26.01.2006

@ omments on the amendments of the Corporate Income

Taxation Act, in force as of 1 January 2006

In the State Gazette, issue 102 as of 20 Decen@i@#r, 2vas published a Law on the Amendment and
Supplementation of the Corporate Income Taxatiort AcASCITA). The most significant
amendments and supplementations of the hitherstirgilegal regulation made by LASCITA are
related to:

1. Changes concerning the accounting of fixed assdbr tax purposes
1.1. Grants related to depreciable assets

Part of the changes is conceptual and concernadtmunting of the fixed assets for tax purposes.
The most significant new moments can be summagazsedadllows:

* In 81,i. 57 of CITA is implemented new letter “dhich introduces a specific rule, that for
tax purposes the depreciable amount of a fixedt &gl be reduced by the amount of the
grant, which is related to this asset, and witls Hrhount the asset shall be recorded in the
Tax Depreciation Schedule (TDS)hat is, in TDS such assets are recorded at net lua
(after deducting the value of the grant).

In the cases when the entity accounts for financilgted to depreciable assets that is
gradually recognized in the income, this recogniiresbme should be deducted from the
taxable base, so that the double taxation of odetteer same amount is avoided. That is why
in the new i. 10g of Art. 23, para 3 CITA is enygsd decrease of the financial result with
the income from financing with reference to granédated to depreciable assets, which are
included in TDS at depreciable amount, determime@dcordance to 81, i. 57, letter “d”
CITA.

« In case the asset is related to received grant artde value of this grant is adjusted (i.e.
increased/decreased)as exception it is allowed the tax indicatorsthwihich the asset is
recorded into TDS, to be changed. Adjustments, wharrespond to the amendments in the
value of the grants, have to be executed in thieabors “depreciable amount” and “allowed
tax-deductible depreciation”, charged to the dept#e asset in TDS. The change is
established with the amendment of Art. 22, par&IA.

« In case that the grant becomes refundablepursuant to the new i. 16d of Art. 23, para 2
CITA, the financial resulshall be increased with the expenses, charged aseault of the
adjustment of the value of the grant related to a depreciable asset, which is included
TDS with its depreciable amount, determined in adance to 81, i. 57, letter “d” CITA (i.e.
depreciable amount, which is decreased by the \ailtlee grant related to the fixed asset).
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1.2. Amendments related to the treatment of the nedepreciable fixed assets

Starting from 1 January 2006 the revaluation and inpairment of non-depreciable assets will
not be recognized for tax purposesTill the adoption of the amendment the revaluatand
impairment of non-depreciable assets, as are laddrevestment properties, were not regulated for
tax purposes. Pursuant to the new rules, the finhresult shall be increased in the annual taxrret
with the reported amounts, representing a deciieabe value of the non-depreciable fixed tangible
and intangible assets and non-depreciable investipeperties, as a result of accounted for
revaluation and impairment of the assets. Artp28a 2, i. 21, letter “a” CITA is applicable.
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The recognition of the effects from impairment amedraluation is allowed when refunding the
impairment or when increasing the value of the asses well as when they are written-off from the
entity. In this case the financial result is deseshby the accounted revenue under Art. 23, pdra 3,
13, letter “a” and by the non-refunded amounts (weting-off the assets) under Art. 23, para 3, i.
21 CITA.

1.3. Tax treatment of assets, which are used simatteously for the execution of an activity,
which results are taxed with corporate income tax mder the general procedures, and of
activities, taxed under other tax mechanisms

The new para 14 of Art. 22 CITA introduces a spedieatment of the depreciable assets, which are
used simultaneously for the execution of an agtivitom which taxable profit is formed under
Chapter Two of CITA, and of another type of activitvhich results are taxed under another
procedure within the Act (e.g. final one-off taX)his provision of the Act concerns the persons,
taxed with final patent tax, the budget-funded marises and the municipalities, which income is
taxed under a special procedure within the Act. 8¢sets, used for the two types of activity (tagabl
non-taxable under the general procedure of the Aatle to be included into TDS with the full
amount of the tax indicators, regulated by pard Brt 22 of the Act. With regard to this type of
assets, the following additional requirements hauvee kept:

» The financial result in the annual tax return si&ldecreased under Art. 23, para 3, i. 11
CITA, with the part of the annual tax-deductiblgpdeiation, corresponding to the activity,
for which the tax liable person forms its taxabtefjp (income) under Chapter Two of the
Act.

« Onthe grounds of Art. 23, para 2, i. 24, lettérCITA the financial result shall be increased
with the part of the revaluation reserve, whichwgtohave been included in TDS and
corresponds to the reduction of the taxable pmofthe current and the previous tax periods
by increasing the tax-deductible depreciation egperand the asset carrying amount for tax
purposes, in case that the reserve has been ebhtblifor an asset, which is used
simultaneously for the execution of taxable withrpmgrate income tax activity and of
activities, which results are not taxed under Chadiwo of the Act (under the general
procedure).

« When writing-off such an asset (used simultaneofmiyaxable activity under Chapter Two
of the Act and another type of activity) from TDBge financial result shall be decreased
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under Art. 23, para 3, i. 12 of the Act with theatpaf its carrying amount for tax purposes,
determined by a coefficient, derived from comparitige tax-deductible depreciation
expenses for the current and for the previous geriand the tax-deductible depreciation
expenses for the same asset, calculated undeettieea procedure.
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1.4. Discontinuing of the accrual of depreciationn TDS

The provision of Art. 22, para 13 CITA is supplerregh and it regulates the cases, in which the
accrual of tax-deductible depreciation expenseED® should be discontinued without writing-off
the assets. Except for the cases of temporary vaitvel of assets from use (for a period not less tha
12 months) and termination of the person throughidiation and insolvencyhe discontinuing of

the accrual of tax-deductible depreciation expenseshall be done also in case that the assets
“are classified as held for sale or are part of aidposal group, classified as held for sale” within
the meaning of IFRS 5 “Non-current Assets Held foiSale and Discontinued Operations”, i.e.
those are the cases, in which the assets become -depreciable (for accounting purposes as
well).

1.5. Changes in the tax treatment of amounts, reking from adjustments of the values of
depreciable assets

In CITA is included explicit provision, which setfl the tax treatment of amounts, stemming from
adjustments of the values of depreciable assets Wiege are changes in the applicable accounting
standards for preparation and presentment of trandial statements. Pursuant to the new Art. 29¢
CITA these amounts shall not be tax regulated uAder29a and Art. 29b of the Act, in which the
tax treatment of the effects from changes in thepacting policy and from the accounting for of
fundamental errors, is stipulated. In addition, #meounts resulting from changes in the values of
depreciable assets in relation to events that happened after the date of the initial preparatibon
TDS are not regulated as well.

2. Rules for transforming the annual financial resit for tax purposes and for calculating the
taxable profit

* The amendment of Art. 23, para 2, i. 6 and 7 Cl&gulates that the financial result shall not
be increased with the expenses on shortage okgéset] assets and inventoe to force
majeure. Till now the specified expenses were not regdlatethey were caused by a
disaster. Similarly Art. 23, para 3, i. 6 CITA is amended, fasm the regulation for tax
purposes is excluded the income from shortage sétasexcept for the cases of disasters,
and by the amendment — in the cases of force majé@ecause the concept of “force
majeure” * is broader than “disaster’, the cited provisionsl Wave greater practical
application.

* Item 12 of Art. 23, para 2 CITA, which introducedrequirement for an increase of the
financial result by the expenses accounted fonénconversion of temporary differences into

Y In Art.306, para 2 of the Commercial Act is defintae term “force majeure”, and it is every unfems or
unavoidable event of extraordinary nature.
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permanent ones, was revoked. This change is retatéde amendments of the National
Accounting Standards and it is in compliance wiik tules for accounting of the income
taxes, embedded in NAS 12 “Income Taxes” and IASviith analogous title), where it is
regulated that the tax effects from the conversibtemporary differences into permanent
ones shall be accounted for as tax expenses afichehaffect the amount of the operating
expenses and the profit before taxes.
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3. Tax treatment of the expenses on transportatioaf the personnel

The amendment of para 12 of Art. 23 CITA as of tudasy 2006 introduces a conceptually new
approach to the treatment of the expenses on waasipn of the personnel. The following expenses
are not regulated for tax purposes and are not taxewith one-off tax under the Art. 36 CITA:

the expenses on transportation of the personngdliimg the persons, employed under management
and supervision contracts) from their place ofdesce to place of work and badkcurred in
relation to the use of railway transport, trams, trolley-buses, urban and inter-city bus transport

on the adopted transport scheme, except for the adbnal transport lines. The recognition of

the expensedepends on their proper reportingin compliance with the requirements of the current
legislation.

Only the expenses on transportation of the perdaameer the adopted transport scheme of the
public transport, without the additional bus lin@eute taxicab lines) are tax exempt under this
procedure.

The approach for the recognition of the expensegroup transportation of the personnel, organized
by the employer (under the requirements of Art.(28a 11 CITA) is preserved, and the commented
change in the legal provisions will not affect dtmmpanies, which have entered into fixed contracts
with transport companies for the realization ofteadransportation.

4. Tax treatment of losses, realized in member-4&s of the European Union

The general rule is that the deduction of lossegyried while executing business activity in other
states, from profits with source in Bulgaria is albwed. Losses can be deducted only from profits,
realized from the same source in these other states period of five consecutive years. The new
para 2 of Art. 40 CITA introduces the possibiliag an exception, for deduction of losses, incuimed

a member-state of the European Union (EU) fromzedlprofits in Bulgaria. The goal of the change
is the adaptation and harmonization of our taxslegjon with the EU’s one. At the same time the
general rule for deduction of losses with sourcestaites, which are not EU member-states, is
preserved, as well as the methodology for calaujatihe amounts for deduction, when they are from
several sources.

The provision of 831 of the Transitional and FiRabvisions of LASCITA settles all the existing
cases, namely the accrued losses, which are foafted 1 January 2001 (i.e. the losses with
unexpired period of limitation) and are with souoddEU member-state, and are not deducted till the
adoption of the current amendments, can be dedircthé following periods in accordance with the
rules of Art. 38 CITA.
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5. Obligations of companies in liquidation and inslvency

The amendments concern the obligations for filinga return and for final settlement with the
central budget of the companies in liquidation arsblvencyin the period after the filing of an
application for deletion to the moment of their degtion. The most significant of them are:

The amendment of para 10 of Art. 41 CITA regulatieat the last tax period of the
companies in liquidation shall encompass the tirmmfthe beginning of the calendar year, in
which the application for deletion is submittedthe date of its submission. Till now this
period continued to the deletion date of the corigsar-or this period the tax liable persons
shall file a tax return with a standard form, wétitached copy of the application for deletion.
The taxes due for the last tax period shall be phithe date of the filing of the application
for deletion.

For the companies in a process of insolvency thietéx period remains the beginning of the
calendar year, in which the deletion of the compardone to the deletion date.

Regardless of the way of determination of the tagtperiod,in case that the tax liable
person continues its business activity after the &mission of the application for its
deletion, it has to fulfill its obligations under the general procedure of CITA i.e. to file
tax returns and to pay corporate income tax fag g@riod. These obligations apply to the
companies in a process of insolvency as well. Téwe para 11 of Art. 41 and para 4 of Art.
53 CITA are applicable.

6. Changes in relation to the taxation of foreign grsons’ income with source in Bulgaria with
withholding tax

Starting from 1 January 20Q@Be foreign persons’ income from all types of tranactions
with shares, securities and financial assets of laccompanieswill be subject to 15% tax.
Till the amendment, only the foreign persons’ ineofrom sale of shares, stocks and other
financial assets of local companies was subjetb8 tax.

The amendment of Art. 12, para 5 CITA and 81, iCIHA stipulates thathe foreign
persons’ income, received as a result of disposaltiv real estate in Bulgaria shall be
subject to 15% taxand not only in the cases of sale of real estat#,waas till the change.

With the amendment of i. 9 of 81 CIT#e accounted expenses for training and
professional qualification under the procedure and the terms of Chapter ltheot abor
Codeare excluded from the scope of the remunerations faechnical services.

As a result of the amendment of Art. 12, para 1ACIThe amounts, which represent
distribution of sources of shareholders’ equity irthe form of shares and stocks in behalf
of foreign persons, shall be exempt from withholdig tax.

The amendment of Art.12, para 4 CITA introducesla,rthat in the cases of financial lease
contracts, signed with foreign persons when ther@st rate is not explicitly defined in the
contract,the interest rate for tax purposes shall be determied on the basis of the
market interest rate. ltem 29 of 81 of CITA, which has given a definitidor “statutory
interest rate”, is amended, and now it gives andtedn for “market interest rate”.
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* Under the amended Art. 34, para 5 CITéeign persons’ incomefrom transactions with
shares of public companies and with tradable riglies shares of public companies, as well
as withshares of collective investment schemes, is not it to withholding tax.

« The new para 5 of Art. 51 CITA regulates tlaatax declaration shall be filedwithin the
terms for payment of the withholding tax.

7. Amendments in the provisions for establishing otax evasion in cases of related party
transactions

The market interest will be used from now on agasidfor determination of whether there is a tax
evasion when related parties enter into loan cot#yawhereas the contracted interest rate is
compared to the market interest rate for the rasmeperiod. This requirement is embedded into the
amended Art. 15, para 3, i. 3 CITA. Till now theseaof loan contracts between related persons,
where the contracted interest rate deviated withentban ¥z from the statutory interest fateas
considered a tax evasion and the financial resaadttb be adjusted for tax purposes by an increase
with the amount of the deviation.

8. Amendments concerning the tax treatment of amoug, accounted as a result of events from
previous accounting periods, fundamental errors andhanges of the accounting policy

* Article 27, i. 1 CITA is abolished. It introducetiet requirement for an increase of the
financial result with the expenses for underchamedon-charged taxes on profits referring
to prior accounting periods (incl. corporate incotag, tax on profit and municipal tax).
According to the rules, embedded in the accounstandards (National Accounting
Standards for Small and Medium-sized Enterpriselsliaternational Accounting Standards),
income taxes are accounted as a tax expense andtdafect the accounting profit/loss,
hence its regulation for tax purposes is unnecgssat illogical.

* There are supplementations in Art. 28a, para 1/Amnd29b, para 1 and 5 CITA, which
regulate that the effects from the accounting efdmental errors shall be subject to tax
regulation. The change includes the addition, thatsame procedure will be applicable also
for the effects due to material errorgwithin the meaning of IAS 8 in its 2005 editiofthis
change is rather editorial.

9. Changes concerning the tax base of certain types expenses subject to one-off tax and
reduction of the tax rates of the one-off tax

9.1. Tax treatment of the expenses for maintenancaynning and repair of passenger cars

e Starting from 1 January 2006 subject to taxatiothwine-off tax will be the expenses for
maintenance, running and repair of “motor vehiclast not of the passenger cars only.
Explicit definition for “motor vehicles” is incluakin CITA (in the new i. 76 of 81 CITA),
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stating that motor vehicles for the purposes oétiax with one-off taxare the specified in
Chapter Two, Section IV of the Local Taxes and FeeAct®, regardless of whether the
motor vehicles have been entered into a registergkt in accordance with the Bulgarian
legislation.

On the other handhe expenses on motor vehiclgwvithin the meaning of CITA), which are
explicitly related to the administrative activities of the company, are exempt from
taxation with one-off tax. As of 1 January 2006 oyl the management expenses will be
treated* as subject to one-off taxTill now the expenses for the two types of atyiviere
subject to taxation.

The changes, commented in this point are set in A, Art 36, para 2 and in 81, i. 27
CITA.

9.2. Changes of the tax rates of the one-off tax,tiw which certain expenses are taxed (in force
as of 1 January 2006)

The one-off tax rate on the expenses for motorckesiis reduced from 17% to 10%.

The entertainment expenses shall be taxed with a0ésoff tax (till now they were taxed
with 17% tax).

Two different tax rates for the one-off tax on social expenses are intceduIn the general
case the social expenses will be taxed with takeatate of 15%. Reduced tax rate of 12% is
envisaged for the social expenses under Art. 294and 4 of the Labor Code (incl. expenses
for organized meals, facilities for recreation, giogl culture, sport and tourism), in case that
the social benefits are givémkind by the employer.

The expenses, specified in Art. 34, para 6 CITA Yoluntary pension insurance, health
insurance, voluntary insurance for unemploymentangrofessional qualification (added in
the legal provision), and/or life insurance ane lifisurance linked with investment fund,
above the limit of BGN 40 for every insured persaiil] be taxed with 12% tax (till 31
December 2005 those expenses were taxed with 1@%6fbtax).

10. Tax treatment of the transactions with sharesfacollective investment schemes

The definition for “financial companies” in i. 4% §1 CITA is supplemented. The scope of
the financial companies includes also the collectiwestment schemes, licensed for public
offering in the Republic of Bulgaria, as well asetlicensed closed-end investment
companies. Analogical amendment is made in i.etferl “b” of 81 CITA. In the scope of the

2 For tax purposes the statutory interest rate aedimed in CITA as an interest rate, which for lsam BGN
was the base interest rate, announced by BNB,aserkby 10 points, and for loans in foreign curyemas 6-
month LIBOR for the respective currency, increased points.

% In Chapter Two, Section IV of LTFA are specifidtetmotor vehicles, registered for operation onrtra
network of the Republic of Bulgaria, the ships,ttage in the registers of the Bulgarian ports, traaircraft,
that are in the state register of civil aircraftleé Republic of Bulgaria.

* As such can be defined the activities directlated to the management and the supervision ofaheany,
regardless of whether they are conducted by theageanent bodies or by persons to whom such funcdoms
delegated.
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transactions, made on a regulated Bulgarian sesuritarket, are included the transactions
of the collective investment schemes, licensegbidnlic offering in Bulgaria.
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e Pursuant to the amendment of Art. 62a, para 1 Ctid profit of the collective investment
schemes (open-end investment companies and cargtfignds), licensed for public offering
in Bulgaria, is exempt from taxation with corporateome tax, as well as the profit of the
closed-end investment companies, within the meanifROSA.

The distributed dividends to the shareholders axed under the general procedure of the
Act (Art. 62, para 2 CITA).

e The financial result is transformed for tax purpgobg the losses (under Art. 23, para 2, i. 17
CITA) and the profits (Art. 23, para 3, i. 3 CITARgalized from transactions with shares or
tradable rights over shares, made on a regulatéghBan securities markeds well as from
transactions with shares of collective investmentiemes.

11. Final tax settlement of the budget-funded entgrises in the end of the accounting year

The supplementation of para 8 of Art. 51 CITA imoluges the requirement for the budget-funded
enterprises to perform a final settlement in thé ehthe accounting year, in case that a difference
between the taxed monthly revenue and the annuahue is established. This difference stems from
the specific way of current determination of the bmse during the year. The adjustment shall be
implemented in the annual tax return, regardlesghafther it is positive or negative.

12. Amendments of the Accountancy Act and other Ast
12.1. Amendments of the Accountancy Act

The several amendments are in the following dioewsti

e The definition for “Small and Medium-sized Entegas”, included in 81, i. 15 of the
Accountancy Act, is changed.

e Article 15, para 2 of the Accountancy Act, whiclguéted the initial moment for accounting
depreciation expenses for fixed assets, is abalishe

* The new para 4 of Art. 7 of the Accountancy Acpglates that in the cases of payment of
liabilities to budget-funded enterprises, arisimgtbe grounds of and under the procedure
stipulated by the law, the source docunsrdll be the payment document.

12.2. Changes in the Non-profit Legal Entities Acénd in the Co-operatives Act

Some quantitative criteria are changed, which dbalfulfilled, in order the financial statements of
these entities to be subject to compulsory findreimlit, as those criteria are increased (e.gl tota
assets, total operating income and average nunfleengoyees).
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13. Amendments of CITA, introduced with the Patronge Act (published in the State Gazette,
issue 103, as of 23 December 2005, in force as ®xcember 2005)

e Art. 35, para 2 CITA that regulates the donatiopemses, which are not taxed with one-off
tax (if they are provided to the benefit of certpgrsons and organizations) is supplemented.
An additional relief is introduced, as the expenses on aids provided for free provided
under the procedure and terms of the Patronage AdiPA), are exempt from one-off tax.

« The expenses on aids provided for no consideratiaier the procedure and the terms of PA
are exempt from one-off tax and are tax-deductiblein case that their amount is up to
15% of the annual accounting profit of the companis. The financial result shall be
adjusted with the amount exceeding this limit ia #mnual corporate income tax return. The
changes are introduced with the amendment of A®. @ara 2 CITA and by the
supplementation of Art. 23, para 2, i. 16c with nietter “c” CITA (the hitherto letter “c”
becomes letter “d”).

« We draw your attention to the fact that simultarsbpwvith the adoption of the previously
commented tax relief a limitation is introducechtttihe total amount of the donations, for
which tax relief is provided, cannot exceed 65% othe accounting profit of the
companies.This requirement is introduced into Art. 23, para. 16c, letter “e” CITA.

The amendments of the legal provisions enter intoef as of 1 January 2006, except for 830, i. 13 of
LASCITA, with which amendments are made in relatiothe legal definition for “financial entities”
and the inclusion of the collective investment see within this group of companies, and for 833 of
LASCITA concerning the changes in the Accountancy, Avhich enter into force as of the day of
their publishing in the State Gazette (i.e. 20 Dalwer 2005).

The information provided in this letter presentdyoa general view of the amendments and
supplementations to LTFA and is not complete. lfective is not to give answers to specific cases,
which have to be solved after careful consideratibiine particular facts and circumstances.

Should any gquestions arise, please do not hesitatentact us at tel. 943 37 00 or through our d-ma
addressoffice@afa.bg
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