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OF INVESTMENT TAX DEDUCTION IN THE RUSSIAN FEDERATION

ABSTRACT. The paper addresses a new tax deduction (videlicet, investment tax de-
duction), that is effective from 2015. The objective is to study the implementation details
of the deduction in the Russian Federation and reveal development prospects. Invest-
ment tax deductions are classified into investment tax deductions as tax allowance for
long-term holding of securities and investment tax deductions linked to opening in-
dividual investment accounts (types A and B). The authors present three schemes of
investment tax deductions implementation. Besides, types of investors are identified
and financial instruments for each type of investment tax deduction are recommended.
It is determined that using tax allowance for long-term holding of securities and indi-
vidual investment account (type A) implies conservative investment, whereas using in-
dividual investment account (type B) is associated with speculative investors. Foreign
practice in implementing analogous deductions is summarized. The authors identify
bonds as a dominant instrument in the framework of investing in individual invest-
ment accounts and present reasons for such considerations. Statistical data regarding
opening individual investment accounts is presented from year 2015 and for the period
January — May of 2016. The authors conclude that investment companies dominate in
this market segment and make optimistic forecasts regarding development of this fi-
nancial instrument. However, controversial issues related to investment tax deduction
legislation are revealed. Lack of information on individual investment accounts, poor
awareness of Russian citizens as well as a need for financial advisors are also named as
a hindrance to the development of individual investment accounts system.

KEYWORDS. Investment tax deduction; individual investment account; individual
retirement account; individual savings account; individual investor; Moscow Ex-
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®OPMUPOBAHUE U OCOBEHHOCTU CUCTEMDbI
MHBECTULUOHHbIX HANOIOBbIX BbIYETOB
B POCCUUCKOU OEAEPALIUA

AHHOTAIVI. CtaThs IIOCBSIIIeHAa aHa/IN3Y OCOOEHHOCTEVI ITPeIOCTaBIIeH IS TPaXK-
JaHaM HOBOTO BUja Hajioroporo pbrdeta 1o HJI®DJT — MHBeCTUIIVIOHHOTO HaJloro-
BOro BbIUeTa, fAevicTsyromiero ¢ 2015 r. Lesbio HacTOSIIEV CTaThy SBJISIETCA aHaIn3
0CODEHHOCTeV TIPVIMEHEeHVIs MHBECTUITMOHHBIX HaJIOTOBBIX BBI9eTOB B PD, a Takke
BBISIBJIEHME TIepCIIeKTVB MX pasBUTHsA. ABTOpaMu MpefcTaBieHa KiIaccuduKariys
VIHBECTULIVIOHHBIX HAJIOTOBBIX BHIYETOB KaK MHBECTUIIVIOHHBIX HAJIOTOBBIX BHIUETOB
B BUJIe JIBTOTHI JIJISI OJITOCPOYHOTO BIIafieHVis IIeHHBIMIM OyMaraMu ¥ HBeCTUIIVOH-
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HBIX HJIOTOBBIX BBIUETOB, CBSI3AHHBIX C OTKPBITVMEM MHIVBVIYAIBHBIX VHBECTUIIV-
OHHBIX c4eTOoB (Tvmbl A 1 B). PaccMOTpeHBI Tpy cxeMBl IOJTyYeHNsI IHBECTUIIVIOH-
HBIX HAJIOTOBBIX BBIUETOB. [IJIs1 KaXkK[I0r0 BUIa MHBECTUIIVIOHHOIO HaJIOrOBOTO BhIUeTa
aBTOpaMW OIpeJle/IeHbl TUIIBI MHBECTOPOB M PEKOMEHIOBaHbI BUIBI (DVHAHCOBBIX
VHCTPYMeHTOB. VICIIoyib30BaHMe JIBIOTHL IS JOJIFOCPOYHOIO BiIafleHNsl IeHHBIMM
Oymaramu v MHVBUIYaIbHOTO MHBECTUIIMOHHOTO cYeTa TUMa A Iofpa3yMeBaloT
KOHCepBaTVMBHOe VHBeCTHpoBaHIe. [IpvMeHeHMe MHAVBIIYaJIBHOTO VHBECTVIIV-
OHHOTO cYeTa TVIa b BO3MOXXHO CIIEKYJISITUBHBIMI MHBECTOPaMI. ABTOpaMI TakKe
0000111eH 3apyOeXXKHBIVI OIBIT MCIIO/Ib30BaHs aHAJIOTMUHBIX BbrdeToB. Obsmranym
Ha3BaHbI JOMVHMPYIOMIMM VMHCTPYMEHTOM B paMKaX MHBECTUPOBAHMS CPeICTB Ha
VIHOVBUAYaJIbHBIX MHBECTUIIVIOHHBIX CUeTax B CVWIIY BBICOKOVI TEKYIIEV JOXOIHO-
¢, GOJIBIIIOTO YMC/Ia HAIEeXHBIX SMUTEHTOB ¥ 3HAUMTEILHOTO Yyciia SMUCCUM Ha
BHYTpeHHeM pbIHKe. [IpuBeeHbI cTaTUCTIYeCKNe JTaHHble OTHOCUTEIBHO OTKPBI-
TVISL IHAVBYY JIbHBIX MHBECTUIIMOHHBIX c4eToB 110 mtoram 2015 r. vt msiTh Mecsiies
2016 r. CeraH BBIBOL, O JOMMHMPOBAHMUM B JAHHOM CEIMEHTe PHIHKA VHBECTUIIIOH-
HBIX KOMIIaHUIL. ABTOpaM JaH OITUMVCTVYHBIV IIPOTHO3 OTHOCUTEIIFHO JajIbHeV-
IIIETO Pa3BUTMS VHBECTULIVIOHHBIX HAJIOTOBBIX BBIYETOB. BBISIBIIEHBI CITOPHBIE BOITPO-
ChI 3aKOHOJIAaTeJIbCTBA 00 MHBECTUIIMOHHBIX HaJIOTOBBIX BbIUeTaX, ITPEUMYIIeCTBEHHO
CBSI3aHHBIE C Be[leHVeM VH/VBVILY JIbHBIX MHBECTUIVIOHHBIX cueToB. OTMedeHa c1a-
6as MHPOPMIPOBAHHOCTH HaceJIeHVISI OTHOCUTEIIFHO HIVBVLY AJIbHBIX VIHBECTVLIV-
OHHBIX CYETOB 1 HEOOXOIMMOCTB ITPUBJIeUeH s (PVHAHCOBBIX KOHCY/IBTaHTOB.

KJIFOUEBBIE CJIOBA. VIHBeCTMIIMIOHHBIVI HaJIOTOBBIVI BBIYET; VHAVBUILYJIbHbIV
VIHBECTUILIVIOHHBIVI CYEeT; VIHAVIBVYJIbHBIVI IIEHCMOHHBIVI CYeT, MHIAVBUIYJTbHBIN
cOeperareJIbHBIVI CYeT; MHOVBVIYIBHBI MHBeCTOpP; MOCKOBCcKas Ompika; obrmra-
W, aKIu; MHBecTUIMOoHHbIe rav; HIIMDIT.
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Introduction

In 2015, the Tax Code of the Russian
Federation was amended to introduce a
new type of tax deduction for individual
income tax, that is to say, the investment
tax deduction. It entitles to claim a reduc-
tion of the tax base in securities transac-
tions. This mechanism is well-established
worldwide; however, it remains a com-
pletely new and uninvestigated phenom-
enon for Russian investors, analysts, and
tax advisors. This paper seeks to provide
a detailed understanding of investment
tax deduction schemes available in the
framework of Russian legislation, as well
as to outline its development. The invest-
ment tax deduction is intended to pro-
mote long-term investments in Russian
securities traded on the established secu-
rities market, build an investment culture
among Russians, and create a long-term
investors segment within the society. In
this context, it is obvious that the invest-
ment tax deduction is targeted at the mid-
dle class individuals with some experi-
ence in investing.

The new deduction has not demon-
strated any direct evidence of its effec-
tiveness in terms of stimulating the secu-
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rities market development (after a year
and a half in effect) since its introduction.
However, it is apparent that the system of
investment tax deductions appeals to in-
vestors and requires some modifications,
which substantiate this study.

According to the Article 219.1 of the
Tax Code of the Russian Federation in-
vestment tax deductions are classified into
three types. However, from a practical
perspective, it is advisory to distinguish
the following two groups of investment
tax deductions:

- investment tax deductions by way
of tax allowance for long-term holding of
securities;

- investment tax deductions related
to opening individual investment ac-
counts (IIA).

Tax allowance for long-term holding
of securities

According to subsection 1, clause 1
of the Article 219.1 of the Tax Code of the
Russian Federation, a taxpayer is entitled
to claim an investment tax deduction in
the amount of the positive financial result
obtained by the taxpayer in the tax year
from the sale (or redemption) of securities
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tradable on the established securities mar-
ket, provided that the taxpayer has owned
the securities for more than three years.

By «securities tradable on the estab-
lished securities market», we mean secu-
rities that are listed on the Russian stock
exchanges, as well as open-end mutual
funds units under the management of
Russian asset management companies.
The investigated tax allowance has been
effective since 2015; however, it applies to
securities purchased after January 1, 2014.

An investment tax deduction is grant-
ed in the form of allowance for long-term
holding of securities in the event that the
following requirements are observed:

1. The maximum amount of the tax
income deduction for the tax year is calcu-
lated as the product of coefficient C; and
an amount equal to 3 million rubles.

With this in mind, coefficient C, shall
be calculated as follows:

3

pR?
-3

i

7

1)

where [; stands for an income from sale
(redemption) of all the securities, held for i
number of full years, in the tax year; n rep-
resents a number of holding periods mea-
sured in full years, for the securities that
have been sold (redeemed) in the tax year,
following which a taxpayer is granted the
right to receive a tax deduction.

Formula (1) considers taxation in case
a taxpayer realizes multiple securities
with different holding periods within the
same tax period.

2. The holding period of a security for
a taxpayer shall be calculated based on the
FIFO method.

3. A tax deduction shall be granted to
a taxpayer when tax is being calculated
and withheld by a tax agent or upon the
submission of a tax return.

4. In case tax deduction is granted by
multiple tax agents, the aggregate amount
thereof exceeds the limit (i.e., 3 million
rubles), the taxpayer shall be obliged to
submit a tax return and pay the appropri-
ate amount of the tax shortfall.
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5. A tax deduction shall not apply in
case of sale (redemption) of securities re-
corded in an ITA™.

The investment tax deduction scheme
in the form of allowance for long-term
holding of securities is presented in Fig. 1.

Purchase of Securities

N

ooo’

Positive financial
result amounting
to a maximum

0..}

of three million
rubles

.oc}

PDD

Right to receive a tax
deduction in the amount
of the financial result

Fig. 1. Investment tax deduction scheme
in the form of allowance for long-term
holding of securities, implemented
by an investor

According to Russian legislation it is
necessary to note that tax allowances re-
lated to long-term holding of securities
were also granted before 2007. Previous-
ly, tax deduction applied to the entire
amount obtained from sale of securities
held for more than three years, how-
ever, the new version of the law makes
deductible only the positive financial
result. The new allowance for long-term
holding of securities applies to securities
obtained as a result of donation and in-
heritance.

Investment tax deductions related
to individual investment accounts

A Russian taxpayer is entitled to have
two investment tax deductions related to
the IIA, and therefore, it is necessary to
clarify the concept of IIA and its features.

! Tax Code of the Russian Federation (Part II) of
August 5, 2000, no. 117-FZ. Available at: http://
www.consultant.ru/document/cons_doc_
LAW_28165/.
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Individual investment account opened

v

@. up to 400,000 rubles
° v

up to 400,000 rubles
v

% [) up to 400,000 rubles
v

13% refund of the
deposited funds

13% refund of the
deposited funds

13% refund of the
deposited funds

Individual investment account closed

Fig. 2. The investment tax deduction scheme implemented by an investor (Type A)

According to the Article 10.2-1 of the
Federal Law «On the Securities Market»,
individual investment account is an ac-
count of internal accounting, intended to
keep separate records of monetary funds,
securities of the client (the individual),
and liabilities under the contracts involv-
ing the funds of this client®. The IIA can be
opened by a broker or an asset administra-
tor under a particular brokerage services
agreement or asset management agree-
ment and shall be managed by them.

There are several restrictions con-
cerned with the IIA in the Russian Fede-
ration:

- an individual is allowed to sign only
one IIA management agreement;

- under the IIA management agree-
ment an individual is permitted to transfer
only monetary funds to brokerage firms or
asset management companies;

- the amount of money transferred is
limited to 400 000 rubles per year;

- the IIA has to be owned by a taxpay-
er for at least three years.

Thus, the IIA is a regular brokerage
account, but with restrictions on replen-
ishment and withdrawal of funds. There
are no restrictions related to the nomen-
clature of securities and other financial
investment instruments within the IIA.
According to subsections 2 and 3, clause
1 of the Article 219.1 of the Tax Code, a
taxpayer is entitled to have two mutually

2 RF Federal Law «On the Securities Market»
of April 22, 1996, no. 39-FZ. Available at: http://
www.consultant.ru/document/cons_doc_
LAW_10148/.
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exclusive investment tax deductions in-
volving the IIA:

- in the amount of monetary funds de-
posited by a taxpayer during the tax year
in the ITA (type A)3%;

- in the amount equal to income ob-
tained from transactions recoded in the
ITIA (type B)".

Thus, investors are entitled to choose
the type of investment tax deduction
(A or B).

The investment tax deduction as per
type A is provided under the following
conditions:

1. A tax deduction shall be granted to
a taxpayer upon submission of a tax return
based on the documents that confirm the
depositing of monetary funds in the IIA.

2. In the event that the IIA manage-
ment agreement terminates before the
expiry of the 3-year period, the amount of
tax not paid by the taxpayer to the budget
must be restored and paid to the budget
including penalties.

The investment tax deduction scheme
as per type A is shown in Fig. 2.

The investment tax deduction as per
type B is granted to an individual by the
tax authority upon submission of a tax re-
turn or when tax is calculated and with-
held by a tax agent subject to the presenta-

® The terms «Type A» and «Type B» are in-
troduced by the author.

* Tax Code of the Russian Federation (Part 1I) of
August 5, 2000, no. 117-FZ. Available at: http://
www.consultant.ru/document/cons_doc_
LAW_28165/.



Journal of Tax Reform. 2016. T. 2, No 2. C. 126-138

ISSN 2412-8872

tion of a statement from a tax authority to
the effect that:

- taxpayer has not exercised the right
to claim a tax deduction as per type A;

- taxpayer has no other IIA manage-
ment agreements during the term of the
IIA management agreement.

The investment tax deduction scheme
as per type B is shown in Fig. 3.

The essential differences between the
tax allowance for long-term holding of
securities and investment tax deductions
involving individual investment accounts
are as follows:

1. In order to obtain tax allowance for
long-term holding of securities, investor
has to acquire securities and hold them for
at least three years without selling. Thus,

investor’s monetary funds are «frozen» in
certain securities.

2. The management of IIA implies
«monetary funds’ freezing» not within
specific instruments, but in a separate ac-
count (within the actual IIA). The restric-
tions regarding the investment period
for the IIA are not regulated. Investment
within the IIA is not limited to securities;
investors can allocate funds in bank de-
posits, purchase currency and derivative
financial instruments.

Special aspects of investing using
investment tax deduction

Implementation of a particular type of
investment tax deduction has a significant
impact on investment strategy (Table 1).

Individual investment account opened

securities trading

securities trading

securities trading

PP

‘".I I I<

Individual investment account closed

Right to receive
a tax deduction

up to 400,000 rubles

up to 400,000 rubles

up to 400,000 rubles

4.0:

Fig. 3. The investment tax deduction scheme (Type B)

Table 1
Special aspects of investing using investment tax deductions
Type of investment Type Types of financial instruments | Mandatory taxable
tax deduction of investor income in hand
Tax allowance for | Long-term Shares (first- or second-tier) No
long-term holding | Unqualified Government or corporate bonds
of securities Passive Units of open-end mutual stock
Non-speculative | and bond funds
Investment tax Long-term Government or corporate bonds | Yes
deductions with ITA | Unqualified Units of open-end mutual bond
involved (Type A) | Passive funds
Non-speculative | Deposits in commercial banks
Structured products, bond-based
Investment tax Short-term Shares (first- or second-tier) No
deductions with IIA | Qualified Structured products, stock-based
involved (Type B) | Active Futures
Speculative Options
ETF units
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Tax allowance for long-term holding
of securities implies a conservative ap-
proach to investment, i.e., acquisition of
shares, bonds, fund units, which is due to
the fact that securities are to be held by a
taxpayer for a period of more than three
years. The choice of a particular type of
securities, as well as of their varieties
(first- or second-tier shares, government
or corporate bonds) depends on the risk
tolerance of a particular investor.

Investors who choose the investment
tax deduction with IIA involved (Type A)
tend to obtain a guaranteed financial
result and maintain a conservative ap-
proach. They are likely to focus on fixed-
income instruments — primarily, bonds.
In this case, an individual tax deduction
is granted each year, and the maximum
annual tax deduction shall amount to
52 000 rubles (13 % of 400 000 rubles). An
investor can expect to return funds that do
not exceed the amount of tax already paid
and, as relevant, he must have taxable
income from another source of payment.
Upon closing an account, an investor will
have to pay individual income tax on in-
come derived from transactions in the IIA.

In 2015, effective application of the in-
vestment tax deduction with IIA involved
(Type A) was possible without using secu-
rities market instruments. Thus, an inves-
tor was able to conclude an IIA manage-
ment agreement with an asset management
company and invest all the funds in a bank
deposit, while receiving an investment tax
deduction. Since January 1, 2016, this in-
vestment option has no longer been avail-
able due to the changes to the Federal Law
«On the Securities Market». Currently, an
asset management company has the right
to allocate funds in deposits in credit insti-
tutions, but their amount shall not exceed
15 % of the managed funds.

The investment tax deduction with
IIA involved (Type B) is of profit to in-
vestors who pursue acquisition of shares,
derivatives based on shares (structured
products), and active speculative trade.

Short selling with IIA is impossible
since the margin lending is not available.
However, in this case, an investor may
demonstrate a similar stance by purchas-
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ing futures or put options in the context of
using the investment tax deduction with
IIA involved (Type B).

What concerns classification of IIA
investors, the authors are in line with the
classification proposed by M. Shabanov,
who divides potential holders of IIA into
3 groups: current customers; investors
managing their own assets, but not op-
erating in the stock market; people unfa-
miliar with investment activities [1, p. 43].
M. Shabanov also presents recommenda-
tions for each group of IIA holders.

Foreign analogues
of individual investment accounts

Analogues of the IIA are quite com-
mon in other countries so its application
in Russia is logical, reasonable and ex-
pected. Similar accounts have been used
in developed countries since the 1970s.
For example, there is IRA (Individual
Retirement Accounts) in the US; in Aus-
tralia, Superannuation; in the UK, ISA
(Individual Saving Accounts); in Canada,
TFSA (Tax-free Savings Accounts); and in
Japan, NISA (Nippon Individual Saving
Accounts). These accounts have similar
preferential tax treatment for individuals.
However, they were designed to address
different objectives and to have different
investment features. In addition, some of
them are associated with pension savings,
whereas others are not.

The US IRA was introduced in 1974;
it was an individual retirement plan de-
signed for people who do not participate
in the corporate pension plans. The IRA
gives to the US citizens tax advantages for
pension savings investment. This type of
investment account makes it possible to
invest in a wide range of financial instru-
ments, including fund units. There are six
types of IRAs in the US: Traditional IRA,
Roth IRA, SEP IRA, SIMPLE IRA, Roll-
over IRA, Conduit IRA. They differ in
the context of investment/taxation terms
and conditions. IRA schemes cover about
50 million of the US households [2, p. 39].

The IRA legislation was designed to
encourage new saving. Households can
replenish IRA using three sources: trans-
ferring funds from a previous non-IRA



Journal of Tax Reform. 2016. T. 2, No 2. C. 126-138

ISSN 2412-8872

financial asset balance, transferring funds
from a non-IRA savings account, which is
implemented even in the absence of IRAs,
and through decreased consumption.
According to O. P. Attanasio, T. DeLeire
(2002) «participation in the IRA program
is simply an indicator of a high propensity
to save and that participants would have
saved the same amount without the tax in-
centives. If so, these tax incentives merely
represent a transfer from taxpayers to sav-
ers» [3, p. 505].

Superannuation in Australia, intro-
duced in 1992, is another type of invest-
ment retirement account. The superannu-
ation model includes government-funded
pensions, compulsory contributory super-
annuation savings, and voluntary super-
annuation savings. This superannuation
model is designed to partly shift the bur-
den of the senior population away from
government and onto individuals, which
implies self-funded retirement rather than
public pension arrangements. Australian
government also benefits from the taxa-
tion revenue that is collected from super-
annuation savings [4].

ISA (earlier — Personal Equity Plan)
was introduced in Great Britain much
later, in 1999. The ISA, unlike the IRA, is
not associated with pension savings and
ensures a wide range of investment types,
including investment of funds in bank de-
posits. The ISA is not tax-deductible, and
the revenue derived from contributions
is not taxable when it is withdrawn. Two
types of ISAs are currently available; those
are cash, and shares. The cash type has
more restrictions than the equity type. The
typical ISA holder is male, belongs to the
highest-income cohort, and is approach-
ing retirement [5, p. 372].

ISA accounts are protected in the UK
by the Deposit Guarantee System, but
only partially — to the amount that is less
than £85 000. The ISA program is avail-
able for young British citizens. Thus, the
ISA is intended for individuals who have
reached the age of 16. According to I. Kriv-
osheyeva, the UK ISAs have accumulated
around £400 billion [2, p. 39].

Canadian TFSA, which was intro-
duced in 2009 as an analogue to the ISA,
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is also a non-pension product. It provides
a wide range of securities for investment
and intended for citizens aged 18 or older.
Capital gains and other investment in-
come earned in a TFSA is not taxed, with-
drawals are tax-free.

NISA accounts in Japan were de-
signed by analogy with the English ISA
and were introduced only recently — in
2014. These accounts are intended to
promote the culture of public invest-
ment and encourage investment in stock
market instruments. Particular emphasis
is placed on the Junior NISAs for young
people (of 20 years old); they were de-
signed to be similar to the British Junior
ISAs. Since the introduction of NISA (i.e.
ayear and a half period), Japanese citizens
have opened more than 9 million accounts
and have invested about $43 billion via
these accounts [6]. Japanese government
is working on a scope of measures to re-
form NISA, including the simplification
of the account opening procedure and the
increase of maximum amount of annual
investment up to $10 000.

Thus, foreign IIA analogues are al-
ways concerned with tax allowances and
imply either classic investment or pension-
related investment. The Russian version of
the IIA has comprised some features of the
British ISA, including possibility of invest-
ing funds in bank deposits, which is due
to be introduced in 2016, and some of the
features of the Japanese NISA (in terms of
the investment culture development). In
our view, the UK practices may appear
more useful because their ISA accounts
have existed for a longer period of time.

Bonds as a dominant instrument
for investing in individual investment
accounts

The current pressing economic condi-
tions contribute to the increase in the yield
of debt instruments and bring bonds to
the foreground of investing that involves
investment tax deductions. In a context of
uncertainty, government bonds, as well
as highly-rated corporate bonds, ensure
that investors will obtain high and guar-
anteed returns. The other positive features
of bonds include their being a simple and
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transparent investment instrument. Con-
sequently, plans for domestic issuance of
both the government and corporate bonds
in 2016 are extensive.

Government and municipal bonds
currently have an advantage over corpo-
rate bonds because coupon payments on
them are not subject to individual income
tax. This advantage will soon (suppos-
edly, from January 1, 2017) be eliminated
(the relevant bill is currently being pre-
pared), which is likely to cause a surge of
interest in corporate bonds.

The yield of the government bonds
index on the Moscow exchange (RGBI) as
of January 15, 2016 amounted to 10,59 %,
whereas the yield of the corporate bonds
index (MICEXCBICP) was 11,68 %.
The deposit reference rate amounted to
11,2 %° in January 2016. Respectively, on
July 1, 2016, the rates of similar indices
decreased to 8,7 % and 10,35 %, while the
deposit reference rate amounted to 10,7 %
in July 2016. Thus, the rate of return on
bonds is already comparable to returns on
deposits. Obviously, it has to be taken into
account that the rates of the indices are av-
erage values, and investors can purchase
certain bonds with return much higher
than the index.

The issuance of federal loan bonds
with index-based par value (OFZ-IN)
and the launch of exchange-traded bond
programs that facilitate reissuance are
the two major innovations of 2015 on the
bond market that are contributing to the
bond market development and increasing
investors” interest.

If in the short-term investors are more
interested in bonds, the expected fall of
Russian companies” stock prices can lead
to a significant inflow of investors’ funds
in the «cheap» stock market. The favorable
changes such as transparency and predict-
ability in the stock market will only pro-
mote this trend. Predominantly, this refers
to the assignment of separate record dates
to participation in the general meeting of
shareholders and dividend payment, as
well as the reduction of dividend payment

® This refers to yield estimated in rubles for a
period exceeding one year (according to the Bank
of Russia).
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period, which was described in detail in
the author’s paper [7, pp. 117-119]. A pos-
sible decrease in Russian issuers’ stock
prices can stimulate the use of tax allow-
ances for long-term holding of securities.
Furthermore, it can contribute to increased
dividend yield, which is currently low and
on average amounted to 3,8 % and 5,3 %
at year-end of 2013 and 2014, respectively,
as regards Russian «blue chips» [8, p. 41].

Statistics related to opening individual
investment accounts

Today, it is impossible to give account
of the statistical data regarding the utiliza-
tion of the allowance for long-term holding
of securities since the three-year invest-
ment period is still ongoing. However, the
data on IIAs opened by brokers and asset
management companies are available. It
is provided by the Moscow Exchange and
has been consolidated by the author in
Table 2. Statistics related to opening and
managing IIAs at year-end 2006 are pre-
sented in the paper [9, pp. 106-107].

The total number of accounts opened
by citizens a year after the IIA introduc-
tion amounts to 88 907. This figure exceeds
expectations of most of the experts and is
10% higher than the estimated figure pre-
sented by the author in 2015 [10, pp. 93].
As of June 1, 2016, the number of I1As
opened reaches 123 252. Thus, in 2016, the
increase amounts to 38,6 %.

Sberbank, PJSC currently tops the list
of trading participants with 24 525 IIAs
opened by January 1, 2016 (27,6 % of
the total number of IIAs), and 34 344 ac-
counts opened by June 1, 2016 (27,9 % of
the total number of IIAs). Sberbank, PJSC
is followed closely by Finam, JSC, which
leads the list of top investment companies
in the IIA market (21 728 IIAs or 24,4 %
of the total number of IIAs by January
1, 2016, 28 382 IIAs or 23 % of the total
number of IIAs by June 1, 2016). Finam,
JSC is followed by Otkrytiye Broker, JSC
(13 752 I1As or 15,5 % of the total number
of ITAs, and 21 502 accounts or 17,4 % as
of the corresponding dates) and Kom-
paniya BKS, LLC (14,315 IIAs or 16,1 % of
the total number of IAAs; 18 077 accounts,
14,7 %). Six players in the market (includ-
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ing the four above-mentioned companies
with Aton, LLC and Alfa-Bank, JSC com-
pleting the list) «hold» 92,8 % of the entire
IIA market. Thus, without regard to Sber-
bank, investment companies dominate the
IIA market.

The second half of 2015 showed an in-
crease in the IIS management agreements
concluded. Thus, while in the first half of
the year individuals opened 32 460 IIAs
(36,5 % of the total number of I1As opened
in 2015), by the end of the second half of
2015, this figure had risen to 56 447. Dur-
ing the first five months of 2016 (January
to May) a decline in individuals” invest-
ment activity (34 345 new accounts) was
observed, which is obviously related to the
economic crisis and decreased incomes.

It should be noted that a number of
accounts is not active. Certain IIA holders
had planned to replenish their accounts
by the end of the first year but failed to do
that due to the pressing economic condi-
tions. According to the estimates of the
Moscow Exchange, securities transactions

are recorded in 45 % of the lIAs and 75 %
of the IIAs have monetary funds. G. Ba-
ranov provides similar data [11, p. 30]. A
statistical of the IIA market at year-end
2015 was presented by the Bank of Russia.
According to this review, the average ac-
count size (zero-balance accounts includ-
ed) is approximately 57 000 rubles [12].
Thus, the current total assets of IIA mar-
ket can be roughly estimated at 7,2 billion
rubles. By the end of 2016, this indicator is
expected to reach 12 billion rubles.

Further growth in the number and
size of residual IIA balances can be as-
sumed based on a vast amount of funds
currently held in citizens” bank deposits
(23 trillion rubles as of April 1, 2016).

Information support of individual
investment accounts

IIAs are strongly supported by IIA
market participants and the Moscow Ex-
change. There are several websites and
information resources dedicated to IIAs,
in particular:

Table 2

Moscow Exchange trading participants’ ranking based on registered I1As

Rank | Name of Trading Participant | Number of IIAs | Number of IIAs | Number of ITAs
registered registered registered
as of July 1,2015 | as of January 1, 2016 |as of June 1, 2016
1 |Sberbank, PAO 8418 24 525 34 344
2 |Finam, JSC 7329 21728 28 382
3 |Otkrytiye Broker, JSC 7699 13752 21 502
4 |Kompaniya BKS, LLC 3072 14 315 18 077
5 |Aton, LLC 2103 4963 6236
6 |Alfa-Bank, JSC 2043 4117 5352
7 |VIB24,PAO - 562 2641
8 |ALOR Plus Corporation, LLC 184 864 1206
9 |Promsvyazbank, PAO 231 823 1171
10 |IC ZERICH Capital 273 610 825
Management, OJSC
11 |KIT Finance Holding, LLC 225 526 763
12 |Gazprombank, JSC 135 375 503
13 |Surgutneftegazbank, CJSC - 227 336
14 |Investment Company - 177 226
ITInvest, JSC
15 |SOLID Asset Management 103 144 153
Company, CJSC
Other participants 645 1199 1535
Total number of IIAs 32 460 88 907 123 252

This table is compiled by the author based on the data of the Moscow Exchange. Source: Moscow
Exchange. Ranking of trading participants according to the number of registered individual investment accounts.
Available at: http://moex.com/ru/spot/ members-rating.aspx?rid=125.
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- unBecmcuem.pgp is website that pro-
vides general information on the IIS;

- Catalogue of individual investment ac-
count providers in Russia is an information
catalog published by the Securities Market
journal;

- detailed information on the IIS is
provided on the Moscow Exchange web-
site, on websites of the majority of invest-
ment companies, on FinGramota.org and
other resources.

Legislative innovations

Improvement of the IIS is currently
being addressed at the level of legislation.
The following changes regarding invest-
ing within the IIA have come into effect
since January 1, 2016:

- an asset management company has
the right to place funds in deposits of
credit institutions in the amount that is
less than 15 % of the managed funds;

- foreign securities can be purchased
by the broker or asset administrator, but
only on the Russian established securities
markets.

These restrictions shall not apply to
agreements concluded before January 1,
2016.

Individuals are currently able to open
IIS remotely and engage in simplified cus-
tomer identification of non-credit institu-
tions through registration in the ESIA (a
universal system for identification and au-
thentication in Russia) and via Gosuslugi.ru.

In addition to the already adopted
innovations, there is a whole scope of
planned measures awaiting approval.
This includes the following;:

1. An extension of the fund limit of the
IIA from 400 000 to 1 000 000 rubles per
year. The amount of 400 000 rubles is ob-
viously insufficient to build the initial effi-
cient portfolio both for brokerage IIAs and
for the IIA fiduciary management.

2. Establishment of a compensation
insurance fund for IIA holders. The Min-
istry of Finance, the Bank of Russia, and
NAUFOR have reached certain interim
agreements in this regard. It is planned
that the compensation fund will be es-
tablished by brokerage and asset man-
agement companies without government
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support. Compensations will be paid only
in two cases: in case of withdrawal of cus-
tomer’s assets from accounts of a broker
or an asset administrator, or in case a pro-
fessional participant is not able to return
customer’s funds.

3. Inclusion of funded insurance on
the list of the instruments available for the
ITA is also being discussed.

4. Asset management companies are
expecting to get a permission to allocate
ITA funds in their own mutual funds units.

Controversies in legislation

There are evident flaws and contro-
versial issues in the legislation related to
the system of investment tax deduction.
They primarily extend to the IIA:

1. Current legislation specifies differ-
ent starting dates for the IIA agreement
expiry both for asset management compa-
nies and for brokers. For brokers, a three-
year period starts upon the agreement
conclusion, while for asset management
companies: upon the receipt of funds,
which creates unequal conditions for bro-
kers and asset management companies.

2. Investment tax deductions are de-
fined in the Tax Code without regard to
the taxation of certain forms of income
derived from securities. In particular, this
relates to dividends and bond coupons.
According to clause 2 of the Article 210 of
the Tax Code, tax base for income derived
from equity participation is to be formed
separately from other incomes, to which
the rate of 13% is applied. However, tax
deductions specified in Articles 218-221
of the Tax Code do not apply to income
derived from equity participation.

In our opinion, the taxable income on
dividend payments and coupon payments
should be calculated with regard to the im-
plementation of investment tax deductions.

3. Currently, dividends and coupon
payments cannot be charged to the IIA.
For investors, it is possible only when us-
ing a regular brokerage account, which is
irrational. The Central Bank of the Russian
Federation has not published any official
commentaries on this issue yet.

In our view, the requirement to de-
posit funds that do not exceed 400 000 ru-
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bles applies only to funds transferred by
the customer to a brokerage firm or an as-
set management company under the IIA
management agreement. Thus, funds re-
ceived as a result of income distributions
on securities accounted in the IIA should
be posted to this account without restric-
tions. A prerequisite for this is that the IIS
is not replenished through customer’s ac-
count, but though the account of an issuer,
a depositary or an agent.

4. The expedience of investing of the
IIA funds in bank deposits is also debat-
able. We believe that there is no need to
stimulate citizens’ investments in bank
deposits, and this opportunity should be
eliminated. However, the opportunity to
invest in bank deposits should be main-
tained in case that future IIAs will be in-
volved in pension coverage.

Some flaws related to granting in-
dividual tax deductions are expected,
predictable, and avoidable, so they can
be eliminated, eventually. Foreign prac-
tices show that the UK spent more than
10 years improving concessional taxation
scheme under the ISA.

There is an evident contradiction in the
legislation related to taxation of securities
transactions. The system of investment tax
deductions, the taxation procedure for cou-
pons on government and corporate bonds,
as well as plans to make corporate bond
coupons exempt from individual income
tax reveal an intention to encourage invest-
ing in domestic securities market. Howev-
er, the individual tax rate on dividends has
been raised from 9 % to 13 % since 2015,
which is the cause of reduction of the actual
dividend yield by 4,4 % [8, p. 43]. In other
words, today we are witnessing certain
contradictions and inconsistency in promo-
tion of citizens” investing in securities.

Discussion regarding the development
and significance of individual
investment accounts

Development of the IIA in Russian
market is associated with two questions:

1. Can the IIA change the current bro-
kerage business model?

Currently brokers are focused on cus-
tomer’s sales volume, irrespective of the
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market’s growth or decline or customer’s
financial result. There is a point that rapid
development of the IIA can cause reori-
entation of brokers to incomes that de-
pend on the growth of customers” assets.
In our view, such scenario is unlikely to
occur in the near future, since the num-
ber of IIAs, even among the leading bro-
kers, is insignificant (Table 1), and profit
on transactions employing IIAs is signifi-
cantly lower than that on regular broker-
age transactions. However, following the
market development, we might see such
outcome in future.

2. Will the IIA be able to become a
popular financial instrument and encour-
age individuals’ investments in Russian
securities?

Most authors are cautiously optimis-
tic about the introduction of the IIA in
Russia. For instance, Y.V. Lakhno consid-
ers that «a significant increase in new ac-
tive individual investors should not be ex-
pected, since people who were waiting for
the introduction of this innovation, tried
to utilize it right after the law came into
force» [13, p. 12]. P. K. Levin believes that
«it is too early to expect a massive influx
of ITA investors» [14, p. 385]. According to
L. Krivosheyeva, «these accounts may act
as a major channel for the inflow of pri-
vate investments into the national econ-
omy» [2, p. 38]. M. Vasin states that «in-
troduction of the IIA is definitely a step in
the right direction, even though the practi-
cal measures were partly undermined by
a number of constraints» [15, p. 37]. The
Catalogue of individual investment ac-
counts providers in Russia, 2015 calls the
first six months of the IIA on the market
«moderately optimistic» [16, p. 7].

The authors consider the IIA highly
promising and effective from the stand-
point of all market participants and deems
important to define the mechanism of IIA
application in the Russian Federation. If
the IIA can ensure that investors increase
their gains, this will enable the issuers to
have more successful public offerings, as
well as the support of the secondary mar-
ket. Infrastructure entities and interme-
diaries can also benefit from the growing
customers’ sales volume.
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The estimated amounts of funds in
the ITA have reached 7 billion rubles. Giv-
en the daily turnover of the Moscow Ex-
change’s stock market of about 1 trillion
rubles, the amount of funds in the IIA may
contribute to the turnover increase for
Russian securities. This can also facilitate
the organization of IPOs and new floats of
corporate bonds.

Conclusion

Thus, we can draw a number of con-
clusions:

1. Inherently, the investment tax de-
duction appears to be special tax treat-
ment applied to a special (with a number
of restrictions) brokerage account.

2. Binding IIAs to non-state pension
coverage is unlikely to be accomplished
due to uncertainties and controversies in
the pension legislation of the Russian Fed-
eration.

3. Investment tax deductions are an
effective mechanism to encourage citizens
to invest in securities and provide invest-
ment opportunities for citizens looking for
an alternative to deposits, while not hav-
ing sufficient funds to invest in real estate.

4. Within the framework of the in-
vestment tax deductions system, the IIA
is the most attractive opportunity, be-
cause it enables investors to apply both
the conservative and speculative invest-
ment strategies.

5. Among all financial instruments,
bonds are currently the most attractive in-
strument for conservative investors with
regard to investment tax deductions due
to their high yield and a wide range of in-
struments the bond segment has to offer.

6. The statistics regarding opening
IIAs over a period of 2015 and five months
of 2016 exceeds experts’ expectations and

now gives grounds for optimistic forecast
for development.

7. The legislation contains a number of
controversies related to investment tax de-
ductions. Elimination of these controver-
sies will enhance the activity of investors
and intermediaries.

8. Further development of the invest-
ment tax deduction system depends large-
ly on the current geo-political situation and
market conditions. Another important fac-
tor is the elaboration of government poli-
cy, designed to encourage the population
to save money, as well as to stimulate in-
volvement of savings in the economic turn-
over through an open market mechanism.

Lack of awareness among the Russian
population regarding the IIA feasibility
is another important factor. According to
the National Agency for Financial Stud-
ies, 27 % of citizens are not aware of IIA’s
features, while 19 % are willing to give
preference to IIA in case the terms become
more favorable compared to the deposit®.

Investors who use investment tax
deductions require qualified assistance,
which could be provided by financial ad-
visors. Therefore, the growth of this insti-
tution and investigations related to it are
likely to follow.

Apparently, the subject of this study
provides vast opportunities for further re-
search that could involve the analysis of
foreign practices and their effectiveness,
assessment of the correlation between the
number of opened IIAs and the revitaliza-
tion of the Russian stock market, estima-
tion of the stimulating effect of the invest-
ment tax deductions, and others.

¢ National Agency for Financial Studies. The In-
dividual investment account: knowledge and attitude.
Available at: http:/ /nacfin.ru/individualnyj-in-
vesticionnyj-schet-znanie-i-otnoshenie/ .
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