respect to commercial and professional activities it only applies to self-employed single
entrepreneurs.

Taxpayers, whose turnover is less than the indicated amounts do not have to go
through VAT registration or maintain VAT accounting.

The taxpayer submits information about the size of the turnover in the declaration
turned in to the tax authorities, who determine the amount of payment.

The taxable base is determined as the turnover after deduction of the following
amounts:

- commerce: the turnover reduced by 70%;
- service provision: by 50%;
- other economic activities: by 35%.

12



To amounts obtained as a result of the reduction regular income tax rates are applied.
The losses do not lead to the reduction of the tax base and are not transferred to the future
periods.

Micro-enterprises are relieved from VAT (if the taxpayer does not choose the common
tax treatment), which means the absence of:

- obligation to keep VAT records;

VAT payments;

- “entry” VAT;

- the possibility to apply the VAT refund

The taxpayer conducts simplified income and expenditure accounting, while on the
copies of the invoices a note is made about the relief from VAT.

Small and medium enterprises can use another simplified tax treatment pattern, which
requires registration as a VAT taxpayer. The requirements to accounting and reporting with
regard to income and expenditure are somewhat lower compared to large enterprises.

The range of threshold limitations on the size of annual turnover (without VAT) is:

- from 500 thousand FF to 5 million FF for commerce;

- from 175 thousand FF to 1,5 million FF for service provision or commercial

activities if the taxpayer is subject to BIC treatment (for industry and commerce);

- above 175 thousand FF, if the taxpayer is a natural person and the turnover is
sourced from services or non-profit activities (i.e. the taxpayer is subject to BNC tax
treatment).

The taxable income is determined on the basis of actual income and expenditure and

the net losses can be transferred to the future periods.

The taxpayer involved with the service sector can enter the declaration for the
consideration of the official auditor, who can allow further reduction of the taxable income

(declaration controlee).

Under such treatment pattern the small and medium enterprises enjoy reduced
corporate income tax rate for the part of the taxable result (including capital growth), if the
following basic requirements are met:

- they are subject to corporate income tax;

annual turnover does not exceed FF 5 million (without VAT);

at least 75% of the capital is directly or indirectly owned by natural persons;
the part of the income taxed according to preferential rate should be used to for
increasing the enterprise’s capital

13



The preferential rate in 2004 madel5,45%, the general rate of corporate income tax
being 35,43% (of which 33,33% was the standard rate, 1% - additional taxation, 1,1% -
additional social tax).

The simplified treatment establishes quarterly advance payments, the final settlement
is made upon presentation of the tax declaration. The data on VAT is also supplied by the
taxpayers on the quarterly basis and not monthly as it is envisaged by the general tax
treatment.

In Ukraine the special tax treatment includes, in particular: single tax on natural
persons; single tax on legal entities; special trade patent; fixed tax; trade patent.

The three latter taxes belong to the patent form of taxation. The single tax on natural
persons is, in essence, an imputed tax. In the context of the proposed classification these
types of presumptive taxes (with the exception of the trade patent’) are discussed below.

The single tax for legal entities relieves the business entities from the corporate profit
tax, land and some other fees®.

Single tax may not cover:

- business entities that purchase a special trade patent;

- trust companies, insurance companies, banks and other credit institutions and non-
banking financial institutions;

- business entities in whose authorised stock the shares belonging to legal entities that
are not small enterprises exceed 25%;

- business entities involved in joint activities;

- business entity whose founder or one of the founders is a non-resident (business or
legal entity) regardless of the size of the capital belonging to the non-resident in the
authorised stock of the enterprise.

Also, the following requirements should be met:

- the number of hired wage earners over the calendar year should not exceed 50
persons;

- annual receipts should not exceed 1 million grivnyas;

- the barter transactions are prohibited.

One can choose to pay one of the 2 kinds of the single tax:
- 6% of receipts (without excise charges) upon the payment of VAT;

- 10% of the total receipts (without excise charges) with a relief from VAT,

7 Special trade patents have been cancelled as of October 1, 2003. However, the Association of Ukrainian
Cities has applied to the Supreme Rada with a request to resume their issue.
(http://news.finance.ua/ru/~/1/0/ua/2003/07/09/35860).

¥ Relief from mandatory social insurance charge is also envisaged. However, the respective provisions
have not yet been enacted into law.

14



The payers of single tax are not relieved from the income and expenditure accounting
and submission of reports. The accounting and reporting in this case is made as simple as
possible. Reports are submitted once per quarter.

Examples of abandoning the special tax treatment approach are found in the recent
years in the countries with economy in transition.

For example, in Slovakia in 2001-2003 a simplified tax a the rate of 2% to 2,75% of
gross income and special tax discounts was introduced for small businesses. The
entrepreneurs could also choose to be charged a simplified tax if their total revenue during
the previous year did not exceed 2 million Slovakian crowns.

However, in 2004, in order to achieve higher degree of tax transparency and minimise
deviations in the economic development, all exceptions and special tax treatments have been
withdrawn. Simultaneously, through a radical tax reform, the corporate income tax rate was
reduced from 25% to 19% and the same rate was established for the incomes of natural
persons ([10], p.211-212).

The main advantages of simplified taxes consist in their relative simplicity both for the
taxpayers and for tax administration. Their major shortcomings include inconsistency
between the assessment of income on the basis of the utilised indicators and actual income
of the taxpayer. In the case of simplified taxation the differentiation of taxpayers in terms of
profitability of their business depending on the kind and sector of their activity and regional
specifics is virtually not considered.

The problem of “thresholds” which is important for all presumptive taxes becomes
most aggravated under the simplified taxation schemes. This problem is, among others,
manifested in the artificial fragmentation of companies for the purpose of qualifying for

preferential tax treatment.

2.2. The forfait system

The forfait (contractual system) in France comprises small businesses including
farmers, whose income is below the established level. The imputed income of the farmers is
determined in the form of “collective assessments” that are calculated for the groups of

farmers with regard to the type, location and size of the business. The evaluation of income,

? In 2004, a draft law was submitted to the Ukrainian Cabinet where, in particular, it was proposed to
reduce the rate by two times, up to 3% - 5% (http://bgs.com.ua/news/archive).
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and, respectively, tax liabilities of self-employed individuals (professionals) is based on the
concept of “normal income”, i.e. regardless of contingent losses or exceptional profits.

To other small entrepreneurs apply “individually defined assessments” Those
assessments are made in the following way:

- the taxpayer provides the data about annual sales volume, procurement volume,
value of purveyance (at the end of the year), number of the employed people,
salaries paid out, motor vehicles owned;

- the tax authorities accept or request to correct the declaration of the taxpayer;

- the final assessment of the income is made by the tax authorities according to a
carefully outlined procedure and methodology using additional information
(regional directories on the profitability of various activities, location, etc.).

The taxpayer may contest the assessment by tax authorities, however, if it is
confirmed, the tax liabilities are established for the period of two years.

The forfait system does not relieve the taxpayer from all the accounting
responsibilities. However, the taxpayer can choose between the simplified accounting and
general taxation treatment with the respective type of accounting, while still remaining in
the framework of the forfait system.

The systems of simplified taxation similar to forfait used to be common for the
French-speaking African counties. The taxes were established in relation to the estimated
turnover. However, the small business entities as a rule did not maintain any accounting and
the forfait mechanism practically did not work. Moreover, in those countries, where the
corruption inside tax authorities poses a serious problem, the contractual approach
according to the forfait method became a “disaster recipe” [12]. As a result the African
countries have switched from the simplified taxation system on the basis of forfait to the
taxation of imputed income ([3], p.15-16).

Currently, the forfait type tax systems are used in Spain and Belgium.

2.3. Imputed taxes

Most of the imputed taxes are assessed on the basis of the estimated average factor
return (for factors with average replacement elasticity) or estimated return from a certain

kind of the economic activity.
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Theoretically, the resource taxes are not the best suited ones for a competitive
economy'’. However, they are more widely used for the taxation of small business entities
in many countries. Some surveys (where modelling is used taking into account the
expenditures on auditing and possibilities for evasion from profit tax) show that the taxes on
imputed income can be sufficiently effective and be combined with the general taxation
system (see, e.g., [7], [4]).

For the imputed taxes the submission of reports is not mandatory. At the same time,
one should make provision for the storage of primary documentation necessary, for
example, for monitoring of correspondence with the established criteria, adjustment of
payments and also for the cross-checks made by tax authorities.

The presumptive imputed taxes are set using two major methods of defining tax
liabilities: standard assessments and estimated assessments'' that significantly differ in
terms of the regard of individual specifics of the taxpayers.

Sandard assessments method was developed for the first time and applied in Israel

since 1950’s. Under the Israeli tachshiv system (standard taxation) careful examination of
about one hundred sectors of business is made on the basis of key indicators, i.e. production
factors. The average return and its interrelation with some factors are discussed with the
representatives of the respective business sector. Unlike the forfait, which sets forth limits
on the turnover, tachshiv does not establish such limitations.

The examples of the key indicators in tachshiv are: location; number of seats (for
restaurants, cafes, hairdresser shops, etc.); qualification level of employees (for garages or
carpenter shops); the nature of the used equipment (for truck and taxi drivers); water
consumption (for ice producers); quality of soil and average crop yield (for the agricultural
producers).

The developed tachshiv system has been being established over some decades. The
complex preparation and continuous updating of the tachshiv require significant time and
effort which contradicts to the purpose of simplicity which is associated with the
presumptive taxation.

As the practice has shown, the effectiveness of the application of this method

decreases if the established charges are not reduced in accordance with the inflation , while

See, for example: Myles, G. (1996) Public Economics, p.231; S.M.Movshovich, G.A.Bogdanova, M.S.
Krupenin. Ratsionalizatsiya struktury nalogov v perekhodnoy ekonomike Rossii. Rossiyskaya
Ekonomicheskaya Shkoal, Moscow, 1997. The notes are made according to [7].
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the assessments of the average income are not reviewed periodically. Besides, standard
assessments do not take into account the specific conditions of the taxpayers, family status

type, or losses in the particular year.

Nevertheless, the special tax treatment based on the tachshiv is used in such European
countries as Greece and Turkey and in Latin America — in Bolivia, Mexico and Uruguay.

Estimated assessments method implies participation of the tax administration in the

assessment of incomes and tax liabilities of the taxpayers. That method is most relevant for
the sectors and types of business activity, where understatement of income is regular and
wide spread. However, the practice has shown that discretionary treatment (establishment of
tax liability upon discretion) often backfires by becoming an “invitation for corruption” for
tax authorities [11].

Some examples of imputed taxes from the practices of different countries are provided
below.

In Greece, resident and non-resident shipping companies are charged the ship tax that
replaces corporate income tax for the part of the profit from shipping operations. Tax
liabilities depend on the age and tonnage of the ship ([10], p.155).

In Netherlands in 2001 a reform of taxation took place with regard to wealth and
capital income. Property tax, the tax on interest gains, dividends and a number of other
types of income were replaced by the single tax on the imputed income from wealth. The
imputed income from all assets is established on the level of 4% and thereafter charged with
the tax with a fixed rate of 30%. As a result, the tax rate of 1,2% is applied to the to value of
assets ([10], p.197).

The attempt to take into account the different earnings from different kinds of business
activities was made in Bulgaria, where 43 kinds of the activities have been identified.
Because the potential earnings of each business sector depend on the location of business,
the country was divided into nine zones (out which four where in Sophia).

Taking into account the zoning, over 300 tax rates have been established, which in
addition to that should have been reviewed on the regular basis. The system came out
extremely entangled, contradictory and, by far, not fair. For example, the tax rates for some
kinds of the activities differed significantly according to the zone and contradicted to the
“common” idea of the profitability of this or that kind of business.

Ukraine. Sngle tax for natural persons.
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The single tax can be chosen by natural persons registered as single entreprencurs.'?
The single tax replaces VAT (at the taxpayer’s choice), income tax for natural persons and
the charge for mandatory state pension insurance'®, mandatory social security charge and a
number of other taxes.

The single tax may not apply to:

- business entities having purchased a special trade patent;

- natural persons paying a fixed tax according to the Ukrainian law;

- natural persons acting as single entrepreneurs, involved in trade of goods subject to
excise tax (except for catering business).

The following conditions should also be met:

- number of hired wage earners (including entrepreneur’s family members) over the
calendar year should not exceed 10 persons;
- the annual receipt volume should not exceed 500 thousand grivnyas.

The actual tax rate is established by local authorities at the place of the taxpayer’s
registration. The amount of tax is from 20 to 200 grivnyas per month (depending on the kind
of the activity). If the taxpayer indicated several kinds of business activities in the
application, the highest single tax rate among those kinds is applied.

If the payer of the single tax is engaged in business activities using hired labour or his
family members are taking part, he is obliged to pay up to 50% of the tax rate for each
person.

The income gained from business activities is not included in the total annual income
of such taxpayer and the persons who are maintaining work relations with him.

The accounting and reporting are made as simple as possible (with the exception of the
accounting related to charges withheld to the pension fund from hired workers and
payments to other social funds). The taxpayer can become the payer of VAT and maintain
respective bookkeeping.

Imputed taxes based on indicators became popular in the countries with economy in
transition. This kind of presumptive taxes are slightly better evaluating the potential income

of small enterprise compared to simplified taxes based on the receipts or gains.

"> It may be noted that, unlike the Russian single tax on some activities the Ukrainian one is not mandatory
(i.e. the taxpayer can choose between the payment of single tax and general tax treatment).

B However, according to the “Conclusive provisions” of the Law # 1058, as of January 1, 2004, the
entrepreneurs having chosen the special treatment and members of their families taking part in the
business shall pay fixed-amount charges to the Pension Fund.
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However, a conflict of interest can be found within such special treatment schemes.
Thus, the task of taxing potential profit is contradiction with the task of designing a simple
and transparent tax system. As a result of searching for the acceptable balance between the
former two tasks the systems of imputed taxes in the countries with economy in transition
become too complex or not adequately differentiated by the kind of the activity.

The system of imputed taxes (unlike simplified taxes) is bound to create detailed lists
of the types of businesses it covers. That, in turn, leads to continuous discussion in view of
the desire of some entrepreneurs to switch to general treatment mode and the desire of
others to become subject to special tax treatment. [5]'.

Along with the complexity, difficulty and unreliability of assessing the sectoral
activity by key indicators, still other negative consequences of the application of taxes on
imputed earnings should also be mentioned here. Because the target of taxation is not the
actual income but a certain estimate of the production factors, small business entities may
loose incentives to increase the number of employees and involved capital, seeking rather to
reduce their tax liabilities.

The applied methods of assessment on the basis of key indicators involve expert
evaluation of profitability. Such “discretionary assessments” may encourage the corruption

in tax and state authorities having to do with the establishment of tax liabilities.

2.4. Patent form of taxation

The patent fee is a form of imputed tax. The patent form of taxation is applied for the
most part to small business entities, natural persons and micro-enterprises .

The cost of patent may depend on the sector or kind of business, and, as a rule, does
not depend on the size, location or turnover of the business entity.

In Lithuania a special tax treatment is applied on the basis of business patents for
entrepreneurs who are natural persons [6]. That treatment covers:

- 25 kinds of industry and commerce (including tourism and crafts);

- 13 kinds of services (for example, hairdresser’s and photographer’s services);

- 6 kinds of trading activities (including selling at the stalls, from mobile vehicles and
trays);

' For example, in Bulgaria it has been long debated why the doctors are eligible for imputed tax, while

dentists are not. That given the fact that categories of businesses under the system introduced in 1998 have

been reviewed almost every year [5].
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- some other activities (translation of texts, provision of machinery for computer
games, professional sports, etc.).

The range of charges is installed by law on the state level (from 100 to 6 thousand lits
per year). Local authorities establish specific size of the payment for the taxpayers
registered in the region.

In order to receive a patent the taxpayer submits to the local tax authorities:

- personal identification documents (also for his family members he wants to include
in the patent);

- to photographs;

- hygienic certificate (for the activities related to foodstuffs, cosmetics, toys, etc.);

- data about the receipts for the past tax period;

- documents confirming the payment of social fees.

If the receipts of the taxpayer over the entire period of the respective activity during
the patent term exceeds 100 thousand lits, additional patent fee is charged (up to two patent
payments). Next time when the taxpayer would like to receive the patent, the payment will
be doubled automatically.

The taxpayer holding a patent for commerce or trade should maintain accounting and
retain the payment documents for the tax inspection. The VAT payers should also retain
copies of the VAT invoices.

Ukraine. Fixed tax paid through though purchasing a patent .

This kind of taxation of income can be chosen by individuals registered as single
entrepreneurs and trading in goods (except for liquor and tobacco products), and providing
additional services in the marketplace related to such trade and being subjects to the
marketplace tax.

Other eligibility limitations for the fixed-size tax (FST) include:

- number of hired workers not exceeding five persons (including the entrepreneur’s
family members);

- gross income from the business activities over 12 calendar months preceding the
purchase of patent does not exceed 7 thousand times tax exempt minimum income of
citizens.

The FST is established by the local council depending on the location of the site where
trading is performed in the amount of 20 to 100 grivnyas over the calendar month. The fee
for entrepreneur activities in the entire territory of Ukraine is 100 grivnyas. If hired
workforce is used, the size of tax is increased by 50% for each person. The patent is issued

for the period from one to twelve calendar months upon the FST payer’s option.
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FST relieves the taxpayer (as well as the persons maintaining employment relationship
with him) from the following taxes:

- labour remuneration charges;

- craft tax;

mandatory social insurance charge;
- need for trade patent purchase.

The FST payer is not relieved from the obligation to assess, withhold and transfer to
the public sector the income tax on the income paid to the hired workers. The amount of the
income gained from business subject to FST taxation is not included in the annual total
revenue.

The FST payer is relieved from accounting of income and expenditure. The activities
by FST payers and the persons maintaining work relations with them and take part in such
activities are not subject to licensing.

Ukraine. Trade patent.

The trade patents are purchased by:

- legal entities involved in the following activities: wholesale and retail trade;
provision of home-based and household services; exchange of foreign currency;
gambling business;

- natural persons involved in the wholesale or retail trade outside the marketplace and
provision of home-based or household services.

The cost of the trade patent for trading or services is established by the local self-
government within the range from 30 to 320 grivnyas depending on the location of the point
of the distribution and list of goods.

The cost of patent for a currency exchange office is 320 grivnyas.

For gambling businesses the cost of patent is calculated per the number of slot
machines and gambling tables.

The trade patent does not substitute other taxes. However, its value is subject to
subtraction from the profit tax. Thus, the trade patent is at the same time an alternative

minimum tax, which the taxpayer must pay regardless of the profit.

2.5. Minimum taxes

Minimum taxes are considered a promising kind of presumptive taxation.
In a number of countries minimum taxes are established regardless of the level of

income or type of business of the taxpayers. In other countries that apply such taxes,
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relatively low shares of turnover or assets are established as the rates. They are thus
becoming a version of the imputed or simplified taxes described above.

In the ‘60s and ‘70s minimum taxes have been actively used by French-speaking
African countries for establishing minimum taxes on cor porate income.

Five options for minimum taxes were applied [11].

For example, in Benin and Cote d’Ivoire the fixed payments set were identical for all
corporations regardless of their size and production output. In Equatorial Guinea, Malawi
and Senegal the payment scale was graded depending of the turnover in all of the
aforementioned countries the minimum tax had regressive nature.

In yet other countries (Chad, Ghana, Guinea, Niger, Sierra-Leone, Togo) a kind of
minimum tax was introduced that was assessed in percents of gross income or turnover
(from 1% of the turnover in Niger to 5% in Ghana).

The third option established a certain fixed payment added with a percentage of gross
receipts (Madagascar).

The fourth version presupposes that the corporations pay the larger of two taxes
established in the absolute figures and in percentage of the gross return (Burkina-Faso,
Cameroon, Central African Republic, Comoro Islands, Congo and Gabon).

Finally, the fifth, most complex version is used in Nigeria, where the tax liabilities are
determined according to the maximum value of the following indicators: 0,5% of the gross
return; 0,5% of the value of net wealth; 0,25% of paid-capital; 0,25% of the turnover.

Starting with the second half of the ‘80s, many Latin American nations upon the
recommendation of the IMF introduced minimum taxes on the basis of assets. Those taxes
were intended for fighting understatement by corporations of the accounting data on profit
and the practice of transfer pricing by the international corporations.

In 1986 Bolivia has introduced the tax on equity capital at the rate of 3% as a form of
presumptive taxation. That case is fairly unique since in Bolivia there used to be other tax
on corporate income. Such tax was also introduced thereafter, while the simplified tax
became a minimum one alternative to the corporate income tax [14].

Minimum taxes where the tax base in based on gross assets are used in Argentina,
Nicaragua and Ecuador, and, on net wealth, in Columbia.

In 1989 in Mexico a presumptive minimum tax was introduced on the gross corporate
assets at the rate of 2%, while in 1997 the tax rate was reduced to 1,8%. It implies the

application of deductions from the gross assets of resident companies with the exception of
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financial institutions. With respect to the latter, minimum tax is not applied [12]. The results
of the application of the tax are considered favourable [14].

In Peru, minimum tax based on gross assets in 1999 was replaced by a scheme of
prepaid income tax, where the payments are determined on the basis of two values:
progressive tax on net wealth and fixed share from the income of the previous year [9].

Minimum taxes are applied also to small business entities in the form of minimum
personal taxes. The tax is established in the form of an absolute sum or in percents from the
turnover or gross profit.

In the US, alternative minimum taxes (AMT) have been applied for over thirty years
for the taxation of corporate and individual income. In the US, AMT are not presumptive
taxes, however, their purpose complies with the general concept of minimum taxes [14]. In
the US as well as in Canada, Denmark and Norway, AMT is accrued on the basis of the
income and takes the form of the established deductions [9].

The need to collect both regular taxes and AMT complicates the taxation. As to the US
and Canada, some surveys point out that even under a well-developed system of tax
administration the use of AMT, probably, is not compensated by additional proceeds [1].

In Germany in 2005 a minimum tax was introduced in favour of the copyright holders
in the amount 12 Euros that will be charged from each sold computer. Thus Germany
became the first country in Europe to charge the PC distributors with “preventive fines”,
since the equipment may be potentially used for the violation of the authors’ rights. It is
planned that the funds thus collected will to some extent reimburse the copyright holders for
the damage caused by the pirates'”.

The main idea underlying the introduction of minimum tax with regard to medium and
large business entities is to guarantee certain minimum tax gains regardless of the declared
loss, the use of preferences or “creative” accounting.

Alternative minimum taxes based on the combination of gross assets and turnover
(receipts) could become a good way of taxing the income of small and medium enterprise.
The production sector is likely to have a large amount of gross assets compared to the size
of business. However, the service sector may have a relatively small amount of assets, but a
large volume of turnover. Thus, the proposed combination of indicators for the accrual of

AMT should work well for both sectors. The AMT rate should be established in accordance

' http://mews.proext.com/comp/15766.html
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with the smallest corporate income tax rate on the basis of the presumed reasonable capital
return rate [9].

Minimum taxes are quite effectively preventing tax evasion by the registered
taxpayers including through understatement of profit by companies using transfer pricing.
However, they create the tendency of “freezing” the companies’ tax liabilities. Inclusion of
minimum alternative taxes in the simplified tax systems essentially complicates those

systems and adversely affects the willingness of the taxpayers to their responsibilities. [1].

2.6. Presumptive withholding taxes

A kind of presumptive minimum taxes are the taxes withheld at source (hereinafter
withholding taxes).

Withholding taxes are collected in the form advance payments, which are usually
withheld from the profit of the supplier company on account of the profit tax of the buyers
of its products. In relation to non-registered business entities such taxes are final.
Withholding taxes are, as rule, applied when the company’s partners belong to the so-called
«hard-to-tax» sectors, such as, e.g., retail trade.

For example, in Benin, the withholding tax on profit applied on the level of a beer
brewing plant usually provided for significant proceeds, while it is traditionally hard to

collect tax from beer distributor companies.

Essentially, other taxes can also be withheld at source (including VAT, excises,
integrated social tax, income tax on natural persons). For example, according to the scheme
of withholding at source, taxes could be collected from public institutions purchasing goods
and services from private suppliers [11]. However, withholding taxes do not enable
identification of the companies purchasing products from the “primary” enterprise ([3],
p.13).

The presumptive taxes on imports presented below can simultaneously act as a kind of

minimum taxes and a version of withholding taxes.

2.7. Presumptive taxes on imports

The presumptive taxes on imports are used to gain proceeds from both registered and

unregistered importers.

25



For those importers who are not registered as such with tax authorities this tax is flat,
(i.e. its payment is final). At the same time, for registered importers the payment of the tax
is set off at the conclusive stage of the tax settlements, for example, on the profit tax'®. If the
advance payment does not exceed the accrued amount of the profit tax, the taxpayer gets
reimbursement.

Following the IMF recommendation, some African and Latin American countries
started to apply these taxes. The tax rates may be differentiated because there exist two
target groups.

For example, in Comoro Islands, the value of goods imported by the unregistered
businesses is taxed at the rate of 5%, while for the advance tax payments by registered
importers the rate of 1% is applied. Such a significant difference in rates should serve as an
impetus towards registration for the importers. However, even without the differentiated
rates, the impact on the importer can be sufficient, if the accrued charges exceed regular tax
liabilities.

In Ethiopia a minimum tax on imports was introduced that was limited in scope to the
area of the Addis-Ababa airport. Registered importers were relieved from the tax. Potential
income of the unregistered importers was evaluated by the customs officers and taxed at the
rate of personal income tax. It was planned to subsequently extend the effect of the tax for
the entire territory of the country. The results of the Ethiopian experiment were the
following: taking into account relatively easy collection, the proceeds tripled in
approximately three years [11].

From the point of view of tax administration, the presumptive tax on imports provides
for relatively quick and guaranteed proceeds. The size of advance payment should be, on the
one hand, large enough so that the taxpayers would not ignore its reimbursement. On the
other hand, it should not be too large compared to the potential profit of unregistered
importers (the risk of excessive taxation).

It should be also taken into account that advance payment of the presumptive import
tax by increasing the real rate of the customs tariff also increases costs and extra difficulties

for the registered importers.

'® In some countries pre-payment of presumptive taxes on imports is subject to subsequent subtraction
from different taxes including VAT. However, for example, the practice of Cot d’Ivoire has shown that
the set-off mechanism was virtually unmanageable because of its complexity ([3], p.13)
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3. INDIRECT TAX LIABILITY ASSESSMENT METHODS
3.1. Conditions for indirect assessment of income

As it was mentioned before, presumptive taxation includes indirect methods for the
determination of tax liabilities alternative to the methods of asessment on the basis of the
taxpayers’ accounting. Indirect methods are applied when it is impossible to determine the
real income for the reason of missing accounting reports of the taxpayer or if the accounting
data provided is obviously inadequate.

The conditions for the application of indirect methods are laid down in the national tax
laws.

For example, in Germany indirect assessment of income can be applied if the
taxpayer does not provide the requested confirmations of the data indicated in the
declaration (if on the basis of the available documents it is impossible to reliably determine
the real income). Then, the tax authority communicates to the taxpayer the officially
calculated tax that can be contested within one month.

In France the utilised system is called taxation d'office, or income assessment. It is
applied if the taxpayer did not submit the tax declaration on time and has not reacted within
30 days to the requirement to submit one, or in the event of non-responding to the enquiry
by the tax authority, or hindrance to the tax inspection. The tax authorities assess the taxable
base using the available information and send a notice that can be contested by the taxpayer
only in court. The taxpayer should be notified about the rationale behind the assessment of
his income at least 30 days before the tax collection procedure begins. The time limitation
for the application of this assessment procedure with regard to the income tax and VAT is
three years.

In Greece, the individual income tax can be adjusted if the amount of income
determined by methods of indirect assessment exceeds the declared amount of income and
the taxpayer is unable to explain the difference. The income is assessed according to the
following approximate set of indicators: rent for the second housing accommodation;
maintenance costs of transportation means; expenditures on the household service staff;
purchase and construction of realty (excluding the primary housing accommodation with an
area up to 120 sq. m.); moveable property (automobiles, watercrafts, aircrafts); purchasing

of securities.
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In the United Kingdom tax authorities can resort to indirect methods in case of fraud
or if the inspector has not received a complete information about the income over the last
twenty years.

In Argentina the respective procedure is called determinacion de oficio and is applied
if the taxpayer was not capable of maintaining accounting or if his declaration raises doubts.

In India indirect methods of assessment are applied in cases when the taxpayer was
not capable to maintain accounting or did not do it on a regular basis, and if the taxpayer’s
reporting was incorrectly drafted or incomplete.

Ukraine became one of the first countries with economy in transition to introduce
indirect tax liability assessment methods.

The main grounds for the application of indirect methods by the tax authorities are the
following:

- it is impossible to determine the amount of tax liabilities because of the lack of
necessary documents;

- the data quoted in the tax declaration are not confirmed by the available accounting
documents.

The application of indirect methods covers legal entities, their affiliates, branches, and
other separate units having no status of a legal entity and natural persons acting as business
single entrepreneurs.

The indirect methods can determine the amount of tax liabilities with regard to major
tax payments, including VAT, corporate profit tax, individual income tax (on physical
persons acting as business entities) and excise fees.

The tax liabilities of a taxpayer are indirectly determined by the following methods:

economic analysis;

assessment of proceeds;

monitoring of income and expenditure of natural persons acting as business entities;
analysis of the taxpayer’s income and expenditure information.

Below we describe the methods presented in the Ukrainian Methodology
Recommendations and some other methods of the indirect assessment of the taxable base.
Those methods are for the most part targeted at preventing the understatement of tax
liabilities by the large and medium companies working in the framework of the general tax

treatment.

3.2. Method of economic analysis



The method is based on the interrelation and interface of different economic indicators
(gross income, gross expenditure, etc.), describing the taxpayer’s economic activities and
are meant for the assessment of the following elements of the tax base:

- volume of output and distribution of goods (works, services);
- material and immaterial costs;

- growth of the taxpayers’ assets;

- labour costs ;

- gross income and gross expenditure;

- volume of distribution and procurement of products.

The basis for the assessment of the elements of the tax base is the determination of the
actual volume of production output and the costs incurred in that process.

The method of economic analysis is an advisable means for assessing tax liabilities of
the retail and catering businesses as well as some other categories of small and medium
enterprise working with cash on hand. This method provides rationale to determine gross

income of the taxpayer and taxable base for the collection of profit tax, VAT and excises.

3.3. Cash proceeds method

This method is based on the assessment of income gained by the taxpayer from the
economic activity. In order to determine this indicator, the information about the transfer of
funds to the taxpayer’s bank account and other information confirming the receipt of the

funds by the taxpayer is used.

3.4. Method of analysing information about taxpayer’s income and expenditure

This method is based on the evaluation of elements of the taxable base that are
different from the one handled by the economic analysis and cash proceeds assessment
methods. These other elements and sources for their identification include:

- income of other persons that are active in the identical or similar environment with
the taxpayer;

- comparison of the taxpayer’s expenditures with his income'’;

- quantitative and qualitative composition of the taxpayer’s clients and the
sustainability of the demand;

- other objects, processes and phenomena, information and data that are the evidence
of the taxpayer’s tax liabilities.

' TLe., the essence of the method consists in defining the taxpayer’s income as at least the amount equal to
his expenditures. This is logical, however, not correct, because identifies only part of the income. This

method is currently used in Estonia, but has been cancelled in Germany and France [15].
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The information obtained from third persons who have not had direct financial
relations with the inspected business, but indirectly determined the taxable base, can be used
in this context. For example, the basis for the calculation of gross income of the enterprise
providing transportation services and other services can be natural indicators (weight, cubic
metres, number of pieces, etc.).

Another option for the application of such method (by comparing the taxpayer’s
income and expenditures) is recommendable for assessment of the tax liabilities of retail
trade and catering, as well as some other kinds of small and medium enterprise working
with cash on hand.

The basis for the third kind of this method’s application is establishment of the amount
of receipts over a certain period and applying that to other periods. Such method can be
applied to small and medium enterprise including self-employed natural persons active in

retail trade and services.

3.5. Statistical methods

The statistical methods are based on the study of massive statistical regularities. This
method can give a very precise assessment of the clandestine production activities, i.e. the
activities performed on a legal basis, but not declared.

Method of specific indicators is connected with the use of a single indicator reflecting

the level of economic activity. This method implies utilisation of special surveys,
questionnaires and inspections and analysis thereof for the establishment of divergences
between the income and expenditure of individual groups of taxpayers, along with the
description of some aspects of the shadow activity and its assessment according to a certain
group of economic parameters. Below, the different versions of this method are described:

Bank deposit method is based on the idea that all the receipts on the taxpayer’s

accounts in domestic and international banks are income. Depending on the ways and nature
of handling of financial and commercial transactions by the taxpayer, the assessment of the
income done through this method can be significantly underestimated or exaggerated. The
method is not effective in those countries where cash on hand and barter are widely used.

Method of the flow of goods consists in identifying the flow of goods for the most

important products and groups of goods. The purpose of the method is development of the

specific balance model and detection of weak points in the existing information database.
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For example, if for a certain kind of goods the production output and imports are small than
the total utilisation rate, then it is necessary to decide which part of data (the one on
production or on imports) is more reliable.

Employment indicator method (Italian method).

The Italian statistical service, ISTAT, is currently the most highly regarded one
worldwide in terms of the detection of concealed income. The Italian statistical staff focused
primarily on the survey of the workforce inputs. Primary data is received though specially
organised survey of households selected on a random basis. The questions asked during the

survey are related to the number of hours worked by the respondents in this or that sector.

The advantage of such approach consist in the fact that for the people who are not
being questioned about their income it does not make sense to conceal or distort the
information about working time. The information is thereafter converted into man-days by
economic sector. When the tax authorities are using this general data categorised by sectors,

the deviations become apparent between the monitored enterprise and statistical data.

3.6. Method of special estimated indicators

By special estimated indicators the analytical indicators are implied, which are
calculated on the basis of the reporting data or other information sources in order to reduce
or rule out the impact of the factors related to concealment of income. The application of the
method is based on the following underlying assumptions:

- it is possible to identify an indicator that would definitely change under the influence
of income concealment;

- it is possible to calculate the value of such indicator for the conditions of a normally
working enterprise.

The discrepancy between the actual and standard value of the indicator may be
connected with the concealment of income.

The German federal statistical authority is performing on free and representative basis
the quarterly calculations of the structure of different groups of population including
representatives of free trades. Such data is used as key figures in the course of monitoring

the economic operators.

3.7. Method of stereotypes
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The method issues from a holistic approach to the concealment of income as a totality
of actions and processes organised in certain way. The method of stereotypes is designed to
detect unusual dependencies between economic indicators that reflect the internal structure
and external connections of the criminal event (concealment of income) and are met rarely

in the usual framework of economic activity.

A popular and wide-spread application of this idea is the method of “red flags” or
indicators that signal about the possible violations and abuses.

For example, the indicators of a crime such as kiting (issuance of cheques against an
uncollected amount) are:

- frequent issuance of cheques ;
- frequent drawing of cheques in the same name to the accounts with different banks;
- frequent requests by the depositor to check his balance.

3.8. Net property value assessment method

This method (referred to in different sources as the method of the assessment of fixed
capital and net capital) is an efficient means of detecting shadow cash and concealed income
of the taxpayer. A specific feature of this method is the fact that no checks of the accounting
are required for the detection of concealed income and identification of the amount of profit.

The method is based on the assumption that increase of the taxpayer’s means over the
certain period of time can only take place through the revenues, which are subject to
taxation, non-taxable incomes and singular cash proceeds, provided that there have been no
settlements of private nature (gifts, satisfaction of vital needs, etc.).

If the calculation has established that the property gains and personal consumption
taking into account certain accruals and assignments exceeds the income from which the
taxes have been paid, it means, that the property gains do not relate to the declared income
and therefore are of an illegal nature.

As arule, the analysed period lasts at least for three years.

If it is impossible to document the consumer expenditures, the information about
subsistence wage and average household spending is used. Such information is regularly
published in developed countries by the government statistical services and collected on the

basis of representative and voluntary surveys of households.

3.9. Cash deficit calculation method
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This method of checking the money turnover can be used in the course of the check-
out of small and medium enterprises which receive cash on hand at the cash desk, which is
entered in the cashbook.

The basis for the calculation of the cash deficit is the fact that the owner cannot hand
out more money than is available at the cash office. If the expenditures over the certain
period exceed the amount of cash and proceeds of cash over the same period, it is an
evidence of cash deficit and may serve as grounds for further more careful inspection of the

business.

3.10. Cash flow calculation method

This is a of property gains calculation method. The cash flow calculation method
limits itself to the income and expenditure analysis. There are two exist two kinds of the
cash flow:

- calculation of the total cash flow, covering both business and private life;
- cash flow estimation taking into account only business or only private proceeds and
payments

The main idea of the cash-flow method is that over the given period the taxpayer

cannot spend or save more money than he has gained from revenues or other sources.

3.11. Method of reimbursement of costs

The actually made cash payments are compared with the amounts of money the
inspected person has had. This method is a simplified version of the cash flow method.
When calculating the reimbursement of costs also those funds are taken into account, which
the taxpayer gains from other sources than official employment.

The method is used when adequate information is available about the property status

of the taxpayer.

3.12. Method of correcting indicators

The method consists in the comparison of the economic indicators with factors of the

external environment where the company is functioning.

As an example, one can draw the comparison between the dynamics of the volume of
sales of a certain kind of goods by some enterprise and changes in the market prospects for

the same product. For example, the significant growth of distribution in the conditions of
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decreasing demand requires investigation. This method can be used while comparing the

prices and tariffs used to sell the goods with the average market prices.
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CONCUL SIONS
Inter national experience of special tax treatment application: general conclusions
On the basis of the international experience we can make some conclusions allowing

to asses the status and prospects for the application in Russia of certain options and methods
of presumptive taxation. Not only positive, but also negative international experience is
helpful since it enables learning on the mistakes of others.

The international experience shows that special tax treatment contributes to the
expansions of the taxation network and encourages reduction of non-registered economic
activity'®. They are more acceptable for the small enterprise compared to the general
treatment.

However, simplification of the taxation and reduction of administrative costs (incurred
by both small business entities and tax administration) is often not achieved. The main
reasons are lack of clarity with respect to the definition of the taxpayer categories and
incoherence of presumptive taxes on various parameters both between each other and with
the general treatment schemes'”.

Those shortcomings related to the establishment and functioning of special tax
treatment are common for many countries and also typical for Russia.

It should be also mentioned that the chosen system of presumptive taxes meant
designed to solve a narrow scope of problems is likely to be useless for the solution of other
tasks. Therefore, the starting point in developing the system of presumptive taxation should
be to identify and designate purposes and priorities to be taken into account in the
framework of the tax legislation.

The international experience shows that the efficiency of application of presumptive
taxation depends to a great extent on the state of the database, regulation of the accounting
and calculation procedures and the quality of tax administration.

The problemsof thresholds and rates

'8 According to some estimates, the introduction of presumptive taxes in Ukraine led to reducing the size
of shadow economy by 11-14 % throughout 1999-2000 (see, e.g., [1], [5]).

" The system of presumptive taxes effective in Ukraine is a example of lack of coordination between
different taxes. Thus, natural persons involved in business in the service sector and having annual return
less than 119.000 grivnyas, may choose between three presumptive taxes: single tax, fixed tax or trade
patent. Many small business entities may choose between two taxes: single tax and fixed tax. The
Ukrtainian approach is excessively complicating the tax system and reduces general proceeds from this
sector of the economy.
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In many countries special tax treatment provides for two-level limitations (thresholds)
for the taxed etntity that are usually expressed in turnover indicators. Below a certain level
the object is relieved from tax. Above the other established level the object is taxable
according to the general treatment scheme. Between those levels the object is covered by
the special tax treatment.

If the threshold where the special treatment ends is set too high, too many economic
operators will use such treatment to reduce their taxes. On the other hand, too low “exit”
threshold complicates the activities of small business entities, for which accounting and
reporting poses a serious problem.

The issue of thresholds and rates is, as a rule, aggravated in the event of lack of
differentiation of taxpayers by the kind of activities and sector, as well as the size of
business. Consequently, the horizontal equality of tax treatment is violated, while at the
same time high and even restrictive barriers are set for legal entrance into the market of the
new economic operators.

Differentiation of the thresholds and rates on the basis of the respective classification
of taxpayers is necessary for countries like Russia, where extremely high regional and
sector-specific differences of the key economic parameters are the case. At the same time it
is clear that excessive complication of the configuration of presumptive tax system

generates problems that are even more aggravating for the tax system as a whole.

Prospectsfor the development of presumptivetaxation in Russia

Simplified tax treatment

In the Russian context we deem it appropriate that the simplified taxes are
differentiated by the larger types and sector of business activity.

It would be also appropriate to introduce the classification category of a “micro-
enterprise” defined in accordance with a relatively low level of turnover or income. For
micro-enterprises and natural persons acting as single entrepreneurs, who fit within the
established threshold limits and do not qualify for the single tax on imputed income, the
choice should be given to either use simplified tax system or make their business patent-
based. The cost of patent could be determined by the kind of activities and number of hired
workers.

The implementation of the above proposal will make the structure of simplified tax

system more complex. However, it would not create extra difficulties for the activities of
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small enterprises and tax administration. The level of both vertical and horizontal equality
of simplified tax system would improve.

The simplified tax system currently includes minimum tax. The experience of other
countries shows that the extra costs associated with the accrual of alternative minimum tax
are not covered by the tax proceeds. In Russia, such comparative assessment was never
made, however, alternative minimum tax definitely complicates the usage of simplified
taxation.

In Russia, artificial division of companies for the purpose of transition to the single tax
collected in the framework of simplified tax system is observed.

The formal split of companies enables one to use different taxable bases: income (at
the rate of 6%) or income minus expenditures (at the rate of 15%). As a result the rate
applied to the “income minus expenditures” basis under the simplified taxation system turns
out to be lower by nine percentage points than the profit tax rate under the general taxation
treatment. It can also be mentioned that the threshold of 15 million roubles annually that
makes one eligible for simplified taxation is relatively high according to the international

standards[1].

In the developing countries that actively use presumptive taxes, programmes for
conversion to general tax treatment are usually not envisaged.

Meanwhile, Russia’s fundamental difference from the countries of the developing
world is the education level of its population. The simplified tax system should serve as an
“elementary school” for taxpayers as it is a custom (or as it is pursued as a goal) in the
developed countries. As they are acquiring experience, small business entities should
convert to general tax treatment.

One can, for example, introduce limits on the number of years during which the
taxpayer can enjoy special tax treatment, or use the French experience, whereby the upper
limits on the income or turnover have not been not indexed”. Another way to make
excessive numbers of taxpayers “leave” the special treatment is gradual increasing of rates

(starting with the second or third year of operation) up to the level when it becomes not

%% In France, the value of the upper threshold for the forfait did not go through indexation. Respectively,
along with the growth of prices induced by inflation many small business entitles have “automatically”
left the special treatment. In the general case, however, the upper and lower value limits should be indexed
in accordance with the inflation to maintain the integrity of the tax system (see, for example, [h,g]).
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lower than the regular taxes, which it replaces®’. The increase of tax burden should be
accompanied by a set of measures for the support of small enterprise including protection
from all forms of the criminal or administrative racketeering.

The simplified taxes using turnover indicators as their taxable base can be quite easily
eliminated from the tax system. Nevertheless, the taxes on imputed income are not easily

convertible into general tax treatment.

Single tax on imputed income for certain kinds of the activities

The results of application of the tax treatment in the form of single tax on imputed
income (STII) for certain kinds of the activities cannot be evaluated unequivocally. The
correct approach would be to gradually expand the list of activities eligible for STII.

However, the imputed income is essentially determined at the discretion of regional
authorities. As a result, one finds unjustified differentiation of payments imposed on
different taxpayers>. In the event of excessive rates the entrepreneurs, who have no right to
reject this taxation approach are faced with the choice of either keeping a loss-making
operation or closing down their business (or doing it illegally).

It is therefore required to clarify the range and levels of basic return indicators and
procedures for applying correction coefficients.

Because of the specific features of the types of activities qualifying for STII, the
frequently proposed refusal from mandatory application of this treatment is not a realistic
solution. At the same time, small business entities involved in respective activities and
meeting the threshold limitations for micro-enterprises described above should be given an
opportunity to use patent taxation.

The proposed extension of the patent-based entrepreneurship to cover relatively small-
size operations means an attempt of a kind of convergence between the two kinds of
presumptive taxation existing in Russia. As a result, foundation will be laid for the
achievement of better coherence within the system of presumptive taxes in general. It
should be also mentioned that both the proposed patent from of taxation and the existing

simplified taxation system are based on the method of standard assessment. As to the single

*! Determination of the level of tax rates may be based on the IMF survey made in Ukraine according to
which a 10% rate of a single tax on gross receipts (including VAT) is to preferential [5].

*2 The competencies of regional authorities have currently become somewhat more restricted. Firstly, they
can introduce or cancel the tax on some activities within the framework of the federal list. Secondly, they
can reduce the amount of tax within the certain limits by establishing the reduction coefficient.
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tax on imputed income, it is based on the method of estimated assessment with a relatively

high degree of discretion (= arbitrary action) of the local authorities.

Other kinds of presumptive taxes

Relatively new and promising kinds of presumptive taxes are the minimum taxes,
import taxes and withholding taxes. In this context, minimum taxes can be viewed as an

effective component of the tax system rather than a transitional form of taxation.

As the international experience has shown, for the minimum taxes applied to medium
and large companies the most suitable taxable base is the value of assets. In Russia at the
present time it is hard to achieve market-based assessment of assets for most companies.
However, taking into account the development of the stock market and the forthcoming
replacement of the property tax by real estate tax it would be worthwhile to consider the
option of introducing alternative minimum taxes for certain sectors of the economy.

Thus, alternative minimum taxes that establish an effective barrier on the way to tax
evasion by large corporations and transfer pricing can be in the first place applied to oil
companies.

The “useful properties” of the presumptive taxes on imports and withholding taxes
appear quite obvious. One can just mention that the taxes on imports should be introduced

simultaneously with the reduction of the average import tariff rate.

Indirect methods for the assessment of tax liabilities

The legislation of a number of foreign countries provides for and regulates the
application of the indirect methods for the assessment of taxpayers’ liabilities. Those
methods are intended for the most part for identification of the understated tax liabilities
within the framework of general tax treatment. Indirect methods and the conditions for their
application are partially described in Section II of the current paper.

The availability of indirect methods in the toolkit of tax authorities and the threat of
their application is a powerful containment factor against aggressive tax evasion. At the

same time, indirect methods can become a sort of mass destruction weapon in the hands of

> The government of Russia in 2001 has discussed the issue of developing methodological guidelines and
relevant legislative provisions for the application of indirect tax liability assessment methods. Also under
development were the amendments to the Tax Code concerning monitoring of expenditures that would
allow the tax authorities to accrue extra income tax on the taxpayer’s income on the basis of his
expenditures (see, e.g., Kommersant Daily of 4 August 2000)
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the tax authorities**. Abuse of those methods should be prevented, in particular, by means of
giving the taxpayers adequate means of defence.

It is clear that different indirect methods can lead to sufficiently different assessments
of the tax liability. Therefore, for example in the Ukrainian Methodology Recommendations
is proposed to asses the taxable income by several methods. Besides, if the tax authorities
observe the conditions for the application of indirect methods, the taxpayer has the right to
refuse to acknowledge the accrued taxes. In such case the tax authorities should prove the
relevance of additional accruals in court.

It appears, however, that for a “symmetrical answer” the taxpayer should have the
right of presenting during the court hearing his own assessments made on the basis of one of

the approved indirect assessment options.

* In Ukraine, in connection with the unclear wording in the legislation with regard to the conditions
stipulating the use of indirect methods, concerns were raised about possible arbitrary actions by the tax

militia. The practice proved that those concerns were justified.
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NOTE FROM TRANSLATOR

Original paper is in Russian, and, since a completely correspondent notion is as yet missing in the Russian
legislation and relevant lexicon, the author in the following paragraph engages in exploring various options
for its wording with regard to the Russian practice. As he puts it:

“This gives rise to the problem of the lack of lexical equivalent which is best solved by borrowing of the
word (* presumptive” ) into Russian. On the other hand, it is hardly worth the while to “ enrich” the Russian
language with new words without dire need.”

In this context, a set of different choices are offered, and finally the author opts for using the wording
which best integrates into the Russian discourse in economics and finance and coveys the meaning of
presumptive taxes and presumptive taxation.

It is clear from the explanation provided in this comment that the choices made do not in any way affect the
English translation or the discussion that unfolds throughout the paper. The paragraph is therefore omitted
in the English version.

The changes resulted in deleting of part of the text and the footnotes having to do with either the deleted
text or English-Russian translation of terms.
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