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The subject. The problems of business splitting, when several new business entities are cre-
ated on the basis of an existing organization in order to maintain a preferential special tax
regime, are considered in the article.

The aim of this paper is to find out criteria of unjustified tax benefit in the cases concerning
business splitting.

The methodology. The author uses methods of theoretical analysis, particularly the theory
of integrative legal consciousness, as well as legal methods, including formal legal method
and analysis of recent judicial practice.

The main results, scope of application. The problems of assessing the circumstances of cases
involving the application of a business splitting scheme by the taxpayer are inextricably
linked to the assessment of the validity of the tax benefit. According to the author, splitting
schemes should not be considered as tax evasion, but as an abuse of law. In addition, in
order to substantiate the conclusion that a taxpayer has applied a business splitting scheme,
the tax authority must have evidence that will indicate that the taxpayer has committed
deliberate concerted actions together with persons under its control, aimed not so much at
dividing the business as at obtaining an unjustified tax benefit as a result of using such a
scheme. Judicial practice is quite ambiguous.

Conclusions. The author comes to the conclusion that ehe key concept subject to criticism
is the blurred criteria for obtaining tax benefits for taxpayers and the definition of the edge
when it passes into the category of unjustified tax benefit.

™ The reported study was funded by RFBR, project number 20-11-00292 “Legal support of national tax security in international

economic integration context”.
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1. Introduction

The problem of subjective assessment
of the taxpayer's actions when considering tax
disputes remains unresolved in Russian law
enforcement practice. One of the ways of tax
optimization is business fragmentation, in
which several new organizations are created
on the basis of an existing organization in order
to maintain a preferential special tax regime.
The problems of assessing the circumstances of
cases involving the application of a business
splitting scheme by a taxpayer are inextricably
linked to the assessment of the validity of the
tax benefit, which is considered not as abuse,
but as a tax evasion scheme. According to V.
M. Zaripov, such cases are probably in second
place after disputes about relations with
organizations that have signs of "one-day
firms" [1].

2. The Ruling of the Constitutional
Court of the Russian Federation of July 4, 2017
No. 1440-O and its role in law enforcement
practice

An important milestone in practice was
the Ruling of the Constitutional Court of the
Russian Federation No. 1440-0 of July 4, 2017.
The reason was the complaint of Buneev, the
head of LLC "Master-Tool" and to challenge the
provisions of the Tax Code, which, in the
opinion of the applicant, allow Ilaw
enforcement agencies to include in the tax
base under the value added tax and tax on
profit of organizations the funds received by
the taxpayer and its contractors, formally
justifying this split of business without
establishing the relationship of these persons,
without contesting their transactions and, in
fact, in the absence of the object of taxation.
The constitutional Court of the Russian
Federation refused to accept the complaint of
Buneev for consideration.
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In a separate opinion to this definition,
judge Aranovsky pointed out that when
considering the bankruptcy case of Master-Tool
LLC, the court considered that the case materials
confirm the reality of the relationship between
the participating companies: "this at least casts
doubt on the conclusions about the imitation of
the economic activity of Master-Tool LLC with
the participation of related persons... in judicial
practice, the interdependence of the transaction
participants also does not in itself give grounds
for recognizing the tax benefit as unjustified."
This opinion received a mixed assessment.
Artyukh comments on a special opinion
regarding the right of a taxpayer "not to overpay
taxes" only for fear of a tax audit: on the one
hand, it is certainly true, on the other — the
payment of taxes should be based on the law
and should not be accompanied by abuses and
violations that distort both the economic
meaning of the taxpayer's operations and their
tax consequences [2].

Despite all the contradictions of the
special opinion we agree with the following
statement: "similarly, there are no signs of an
offense "creating an artificial situation" either in
business or in tax relations. This means only
deliberate activity (instead of spontaneous) with
deliberate (at its own discretion) entering into
legal relations, which in any case create some
"artificial situation". It would be even strange to
discuss all this and would hardly be worth it if
the emphasis on intent with "purposeful
fragmentation" in an "artificial situation" did not
resemble the description of the crime and did
not participate in the justification of legal
responsibility for the offense, the composition
of which, however, is not provided for in the
named features of the tax law."

In this regard, it is important to point out
the perception of Russian law enforcement
agencies of foreign practice in assessing the
artificiality of tax structures. Based on the
results of the tax audit of Master-Tool LLC, the
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tax authority concluded that the business was
artificially divided (by creating a group of
interdependent organizations and individual
entrepreneurs). As a result of such practices of
interpretation by the courts of the concept of
"purely artificial" constructions, distinctions
between those who legally did business and
filed reports to the tax authorities (as in
Buneev case), although it violated the principle
of legal compliance forms content operations,
those who hide profits, used forged
documents, created shell companies, etc. We
consider it obvious that in this case there is
discrimination against a taxpayer who had a
business purpose and carried out its activities
since 2005, and the tax authorities were aware
of the schemes of this activity, moreover, they
did not raise questions from the tax authorities
in terms of legality.

3. The fragmentation of business and
the concept of unjustified tax benefit

Federal law No. 163-FZ of July 18, 2017
"on amendments to part one of the Tax code
of the Russian Federation" established a norm
prohibiting taxpayers from reducing the tax
base and (or) the amount of tax payable as a
result of misrepresentation of information
about the facts of economic life (a set of such
facts), objects of taxation that are subject to
reflection in tax and (or) accounting or tax
reporting of a taxpayer. Introduction to the tax
code of the Russian Federation of article 54.1,
as noted by S. A. Arakelov, "was consistent
with international practice and
recommendations of the BEPS Plan, and was
also a necessary measure in the fight against
tax evasion" [3].

Test business purpose under paragraph
9 of the Resolution of Plenum of the RF Ne 53
and is enshrined in article 54.1 of the tax code,
consistent with international practice of legal
regulation of relations in the sphere of fight
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against tax abuse. In particular, the commentary
to article 1 of the OECD MC notes that the
doctrine of priority of substance over form can
be applied in conjunction with the business
purpose rule: tax abuse occurs if the civil
construction (form) is used by the taxpayer
exclusively or primarily to obtain tax benefits
provided for by double taxation agreements.

Nevertheless, we agree with V. M.
Zaripov: the text of Article 54.1 contains serious
flaws. First, it is the introduction of the concept
of "distortion of the facts of economic life", the
content of which is not specific, and therefore
can be interpreted arbitrarily in any direction.
The second dangerous innovation is the
presumption of an unjustified tax benefit if the
person obligated under the contract has not
fulfilled its obligations under it. In other words,
if the transaction is real, there are no tax claims
against the participants, but the actual
performer was a third party — the taxpayer loses
the right to receive tax benefits for it. This
presumption, as can be seen from the law, is
irrefutable" [4]. D. V. Vinnitsky also believes that
Article 54.1 does not meet a number of
expectations [5, p.46].

Returning to the topic of business
fragmentation, we note that it is an example of
how the principle of tax certainty is violated in
Russian tax practice. The concept of legal
certainty "in addition to the requirements for
the legal and technical presentation of legal
norms also includes the need for their uniform
interpretation and application in practice" [6, p.
25]. The implementation of these classical
postulates is possible "only in the conditions of
guaranteed certainty of the law, in which the
individual has the opportunity to plan their own
behavior in private life and in business" [7, p.
115]. What do we observe in practice?

In a letter dated October 31, 2017 Ne ED-
4-9/22123@ of the FTS of Russia said that article
54.1 of the tax code is not a codification of the
rules set forth in the resolution of the Plenum
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Ne 53, and represents a new approach to the
problem of abuse of taxpayer of their rights,
taking into account the major aspects formed
judicial practice. The essence of the changes is
that the legislator defines specific actions of
the taxpayer that are recognized as abuse of
rights, and the conditions that must be met by
the taxpayer to be able to account for
expenses and claim tax deductions for
transactions (operations) that took place. We
believe that these tasks are performed with
the help of resolution of the Plenum Neo 53,
according to which the establishment of court
business, the actions of the taxpayer shall be
based on the assessment of the circumstances
testifying to its intentions to receive economic
effect from the real business activities.

Article 54.1 of the Tax Code of the
Russian Federation, effective from August
2017, was intended to eliminate gaps in judicial
practice and establish criteria for recognizing a
tax benefit as unjustified. In practice, the
opposite effect was obtained: the application
of article 54.1 of the tax code of the Russian
Federation led to an increase in additional
charges after inspections [8]. The practice of
tax collection has become confiscatory in
nature, when violators who reported their
income to the state and paid taxes are put in a
less favorable position compared to those who
do not keep tax records and do not submit any
documents to the tax authorities.

Resonance the letter of the Ministry of
Finance of Russia from December 13, 2019 Ne
01-03-11/97904 cemented the Agency's
position on the issue of tax reconstruction:
"the provisions of article 54.1 of the code in
contrast is formed on the basis of the
resolution of Plenum of the Supreme
arbitration court of the RF from 12.10.2006 Ne
53 "On evaluation by arbitration courts of
validity of reception by the tax bearer of tax
benefit" the court practice do not allow the
determination of tax liabilities of taxpayers in
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case of abuse of their rights by calculation".

The practice of tax control and support of
legal disputes shows that, along with the
consideration of cases on "one-day" firms,
disputes on business fragmentation are the
most common [9].

There is an opinion in the literature that
the main difficulties in a clear understanding of
the criteria for splitting a business are due to
objective factors. So, in contrast to the use of
"one-day firms", business splitting schemes have
important features: 1) there are real
relationships between business entities (goods
are delivered, services are provided, work is
performed), and not formal document flow; 2)
participants in the sane scheme are in most
cases interdependent with respect to each
other; 3) interdependent persons often pay all
the necessary taxes, fees and payments, as well
as have their own employees, movable and
immovable property, as well as other funds
necessary for independent business activities; 4)
taxpayers in most cases do not realize the
illegality of their actions, and under the imputed
illegal scheme of business splitting understand
only a legal way to optimize their own expenses
and simplify business [10].

The judicial practice that supported the
tax authorities in recognizing artificial business
fragmentation was formed when one or more
participants in this business applied a special tax
regime. The purpose of the tax authorities in
this case is to recalculate tax obligations under
the General tax regime and impute these
obligations to the business participant who is its
main link.

Accordingly, the courts, based on the
doctrine of the inadmissibility of abuse of law,
are guided by the recognition of a tax benefit as
unjustified, in particular, in cases where the
taxpayer incorrectly reflects the operations
(transactions) performed or there is clearly no
business purpose in them. Therefore, additional
taxes are charged according to the rule, as if the
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subjects of rights actually reflect the results of
their economic activities, i.e. they would not
abuse the right [11, p.270].

But even if the business is divided into
organizations and individual entrepreneurs
that apply only the General tax regime, the
mechanism for calculating and paying taxes for
these participants will differ (the tax rate for
corporate income tax is 20%, for personal
income tax for individual entrepreneurs-13%).
In addition, " for the abusing taxpayer, the
profit tax is re-formed into an income tax. In
property terms, the concept of punitive
integrity repeatedly increases the taxpayer's
punishment in addition to the already existing
overcompensation model for restoring budget
losses (accrual of arrears, penalties, 20-40% of
the fine)" [8].Therefore, it cannot be excluded
that law enforcement practice will perceive
such a difference in taxation as an unjustified
tax benefit in the artificial division of the
business, with the recalculation of tax liabilities
based on the income tax rate. In this case, any
due diligence measures will no longer be
relevant for subsequent tax disputes.

In addition, taxpayers did not have a
transition period to bring their obligations in
line with the requirements of tax legislation,
but first of all, the requirements of the tax
authorities, who turned their attention to
business splitting schemes, which until recently
did not attract such increased interest of law
enforcement. Within a month after the entry
into force of article 54.1 of the tax code of the
Russian Federation, the Federal tax service
issued several letters containing criteria for
business splitting. Taxpayers in a situation of
legal uncertainty, where abstract rules of
article of the tax code was specified on a large
number of acts, assumed the function of the
tax law, and were forced to meet new realities
in a very short period of time. At the same
time, tax audits that were applied several years
ago have already started using new criteria
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that are unknown to taxpayers at the time of
planning their tax obligations.

In a letter dated August 11, 2017, no. CA-
4-7/15895@ the Federal tax service of Russia
outlined its vision of common signs that indicate
the consistency of actions of participants in
business splitting schemes in order to avoid tax
obligations. However, you should pay attention
to the fact that these signs can only be
combined and mutually linked to indicate a
formal division (splitting) of the business in
order to obtain an unjustified tax benefit.

Meanwhile, in  judicial practice,
additional factors have been formed that may
indicate a high tax risk when a business is
formally divided, for example: kinship relations
between business participants ; the personnel of
newly created organizations are formed at the
expense of employees of the main organization ;
accounting and reporting using the same
computers, programs, communication channels
and (or) by the same persons; leased store space
is not structurally separate from each other, acts
as a single object of trade, etc.

In a letter dated 16 August 2017 Ne SA-4-
7/16152@of the FTS of Russia has indicated, a
necessary element of abuse must be volitional
component of the act supported by evidence
showing an intentional part of the taxpayer
provided, including the actions of its officials
and participants (founders) in the deliberate
creation of conditions aimed solely at obtaining
a tax benefit. At the same time, if the taxpayer's
actions aimed at non-payment of tax are proven
to be intentional, the tax liabilities arising as a
result of such actions are fully adjusted.

The key concept that is subject to
criticism is the blurred criteria for obtaining tax
benefits for taxpayers and the definition of the
edge when it passes into the category of
unjustified. The determining factor in
recognizing a tax benefit as unjustified is the
organization's failure to exercise due diligence
and caution in selecting counterparties (here we
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see two evaluation categories that do not
contribute to certainty for the taxpayer). At the
same time, according to A.V. Krasyukov, "for
relations in which the taxpayer abuses his
right, it is characteristic that the business goal
becomes the goal of the second level, and
saving on taxes is considered as the main goal"
[12, p.27].

Thus, we see the fact that the fiscal
function of taxation comes to the fore as
another negative factor for the taxpayer's legal
status. Of the 132 cases in 2019, only 26.6%
were won by taxpayers. The combination and
interrelation of several factors sometimes
allows the taxpayer to win a dispute, but the
line between splitting and structuring is very
thin, so some disputes have already passed six
"circles" (repeatedly reaching the cassation
instance), and the same judge in the same case
can make different decisions at the initial
hearing and at the second, after the district
court's decision to send the case to the court of
first instance [13].

4. Conclusions

Given the growing number of court
cases, the subject of consideration of which are
circumstances that indicate that taxpayers
received unjustified tax benefits as a result of
the use of business fragmentation schemes,
this problem is one of the most urgent in
modern tax practice.

In our opinion, splitting schemes should
be considered not as tax evasion, but as an
abuse of law [14, p. 130]. In addition, in order
to substantiate the conclusion that a taxpayer
has applied a business splitting scheme, the tax
authority must have evidence that will clearly
indicate that the taxpayer has committed
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deliberate concerted actions together with
persons under its control, aimed not so much at
dividing the business as at obtaining an
unjustified tax benefit as a result of using such a
scheme.

According to the legal position of the
Constitutional Court of the Russian Federation,
set out in the Resolution of June 3, 2014 No. 17-
P, the Ruling of July 4, 2017

No. 1440-0, tax legislation allows the
taxpayer to choose a particular method of
accounting policy (application of tax benefits or
refusal of them, application of special tax
regimes, etc.), which, however, should not be
used to unlawfully reduce tax revenues to the
budget as a result of abuse by taxpayers of their
powers. With regard to business fragmentation,
this position is expressed in a letter from the
Federal tax service of Russia dated December
29, 2018. No. ED-4-2/25984: it is necessary to
exclude the presentation of unsubstantiated
claims to the division of business that is not
aimed at abuse, since the choice and change of
the business structure is the exclusive right of
the economic entity. Thus, it is necessary to
distinguish between business fragmentation,
which is a fair exercise of the right to freedom of
economic activity, and artificial (formal)
business fragmentation as a form of abuse of
rights.

A way out of this situation can be,
according to some authors, the improvement of
certain institutions of tax law (including the
provisions of the new Article 54.1 of the Tax
Code) and legislative level (the tax code) a clear
and exhaustive list of criteria by which the
activity of the taxpayer may be deemed
questionable and unfair, indicating the receipt
of an unjustified tax benefit [15, p. 31].
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