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European Parliament legislative-initiative reports drawn up on the basis of
Article 225 of the Treaty on the Functioning of the European Union are
automatically accompanied by aEuropean added value assessment (EAVA).
Such assessments are aimed at evaluating the potential impacts, and
identifying the advantages, of proposals made in legislative-initiative
reports.

This EAVA accompanies a resolution based on a legislative-initiative report
prepared by the European Parliament's subcommittee on Tax Matters
(FISC), presenting recommendations to the European Commission on
avenues to follow to support the Next Generation EU recovery strategy and
reducethe VAT gapinthe EU by means of fairand simpler taxation.

The main purpose of the EAVA is to identify possible gaps in European
Union (EU) legislation. The various policy options to addresssuch gaps are
then analysed and their potential costsand benefitsare assessed.
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Executive summary

Background

Value added tax (VAT) is an indirect consumption-based tax that applies to almost all goods and
services sold and provided within the European Union (EU).' VAT is therefore a key source of revenue
for Member States, and in total VAT raised around €940 billion for 2020, which corresponds to
around 6 % of EU gross domestic product(GDP) or 17 % of Member States' total taxrevenues. One
of the EU's own resources is also based on VAT (around 12% of the EU budget). The current
transitional EU VAT system remains relatively complicated and vulnerable to fraud however.
Moreover, businesses doing cross-border trade often face high compliance costs as the
effectiveness of the tax administration in Member States varies widely and as digitalisation could
still be further developed.

The European Commission recognises the need to proceed with an overall modernisation of the
value added taxsystem. The objective of the reformenvisaged in the action plan of 20162and in the
proposal of 2018,% is to create a definitive VAT system, based on the principle of taxation in the
country of destination. Regarding trading of goods, this would bring the practice more in line with
what s already in force since 2015 in thefield of the provision of services thatare taxed in the place
where the serviceis provided. The proposal hasyetto beagreed unanimously by the Member States.
The scheduled January 2022 launch has already been delayed until July 2022 and more delay could
occur as some diverging perspectives, some legitimate questioning and some recurrent apathy
remain to be addressed.

Why should the EU act?

The global expansion of value chains, the rapid diffusion of technologies and the digitalisation of
the economy are increasingly highlightingunaddressed loopholesand policy gaps in the regulation
and administration of EU VAT. The economic consequences of this relative lack of effective
administration of the VAT regime have been well documented, in particular regarding its relative
complexity, fragmentation and high level of compliance costs. Moreover, following the 2008
financial crisis, a number of high profile frauds came to light. Anumber of sophisticated abuses, such
as cases related to missing trader and carousel schemes, have notably attracted a lot of attention.
This contributed to calls for an end to complacency and for effective reformin this area.

The current challenging economic situation, where a large amount of debt has been accumulated
at Member State level to address the negative impact of the Covid-19 pandemic, is again renewing
interestin addressing potential VAT revenue losses. This is even more true as the EU will also need
toincreaseits own resources to reimburse the disbursements made under the Next Generation EU
(NGEU) recovery plan. Furtheraction would thus be welcomed as the budgetary losses from cross-
border VAT fraud are still estimated at around €50 billion per year on average.* More broadly, the
VAT gap for the EU as whole, including cross-border VAT evasion and fraud, has been estimated at
around €120 billion in 2020, almost equivalent to the entire annual EU budget.

Inthisreport,EU refersto the EU-27, i.e. data are computed without the corresponding values for the UnitedKingdom.

Communication from the Commission on An action plan on VAT Towards a single EU VAT area - Time to decide,
COM/2016/0148 final, April 2016.

3 Proposal for a Council directive amending Directive 2006/112/EC as regards the introduction of the detailed technica
measures for the operation of the definitive VAT system for the taxation of trade between Member States, COM(2018)
329, European Commission, May 2018.

Lamensch M. and Ceci E,, VAT fraud Economic impact, challenges and policy issues, Policy Department for Economic,
Scientific and Quality of Life Policies, October 2018.

5 Study and Reports on the VAT Gap in the EU-28 Member States 2020 Final Report, European Commission,
September 2020.
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Description of key findings

Member States agreed that a definitive VAT reform should proceed only ifit can be demonstrated
that its impact on reducing the VAT gap is substantial and if the burden on businesses is also
reduced. In this study, we analyse these issues in detail, with a view to identifying the possible
challenges for the EU and to evaluating the EAV of potential policy options to address these
challenges. We also conducted a thorough comparative economicanalysis of the EAV of a series of
scenarios, based upon the policy options identified. The results confirm that complexity remains
the mainfactor behind both the VAT gap and the high level of compliance costs for businesses
in all scenarios.

More specifically, regarding the impact of each scenario compared to the baseline in 2025, we find
an EAV of around €39 billion for the scenario of extended cooperation with exchange of
information and a one-stop shop. This can be broken down into a reduction of the VAT gap of
around €29 billion, and a reduction of the compliance costs for businesses of almost€10 billion. We
find a slightly higher EAV of around €45 billion for the scenario of extended cooperation with
a VAT definitive regime and a one-stop shop. This breaks down intoa higherreduction of the VAT
gap of around €35 billion, and into a reduction of the compliance costs for businesses of almost
€10 billion. Finally, we find a higher EAV of €71 billion for the most ambitious scenario including
establishment of an EU treasury and VAT administered at EU level. This breaks down into a
higher reduction of the VAT gap of around€57 billion, and into a higher reduction of the compliance
costs for businesses of €14 billion.

The most ambitious scenario, including establishment of an EU treasury and VAT administered at
EU level is, however, rather unlikely to gather sufficient support at the current juncture and would
also require substantial Treaty change. As the definitive VAT regime continues to be delayed, our
evaluation also emphasisesthe potential for a scenario of extended cooperation through reinforced
exchange of information and a one-stop shop. However, the extent to which Member States are
likely to coordinate a concerted move, as assumed by some commentators, remains to be
demonstrated at thisstage.

Finally, our analysis showsthat new obligationsimposed to fight taxfraud and reduce the VAT gap
do not necessarily increase compliance costs if they are accompanied by progressin digitalisation
andin reducing complexity, while ensuring that the taxadministration is effective and transparent
and robust enforcement of the rule of law. If Member States continue to pursue the current
fragmented and complex approach, significant reduction of compliance costs and the VAT gap is
unlikely.
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1. Introduction

The global expansion of value chains, the rapid diffusion of technologies and the digitalisation of
the economy are increasingly highlightingunaddressed loopholesand policy gaps in the regulation
and administration of the EU VAT regime. The economic consequences of this relative lack of
effective administration of the current regime have been welldocumented, in particular regarding
its relative complexity, fragmentation and the high level of compliance costs. Moreover, following
the 2008 financial crisis, a number of high profile frauds came to light. A number of sophisticated
abuses of the EU VAT system, such as cases related to missing trader and carousel schemes, have
notably attracted a lot of attention. This contributed to calls for an end to complacency and for
effective reformin this area. An action plan on VAT was proposed by the European Commission in
2016,2and a proposalon a move towards an EU definitive VAT regime was presented in 2018.” The
aim of this package was to transform the current VAT regime? towards a definitive VAT system for
business to business (B2B) transactions for goods. The proposal has yet be agreed unanimously
agreement by the Member States. The scheduled January 2022 launch has already been delayed
until July 2022 and further delay could occur as some diverging perspectives, some legitimate
qguestioning and some apathystillhave to be addressed.

The current challenging economicssituation, where a large amount of debt has been accumulated
at Member State level to address the negative impact of the Covid-19 pandemicis again renewing
interestin addressing potential VAT revenue losses. This is even more true as the EU will also need
toincreaseits ownresources to reimburse the disbursements made under the next generation EU
(NGEU) recovery plan. Furtheraction would thus be welcomed, as the budgetarylossesfrom cross-
border VAT fraud are estimated at around €50 billion per year on average.’ More broadly, the VAT
gap for the EU as whole, including cross-border VAT evasion and fraud, was estimated at around
€120 billion in 2020, almost equivalent to the entire annual EU budget. As a result, in 2020, the
Commission proposed a new tax package containing an action plan for fair and simple taxation
supporting the recovery,'' with the objective of adopting a common VAT system that is simpler,
fairer and effective at tackling cross-border fraud. The plan presents a set of 25actions to support
the economic recovery and to ensure sufficient public revenue in the EU. The tax package also
contains a communication on tax good governance in the EU and beyond.” The purposeis to
review progress made in enhancing tax good governance in the EU, as well as externally, and to
suggest areasforimprovement. The tax package finally contains a legislative proposal to revise the
Directive on Administrative Cooperation (DAC),"* which would introduce an automatic exchange of
information between Member States' taxadministrationsfor income/revenues generated by sellers

Communication from the Commission on An action plan on VAT Towards a single EU VAT area - Time to decide,
COM/2016/0148 final, April 2016.

Proposal for a Council directive amending Directive 2006/112/ECas regards the introduction of the detailed technical
measures for the operation of the definitive VAT system for the taxation of trade between Member States, COM(2018)
329, European Commission, May 2018.

Which was initially reformedin 1993, as a transitory arrangement until a definitive destination-based system could be
established. A number of attempts, carried out over nearly 30 years, have failed to achieve this.

M. Lamensch and E. Ceci, 2018, and MTIC fraud investigation and LEA's cooperation improving, European Union
Agency for Law Enforcement Cooperation (Europol), 2016.

Study and Reports on the VAT Gap in the EU-28 Member States 2020 Final Report, European Commission,
September 2020.

Communication from the Commission on An ActionPlan for fair and simple taxation supporting the recoverystrategy,
COM(2020)312 final, July 2020.

Communication from the Commission on Tax Good Governance inthe EU and beyond, COM(2020)313final, July 2020.

Proposal for a Council Directive amending Directive 2011/16/EU on administrative cooperation in the field of taxation,
COM/2020/314 final, European Commission, July 2020.



https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52016DC0148#footnoteref6
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https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52020PC0314&qid=1603447216716
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on digital platforms and would strengthen administrative cooperation through the clarification of
existing rules.

In this study, we focus more specifically on ways to reduce the VAT gap and to lower compliance
costs for businesses. As emphasised in the literature,™ the lack of harmonisation and effective
cooperation could contribute to complexand costly taxation for cross-border activities. Moreover,
this complexity, generatedby the existing regulatory frameworkat individual Member States' level,
contributes to maintaining high compliance costs. Administration and enforcement of rules in the
current regulatory system s also sometimes relatively ineffective, while exchange of information
may be difficult as the information available is not always comparable, as notenough simplification
efforts have been made. Advanced data analysis is also not developed to the same extent in all
Member States."

To shed some light on these issues and in line with the existing legislation and with the study in
annexe, the purpose of this paper is to assess the potential costsand benefitsthatwould arise from
reducing the VAT gap and lower compliance costs. We start by describing the current state of play
regarding the evolution of the VAT gap and of its components. In the second section, we recall
recent legislative progress and the policy challenges faced in reducing the VAT gap and lowering
compliance costs. We also describe the various policy options to address these remaining
challenges. Finally, in the last section, we conduct a thorough comparative economicanalysis of the
EAV of the policy options identified.

4 A.Teasdale, (ed.), Europe's two trillion euro dividend: Mapping the Cost of Non-Europe, 2019-24, EPRS, April 2019.
15

See for instance Special Report, Tackling intra Community VAT fraud: More action needed, European Court of
Auditors, 2015.
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2. Understanding, analysing and decomposing the VAT gap
and compliance costs for businesses

The concept of a VAT gap is an interesting addition to a number of existing indicators used to
measure the potential losses of VAT revenues. Asa complement toresultsavailable in the economic
literature, the European Commission has therefore startedto publish a yearlyanalysis of the factors
contributing to the changes in the VAT gap in Member States. Building upon these results, this
section provides an updated overview of the current state of play regarding the evolution of the
VAT gap and of compliance costs for EU businesses. The main channels of transmission of policy
actionin this area are also identified.

2.1. Calculation of the total VAT gap

The calculation of the VAT gap is a difficult undertaking, as by definition it involves the estimation
of unobserved variables, such as the compliance rate. Moreover, as the share ofimmaterial content
is becoming more prominentin the values of products exchanged, tax authorities' calculation of
VAT at micro level is increasingly complex. This is even morerelevant as, in addition to cross-border
B2B transactions of goods, transactions of services and intangible assetscould also be affected by a
substantial number of issues. Regarding services, the current legislative provisions are different to
thosefor goods as, theVAT should be charged where the service is effectively provided. In practice,
this means that specific criteria’® are defined to determine the exact location where the service is
provided, which with digitalisation and dematerialisation can be cumbersome for less-effective tax
authorities to verify. Furthermore, as highlighted in the study in annexe, 'if the customer is neither a
taxable person nor established in the EU territory, then the tax is not applicable due to the lack of
the territoriality requirement in cases of provision of services related to rights on intangible assets,
advertising, technicaland legal assistance and datasupply, financial services, job hiring, and supply
and sale of gas and electricity' Faced with such a level of complexity and with a number of instances
of elaborate fraud, some taxauthorities haverecently started to develop a series of more advanced
verification methods.

From a macro perspective, the European Commission Directorate General on Taxation and Customs
Union (TAXUD) has recently produced two comprehensivereports'’ on the calculation and the
decomposition of the VAT gapat Member State and at EU level. This sectiondraws largely uponthe
dataandtheresults provided in these two reports. Froman analytical point of view, for year 't', the
value of theoretical VAT revenues in each Member State 'i', can be broken down as a product of a
theoreticallegal VAT base and of a theoretical legal VAT rate.’® The VAT gap is then obtained as the
difference between these theoretical VAT revenues and the amount of VAT revenues effectively

Asexplained in the study in annex, 'current criteriafor identifying the place where the service is provided are different
and include, for example, customer tax residence, property location for real estate services, distance travelled for
transport services, place of consumption for catering services, and place of performance for artistic, sporting, or
cultural activities There are further exceptions for services provided to customers who are non-taxable persons, such
as in the case of intermediary services and transport of goods within the territory ofa Member State; othersrefer to
the customer's place of residence (such as in the case of vehicle and boat hire, electronic and telecommunications
services)'.

See G. Poniatowski et al., Study and Reports on the VAT Gap in the EU-28 Member States, final report, European
Commission, September 2019, and Study and Reports on the VAT Gap in the EU-28 Member States 2020 Final Report,
European Commission, September 2020.

The product of the theoretical legal VAT base and of the theoretical legal VAT rate is equivalent to the VAT Total Tax
Liability (VTTL) inthe Commission study.


https://ec.europa.eu/taxation_customs/system/files/2019-09/vat-gap-full-report-2019_en.pdf
https://op.europa.eu/en/publication-detail/-/publication/48f32ee9-f3dd-11ea-991b-01aa75ed71a1/language-en
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collected. The reduction of the VAT gap can then be analysed as the need to reduce the difference
between the theoretical legal VAT base and the effective VAT base, and as the need to reduce the
difference between the theoretical legal VAT rate and the effective VAT rate. Alternatively, since the
amount of VAT revenues effectively collected is a product of the theoretical VAT revenues and of
the compliance ratio (in %), VAT revenues effectively collected could be expressed as:

VAT revenues effectively collected,: = theoretical VAT revenues,. * compliance ratio; (1)
where
compliance Ratio;. (in %) is: 1- VAT Gapi: (in %) (2)

For allMember Statesand forthe period considered (2000-2020), VAT revenues effectively collected
are provided by Eurostat, while compliance ratios are taken from the 2020 study by the European
Commission.'” Theoretical VAT revenues are computed accordingly. Figure1 presents the
evolution?® of the VAT revenues effectively collected, of theoretical VAT revenues and of the VAT
gapinabsoluteandin %terms.Figure 1a showsthat, since 2000, VAT revenues effectively collected
have constantly increased. Interestingly, Figure 1b e demonstrates that, from 2000 to 2015, this
increase has been commensurate with the increase in the theoretical VAT revenues that could have
been collected, should compliance have been higher. From 2015, VAT revenues were collected
more effectively. As a result, the VAT gap, which reached a maximum of more than €140 billion in
2015, began to decrease significantly to around €120 billion in 2020. It is important here to recll
that the estimate takes account of revenues emerging from VAT rules for cross-border sales of e-
services. The estimate also incorporates potential mistakes, bankruptcies, insolvencies, the impact
of the shadow economyand otherunexplained factors. That being said, the decline in the VAT gap
since 2015 could be expected to be directly linked to the effort undertaken during and after the
sovereign debt crisis to improve public finances and to improve tax collection. It has also to be
analysed in view of the results of all the recent actions undertaken at joint EU and Member State
level to tackle taxfraud and taxevasion.

Figure 1 — Evolution of VAT revenues (a) and VAT gap (b) - 5 year averages
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Source: author's own estimation based upon data from DG TAXUD and Eurostat.

Our estimatesarein line with otherresultsavailable in the literature. A studyin 20152' evaluated the
EU VAT gap at €150 billion for 2014. More recently, another study? computed an EU VAT gap of

European Commission, 2020, op cit.

20 |nthis study we use five year averages consistently for all components and aggregates, to reduce cyclical variations.

21 L. Bardone et al, Study to guantify and analyse the VAT Gap in the EU Member States 2015 Report, European

Commission, May 2015.

22 G. Poniatowski et al, Study and Reports on the VAT Gap in the EU-28 Member States, final report, European

Commission, September 2019
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€180 billion in 2018. The latest estimation provided by the European Commission# gavean EU VAT
gap of €117 billion for 2018, with a potential increase in 2020, due to the Covid-19 pandemig, to
around €140 billion.*In Figure 1,a pausein VAT gap reduction is indeed evident in 2020, although
given the size of the economic shock inflicted by the coronavirus pandemic, these numbers should
still be interpreted with caution at this stage. Looking at the Member State level (see annexe),
currently nine (Bulgaria, Czechia, Greece, Italy, Lithuania, Malta, Poland, Romania and Slovakia), still
display VAT gaps above the EU average (at 11 %) in 2020, with Italy, Greece, Lithuania and Romania
having values above 25 %.

2.2. Cross-border fraud and the definitive VAT regime

In recent years, cross-border fraud has attracted a lot of attention,” with the development of high
profile cases related to missing trader fraud (MTC). Missing trader intra-community fraud (MTIC),
such as carouselfrauds, refers to cases where a business (called the missing trader) charges VAT to
other business without actually disclosing and remitting the amount of VAT due to the tax
authorities. The missing trader then disappears, leaving the tax authorities empty-handed and
without much means of recourse. Missing trader extra-community fraud (MTEC) concerns goods
thatareimported in the EU with VATnot being remittedto the taxauthorities. Again, and as recently
highlightedin areporton theseissues by the European Commission,” 'arrivingat robust estimates
of the size of cross-borderfraudis at presentstilla challenging task'. In particular, at micro level, the
amount, the complexityand the variety of non-harmonised sourcesto be analysed, greatly increase
the costs and reduce the comparability of such undertakings. As with the VAT gap, estimates
available in the literature should therefore be considered with caution, as they mainly provide a
quantification of the importance of theissue.

In this study, we therefore apply a variety of existing macroeconomic approaches to compute a
range of estimates and to derive a confidence interval for the amount of cross-border VAT fraud
within the EU. The first method is based upon an earlier work by Frunza.?” His econometric model
looks at the relationship between changes in exports and exports patterns in each Member State.
This allows for the calculation of a potential value of MTIC which is compared with VAT revenues to
arrive atan estimate of cross-border VAT gap forall Member States. Building upon theseestimations,
we recomputed and updated Frunza's results, notably by excluding the United Kingdom (UK) from
the EU aggregate. This resultsin an average value of €59 billion for EU cross-border fraudin 2020.

Our second method builds upon the work carried out on the estimation of corporate income
taxation and in particularin the evaluation of base erosion and profit shifting by DG EPRS, published
in a study in 2015.% Here, the calculation assumes a convergence in the compliance ratio towards
an average value, which could either be estimated using existing data or taken as a hypothetical
target. We follow the second approach by calibrating an average increase in compliance
(corresponding to a theoretical situation where there would be no cross-border VAT fraud), which
correspondsto a cross-border VAT gap of €50 billion in 2014 (in line with Commission estimates on

23 Study and Reports on the VAT Gap in the EU-28 Member States 2020 Final Report, European Commission,
September 2020.

24 VAT gap report, fact sheet, DG TAXUD, European Commission, September 2020.The numbers do not include the UK.

25 For a review, see M. Lamensch and E. Ceci, VAT fraud Economic impact, challenges and policy issues, Policy
Department for Economic, Scientific and Quality of Life Policies, European Parliament, October 2018.

26 For a review of all methodologies available, see The concept of Tax Gaps Report Ill: MTIC Fraud Gap estimation
methodologies, FISCALIS 2020 Tax Gap Project Group, subgroup VAT fraud (FPG/041), European Commission,
November 2018.

27 See M. Frunza, Cost of the MTIC VAT Fraud for European Union Members, April 2016.
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Bringing transparency, coordination and convergence to corporate tax policies in the European Union Partl:
Assessment of the magnitude of aggressive corporate tax planning, EPRS, September 2015.
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cross-borderfraud).”” Once thetheoretical compliance ratiois computed, a corresponding value for
the size of the VAT gap due to cross-borderfraudis obtained by subtractingthe original values from
the new ones.

Our last method derives from the previous one, but differentiates the effort of compliance in each
Member State according to the distance to the VAT compliance border. The advantage of this
approach s thatit allows the calculation of an upper and a lower boundfor the value of cross-border
VAT fraud. The upper bound is estimated by assuming a conditional convergence toward a
theoretical upper bound of compliance (estimated at one standarddeviationabove the EU average
level of compliance). The lower bound is estimated by assuminga conditional convergence toward
a theoretical lower bound of compliance (estimated atone standard deviation below the EU average
level of compliance). Again, once the theoretical compliance ratio is computed, a corresponding
value for the size of the VATgap due to cross-border fraud is obtained by subtracting the new values
from the original ones.

The results are presented in Figure 2. Our interval of confidence for cross-border VAT fraud within
the EU ranges from €32 to €64 billion in 2020, with an average value of around €52 billion.** The
results also showan increasein theamountof cross-borderfraud broadlyin line with the evolution
of the VAT gap. We therefore also observe a decrease, from a maximum value of almost €60 billion
in 2015. Looking at the Member State level, eleven (Bulgaria, Czechia, Greece, Italy, Latvia, Lithuania,
Malta, Romania, Slovakia, Poland, Portugal) currently display cross-border VAT fraud asa percentage
of total VAT revenues above the EU average (ataround5 %in 2020, see annexe).

Figure 2 — Cross border VAT gap - € billion
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The proposed definitive tax regime aims at specifically addressing the part of the VAT gap related
to cross-border fraud for business tobusiness (B2B) transactions of goods, but it would also naturally
directly and indirectly impact the total VAT gap more broadly. The changes introduced by the
definitive taxregime proposal would notably imply thatthe current two-transaction system (i.e, an
exempt supply in the country of departure of the goods and an intra-community acquisition taxed
in the country of destination), would be replaced by a single transaction. While intra-community
supplies were previously exempted from taxation, they would now be subject to VAT taxation as if
they were domestic transactions. The proposed system is based on the 'destination principle,
meaning that VAT would be paid to the Member State where the delivery occurs. In addition, the
Commission proposal changesthe provisionsregardingthe person liable for payment of VAT - The

22 Communication from the Commission on An action plan on VAT Towards a single EU VAT area - Time to decide,

COM/2016/0148 final, April 2016.

Our resultsare in line with Frunza and with other estimates in the literature, which on average indicate that cross-
border border VAT fraud representsaround 49 % of the estimate of the total VAT gap, or around €60 billionin 2020.

30


https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:52016DC0148#footnoteref6

Fair and simpler taxation supporting the recovery strategy — Ways to improve exchange of information and
compliance toreduce the VAT gap

supplier would now be responsible for paying VAT. In order to avoid extra costs for suppliers in
having toregister in allthe Member States where they supply goods, the new systemenvisages the
expansion of the one-stop shop (OSS) to B2B transactions. The OSS will allow firms to pay the VAT
due to the authority of the Member States where they are established. The VAT would then be
transferred by these authorities to the treasury of the Member State where the supply is destined,
andto whom the VAT was due. In addition, a proposal also amends the VAT Directive®' and reforms
the rules by which Member States set VAT rates. The reform would enter into force once the
definitive system is in place; it should provide Member States with more flexibility to set VAT rates,
and will end the current arrangementsand their many ad hocderogations.

The Commission also hopes for swift agreement between the Member States on new rules to
improve VAT for e-commerce, proposed in 2016.3? As the reform putting the definitive system in
place is planned in several consecutive steps, it will likely take some years to be effectively
operational. This is even more true, as with all initiatives in the area of taxation, unanimous
agreement between Member States will be necessary before the proposed changescan come into
force. According to the impact assessment carried outby the Commission in 2017, a definitive VAT
regime could reduce cross-borderfraud by 80 % (about €42 billion resulting from a total estimated
cross-borderVAT fraud of around €52 billion per year).** It could also reduce administrative costs by
up to €0.4 billion per year. Moreover, past initiatives to modernise VAT for cross-border
e-commerce* were also evaluated in an impact assessment by the Commissionin 2017.% Here, it
was estimated that the modernisation of cross-bordere-commerce andthe introduction of the mini
one-stop shop (MOSS)* could increase VAT revenue collection by €7 billion and reduce compliance
costs for businesses by up to €2.3 billion.

2.3. Addressing the question of the burden of compliance for
businesses

European Commission surveys constantly report that the current EU tax system and in particular
VAT is one of the main administrative challenges forbusinesses, bothin terms of its complexity and
in terms of the burden of compliance that it imposes.* This is particularly relevant for small and
medium-sized enterprises (SMEs), who often lack internal expertise to deal with all the detailed tax
requirementsinvolved with doingcross-bordertrade.In some Member States, an excessively costly
and heavy multi-layered administrative system is also sometimes in place. The implementation of
the proposed definitive VAT regime without significant simplification efforts has therefore been
seen with some caution by businesses, as theyfeel that it could contribute to increased compliance
costs, in particular if businesses have to follow the evolution of the changes in the VAT legislation in
other Member States.** It could become even more challengingif greater dispersion of the rulesand

31 Directive 2006/112 of 28 November 2006 on the common system of value added tax.

32 New rulestoimprove VAT for e-commerce, European Commission, December 2016.

33 |mpact_assessment_accompanying the proposal for a Council directive amending Directive 2006/112/EC as regards

harmonising and simplifying certain rulesin the value added tax system and introducing the definitive system for the
taxation of trade, SWD(2017) 325 final, European Commission, October 2017.

34 The impact assessment takes into account and assesses the implementation of important changes made in 2015 to

the VAT place of supply rulesand the introduction of the mini one-stop shop (MOSS).

35 |mpact_assessment_accompanying the proposals for a Council directive, a Council implementing regulation and a

Council requlation on modernising VAT for cross-border B2C e-Commerce, SWD(2016) 379 final, New rules to improve
VAT for e-commerce, European Commission, December 2016.

36 The VAT MOSS is an optional scheme that allows VAT — normally due in multiple EU countries - to be accounted for

injust one EU country.

37 Study on tax compliance costs for SMEs, European Commission, November 2018.

38 Position paper on Definitive VAT system for cross-border trade, Business Europe, December 2018.
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more targeted exemptions are left to be decided entirely by Member States alone. Additionally,
businesses rightly express concern about the different systemsin place for goods, services and
intangible assets,at a time when the distinction between the three concepts is increasingly blurred.
Combined with digitalisationand the complexity of exchanges, businesses stress that if these issues
are not properlyaddressed, new types of fraud and unnecessary administrative burdens and related
costs could emerge.

Looking at the magnitude of this problem, the cost of data collection for VAT is evidently relatively
largein comparison to other types of tax. For instance, VAT data collection costs represent 57 % of
taxcompliance costs on average, against 44 % for corporate incometax. The problem is particularly
acute for SMEs, thus potentially puttingthem at a constant disadvantage when engaging in cross-
border trade. To reply to these concerns, the European Commission recently proposed the
transformation of the MOSS into a broader OSS.*’ Initial results from the European Commissionon
theimpact of the MOSS appear positive so far, with an increase in VAT collected from the MOSS for
the whole EU from €2.7 billion in 2015 to €5 billion in 2019.*° Without further progress on a
comprehensive frameworkand on genuine simplification, however, the effectiveness of this type of
solution will still need to be confirmed in practice, as it appears rather unlikely that all businesses
have the necessary capacity to deal with large and non-harmonised amounts of information, even
if it is centralised in a single information system.

More broadly, the World Bank Doing Business database provides a valuable source of information
on the burden of taxation and a quantification of the compliance burden faced by businesses.*!
Amongst other indicators, its indexon the burden of paying taxes records the taxesand mandatory
contributions that a medium-sized company must pay or withhold in a given year, as well as the
administrative burden of paying taxesand contributions. The indexalso provides two sub-indicators
of the time taken to comply with VAT refund (hours),and on the time takento obtain a VAT refund
(weeks). The data cover all Member States and the current 2020 version of the database provides
comparable data for 2014-2018. Using these data and extending past trends to predict levels for
2019 and 2020, we estimate a corresponding value for the EU**as a whole from 2014 to 2020 (see
Figure 3).

Figure 3 — Burden of paying taxes — estimate for the EU
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39 On 12 February 2020, the Commission adopted the Commission Implementing Regulation (EU) 2020/194, laying
down details on the working of the VAT OSS.

40 MOSS statistical report, European Commission, 2020.

41 Doing Business database — Paying taxes, World Bank, 2020.

42 We use a weighted average, with GDP for 2018 as a constant weight.
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Theresults indicate that in 2020t still takes more than 9 hoursfor anaverage EU business to comply
with VAT refund and more than 17 weeks to obtain a VAT refund. Italy and Romania are the two
Member States with the highest required numbers of hours to comply with VAT refunds (around
42 and 22 hours respectively). Italy, Cyprus and Greece record the highest number of weeks to
obtain a VAT refund (around 62,43 and 31 weeks respectively). The overall EU index on paying taxes
shows some very small signs of improvement over the period under consideration, while the gap
between the best EU performers and the worst EU performers remains relatively large. This points
to a need for an ambitious agenda in this area at EU level and therefore justifies the European
Parliament's regularfocus, recommendations and calls for action on this subject.

Another source of information is the comprehensive European Commission Study on tax
compliance from 2018.” This survey provides a very detailed assessment of the state of play
regarding the cost of tax compliance in the EU. The database covers 19 Member States from 2010
to 2014. It contains complete data on the number of businesses and on the average compliance
costs for four classes of businesses (micro, small, medium andlarge size). This allows a calculation of
average compliance costs for each Member State. As the data are rather outdated, and as not all
Member States are covered (Bulgaria, Croatia, Cyprus, Denmark, Hungary, Latvia, Lithuania, Malta
and Portugal are missing), more meaningful information is requiredfor the purpose of this study.

Figure 4 — VAT compliance costs (a) as a % of total VAT revenues (b)
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For the purpose of this study, we examined the relationship between the World Bank index on
paying taxes and the European Commission's compliance costs data for 2014. As shown by
Figure4a, the linear adjustment is rather strong and the statistical estimation confirms the
significance of all the coefficients (see annexe). Using this bridge relationship, we are then able to
compute an estimate for the cost of compliance for all Member States (see annexe) during
2014-2020. The results for the EU are presented in Figure 4b. We see that compliance costs have
declined slightly from 3.65 % of total VAT revenues in 2014 to around 3.45 % of total VAT revenues
in 2020. This representsaround€1.8 billion in reduced VAT compliance costsfor businesses. Looking
atindividual Member States, we found that businesses stillface VAT compliance costs above 6 %in
three of them in 2020; Slovakia (9.9 %), Poland (8.4 %) and Czechia (7.8 %).

2.4. Identifying the main channels of policy action transmission

The increasing complexity of the regulatory framework combined with a lack of exchange of
information between Member States and sometimes limited administrative capacities could
contribute to a high level of administrative burden. It also opensthe door to new types of fraudand
toarecurrentandpersistent VAT gap.More broadly, the literature onthis issue also emphasises that

43 See European Commission, 2018, opcit.
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the lack of transparency, as well as the shadow economy, could explain a large portion of the VAT
gap, as businesses — sometimes not registered — operate without reporting their activities to the
authorities, or hide some of their revenues. This type of fraud usually takes place in a more diffuse
way and could concern all types of products and services, adding further complexity for tax
authorities. Theproposed definitive VAT regime would therefore naturally not alone address the full
extent of the VAT gap. Progress towards tackling the VAT gap is also subject to enhanced
cooperation between Member States, to improved administrative capacities, to development of
digitalisation and to greatertransparency and better enforcement mechanisms.

To quantify theimpact of actionsin each area more precisely necessitates disentangling the various
channels of policy option transmission. Two recent studies by the European Commission* provide
a list of variables and give estimated related coefficients that could beinterpreted as an indication
of the potential impact of policy measures. Another recent study,* using the same macro-
econometricapproach based upon paneldata regressions, offers additional insights. Interestingly,
all three studies break down the VAT gap according to variables reflecting policy differences (eg.
complexity of the tax system, tax administration effectiveness, extent of digitalisation, extent of
corruption and transparency). The main results for the variables of interest for the present work are
summarisedin Table 1.

Regarding the complexity of the taxsystem, a study by Poniatowski et al. shows that the dispersion
of taxrates within a Member State could have a significantimpact onthe VAT gap, as ceteris paribus,
a higher level of dispersion in the taxrates increases the VAT gap. Assuming that this variable could
beinterpreted asa proxy for the complexity of the taxsystem, theresults confirm that more complex
tax frameworks are more difficult to administer without adapted advanced digital tools and
effective administration. A high level of complexity is also more likely to be accompanied by a
greater number of options for loopholes and by the existence of grey areas, thus rendering tax
administration rather cumbersome and contributingto higher costs of compliance for businesses.

Regarding administrative effectiveness, all three studies found a negative relationship, meaning
that ceteris paribus, a higher level of administrative effectiveness decreases the VAT gap. Poniatowski
et al., as expected, found a negative, but insignificant, relationship, while Carfora et al., and the
European Commission found a negative and significant relationship. Regarding digitalisation of the
tax administration, all three studies confirmed the potential of the adoption of digital tools as an
effective means to reduce the VAT gap. All things being equal, a higher level of digitalisation reduces
the VAT gap, as demonstrated by Carfora et al. and by the European Commission, which found very
significant effects of digitalisation in nine different model specifications.

Regarding the need formore transparency, the study by Carfora et al., showed a positive correlation
between anindexrepresenting the extent of corruption in each Member State and the VAT gap.The
European Commission study indicated a positive impact of trade in 'risky products'. Finally,
regarding the need for stronger enforcement of the rule of law, Carforaetal. concluded that
progress in thisareacould have a significant positive impact on a reduction of the VAT gap, as ceteris
paribus, a higher level of shadow economy increases the VAT gap. While this would appear obvious,
this is an interesting confirmation of this relationship, in particular as this has not been taken into
consideration in the European Commission's studies.

44 European Commission, 2019 and 2020, op cit.

45 A. Carfora, S. Dongiovanni, A. Marabucci, S. Pisani , The Impact of Domestic Factors and Spillover Effects on EU

Countries VAT Gap, Agenzia Entrate, Discussion Papers, N° 1/2020,2020.
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Table 1 — Reducing the VAT gap - main potential policy transmission channels - recent
panel data regression analysis

Poniatowskiet al. (2019) Carforaetal. (2020) European Commission

(2020)

VAT gap VAT gap VAT gap
variable

Main potential variable/ effect variable/ effect variable/ effect
transmission proxy proxy proxy
channel
Complexity Dispersion of between
tax rates 0.297
withina and
country 0.547
Administrative ~ Government between Total -6.958 Public -0.641
effectiveness  effectiveness -0.112 professional adminis-
and tax staffin tration
-0.118 the share
adminis-
tration
Digitalisation IT between Relative -0.015 IT between
expenditure -0.174and importance expenditure -0.147 and
-0.191 of -0.19
electronic
payment
services
Lack of Corruption 0.078 Import of between
transparency index 'risky 0.747 and
products' 1.312
Weak Shadow 0.163
enforcement of economy
rule of law size

Source: EPRS.
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3. Progress, policy challenges and further potential policy
options to reduce the VAT gap and to lower the cost of
compliance

As described in the previous section and as highlighted in the literature, the policy challenges the
EU legislator faces when aiming to reduce the VAT gap are well identified. Numerous reports and
previous action plans have also investigated a series of potential solutions and proposed policy
options to put recommendations into practice. In this section, we start by recalling the latest
legislative developments in this area. We then describe the policy challenges that remain to be
addressed and we draw up a list of potential policy options that could be instrumental in this
respect.*

3.1. EU legislation state of play

As early as 1970, VAT was established as an own resource to finance European Community'
integration. In the ensuing years, with the creation of the single market, Member Statesagreed on
the need to move towards a definitive system, based on the origin principle. Taxation would be
based on harmonised rates and would follow the rules of the country of origin. The basis for this
system was set out in the Council Directive 92/77/EEC¥, whereby a harmonisation of rates was
envisaged with a view to minimising market distortions.* A standard rate of 15 % and two reduced
rates that could not be less than 5 % were adopted and limited to certain goodsor services listedin
the directive mentioned above.* However, in the Council conclusions of May 2012, Member States
recognised the limitations of the origin principle and invited the Commission to analyse different
ways to implement the destination principle more efficiently, to achieve a 'VAT system tailored to
the single market'.** The Commission communication 'VAT Action Plan. Towardsa single EU VAT area
- Time to decide] recalled this necessity to modernise VAT taxes in order to 'boost jobs, growth,
investment and competitiveness. Some of the proposals to remove VAT barriers in the digital
economy, to advance fair taxation on SMEs and to tackle the VAT gap are envisaged to serve those
purposes.”

In 2017, a Commission communication provided for the introduction of amendments to the
VAT Directive, with a view to moving towards a definitive regime. To this end, a two-step approach
was proposed: first, the definitive regime would be applied to the intra-EU B2B supplies of goods
and, second, the new treatment would be extended to all cross-border operations. The concept of
an 0SS, and a certified taxable person (CTP)*? a simplification of rules concerning 'call-off stock'
and chain transactions, that would allow VAT made on supplies to be offset against VAT on
purchases, were also described in the communication.>® To qualify as a certified taxable person

46 The resultsin this section largely build upon the external study by Professor Zavaglia annexed to the EAVA.

47 Directive of 19 October1992 supplementing the common system of value added tax amending Directive 77/388/EEC.
48 Fact Sheets on the European Union: Indirect Taxation, European Parliament website.

* The current legal framework is based on Directive 2006/112 (VAT Directive), the Implementing Requlation No.282/11

and Requlation No. 904/2010 on Administrative Cooperation in the field of VAT. This VAT Directive sets the current
ratesin Articles 96,97 and 98.
50 Council conclusions on the future of VAT, 3167th Economic and Financial Affairs Council meeting Brussels, May 2012.

®1 Communication from the Commission on an action plan on VAT Towards a single EU VAT area - Time to decide,
COM/2016/0148 final, April 2016.

In other words, a reliable taxpayer.

52

53 Communication from the Commission on the follow-up to the Action Plan on VAT Towards asingle EU VAT area - time
toact, COM(2017) 566 final, October 2017.
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some requirements mustbe met by the economic operator: economic solvency, regular compliance
with fiscal rules, and internal control of the operations. Once agreed, the status of CTP should be
automatically recognised in all Member States, leading to a simplification of the declaration and
payment of the tax. To reap the benefits of the OSS and the identification number provided by the
‘call-off stock' regime, it is necessary to qualify as a CTP.>* Other Commission proposals were related
to the harmonisation of rates and e-commerce VAT regime. Greater flexibility on reduced VAT rates
was deemed necessary by some tax authorities, while the standard rate would be maintained at
15 %.** As digital transactionsarealso vulnerable to fraud, the Commission proposed two legislative
initiatives to amend the legal framework of the time: a centralised system to collect data on
payments and harmonised rules to collect the relevant documentation of the parts involved in the
transactionsdigitally.*

In 2018, the Commission proposed to amend the VAT Directive.”’ The proposal aimed at
progressing the destination principle by introducing technical measures directed, mainly, at
redefining B2B supply of goods. The concept of 'intra-Union supply of goods' was proposed. A
generalisation of the reverse charge mechanism (GRCM), which allows the buyer to declare and
deduct the tax due on its purchase in an intra-EU acquisition,*® and which has been subject to
various changes in successive directives was also proposed,® aiming at combating fraud more
efficiently. A series of proposals for amendments to EU VAT regulations were also adopted via
directives and regulations in 2018: Regulations 2018/1541,%° 2018/1912,°" and
Directive 2018/1910.% These legislative instruments introduced 'quick fixes' and 'fundamental
principles' to the currentVAT system. The 'quick fixes' were based on the regulation of the 'call-off
stock' and chain transactions, along with a provision for simplification of the VAT identification
number and of the proof of the transport of goods.These legal instruments established fundamental
principles or 'cornerstones' of VAT legislation including: the destination principle in the intra-EU
cross-border supply of goods, vendor liability (except in those cases in which the buyer is a CTP),
and the extension of the OSS.%

> Annexe to this study.

55 Proposal for a Council Directive amending Directive 2006/112 as regards rates of value added tax, COM(2018) 20 final,
European Commission, January 2018.

% Proposal for a Council Directive amending Directive 2006/112 as regards introducing certain requirements for

payment service providers, COM(2018) 812 final, European Commission, December 2018.

57 Proposal for a Council Directive amending Directive 2006/112 as regards the introduction of the detailed technical

measures for the operation of the definitive VAT system for the taxation of trade between Member States,
COM/2018/329 final May 2018.

This mechanism remains optional when the supplier of services is not based in the territory where the tax is due.
Conversely, it is mandatory when the supplier of goods is not based in the territory and the recipient isa CTP.

5% Directive 2018/2057 of 20 December 2018 amending Directive 2006/112/ECon the common system of value added
tax as regards the temporary application of a generalised reverse charge mechanism in relation to supplies of goods
and services above a certainthreshold and Directive 2018/1695 of6 November 2018amending Directive 2006/112/EC
on the common system of value added tax as regards the period of application of the optional reverse charge
mechanism in relation to supplies of certain goods and services susceptible to fraud and of the Quick Reaction
Mechanism against VAT fraud.

60 Regulation 2018/1542 of 2 October 2018 amending Regulations (EU) No 904/2010 and (EU) 2017/2454 as regards
measures to strengthen administrative cooperationin the field of value added tax.

58

¢ Implementing Regulation 2018/1912 of 4 December 2018 amending Implementing Regulation (EU) No 282/2011 as

regards certain exemptions for intra-Community transactions.

62 Directive 2018/1910 of 4 December 2018 amending Directive 2006/112/EC as regards the harmonisation and
simplification of certain rulesin the value added tax system for the taxation of trade between Member States.

63

Single VAT Area, European Commission website.
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Modernising VAT for cross-border e-commerce is another focus. In the context of the
implementation of a digital single market® at EU level, the Council has adopted several directives
and regulations that are to be implemented gradually. In 2017, the VAT e-commerce package
consisted of: first, Directive 2017/2455 (amending Directive 2006/112), regarding obligations for
supplies of services and distance sales of goods, which providedfor theimplementation of the OSS
and import 0SS.® Second, Council Regulation2017/2454 amending the Regulation on
administrative cooperation introduced the special MOSS regime to distance sales of goods and
provision of services to consumers.® Lastly, Council Implementing Regulation2017/2459 ensured
the uniform implementation of the previoustwo pieces of legislation.® This package was meant to
reduce the burden for SMEs in the field of telecommunications, broadcasting and electronic
services, through changes to the rules of the place of supply. The general rule establishes that the
place of supply is the country wherethe customeris established. Suppliers have two options: either
register for the MOSS in their Member State, or declare and paythe VAT in the Member State of the
consumer. The reforms allow suppliers to declare and pay the tax in their own country, on the
condition that the transaction does not exceed a threshold established at €10 000.® To further
complement and amend this package, another Council Directive and Implementing Regulation
were enacted in 2019, concerning provisions relating to distance sales of goods and certain
domestic supplies of goods to taxable and non-taxable persons. The extension of MOSS to domestic
supplies of goods provides by electronic interfaces was also included. These last changes entered
into force in January 2021.% Most recently, the Commission adopted Implementing Regulation
2020/194 concerning OSS.” As a result of these measures, EU businesses, as well as those from
outside the EU, that do not charge VAT, willcompete on a level playing field in the internal market.

Another Tax Package for fair and simple taxation was published by the Commission in
July 2020."' This new package seeks to ensure cooperation between tax authorities and between
EU Member States andthird countries,as well as reinforce the fightagainst taxfraud. Three separate
initiatives were adopted tosecure 'prosperity through fair taxation: anaction plan forfair and simple
taxation supporting therecovery,acommunication ontaxgood governancein the EU and beyond,
and a proposal on better administrative cooperation.

64 See Communication from the Commission on a Digital Single Market Strategy for Europe, COM(2015) 192 final,
May 2015.

65 Directive 2017/2455 of 5 December 2017 amending Directive 2006/112 and Directive 2009/132 as regards certain
value added tax obligations for supplies of servicesand distance sales of goods.

66 Requlation 2017/2454 of 5 December 2017 amending Regulation (EU) No 904/2010 on administrative cooperation
and combating fraud in the field of value added tax.

7 Council Implementing Regulation (EU) 2017/2459 of 5 December 2017 amending Implementing Regulation (EU)
No 282/2011 laying down implementing measures for Directive 2006/112 on the common system of value added tax.

68  Explanatory report on The VAT e-commerce package and the MOSS. What changes on 1 January 20192, European
Commission.

69  See Directive 2019/1995 of 21 November 2019 amending Directive 2006/112 as regards provisions relating to
distance sales of goods and certain domestic supplies of goods and Council Implementing Requlation (EU) 2019/2026
of 21 November 2019 amending Implementing Regulation (EU) No 282/2011 asregards supplies of goods or services
facilitated by electronicinterfaces and the special schemes for taxable persons supplying services to non-taxable
persons, making distance sales of goods and certain domestic supplies of goods.

70 Commission Implementing Regulation (EU) 2020/194 of 12 February 2020 laying down detailed rules for the
application of Council Regulation (EU) No 904/2010 as regards the special schemes for taxable persons supplying
servicesto non-taxable persons, making distance sales of goods and certain domestic supplies of goods.

7T Special legislation is applicable only to SMEs, due to their limited capacity to deal with heavy compliance

requirements and related costs. In this regard, it is worth mentioning the Directive 2020/285 of 18 February 2020,
which provides for amendments to the VAT Directive so as to add specific rulesaiming at reducing the administrative
burden for SMEs.
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The action plan for fair and simple taxation supporting the recovery contains 25 initiatives to
be implemented between 2021 and 2024, with a view to making taxation simpler and fairer and
better adapted to the current challenges of ever-increasing digital consumption. These initiatives
provide for the modernisationof VAT rules for financial services and for digital platforms. Clarifying
the taxresidency rules, as well as progressing the proposeddefinitive regime, are deemed essential
to ensuring a VAT regime fit for the future. Similarly, an EU cooperative compliance framework
would be necessary to enhance cooperation between the different tax authorities throughout the
Union.”? Within the digital tax package, rules to modernise VAT reporting obligations, including e-
invoicing and the transition towards a single registration, are set to be achieved in 2022,”® with the
aim of simplifying taxrules and reducing the cost of compliance and the administrative burden.”

The Commission communication on tax good governance in the EU and beyond sets out
recommendations to strengthen transparency and promote fair taxation. Improvements to the list
of non-cooperativejurisdictions, a reform of the Code of Conduct and the recognition of the role of
taxation in ensuring the implementation of the objectives set out in the Agenda2030 are
established in the communication.” Finally, the revision of the Directive on Administrative
Cooperation aims at enhancing the way digital platforms exchange tax related information, to
strengthen the transparency of the current tax framework. Under this new legislation, digital
platforms would be legally bound to report information on income earned by sellers on their
platforms, and Member States to automatically exchange this information.”® The main objective is
to ensure a proper and a fair taxation of revenues coming from the digital economy, as well as
keeping pace with therecent EU and international developmentofthis issue.”

Furthermore, the abovementioned legal framework is backed by a set of tools and anti-fraud
networks, bodiesand agencies such asEurofisc, the European Anti-Fraud Office (OLAF), Europol and
the European Public Prosecutor Office (EPPO). In the area of administrative cooperation on VAT, the
exchange of information between national tax authorities is coordinated by Eurofisc, a network of
tax officials in all the Member States. Eurofiscis also in charge of allowing joint EU audits between
some Member Statesto monitor multinationals. It can exchange information with Europol and OLAF
and has access to data on VAT-exempt imports.’® Recently, reinforced cooperation has been
developed with the VAT Forum,” with the VAT Expert Group,® and in 2019, with the launch of
transaction network analysis (TNA), a data mining tool used to enhance the exchange of
information on cross-bordertransactions between taxauthorities.®’ OLAF seeks to developan anti-
fraud policy and ensure the proper allocation of EU resources, monitoring of EU funds and related

72 Communication from the Commission on An Action Plan for Fair and Simple Taxation Supporting the Recovery

Strategy, COM(2020) 312 final, July 2020.

73 ). Barros, EU watch: the Commission's ambitious tax package, Tax Journal, August 2020.
74

Annex to this study.
7> Communication from the Commission on Tax Good Governance in the EU and beyond, COM(2020)313final, July 2020.

76 Proposal for a Council directive amending Directive 2011/16 on administrative cooperation in the field of taxation,
COM(2020) 314 final, European Commission, July 2020.

77 Inception Impact Assessment on a proposal for a Council directive amending Directive 2011/16/EU as regards
measures to strengthen the exchange of information framework in the field of taxation, European Commission,
February 2020.

78 VAT and Administrative Cooperation, European Commission website.

79 The VAT Forum isa platform where different stakeholders and national tax authorities discuss improvements to VAT
legislation in a cross-border environment. For an in-depth analysis of its tasks, memberships and principles, see
Commission decision on renewing the mandate of the EU VAT Forum, C(2018) 4422 final, July 2018.

80 The VAT Group of Expertsis composed of expertsand organisations in the taxation field, aiming to assist the European
Commission in thisarea. See VAT Expert Group, European Commission website.

81 VAT Fraud: New tool to help EU countries crack down on criminals and recoup billion, European Commission press
release, 15 May 2019.
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staff activities. EU financial interests are protected under a close collaboration between OLAF and
EPPO.#Finally, Europol provides the EU'slaw enforcementagency in terms of VAT fraud.®

3.2. Policy challenges

The VAT system has undergone profound modernisationin recent years. It is, however, still subject
to a series of potential regulatory gaps and loopholes that undermine its effectiveness and
efficiency. The study annexed to this EAVA delivers a holistic and detailed overview of the current
limitations of the EU legislative framework. Based upon thisworkand on the wealth of studiesin the
literature in this area, we have identified some of the main key challenges that the EU still faces in
achieving afair and simpler VAT taxation that effectively supportsthe pandemicrecovery strategy.
These challenges are naturally not be seen as completely independent from one anotherand they
therefore need to be addressed as part of a comprehensive and ambitious agenda to deliver
mutually reinforcing maximum results.

3.2.1. Complex and fragmented organisation of the VAT tax system at
Member State level

Having 27 different taxsystems could create opportunitiesfor potential taxabuse and uncertainty.
For instance, there are 27 different European VAT codes and, except for businesses that provide
telecommunications, broadcasting and electronic services that can use the MOSS, there is still no
simplified single European digitalised platform to channel the flow of tax data. In the same vein,
rules on application, assessment and collection of data concerning VAT are set outat Member State
level. The complexity of having different rates, exemptions and different reporting systems across
the EU leaves a lot of room for arbitrage. It also severely complicates the work of taxauthorities, as
the complexinformationexchangedis not always comparable andrequires additional investigation
capacities that are not always available in all Member States. Furthermore, unnecessary complexity
hinders cross-bordertrade, asthe cost of complianceis higherfor businesses operating in more than
one market. For these reasons, a certain level of harmonisation between EU countries would be
welcome, allowing for a smoother, more effective and efficient functioning of the EU VAT system.

Additionally, anotherimportant weakness of the taxframeworkis the difference between data from
tax revenues and data from collected revenues. This is explained by the time lapse between
reporting the transaction to the authorities and the transaction itself. Hence, a portion of tax
revenues from the preceding yearare recorded as revenuesin the next relevant year.** Someof the
key features that underpin VAT tax are also controversial due to their complex intricacies.® For
instance, the functioning of the VAT deduction mechanism allows, in certain circumstances, to
reduce the net taxowed to the national taxauthorities, this is understood as VAT credit. Without the
proper controls in place, this mechanism is prone to fraud, suchas those aimed at creating fictitious
credits in order to benefitfrominstantliquidity. Opinions also continue todiverge between national
taxauthorities concerningthe GRCM. Similarly, some Member States are reluctantto acceptthe CTP
simplification, as according to them, it could be counterproductive and result in an even more
complicated scheme.

3.2.2. Lack of administrative effectiveness

Within the EU, tax issues are primarily addressed by Member State administrations. Some of them,
while having sufficient capacities and resources, face a general problem of effectiveness. This could

82 European Anti-Fraud Office, European Commission website.

85 About Europol, Europol website.

84 K. Yiallourou, The limitations of the VAT Gap Measurement, EC Tax Review, N° 4, 2019.
85

See notably the results of the annexed study.
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be explained by obsolete organisation,or as just explained, by national tax bodies thathave to deal
with sometimes unnecessarily complextaxsystems. A lot of progress has beenmade recentlyin this
area, but further room for improvement remains, especially in the context of cross-border
administrative cooperation. This is particularly important in combating carrousel fraud, as
authorities attempt to combat it mainly in its first step - to prevent escalation - by investigating
occurrences and disallowing the parties to deduct the due tax. This method might not serve as a
sufficient deterrentto other fraud however, and besides, disallowing the deduction might not make
sense in the context of an 'only subjectively non-existent transaction'in which a true exchange of
goods and/orservices effectively takes place. The lack of 'free circulation of administrative action'at
EU level, the lack of administrative capacity in some Member States and the various levels of
administrative effectiveness at Member State level, seriously hampers investigative bodies' efforts
to prosecute taxfraud asthese issues cannot be averted unilaterally due to their cross-border nature
and require cross-border cooperation.

Furthermore, the traditional VAT enforcement mechanism based on tax audits and reporting of
aggregate datais notalways sufficient to combat fraud.More frequent reporting could be an option
to enhance the current mechanism, while a full digitalisation of reporting would greatly facilitate
this endeavour. However, if administrative capacities have not been properly deployed by some
national authorities, more frequent reporting might result in higher compliance costs. As mentioned
above,dueto thelack of aninternal market of administrative action, the bodies and tools that the
EU has deployed to addresstaxation issues continue to display shortcomings in fighting fraud at EU
level. Moreover, the lack of enforcement of OLAF's recommendations or the fact that some bodies
have a wider mandate (i.e. not only dedicated to combating fraud, such as Europol), hinder their
efforts to detects perpetrators and prosecute financial crimes.® The current mechanisms available
at Member State level could therefore be significantly simplified and improved to arrive at more
coordinated and effective administrativeaction to tackle the VAT gap.

3.2.3. Lack of digitalisation and integrated advanced systems for analysing
and exchanging information

The rapid development of the digital economy is exacerbating the need for reform of the tax
administration in many Member States as it is increasingly clear after the Covid-19 pandemic that
some tax authorities are still lagging behind. Moreover, this relative lack of digitalisation in some
Member States also constitutes both a cause and a consequence of the lack of comparable and
reliable data at EU level, which is one of the main limitations to analysing the effects of tax
avoidance. In the context of the Commission's 2030 digital compass,® a set of tools has been
proposed and should beimplemented in the coming years. One of these proposals - the European
digitalidentity — should allow citizensand businessesalike toaccessa wide variety of services online
and recognised in all EU countries. To take this proposal a stage further, Member States have to
deploy a common toolbox by late 2022. The VAT e-commerce packages also aim at increasing
national tax authorities' capacity in this field, in particular regarding the Member States' adoption
and use of digital tools fortaxreporting and to combat taxfraud. This challenge should notbe taken
lightly, as for instance, the extent to which Member States are applying the agreed standardised
invoices® format still differs significantly, resulting in stark disparities in the effectiveness of
exchanges of VAT information. A European invoice format also coexists with national formats,
creating unnecessary multi-layered levels of confusion. Paper invoices are even still used extensively
by some tax authorities, leading to inefficiencies as paper versions require more time and cost for

8 A. Williams, Fighting fraud in the EU: anote onicebergs and evidence, ERA Forum, N° 14,2013, pp. 227-214.
87

Europe's Digital Decade: digital targetsfor 2030, European Commission website.

8  Those that follow the EU format: XML UBL 2.1 and ClIl 16Bset out in the Directive 2014/55 of 16 April 2014 on electronic
invoicing in public procurement.
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completion. Fragmented reporting systems, with some incompatible software and formats for
automaticexchange ofinformation, are constantly reported as a mainhurdle toprogresson a more
integrated and simplified reporting system.

The deployment and greater use of artificial intelligence (Al) constitute a new challenge for tax
authorities as new skills and new working methods have to be developed. The use of these more
advanced tools could however significantly enhance the flow and treatment of VAT data for all
national tax authorities. To implement this, further investment in this field would be necessary.
National taxauthoritieswould also have to thinkabout a legal framework to address the challenges
that Almight entail, as taxpayers'rights mightbe put atriskin the context of a digital administration.
Use of Alshould definitely enhance the exchange of data currently managed by the VAT information
exchange system (VIES), the MOSS and OSS, as these platforms will reap the benefits of further
innovation, resulting in better monitoring and potentially higher tax revenue collection. Similarly,
Al could reinforce the fight against tax evasion, assisting the investigation of complex financial
crimes. Collection and analysis of VAT data could be further boosted at EU level, especially if other
tools are also developed in close cooperation with a fully-fledged Al policy, including big dataand
network analysis.

3.2.4. Lack of transparency

Some Member States remain reluctant to exchangeinformationon taxissues,as they consider that
this is a strategicfield where some aspects fallunder privacy rights for individuals or organisations.
Low tax jurisdictions are also naturally less prone to be fully transparent about taxation. Some,®
however, recall that this lack of transparent, easily-available and disaggregated VAT data at regional,
local and even individual level can significantly hinder efforts tocombat the VAT gap. Although the
EU has adopted measures to enhanceits positionin combating taxfraud,dueto the currentlack of
transparency and to the lack of visionaryleadership at EU levelin this area, theirimpact will remain
limited.

Furthermore, new business models and new consumption models could pose a challenge for tax
authorities in terms of collecting VAT data and even in properly taxing transactions between
customers and digital providers. There is, for instance, increasing concern regarding under-
reporting of earnings resultingfrom digital platformson the part of taxpayers. In addition, national
taxauthorities do not have theproper meansand theinformation toaddress the problem if a digital
platform is between the recipient and the supplier.® New means of payment, such as
cryptocurrencies have recently attracted a lot of attention as they could be used to fuel the
development of invisible marketsand hidden transactions. Similarly, theincreasing use of electronic
currencies, if not regulated properly, might result in an increase in anonymous online payments,
which could further contribute to lower levels of transparency.

3.2.5. Disaggregated enforcement

Tax policy is a field with substantial differences between Member States, as tax remains a
prerogative of each individual Member State and taxation policy decisions require unanimity in the
Council.”" A certain level of harmonisation is nevertheless established in Article 113 TFEU, to the
extent that national laws, regulationsor administrative provisions may affect the 'establishment or
functioning of theinternal market andto avoid distortion of competition'. Unanimityin the Coundi,

8 M. Karaboytcheva, Addressing the VAT gap in the EU, EPRS, European Parliament, December 2020.
90

Inception Impact Assessment on a Proposal for a Council Directive amending Directive 2011/16/EU as regards
measures to strengthen the exchange of information framework in the field of taxation, European Commission,
February 2020.

Communication from the Commission on Towards a more efficient and democratic decision making in EU tax policy,

COM(2019) 8final, January 2019.
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following consultation of the European Parliament and the Economic and Social Committee, is
always required.”” The ability of the EU toact is limited to supporting national authorities, while both
the EU and the Member States shall take measures to counteract any illegal activity in accordance
with Article 325 TFEU. Globalisation, digitalisation, increasing capital movement and other
emerging challenges could presentreasons tojustify the adoption of common solutions at EU level.
The European Commission presented a communication proposing a shift to qualified majority
voting in the area of taxation, on the premise that the scale of these challenges reaches beyond
borders.*

3.3. Policy optionsand opportunities to progress

The policy options discussed below are taken from the study in annexe to this reportand from a
comprehensive review of the recentliterature. The list does not pretend to be exhaustive, but rather
covers the main policy optionsaimingat addressing the policy challenges identified in the previous
section. An assessment of the potential links and qualitative impacts of each option is given in
Table 2.

3.3.1. Strengthen administrative cooperation and reinforce EU technical
support

Cooperation between national authorities and with the EU is the cornerstone of any successful
action against tax fraud. Much progress has been made through the Directives on Administrative
Cooperation (DAC1 to DAC6 directives). Cooperation could nevertheless be further strengthened
and promoted, in particular as the digital economy is now taking centre stage. The latest revision of
the Directive on Administrative Cooperation (DAC7) seeks to address some of these challenges.
Its main purpose is to enhance cooperation between Member States on the exchange of
information regarding tax duties in the digital economy.® The joint investigation team could also
be reinforced, while best practices and the reinforcement of tax administration capacity could be
conducted. Best practices, in particularon simplification of multi-layered administrative burden and
on the adoption of digital tools could benefit from further support and assistance. The recent
proposal for a regulation on a technical support instrument® might be instrumental in this
respect.

3.3.2. Extend the GRCM and split payment mechanisms

Inadequate and complex VAT collection systems presenta sizeable problem,as taxauthorities often
have to investigate and to prevent fraud with insufficient and fragmented information. As
highlighted in the study in annex, the reverse charge and split payment mechanisms could be
possible remedies.*

Thereverse charge mechanism operatesin the context of an intra-EU acquisition. The buyer, in this
case, declares and deducts the due tax on its operations. As this measure has proven efficient in

92 See Article 115 Treaty on the Functioning of the European Union (TFEU).
9 Communication from the Commission on Towards amore efficient and democratic decision making in EU tax policy,

COM(2019) 8final, January 2019.

9 Inception Impact Assessment on a Proposal for a Council Directive amending Directive 2011/16/EU as regards
measures to strengthen the exchange of information framework in the field of taxation, European Commission,
February 2020.

9  Proposal for aregulation of the European Parliament and of the Council establishing a Technical Support Instrument,
COM(2020) 409, European Commission, May 2020.

%  Although these two options couldincrease the complexity of the system, this disadvantage might be offset by the
increase in transparency. Administrative effectivenesswould be put to the test. In this context, a high level of
digitalisation might help.
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counteracting carrousel fraud, Member States are authorised to deploy a generalised reverse
charge mechanism under the assumption that certain criteria are met. These criteria are: the
mechanism shall be proved to be the only option tocombatfraud; the partiesinvolved shall comply
with reporting obligations through electronic means, as e-invoicing and the economic benefits of
using this mechanism shall offset the losses of the normal method by at least 25 %.% The use of this
mechanism has been limited to those sectors worst affected by tax evasion. However, a wider use
of this mechanism could be envisaged, leading to better national tax authority control of VAT
obligations.

Similarly, a more widespread use of the split payment mechanism may also be instrumental.
Through this mechanism, the net sale amount and the VAT due are paid by the recipient to two
different supplier bankaccounts.The latteraccount, the one with the VAT amount, canonly be used
for the purposesestablished by VAT regulation. The VAT amount andthe net sale amount or taxable
base are therefore split. This mechanismhas proven to be efficient in combating both VAT fraud and
non-compliance, as it prevents the supplier from charging the tax and disappearing without
declaring it to the taxauthorities (MTF). Presently, thismechanismis only deployedin some Member
States and a broader implementation might entailan increase in the cost of compliance.®

3.3.3. Generalised EU VAT number

The VAT number is an essential tool for the taxauthorities asit allows them to identify the taxliable
operator and thejurisdiction where the transaction took place. As invoices flow into European and
national databases, taxauthorities can cross-checkthe data in an attempt to prevent fraud and for
statistical reasons. Although EU VAT directives provide for certain level of harmonisation, a
European VAT number has not been yet properly implemented throughout the EU. As already
mentioned, each Member State is responsible forthe application, assessmentand collection of data
regarding VAT, which leads to different rules being applied and to anincreasein compliance costs
for businesses involved in cross-border trade. Economic operators would benefit from access to a
number that is recognised throughout the EU and registered in VIES. In addition, as VAT revenues
are partially paid into the EU's own resources,” there is always the need for a more uniform VAT
number framework. This number could simply result from joiningthe country code and the national
VAT code.'” Another development of this approach that could also be considered is extending this
number even to those European operatorsinvolved in transactionsbeyondthe EU borders.

3.3.4. Accelerate adoption of a mandatory EU electronic invoice

A potential benefit of advancing digitalisation among tax authorities is that it could minimise the
risk of tax evasion and reduce the cost of compliance. As mentioned above, thereis a standardised
EU format for electronicinvoices, but the extent to which Member States use it varies significantly.
The use of the XML UBL format' would enhance the exchange of data betweentaxauthorities and
facilitate certain cross-border operations (i.e. reconciliation). In an attempt to reduce VAT fraud,
mandatory electronic invoices across the EU could provide a policy option, as a higher level of
uniformity concerning VAT data would then be possible. Furthermore, mandatory electronic
invoices could be an effective tool in the fight against tax fraud involving VAT credits. In the same
vein, they could assist implementation of an invoice clearance model at EU level, which would

7 Annex to this study.

%  Analysis_of the impact of the split payment mechanism as an alternative VAT collection method, European

Commission, December 2017.

9 Fact Sheets on the European Union: The Union's revenue, European Parliament. Approximately 10 % of the total EU
own resources” revenue is due to thistax.
100 See Article 215 of the VAT Directive.

197 EU format: XML UBL 2.1 and ClI 16B, set out in Directive 2014/55 of 16 April 2014 on electronic invoicing in public
procurement.
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allow national taxauthorities both torecognise the validity of the invoice and to report real-time tax
data. This would stand nationaltaxauthorities in good stead in the detection of fraud in due time.
In the communication on an action plan for fair and simple taxation, the Commission highlighted
the need to make electronic invoices mandatory to modernise VAT reporting obligations.'” The
deadline for this measure has been set for 2022/2023. Some countries have already deployed the
measure, including France, Italy, Poland and Portugal. A common solution at EU level, however,
remains a necessity. The key is to find a balanced approach to driving digitalisation, while at the
same time ensuring respect for the rules on privacy and the fundamental principles governing
taxation. This could pave the way for promotion of a single digitalised platform.

3.3.5. Continue development of the VAT OSS

Currently, the MOSS provides an electronic system allowing service providers supplying
telecommunications, broadcasting and electronic services to consumers in the EU to declare and
pay VAT duein all EU Member States in one single Member State. From 1 July 2021, the MOSS has
been extended to all business-to-consumer (B2C) services takingplace in EU Member States where
the supplier is not established. This new OSS will also apply to all distance sales of goods within the
EU and to certain domestic supplies of goods facilitated by electronic interfaces under certain
conditions. Moreover, anothernew scheme will be created for the declaration and payment of VAT
on distance sales of low-value goods imported from outside the EU, the import one-stop shop
(10SS).

3.3.6. Accelerate the move towards a central electronic system of payment
information (CESOP) and a single digital platform

On 18 February 2020, the Council adopted a legislative package requiring payment service providers
to transmit information on cross-border payments originating from Member States and on the
beneficiary of these cross-border payments.'® As of 2024, this information will then be centralised
in a European database (CESOP), where it will be stored, aggregated and cross-checked against
other Europeandatabases. Allinformation in CESOP will then be made available to Member States'
anti-fraud experts via Eurofisc. This new tool could help tax authorities to properly control the
correct fulfilment of VAT obligations on cross-borderB2C supplies of goodsand services.

A more rapid transition towards a single digital platform would also contribute to clear any
ambiguity regarding the exchange of data and ensure identical treatment across Member States.
This potential platform could make the most of the toolsalreadyin place, including MOSS, OSS and
TNA. Although thelatter, TNA, is a powerful tool for the exchange and process of data, it is necessary
to advance towards a platform that is easily accessible to all tax authorities. The mandatory use of
electronicinvoicing, coupled with a strategy based on Al, would increase the likelihood of thedigital
platform succeeding.

3.3.7. Develop and invest in TNA and other advanced analytical tools

As mentioned above, TNA is a data mining tool that assists Member Statesin their fight against tax
fraud by ascertaining the successive stages in any given relevant transaction. It provides an
automated network that is interconnected with the national platforms that help by swift reporting
of suspicious VAT transactions.'™ It allows Member States to cross-check and spot inconsistendes

102 Communication from the Commission on An ActionPlan for fair and simple taxation supporting the recoverystrategy,

COM(2020)312 final, July 2020.

Directive 2020/284 of 18 February 2020 amending Directive 2006/112/ECas regards introducing certain requirements
for payment service providers. Requlation (EU) 2020/283 of 18 February 2020 amending Regulation (EU) No 904/2010
as regards measures to strengthen administrative cooperationin order to combat VAT fraud.

104 New Data Mining Tool to Combat VAT Fraud, The European Criminal Law Associations' Forum, September 2019.
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in the information on VAT returns regarding cross-border operations provided by VIES, Intrastat,
MOSS, 10SS and OSS. The TNA could enhance the exchange of tax information, providing for an
effective sharing tax data system that could be complementary to the national risk assessment of
suspicious transactions.'® Similarly, TNA is a valuable tool in the exchange and coordination of
information concerning tax payers between other EU bodies, such as Europol, OLAF or Eurofisc.

The study in annex therefore flags TNA as a beneficial tool in terms of efficiency, transmitting and
storing taxdata. The toolis however relatively new, as it was implemented in the spring of 2019,
and room remains for improvement. Moreover, it is not without risk, particularly concerning
taxpayer privacy rules and the difficulties in using such software for collecting and exchanging tax
information at EU level. For this reason, national authorities are likely to themselves discover the
correct level of trade-off between the tool's advantages and disadvantages. To benefit fully from
TNA, its use should be aligned with the deployment of the CESOP, the enhanced OSS mechanism
and the idea of making electronic invoices mandatory at EU level. Additionally, use of TNA would
reap the benefits of a far-reaching Al proposal concerning the exchange of tax information across
countries.

3.3.8. Qualified parties' VAT credit certification obligations

Asdiscussed above, VAT credit allows businesses toreduce the nettaxthey owe to thegovernment.
Onone hand, it constitutes a valuable source of instantliquidity for businesses; on the other hand,
it involves a mechanism that could be prone to fraud, as businesses could create fictitious credit
through other organisations linked to them. The aim of this operation is to allow businesses to
benefit from instant debt paying liability. The issue might be especially acute if these fictitious
credits are offset against tax debts, implying a twofold fraud. Similarly, authorities closely monitor
taxcredits used for equityinjectionsas well as those usedto comply with social security obligations,
as they could constitute a part of fraudulentoperations.

To address these issues VAT credit certification obligation on qualified parties could be
introduced. To single out which parties are to be covered by this policy option easily, the proposal
should be accompanied with the description of the minimum requirements that these parties
should meet to benefit fromtaxcredits. Additionally, it could containan insurance policy to comply
with national taxobligations, as well as administrative and criminal measures if the credit payments
fail. To a certain extent, this proposal could be harmonised at EU level, otherwise forms of harmful
competition may arise, especially, in cases where tax credits are allowed for certain investments.
Similarly, it should be aligned with the SME taxincentives already in place.’” The idea of making use
of an electronic invoice mandatory is definitely consistent with this policy option, as it would
facilitate detection of fraudulent tax credit operations. In the same vein, CESOP would provide a
useful database to cross-check unlawful taxrefunds and tax credits.

3.3.9. Further harmonisation of special schemes for SMEs

To address the remaining distortions in the current EU VAT system andto reduce thecostsimposed
on SMEs, the Commission introduced a proposal for a comprehensive simplification VAT package
for SMEs.'® The proposal aims at reducing compliances costs and involves a review of the special

195 Good Practice Guide, Applying Data and Analyticsin Tax Administration, Intra-European Organisation of Tax
Administrations (IOTA).

VAT Fraud: New tool to help EU countries crack down on criminals and recoup billions, European Commission
website.
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197" For an in-depth analysis of the tax incentivesfor SMEs, see: S. M. Bergner, R. Brautigam, M.T. Evers, C. Spengel, The

Use of SME Tax Incentivesin the European Union, Centre for European Economic Research (ZEW), Discussion Paper
No 17-006, January 2017.

Proposal for a Council directive amending Directive 2006/112/EC on the common system of value added tax as
regards the special scheme for small enterprises, COM/2018/021 final, European Commission, January 2018. Council
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scheme for small enterprises under the VAT Directive. It is therefore linked to the proposals for
removing VAT obstacles to cross-border e-commerce and to the proposal on a definitive VAT regime
forintra-EU cross-border trade. The proposal would introduce an EU-wide threshold allowing more
companies to benefit from simpler rules reducing SME's VAT compliance costs, along with national
exemption thresholds in Member States. The proposal however does not sufficiently address the
lack of harmonisation between rules in each Member State. A renewed EU focus on harmonising
simplified VAT obligations, simplified procedures for charging and collecting VAT would be
welcome.

3.3.10. Move towards a definitive VAT regime

As already explained, the Commission proposal for a definitive VAT regime involves a switch to a
destination-based VAT regime for B2B cross-border goods transactions. This would replace the
existing 'temporary'origin basis. The latest plan would require vendors in cross-bordertransactions
to charge and collect the VAT of their customer's country of residence in the case of cross-border
B2B sales. The collected VAT would then be remitted by the vendor to their national tax authority.
The national taxauthoritywould in turn distribute the VAT to the appropriate Member State where
the vendor's customers are located. However, Member States appear sceptical regarding the
proposed system.In particular, Member Statesagreed thatthe reformshould proceed only if it can
be demonstrated that the potential significant upheaval and burden on businesses and tax
authorities can be justified in terms of reduced VAT fraud.

3.3.11. Shift to qualified majority voting on taxationissues in the Council

Globalisation and digitalisation, among other recent developments, are an increasingly powerful
justification of the need for more common taxationsolutions at EU and international level. In 2019,
the European Commission presented a communication proposing a shift to qualified majority
voting in the area of taxation on the evidence that the scale of some of the challenges in this area
reach beyond Member States' borders.'” This would allow for more flexible procedures.” The
following options envisaged in the Treaties were discussed in the communication: first, enhanced
cooperation procedure should atleast nine Member Statesagree on advancing towards a proposed
initiative, as was the case for the financial transaction tax - although this progress halted when
discussed at the Council; and second, qualified majority voting, which is established in the Treaties
to either 'counter fraud and any other illegal activities affecting the financial interests of the
Union',"" or to ensure competition in the internal market, after consulting the Member States
concerned.'"?

3.3.12. Change the EU taxation framework to improve enforcement - move
towards an EU treasury
As emphasised by the study in annexe, even with a fairly comprehensive EU regulatory framework

in the field of administrative cooperation and with legislation offering various possibilities for the
exchange of information, the potential for elaborated fraud is still present. This could mainly be

Directive (EU) 2020/285 was adopted by the Council on 18 February 2020.Provisions amending Directive 2006/112/EC
are to be adopted and published by Member States by 31 December 2024 and provisions amending Regulation (EU)
No 904/2010 will apply from 1 January 2025.

Communication from the Commission on Towards a more efficient and democratic decision making in EU tax policy,
COM(2019) 8final, January 2019.

Communication from the Commission on Towards a more efficient and democratic decision making in EU tax policy,
COM(2019) 8final, January 2019.

See Article 325 Treaty on the Functioning of the European Union (TFEU).
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112 See Article 116 Treaty on the Functioning of the European Union (TFEU) and Communication from the Commission
on Towards a more efficient and democratic decision making in EU tax policy, COM(2019) 8 final, January 2019.
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explained by the complexity created by the current fragmented system and by varying degrees of
administrative effectiveness and transparency in the Member States. The setting up of centralised
procedures at EU level for verification and assessment in relation to VAT and for harmonising the
penalty regimes would represent an ambitious move towards addressing the roots of the current
VAT gap.The European Parliament'" has proposed the creationof an EU treasury that could equip
the Union with greater capacity toapply the existing economic governance framework and facilitate
development of the euro area. In response, in 2017, the Commission proposed'™that an EU treasury
could be entrusted with (i) the economicand fiscal surveillance of the euro area and of its Member
States, as well as (ii) the coordination of issuing a possible European safe asset, and (iii) the
managementofthe macro-economicstabilisationfunction. The proposed treasury could be placed
under the responsibility of an EU finance minister. As all Member States collect VAT through this
type of centralised approach, it appears highly surprising that such an option is not extensively
discussed and integrated in impact assessments at EU level.

113 Resolution of 16 February 2017 on budgetary capacity for the euro area, European Parliament.

114 Reflection Paper on the deepening of the Economic and Monetary Union, European Commission, May 2017.
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Table 2 - Impact of policy options on the main channels of transmission

Policy options Reductionintaxsystem Administrative Digitalisation Transparency Enforcement

complexity effectiveness efficiency

Strengthen administrative cooperation and

reinforce EU technical support 0 r + + 0

Extend the GRCM and split payment mechanisms 0 + 0 0 0
Generalised EU VAT number ++ + + ++

e aomcivice | 5 + + + +

Continue the development on the VAT OSS T+ + T+ + 0

Accelerate the move towards a central electronic
system of payment information (CESOP) and a + + ++ ++ +
single digital platform

Develop andinvestin TNA and other advanced

analytical tools 0 * i 0 +
Quialified parties \(ATF:redlt certification 0 N 0 . N
obligations

Further harmonisation of special schemes for

++ + 0 + 0
SMEs
Move towards a definitive VAT regime 0 + 0 + +
Shiftto qual.lfled majorlty votlng on taxation N 0 0 N N
issues in the Council

Change the EU taxation framework to improve iy iy 0 N i

enforcement - move towards an EU treasury
Source: EPRS.
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4. Comparative analysis of the EAV of various policy options

In this section, we start by describingthe conceptual frameworkand by estimatingthe relationships
of the model related to this framework. Then, we present the different scenarios and the
assumptions underpinningthe evaluation ofimplementing the policy options previously described.
We follow by discussing the results of the quantification of the EAV. Finally, we broaden the scope
by conducting a qualitative assessmentfor different stakeholders.

4.1. Conceptual framework and analytical model

From an economic point of view (see Figure 5), the added value of fair and simpler VAT taxation
supporting the recovery strategy could be analysed as the sum of the net potential impact
stemming from a reduction of the VAT gap, including the cross-border VAT gap and of the net
potentialimpact on compliance costs for businesses. To evaluate these impacts, the effects of each
policy option on the main channels of transmission (summarised in Table 2 above) should first be
considered. Then, the econometric relationships between improvements in each channel of
transmission and the VAT gap have to be estimated. Similarly, the econometric relationships
between improvements in each channel of transmissionand compliance costs also have to be
estimated. With anestimation of the various relations in hand, a number of scenarios can be defined
and the added value corresponding to each scenario calculated. A final comparison between the
added value for each scenario allows an estimate of the EAV and analysis of the results.

Figure 5 — Conceptual framework

Scenarios
Total VAT
Policy GAP
options ﬁ
Chanm.als-of addad
transmission Cross- viikie J EU
. border VAT added
comelexit GAP value
administrative -
effectiveness Compliance
costs
digitalisation
transparency
enforcement 4

Source: EPRS.

Transmission channels have already been extensively identified in recent studies on the VAT gap
(seeTable 1).In line with these results, our model therefore distinguishes between five channels of
transmission: complexity of the taxation system; administrative effectiveness; extent of
digitalisation; level of transparency; and enforcementof the rule of law. Based upon this conceptual
framework, we can proceed with the statistical estimation of the two relationships between the
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transmission channels and the VAT gap and between the transmission channels and the total
amount of compliance costs. We use a cross-sectional approach, with data for 2015-2019. Our
overarching model could be written as follows:

VAT gap = x,* complexity +x,* admin ef fectivenes + x5 xdigitalisation 4o, *
transparency +«cxrule of law + u (3)

Compliance costs = B, * complexity + 3, * admin ef fectiveness + 53 *
digitalisation + B, * transparency + fs * rule of law +u 4)

Dueto the number of variables demonstratedin the literature and of the potential combinations of
model specifications, we have selected proxy variables related to each transmission channel and
which have already provedstatistically significant in the literature.Ourfinal reduced dataset consists
of six key explanatory variables. A summary of the descriptive statistics of these variables is shown
in Table 4. The expected indications of the relationship with the dependant variables is given in
brackets next to the names of each explanatory variable. As some of the listed variables are
significantly correlated with others, we also consider the potential co-linearity and endogeneity
problem, which is partly tackled by the selection of variables for each specification. All relationships
are estimated for the whole period available for the dependant and explanatory variables, using a
linear regression methodology.

Table 3 — Descriptive statistics — dependant variables

Dependant Unit Original Mean Standard Min.
variables source deviation
% of total VAT
VAT gap theoretical DG Taxud 12% 9% 1% 37%
revenues
Compliance costs pAEAEIG DG Grow 3.5% 2.2% 0.6 % 10%
revenues

Source: EPRS

In thefirst equation, the dependantvariableis the VAT gap. Ourfirst explanatoryvariable, acting as
a proxy for complexity, is a variable on the burden of governmentregulation.The reasoning hereis
relatively straightforward, as ceteris paribus, one would expect Member States that display a high
level of administrative burden to alsoshowa larger VAT gap.The second variable, acting as a proxy
for thelack of administrative effectiveness, is the amountof VAT arrears registered foreach Member
State. Member States that are not effective at collecting and reimbursing VAT could also be
expected to record a higher level of VAT gap. The third variable relates to the transparency of
governmentpolicy-making, asa more transparent administration where exchange of information is
automatic and reliable should, ceteris paribus, display lower levels of VAT gap. The fourth variable
concerns the extent of adoption of digitalisation in public administration. It is represented by the
expenditure on information and communication technology (ICT) in each Member State's tax
administration. Thereasoning is that Member States where digitalisation is more advanced should
present a lower level of VAT gap. The last explanatory variable concerns the strength of the
enforcement of the rule of law, proxied by an estimation of the extent of organised crime in each
Member State. All things being equal, Member States with a high level of organised crime are
expected to have more difficulties fighting VAT fraud and thus should exhibit higher levels of VAT

gap.

Thereasoning for the second equationis relatively similar. A higher level of burden of government
regulation and a higher level of organised crime should, ceteris paribus, contribute to increasing the
compliance costs for businesses. A more transparent administration and a higher level of
expenditure on ICT in the public sector should, ceteris paribus, contribute to reducing compliance
costs for businesses. The only difference here is thata variable regarding the level of difficulty to pay
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taxes is used as a proxy for the effectiveness of the administration in each Member State. This
variable appears better adapted to the explanation of the compliance costs for business, as ceteris
paribus, Member States where businesses face difficulties in settling their VAT bill could be expected
toalso face higher compliance costs.

Table 4 — Descriptive statistics — explanatory variables

Channel of Explanatory Unit Original Standard Min.
transmission variables source deviation
(proxy)
Burden of
govern-
Complexity ment Index* WEF 61 13 35 86
regulation
(+)
Lack of
STme——— ke R RS 37% 59% 1% 335%
effectiveness +)
Lack of Difficulty in
administrative paying Index World 18 7 5 40
effectiveness taxes (+) Bank
Tax admin-
Digitalisation ~ rration Values  6ecp 0019%  0.019%  0.0005%  0.12%
spending *
on ICT (-)
Trans-
parency of
Transparency govern- Index** WEF 64 14 41 90
ment
policy-
making (-)
Weak Extent of
: Index*
enforcementof  organised - WEF 28 11 3 58
rule of law crime (+)

Index*: 0 = not burdensome — 100=extremely burdensome.

Values*: % of VAT collected.

Values**: % of GDP.

Index**: 0 = difficult for businesses to obtain information about changes in government policies and
regulations affecting their activities — 100= easy.

Index***: 0 = not atall, imposes no costs — 100 = to a great extent, imposes large costs.

Source: EPRS.

The results of the econometricestimation for the model with the VAT gap as a dependant variable
are shown in Table 5 (equation (3)), while the detailed statistical results are given in an annexe to
this study. Allthemodels show a significant relationship between the variables under consideration,
with a relatively high degree of explained variability. "> Aswe can see in Table 5, all the variables also
have theright signs. The variables linked to complexity and lack of administrative effectiveness are
statistically significant, to a high degree, in all the specifications tested. Transparency and
digitalisation also appear as significant in some partial specifications. Finally, the variable on the
enforcement of the rule of law exhibits a significant level of relationship in the two specifications
tested. When included with the variables on transparency and digitalisation, a relative correlation
however affects the resultsof the models.

According to our estimation (see specification 4in Table 5), in order to decrease the VAT gap by one
percentage point (ceteris paribus), the indexon burden of government regulation needs to decrease
by close to six units, which for the EU on average means a move from an indexof currently 61 units

115 See values for F test and R squared.
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to around 55 units. Here, VAT arrears would need to decrease substantially, by close to
17 percentage points,from currently 37 % on average to around 20 %. Transparency would need to
increase by 15 units, which for the EU on average means a move froman indexof currently 64 units
toaround 79 units, a substantial move towardsthe bestperformers in the area. Spending onICT for
tax administration should continue, rising from currently an average of 0.019 % of GDP to 0.022 %
of GDP, which for the EU would represent an increase of around€0.5 billion in ICT operation and
capital expenditure for Member States' taxadministrations. Finally, substantial progress on fighting
organised crime should be recorded. On average for the EU, theindexshould move by 7 units from
a value of currently 28 to 35 units.

Table 5 - Econometric estimations (dependant variable is VAT gap in %)

Complexity (+) 0.002 *** 0.002%** 0.001* 0.002***

Lack of administrative

effectiveness (+) 0.057%** 0.065%** 0.063*** 0.059%**
Digitalisation (-) - -77.6%%* - -35.11
Transparency (-) -0.0008*** - - -0.0006**
Weakenfo:r;:vevr?f)ntofrule of ) ) 0.001% 0.0071%*
R squared 0.80 0.79 0.79 0.81

*** p<0.01, **p<0.05, *p<0.15
Source: EPRS.

The results of the econometric estimations for the compliance cost as a dependant variable are
shown in Table 6 (equation (4)), while the detailed statistical results are givenin annexe to this study.
Again, allthe models show a significant relationship betweenthe variables under consideration with
arelatively high degree of explained variability.''® As we can see in Table 6, all the variables have the
right signs. The variableslinked to complexity and digitalisation are statistically significant to a high
degreein all the specifications tested. Lack of transparencyalso appearsas significant in four partial
specifications, albeit at low significance degrees. Thevariable regardingthe enforcement of therule
of law does not exhibit a significant level of relationship in the specification tested. Again, this might
be explained by a strong correlation with the other variables in the model. Regarding the variable
onthelack of administrative effectiveness,afirst proxy,the VAT arrear indicator, doesnotappear to
be significant.'” We replace it with the broader index on the difficulty experienced to pay taxes,
which displays the right sign and a significant relationship (see specification 5).

According to our estimation (see specification 5), in order to decrease compliance costs by one
percentage point (ceteris paribus), the indexon burden of government regulation needs to decrease
by 18 units, which for the EU onaveragemeans a move froman indexof currently 61 units toaround
43 units. This would represent a significant improvementin this area. The index regarding the
difficulty experienced to pay taxes would also need to decrease very substantially, by close to
12 units, from a current average of 18 units, to around 6 units, which is almost the minimum

116 See values for F test and R squared.

117 We also test the model with a series of specifications, including the other variables from the World Bank database.
Only the most significant results are presented.
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recorded for the EU for this variable. Transparency would need to be improved in all Member States
to a level below the one currently recorded for the best performer in this area. Assuming a less
ambitious move from the current average of 64 units to the value for the best EU performer (which
is 41 units), progress in this area would at maximum lead to a 0.3 % reduction in the compliance
costs for businesses. Taxadministration spending on ICT would also again need to be substantially
boosted, froma currentaverage of 0.019 % of GDP to almost0.025 % of GDP, which for the EU would
represent an increase of almost €1 billion in ICT operation and capital expenditure for Member
States' tax administrations. These results are naturally unsurprising and largely confirm the
estimations already provided in theliterature.

Table 6 — Econometric estimations (dependant variable is compliance costsin %)

Complexity (+) 0.0007*** 0.0007*** 0.0008*** 0.0007*** 0.0005***

Lack of administrative i i 5 91E-05 2. 7E-05 0.0008***
effectiveness (+) ’ ’ ’

Digitalisation (-) -31.7%%* -25.1%%* -23.8%%* -23.4%%* -17.5%*

Lack of transparency (-) = 0.0001* 0.0001* 0.0001* 0.0001*

Weak enforcement of rule
of law (+) ) ) ) 0.0002 )
R squared 0.80 0.80 0.81 0.81 0.82

Source: EPRS *** p<0.01, ** p<0.05,* p<0.15

4.2. Description of scenarios and results of the simulations

Based upon the same conceptual framework, and considering the various policy challenges and the
policy options to address them described in the previous sections, we distinguish between a
baseline and four alternative scenarios. We assume a full implementation over a five year period
(2020 to 2025). The baseline scenario (limited cooperation) considers a situation where no major
changeis madeto the regulation of VAT in the EU. This corresponds to a status quo scenario where
cooperation is limited and where additional policy options to significantly reduce the VAT gap and
to reduce compliance costs for businesses are not introduced or are further delayed. This would
therefore also correspond to verylow standards for harmonisationand convergence at EU level. As
a result, under such a situation, we assume that past trends observed for Member States in all
transmission channels will continue to evolve in an identical trend (see Figure 6 below). In this
scenario, for the EU on average, and thanks to the measures already implemented in the past, the
burden of governmentregulationand the difficulty experienced in paying taxes indices continueto
decreasesslightly, from a level of respectively 60 and 17.4 units in 2020, to around 58.7 and 16.8 units
in 2025. Very little progress is registered on reducing VAT arrears, on increasing transparency, and
on addressing organised crimemorestrongly. Digitalisation continues tobe adoptedat a moderate
pace in public administration, with spending growing from 0.020 % of GDP in 2019, to 0.022 % in
2025.

Our first alternative scenario (extended cooperation scenario with enhanced exchange of
information and OSS) considers a situation of substantial progress, where Member States move
forward with implementing policy optionsin a coordinated fashion and with the OSSrapidly coming
into full gear. In this scenario, the priorityis to render the exchange of information more automatic,
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and on optionsthatimprove Member Statesadministration effectiveness,as well as ondigitalisation
ofthe tax system in Member States. Policy optionsaiming at further strengtheningthe instruments
of enhanced cooperation with the tax authorities (cooperative compliance and advance
agreements with businessesthatoperate internationally, limitation on circulation and offsetting of
VAT credits), and policy options that aim at developing services for the generation, transmission,
receipt and storage of electronic invoices (such as a European VAT number, mandatory European
electronic invoices, accelerated deployment of TNA and artificial intelligence tools, electronic
money payment devices for the certification of receipts, automated VAT accounting), would be
favoured. However, a lot of latitude is left to Member States on the best way to arrive at
improvementsin their taxsystems. Complexity is therefore reduced to a lower extent, transparency
improved at a slower pace and this scenario does not assume a significant convergence between
Member States' institutional systems.

To simulate the impact of progress in each area, we assume an increase in the value for each
indicator by a percentage of the standard deviation (see assumptions for individual shocks in
Table 7). Theindividual shocks are chosen sothat theimpact on each variable at the end of the five-
year implementationperiod remains within the margins of possible changes for this length of time
and consider the distance to the frontier given by the best performers in each area. Moreover, the
comparative size of each individual shock between scenarios is mostly derived by building upon the
various scenario of the European Commission impact assessments on exchange of information,''®
on the definitive VAT regime, '"and on the OSS.™®

Table 7 — Main assumptions — Size of individual shocks for each scenario

Channel of transmission Baseline - Extended Extended Ambitious
(proxy variable) limited cooperation - cooperation - scenario- EU
cooperation exchange of VAT definitive treasury and VAT
information + OSS regime administered at
+ 0SS EU level
Complexit - *
Burd fp 4 Adjusted -0.50 standard -0.75 standard distar?'CSeOto the
(Burdeno goyernment trend deviation deviation .
regulation) frontier
Lack of administrative Adi d 0.20 dard 0.10 dard -0.50*
effectiveness Juste 0.20 standar -0-10standar distance to the
trend deviation deviation .
(VAT arrears) frontier
Lack of administrative . -0.50*
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European Commission, February 2020, op cit.
119 European Commission, October 2017, op cit.

120 European Commission, December 2016, op cit.
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Source: EPRS.

Theresults are presented in Figure 6 below. In this scenario, thanks to new measuresimplemented
by Member States to enhance cooperation, to improve exchange of information,and to implement
the OSS and digitalise the tax system, we observe improvements in all transmission channels. For
the EU on average, the burden of governmentregulation should decrease from 60 units to around
53.6 units in 2025; VAT arrears could decrease from 35.6 % to 23.7 %; the difficulty of paying taxes
index could decrease from 17.3to 12.3 units. Digitalisationin the administrationis adopted ata fast
pace, with spending growing from 0.020 % of GDP in 2020 to 0.039% in 2025, while the
transparency index improves (from 64.1 to 67.6 units) and the fight against organised crime is
progressing (index of extent of organised crime could decreasefrom 28.7 to 25.9 units).
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Figure 6 — Baseline and extended cooperation scenario (exchange of information + OSS)
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Our second alternative scenario, (extended cooperation with a VAT definitive regime and OSS)
correspondsto the progressive implementation of the definitive VAT regime andto the OSS coming
into full gear. The European Commission produced a detailed impact assessment of these policy
options. Wetherefore rely ontheseresultsto arrive at an evaluation of the potential impact of this
scenario on the VAT gap and on compliance costs for businesses. In particular, the results indicate
that the administration of the system would be less costly and less burdensome than the current
transitional system. The impact assessments also emphasise the potential for this scenario to
significantly reduce complexity by addressing the inefficiencies of the current VAT system and by
providing a level playing field for businesses, whether engaged in domestic or cross-border
transactions. The impact assessments point to increased prevention of fraud and abuse, as breaks
in the VAT chain within the single market could be avoided and as the robustness and fraud-
proofing of the VAT system would be boosted. In our model, this is reflected in the size of the
individual shocks for this scenario (see Table 7), where compared to the previous alternative
scenario (extended cooperation scenario with enhance exchange of information and OSS), the
values for the transmission channels related to reducing complexity, increasing transparency and
enforcing the rule of law have been raised incrementally. However, like the previous scenario,
Member States retain a lot of latitude in deciding the best way to arrive atimprovementsin their tax
systems. Asaresult, thisscenario does notincorporate a significant convergence between Member
States'institutional systems.

The results are presented in Figure 7 below. In this scenario, thanks to the implementation of the
definitive VAT regime, of the OSS and of other new measures, we again observe improvements in
all variables. For the EU on average, the burden of government regulation could decrease from
60 units to around 50.4 units in 2025, VAT arrears could decrease from 35.6 % to 29.7 %, and the
difficulty experienced in paying taxes index could decrease from 17.3to 13.9 units. Digitalisation in
theadministrationis adopted at a fast pace, with spending on ICT growing from 0.020 % of GDP in
2020, to 0.035% in 2025, while the transparency index improves significantly (from
64.1 to 71.1 units), and the fight against organised crime also makes substantial progress (theindex
of extent of organised crime could decreasefrom 28.7 to 23.1 units).
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Figure 7 — Baseline and extended cooperation scenario (definitive VAT regime + OSS)
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Finally, our third alternative scenario (ambitious scenario with a EU treasury, QVM and
administered VAT at EU level), builds upon the fact that, for countries participating in a single
monetary union andin a single market, the evidence at Member State andinternational level points
to the simplicity, higher level of enforcement, transparency and reduced administrative burden
provided by a united approach. This might even have greater relevance, as in the European
Commission's public consultation on the definitive VAT regime proposal, a large proportion of
businesses (43 % of SMEs and 39 % of large businesses), alleged that they were not persuaded that
a definitive VAT regime would by itself be sufficient to improve the fight against tax fraud, with 16 %
considering that it could increase compliance costs. Furthermore, over 74 % of the respondents also
agreed that the current transitional system is not sufficiently resistant to VAT fraud within the EU.
Furthermore, all Member States, including the most institutionally decentralised, have a unique
treasury which deals with the collection of VAT. The lack of ambition and of EU leadership in this
area is probably the main source of inefficiency at thecurrent stage and a morevisionary move could
constitute a decisive improvement in terms of tackling the VAT gap and in terms of reducing
compliance costs for businesses to a minimum. A recent proposal to move towards QVMin the area
of taxation could represent animprovement. A more centralisedapproach, while extremely unlikely
at this stage, is therefore worth exploring. In addition to the benefits on all transmission channels
leading to a reduced VAT gap and reduced compliance costs, the resulting improved collection of
tax revenues would increase responsibility, sustainability and resilience in Member States and
confidence between them. Contrary tothe previous scenarios,such a visionary approach would also
improve convergence between Member States, ensure more fairness and legal certainty, while also
reducing risks associated with cross-bordertrade.
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Figure 8 — Baseline and ambitious scenario (EU treasury, QVM and VAT administeredat EU level)

Complexity Lack of administrative effectiveness Lack of administrative effectiveness
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To simulate the potential impact of this scenario, we use a distance to frontier methodology, which
for each Member State computes the impact of a reduction (see Table 7) of the distance between
this Member State and the best performerin each area. We assume a smaller shock for digitalisation,
as it could be expected that this scenario will not significantly improve digitalisation in the EU
compared to the previous ones. In all the other transmission channels, however, this scenario
provides results that could be interpreted as the limit of what could be achieved in the five-year
period.Once thevalues are computedfor all Member States, the EU average basedupon these new
values is then obtained.

Theresults are presented in Figure 8.In this scenario, we obviously again observe improvementsin
all variables. For the EU on average, the burden of governmentregulation could decrease from
60 units to 47.6 units in 2025, VAT arrears could decrease from 35.6 % to 21.2 %, and the difficulty of
paying taxes index could decrease from 17.3 to 11.4 units. Digitalisation in the administration is
adopted at a fast pace, with spending on ICT growing from 0.020 % of GDP in 2019, to 0.035 % in
2025, while the transparency index improves significantly (from 64.1to 76.1 units), and the fight
against organised crime could make impressive progress (index of extent of organised crime could
decrease from 28.7 to 16.2 units). Furthermore, an important result here is that a corresponding
level of convergence is achieved, or put differently, that divergences between Member States are
reduced (see Figure 9). For alltransmission channels, a centralisedapproach would ensure thatless
performant Member States benefitfroma more effective administration and from more transparent
and morefraud-resistant taxframeworks. This is particularly relevant for the variable regarding VAT
arrears, where theamount of arrears currently represents more than 100 % of VAT collected for some
Member States. With a centralised approach, the maximum would be reduced to 60 %, still a
sizeableamount but far less than with a purely decentralisedapproach.

Figure 9 — Convergence under a hypothetical EU treasury scenario
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4.3. European added value assessment

Using theresults described in the previous section on the changes in each transmission channel, we
are then able to compute the economic impact on the VAT gap and on compliance costs for
businesses. This is achieved on the basis of equation (3) on the VAT gap and equation (4) on
compliance costs (see above), using the coefficients estimated in Table5 (specification4) and
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Table 6 (specification 5)."* The results of the breakdown of the VAT gap and of the compliance costs
aregivenin Figure 10.

Figure 10— Breakdown of the VAT gap and of compliance costs (end of the implementation
period- 2025)
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Source: EPRS.

We observe that complexity remains the main factor behind both the VAT gap and the high
level of compliance costs for businesses in all scenarios. As acknowledged by the European
Commission, thisis of great concernfor SMEs, which do not alwayshave easyand affordable access
to support,in particular forcross-border trade.The OSSmight help to someextent, but will probably
be insufficiently instrumental to incentivise simplification in the medium term. The lack of
administrative effectivenessis also of particular relevance for businesses, as it has a relatively large
impact on compliance costs. The same is true for increasing transparency, with a noticeable
reduction in compliance costsin the scenarios where more transparency is ensured. Ourresults also
emphasise thatweak enforcement significantly contributesto the VAT gap.Finally, as expected,the
move towards digitalisation of taxadministration appearsan important option to reduce both the
VAT gap and compliance costs in all scenarios, but probably to a lower extent than is sometimes
assumed.

Based upon these final results,we are able to compute the changein absolute terms (in billion euro
per year) in the VAT gap and in the total amount of compliance costs for all scenarios in 2025,
compared to the value for the baseline scenario in 2025. Regarding first the baseline scenario itself
from 2020 to 2025, a very small decrease in the VAT gap could be obtained, of more than €3 billion
in absolute terms, fromaround €120 billion in 2019, to €116 billion in 2025. Under this scenario, the
compliance costs for business could further increase by almost €1 billion, from €31 billion in 2019,
to €32 billion in 2025. This underlines that without EU action in this area (extended cooperation or
more ambitious approach), the relative decrease in compliance costs observed recently might not
continue. Regardingthe impact of the otherscenarios compared to theseresults for the baselinein
2025 (see Table 8), we find an EAV of around €39 billion for the scenario of extended
cooperation - exchange of information + OSS. This breaks down into a reduction of around
€29 billion of the VAT gap and into a reduction of almost €10 billion in compliance costs for
businesses. We find a slightly higher EAV of around €45 billion for the scenario of extended
cooperation - definitive VAT regime + OSS. This breaks down into a higher reduction, of around

121 In line with mainstream practices, we select the specification with the highest number of significant variables and

with the highest R square.
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€35 billion, of the VAT gap, and into a reduction of almost €10 billion in the compliance costs for
businesses. Finally, we find a higher EAV of €71 billion for the most ambitious scenario of an EU
treasury, QVM and VAT administered at EU level. This breaks down into a higher reduction of
around €57 billion of the VAT gap, and into a higher reduction of €14 billion in the compliance costs

for businesses.

Table 8 - EAVA — Summary table (billion€ peryear)

Baseline - Extended Extended Ambitious
limited cooperation- cooperation- scenario- EU
cooperation exchange of VAT definitive  treasury, QVM
information+ regime and VAT
0SS + 0SS administered
atEUlevel
VAT gap (billion€in 2025) 116 87 81 59
Reductionin VAT gap
compared to the baseline - 29 35 57
(A)
Compliance costs (billion
€in 2025) 32 23 23 18
Reduction in compliance
costs compared to the - 10 10 14
baseline (B)
EAV (A+B) - 39 45 71
Likelihood Unlikely likely likely Unlikely
Realisation of
the relative
complexity,
Increasing costand lack
protection- High VATgapin High VAT gapin of
Driver or possible game- ist and times of times of effectiveness
changer narrow- challenge for challenge for of other
minded public finances public finances options/
outlook Treaty
change/
renewed EU
ambition

Source: EPRS.

As already explained, the most ambitious scenario of an EU treasury and VAT administered at EU
level nevertheless remains rather unlikely to gather sufficient support at the current juncture.
would also require substantial Treaty change to be pursued. It is however a genuine pursuit of the
continuation of past ambitious and forward-looking achievements of previous generations of EU
leaders, who have contributed to the construction of the single market and to launching the
European and Monetary Union. Left with functionalist perspectives, we conclude that the two other
alternatives are most likely tobe implementedin the comingyears.Ourevaluation broadly confirms
the European Commission's assumptionson the potentialimpact of a definitive VAT regime and of
the OSS on the VAT gap and on reducing compliance costs. As the launch of the definitive VAT
regime continues to be delayed, our evaluation also emphasises the potential for a scenario of
extended cooperation through reinforced exchange of information and an OSS used to its full
extent. This second scenario offers a relatively comparable reduction of the VAT gap and of
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compliance costs, in particular if, as assumed in this study, it is accompanied by a strong,accelerated
and effective move towards the digitalisation of taxadministrationin allMember States. Combined
with arenewed focus onincreasing transparency and simplification of the tax system, this scenario
seems an alternative that cannot be excluded. However, the extent to which all Member States are
likely to coordinate a concerted move towardsthis scenario, as assumed by some, stillneeds to be
demonstrated at thisstage.

Finally, beyond the economic results,'* the broader qualitative impact that progress in this area
would bring should also be taken into account. First, from a general business perspective, VAT
fraud generates direct costs, but also a whole range of indirect costs that are not necessarily
reflected in econometric evaluations. Some businesses might fall victim to VAT fraud on a large
scale, sometimes underthe umbrella of organised crime organisations. Businesses also sometimes
unknowingly becomeinvolvedin afraudulent supply chain and may need to bear the unpaid VAT
and any relevant penalties. More broadly, thecomplexity of the system and the persistence of some
requirements, such as for instance, the requirement to use national banks for VAT purposes,
continue to create a costly and time-consuming administrative burden for businesses. As strongly
emphasised in the European Commission impact assessments, this is more likely to seriously affect
SMEs and to limit the export potential of the most successful SMEs, thus slowing their growth and
market development potential. This creates conditions for sometimes unbalanced competition
within the single market and directlyimpactstradeand potential growth.Furthermore, undetected
fraud due to a lack of digitalisation, a lack of transparency, to less effective administration, and to
weak judicial systems,also create diverging competition conditions betweencompliantbusinesses
and those who intentionally 'play the system'. Finally, fraud generates extra compliance costs for
businesses, in particular for those with less developed administrative capacities, such as SMEs. This
situation could favour the survival of uncompetitive businesses and therefore negatively affects
aggregate productivity.

From a consumer and individual taxpayer perspective, as highlighted in the first part of this
study, despite encouraging recent efforts, the VAT gap remains substantial and the cross-border
VAT gap still needs to be reduced. According to our estimations, the EU VAT gap still represents
around €120 billionin 2020, while the EU cross-border VAT gapis around€50 billion. This represents
a direct cost for the public finances in each Member State, through lost tax revenue. This also
constitutes acostfor consumers and taxpayers, as revenue needs to be generated through increases
in other taxes, or as the services that could have been provided had the VAT gap been addressed,
arenotdelivered.

Finally, from a Member States' administration perspective, the efforts to reduce the VATgap and
fight VAT taxfraud could generate additionaladministrative costs through the need for additional
audits, and administrative and/or judicial proceedings. As shown in our analysis, new obligations
imposed to fight tax fraud and reduce the VAT gap do not necessarily increase compliance costs if
they are accompanied by progress in digitalisation and in reducing complexity, while also making
sure that the tax administration is effective and that enforcement of the rule of law is robust. The
costs might nevertheless remain considerable if a fragmented approach is followed at Member State
level, while more ambition and a more united approach would substantially reduce them.An EU
treasury would be particularly relevant in this respect. A more united approach could also help a
more effective combat against organised crime, for instance through the involvement of the new
European Public Prosecutor's Office (EPPO).

122 The calculation of any macroeconomic impact of the additional revenues for the public finances generated by each
option is highly dependent on the way that these resources will be recycled. To be of any relevance, such an exercise
would require a comprehensive assessment with advanced models, which would go beyond the purpose of this
study. As a rule of thumb, and assuming a multiplier of 0.55, a general assumption of many public finance models, a
macroeconomic GDP impact of EU action in this area could be derived of between 0.1 % and 0.3 % of GDP.
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5. Conclusion

Given the importance of VAT in the EU tax framework, and after the revelation of a series of high-
profile recent incidences of fraud, a reform of the current transitional VAT system appears highly
relevant. Today's challenging economic situation, where a large amount of debt has been
accumulated at Member State level to address the negative impact of the Covid-19 pandemic, will
alsorenewinterest in addressing potential VAT revenue losses. This is even more true as the EU will
need to increase its own resources to reimburse the disbursement made underthe next generation
EU (NGEU) recovery plan.The economic consequences of the relative lack of effective administration
of the current EU VAT regime are well documented, in particular regarding its complexity,
fragmentation and high level of compliance costs. Further action would thus be welcome, as we
estimate the budgetary losses due to cross-border VAT fraud at around €50 billion per year on
average.'” More broadly, the VAT gap, including cross-border VAT evasion and fraud, could be
estimated at around €120 billionin 2020,"**almost equivalent to the entire annual EU budget.

The European Commission recognisesthe needto proceed with a general modernisation of the VAT
system. The objective of the reformenvisagedin the 2016 action plan andin the 2018 proposal is to
create a definitive VAT system, based on the principle of taxation in the country of destination of
the goods —the application of which is ordinarily delegated notto the recipient but to the supplier
of the goods themselves. However, Member States agreed that the definitive VAT reform should
proceed only ifit can be demonstrated that its impact on reducing the VAT gap is substantial and if
the burden on businesses is also reduced. In this study, we analysed these issues with a view to
identifying the possible challenges in current EU legislation and to evaluating the EAV of potential
policy options to address these challenges. We also conducted a thorough comparative economic
analysis ofthe EAV of a series of scenarios based uponthe policy optionsidentified. This allowed us
to calculatethe changein the VAT gap and in the amount of compliance costs in absolute terms (in
billion euro) for all scenarios in 2025, compared to the value for the baseline scenarioin 2025.

Regarding the baseline scenario itself from 2020 to 2025, we see a very small decrease in the
annual VAT gap, of more than €3 billion in absolute terms, from around €120 billion in 2019, to
€116 billion in 2025. Under this scenario, the compliance costs for businesses further increase by
almost €1 billion, from €31 billion in 2019, to €32 billion in 2025. This underlines that without EU
action in this area (extended cooperation or a more ambitious approach), the relative decrease in
compliance costs observed recently might not continue. Regarding the impact of the other
scenarios, compared totheseresults forthe baseline in 2025, we find an EAV of around €39 billion
for the scenario of extended cooperation - exchange of information + OSS. This breaks down
into a reduction of around €29 billion in the VAT gap and into a reduction of almost €10 billion in
the compliance costs for businesses. We find a slightly higher EAV of around €45 billion for the
scenario of extended cooperation - VAT definitiveregime + OSS. This breaks down intoa higher
reduction of around €35 billion in the VAT gap and into a reduction of almost €10 billion in the
compliance costs for businesses. Finally, we find a higher EAV of €71 billion for the most
ambitious scenario of an EU treasury, QVM and VAT administered at EU level. This breaks down
into a higher reduction of around €57billion in the VAT gap and into a higher reduction of
€14 billion in the compliance costs for businesses.

The most ambitious scenario of setting up an EU treasury and administering VAT at EU level is
however unlikely to gather sufficient support at the current juncture, as it would require pursuit of
substantial Treaty change.As the launch of the definitive VATregime is delayed, ourevaluation also
emphasises the potential for a scenario of extended cooperation through reinforced exchange of

123 Lamensch and Ceci, 2018, op cit.

124 European Commission 2020 op cit.
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information and an OSS used to its full extent. However, the extent to which all Member States are
likely to coordinate a concerted move towards greater cooperationon taxmatters, as is sometimes
assumed, remainsto be demonstrated at this stage. Finally, our analysis shows that new obligations
imposed with a view to fighting tax fraud and to reducing the VAT gap do not necessarily increase
the compliance costs for businesses if they are accompanied by progress in digitalisation and in
reductions in complexity, while also ensuring that tax administration is effective and transparent
and that enforcementoftherule of lawis robust.
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VAT revenues effectively collected (€ billion)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Austria 17 17 17 17 18 18 19 19 20 21 21 22 23 24 24 25 26 26 27 28 29
Belgium 18 18 18 19 19 20 21 22 23 24 24 25 26 26 27 27 28 29 29 30 31
Bulgaria 1 1 1 1 1 2 2 2 3 3 3 3 3 3 4 4 4 4 4 5 5
Croatia 3 3 3 3 3 4 4 4 5 5 5 5 5 5 5 5 6 6 6 7 7
Cyprus 1 1 1 1 1 1 1 1 2 2 2 2 2 2 2 2 2 2 2 2
Czechia 4 4 4 5 5 6 6 7 8 9 9 10 11 11 11 12 12 13 14 15 15
Denmark 16 17 17 17 18 18 20 21 22 22 23 23 23 24 24 25 25 26 27 28 29
Estonia 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 2 2 2 2 2 2
Finland 11 11 11 12 12 12 13 14 14 15 15 16 16 17 18 18 19 19 20 20 21
France 107 108 109 110 112 116 121 126 131 133 134 136 137 139 142 146 148 152 157 162 164
Germany 140 140 139 138 138 138 140 146 154 162 170 179 184 188 193 199 205 211 219 227 230
Greece 9 10 10 11 11 12 13 14 15 15 16 16 15 14 14 13 13 13 14 15 15
Hungary 4 5 5 5 6 6 7 7 8 8 8 8 8 9 9 9 10 10 11 12 13
Ireland 8 8 8 9 9 10 11 12 13 13 12 12 11 10 10 11 11 12 13 13 14
Italy 77 78 78 79 79 81 84 97 920 91 93 94 94 94 96 97 98 100 103 106 106
Latvia 1 1 1 1 1 1 1 1 1 1 1 1 1 1 2 2 2 2 2 2 2
Lithuania 1 1 1 1 1 1 1 2 2 2 2 2 2 2 3 3 3 3 3 3 4
Luxembourg 1 1 1 1 2 2 2 2 3 3 3 3 3 3 3 3 4
Malta 0 0 0 0 0 0 0 0 0 0 0 0 0 1 1 1 1 1 1 1 1
Netherlands 28 30 31 32 33 35 36 38 40 41 42 42 42 42 42 43 44 46 48 51 53
Poland 13 14 14 14 14 15 17 19 22 24 25 27 27 27 28 29 29 31 33 36 38
Portugal 10 10 10 10 11 11 12 13 13 13 14 14 14 13 14 14 15 15 16 17 17
Romania 3 3 3 3 3 4 5 6 8 9 9 10 10 10 11 12 12 12 12 12 13
Slovakia 2 2 2 2 2 2 3 3 3 4 4 4 4 5 5 5 5 6 6 6
Slovenia 2 2 2 2 2 2 2 3 3 3 3 3 3 3 3 3 3 3 3 4 4
Spain 38 39 40 41 43 47 52 56 57 54 54 52 51 52 58 61 64 68 72 75 76
Sweden 23 23 23 23 24 25 26 27 28 29 30 32 33 35 37 39 40 41 42 43 44

Data source: Eurostat, 2020.
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Theoretical VAT revenues (€ billion)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Austria 18 19 19 19 19 20 21 22 23 23 24 25 25 26 27 28 28 29 30 31 32
Belgium 19 20 20 21 21 22 23 24 25 26 27 28 30 30 31 31 32 32 33 34 34
Bulgaria 2 2 2 2 2 3 3 3 4 4 4 4 5 5 5 5 5 5 5 5 6
Croatia 3 3 3 4 4 4 4 5 5 5 6 6 6 6 6 6 6 6 6 7 7
Cyprus 1 1 1 1 1 1 1 1 1 2 2 2 2 2 2 2 2 2 2 2 2
Czechia 5 5 6 6 6 7 7 8 9 10 11 12 13 14 14 14 15 15 16 17 18
Denmark 19 19 19 19 20 21 22 23 24 25 26 26 26 27 27 28 28 29 30 30 32
Estonia 1 1 1 1 1 1 1 1 1 1 1 1 2 2 2 2 2 2 2 2 2
Finland 12 12 12 12 13 13 14 15 16 16 17 17 18 18 19 20 20 21 21 21 22
France 112 114 116 118 120 125 130 136 141 146 148 150 153 155 158 161 165 167 171 174 176
Germany 156 158 157 157 157 157 158 166 175 182 190 200 205 209 216 223 229 235 242 249 253
Greece 11 12 13 14 14 15 17 19 20 21 22 22 22 21 20 19 19 19 20 21 21
Hungary 5 6 6 6 7 8 8 9 10 10 10 10 11 11 11 12 12 12 13 14 14
Ireland 9 9 9 10 10 11 12 14 15 15 14 14 13 12 12 12 13 13 14 15 15
Italy 105 107 108 110 112 116 120 124 127 130 132 135 136 136 137 138 138 139 141 143 143
Latvia 1 1 1 1 1 1 1 1 1 2 2 2 2 2 2 2 2 2 2 3 3
Lithuania 1 1 1 1 2 2 2 2 3 3 3 3 3 3 4 4 4 4 4 4 5
Luxembourg 1 1 1 1 1 2 2 2 2 2 2 3 3 3 3 3 3 3 4 4 4
Malta 0 0 0 0 0 0 0 1 1 1 1 1 1 1 1 1 1 1 1 1 1
Netherlands 33 34 35 36 36 38 39 41 42 44 45 46 46 46 46 47 48 49 51 54 56
Poland 17 19 18 18 18 20 21 23 26 28 31 33 35 36 37 38 39 40 41 43 44
Portugal 10 10 10 11 11 12 12 13 14 14 15 15 16 16 16 17 17 18 18 19 19
Romania 4 5 4 5 5 6 7 10 12 13 15 16 17 17 18 19 19 19 19 19 19
Slovakia 2 2 2 2 2 3 3 4 4 5 6 6 6 7 7 7 7 7 7 8 8
Slovenia 2 2 2 2 2 2 2 3 3 3 3 3 3 3 3 3 3 3 4 4 4
Spain 40 42 43 44 46 50 53 58 62 62 63 63 62 63 66 68 71 74 77 80 80
Sweden 25 24 25 25 25 26 28 29 30 31 32 33 35 37 39 40 41 42 43 44 44

Data source: European Commission, 2020.
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Compliance ratio (%)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Austria 92% 91% 92% 92% 91% 91% 90% 89% 89% 89% 89% 89% 90% 90% 90% 90% 91% 91% 91% 92% 91%
Belgium 94% 91% 91% 90% 90% 90% 90% 90% 90% 89% 89% 88% 87% 87% 88% 88% 88% 89% 89% 89% 89%
Bulgaria 65% 63% 60% 61% 64% 68% 72% 76% 79% 78% 78% 77% 77% 77% 78% 79% 82% 84% 85% 87% 88%
Croatia 90% 92% 93% 94% 95% 96% 96% 96% 95% 94% 94% 94% 94% 94% 94% 94% 94% 95% 95% 95% 95%
Cyprus 95% 95% 95% 96% 96% 96% 96% 96% 96% 96% 96% 96% 96% 96% 96% 96% 96% 96% 97% 97% 97%
Czechia 76% 77% 77% 76% 80% 84% 87% 88% 89% 86% 83% 82% 81% 80% 81% 82% 82% 84% 85% 87% 87%
Denmark 87% 88% 88% 88% 88% 89% 89% 90% 89% 89% 89% 89% 89% 89% 89% 89% 89% 90% 91% 92% 91%
Estonia 91% 89% 88% 88% 86% 86% 87% 89% 89% 90% 90% 89% 88% 88% 88% 89% 91% 92% 94% 95% 94%
Finland 93% 92% 93% 93% 92% 92% 93% 92% 91% 92% 92% 92% 93% 94% 94% 94% 94% 95% 95% 96% 95%
France 96% 95% 94% 93% 93% 93% 92% 93% 92% 91% 91% 91% 90% 90% 90% 90% 90% 91% 92% 93% 93%
Germany 90% 89% 88% 88% 88% 88% 88% 88% 88% 89% 90% 90% 90% 90% 89% 89% 89% 90% 91% 91% 91%
Greece 80% 81% 81% 80% 79% 78% 76% 74% 74% 73% 73% 71% 71% 69% 70% 69% 70% 69% 70% 69% 68%
Hungary 83% 80% 85% 83% 82% 81% 81% 79% 79% 79% 79% 79% 78% 79% 79% 80% 82% 84% 86% 89% 89%
Ireland 86% 90% 91% 90% 91% 91% 90% 89% 88% 86% 85% 84% 84% 84% 87% 88% 89% 90% 90% 90% 90%
Italy 74% 72% 72% 71% 71% 70% 70% 70% 70% 70% 70% 70% 69% 69% 70% 70% 71% 72% 73% 74% 74%
Latvia 88% 86% 85% 84% 83% 84% 87% 89% 87% 82% 79% 74% 71% 71% 74% 76% 80% 82% 85% 88% 89%
Lithuania 76% 74% 74% 73% 71% 70% 70% 72% 74% 74% 74% 73% 2% 70% 71% 72% 73% 73% 74% 76% 75%
Luxembourg [ 92% 92% 92% 93% 94% 95% 96% 96% 96% 97% 97% 97% 97% 98% 97% 97% 96% 96% 96% 95% 95%
Malta 69% 69% 76% 74% 72% 74% 75% 72% 73% 75% 74% 73% 72% 71% 70% 71% 73% 75% 78% 81% 81%
Netherlands |  87% 88% 90% 90% 90% 91% 93% 93% 93% 92% 93% 92% 91% 90% 91% 90% 91% 92% 93% 94% 95%
Poland 75% 72% 79% 78% 77% 79% 82% 82% 84% 83% 83% 81% 78% 76% 76% 75% 75% 78% 82% 85% 86%
Portugal 100% 100% 98% 98% 98% 98% 98% 98% 98% 95% 93% 90% 88% 86% 86% 86% 86% 87% 88% 90% 90%
Romania 62% 58% 68% 67% 65% 67% 68% 66% 66% 65% 63% 62% 61% 61% 61% 62% 62% 63% 64% 65% 65%
Slovakia 78% 78% 83% 83% 82% 84% 83% 79% 78% 75% 72% 71% 69% 68% 68% 70% 71% 74% 77% 79% 80%
Slovenia 97% 96% 95% 95% 95% 94% 95% 94% 94% 93% 92% 92% 91% 92% 92% 92% 92% 93% 94% 95% 95%
Spain 95% 94% 93% 93% 94% 95% 97% 96% 93% 88% 86% 83% 82% 84% 88% 89% 91% 92% 93% 95% 94%
Sweden 93% 93% 93% 93% 93% 94% 94% 94% 94% 95% 95% 96% 96% 96% 96% 96% 96% 97% 98% 98% 99%

Data source: European Commission, 2020.
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Cross-border VAT fraud (%)

Cross-border VAT fraud as a % of total VAT revenues
(average)
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Cross-border VAT fraud (€ billion)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Austria 0.7 0.7 0.7 0.7 0.8 0.8 0.9 1.0 1.1 1.1 1.1 1.1 1.1 1.1 1.2 1.2 1.2 1.2 1.2 1.2 1.3
Belgium 0.6 0.8 0.8 0.9 0.9 1.0 1.0 1.1 1.1 1.2 13 14 1.5 1.5 1.5 1.6 1.5 1.5 1.5 1.5 1.6
Bulgaria 0.2 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.4 0.4 0.4 0.4 0.4 0.3 0.3 0.3 0.3 0.3
Croatia 0.2 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Cyprus 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Czechia 0.4 0.5 0.5 0.5 0.5 0.4 0.4 0.4 0.4 0.6 0.7 0.8 0.9 1.0 1.0 1.0 1.0 0.9 0.9 0.9 0.9
Denmark 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.1 1.2 1.2 1.2 1.3 13 1.3 13 1.3 13 1.2 1.2 1.3
Estonia 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Finland 0.4 0.4 0.4 0.4 0.4 0.5 0.5 0.5 0.6 0.6 0.6 0.6 0.6 0.5 0.6 0.6 0.6 0.6 0.5 0.5 0.6
France 2.7 33 3.6 3.8 3.9 43 4.5 4.7 5.0 5.6 5.8 5.9 6.3 6.5 6.3 6.6 6.8 6.4 6.3 5.8 5.8
Germany 7.6 8.3 8.3 8.4 8.4 8.6 8.5 8.9 9.4 9.4 9.4 9.8 10.0 10.3 11.0 11.3 11.3 11.2 11.0 10.7 114
Greece 1.1 1.0 1.1 1.2 1.3 1.6 1.8 2.1 23 2.5 2.6 2.8 2.8 2.8 2.6 2.6 2.5 2.6 2.6 2.8 3.0
Hungary 0.4 0.5 0.4 0.4 0.5 0.6 0.6 0.7 0.8 0.8 0.8 0.9 0.9 0.9 0.9 0.9 0.9 0.8 0.8 0.7 0.7
Ireland 0.5 0.4 0.4 0.4 0.4 0.5 0.6 0.7 0.7 0.8 0.8 0.8 0.8 0.7 0.6 0.6 0.6 0.6 0.6 0.7 0.7
ltaly 9.9 10.4 10.5 11.1 11.5 12.2 12.5 12.9 13.1 13.7 13.6 14.1 14.5 14.6 14.3 14.4 14.1 13.8 134 13.1 13.2
Latvia 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.1 0.1
Lithuania 0.1 0.1 0.1 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.3 0.3 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.5
Luxembourg 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Malta 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Netherlands 15 1.6 14 1.5 14 14 1.3 13 1.3 1.5 1.5 1.6 1.8 1.8 1.7 1.9 1.8 1.7 1.6 1.6 13
Poland 1.6 1.9 1.5 1.5 1.6 1.6 1.5 1.6 1.7 1.9 2.1 24 2.9 3.2 34 3.6 3.6 33 3.0 2.7 2.6
Portugal -0.1 0.0 0.2 0.2 0.2 0.2 0.2 0.1 0.2 0.4 0.6 0.8 0.9 1.1 1.1 1.1 1.1 1.1 1.1 1.0 1.0
Romania 0.6 0.7 0.5 0.6 0.7 0.8 0.9 1.2 1.5 1.8 2.0 2.2 2.4 2.5 2.6 2.6 2.6 2.6 2.5 2.5 2.6
Slovakia 0.2 0.2 0.1 0.1 0.2 0.2 0.2 0.3 0.3 0.4 0.5 0.6 0.6 0.7 0.7 0.7 0.7 0.6 0.6 0.5 0.5
Slovenia 0.0 0.0 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Spain 1.4 1.6 1.8 1.8 1.7 1.5 1.1 14 2.6 3.8 4.3 5.0 5.1 4.7 3.9 3.8 3.5 3.4 3.1 2.8 3.0
Sweden 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.9 0.9 0.8 0.8 0.7 0.8 0.8 0.8 0.9 0.8 0.6 0.5 0.4 0.3

Source: EPRS
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Estimation of the statistical relationship between compliance costs and the World Bank

paying taxes index

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.60380906
R Square 0.36458538
Adjusted R Sguare 0.33916879
Standard Error 0.01861815
Observations 27
ANOVA
df S8 MS F Significance F
Regression 1 0.00497228  0.00497228  14.344389 0.00085353
Residual 25 0.00866589  0.00024664
Total 26 0.01363817
Coefficients Standard Error t Stat P-value Lower 95%  Upper95% Lower 95.0% Upper 95.0%
Intercept 0.17324845 0.0362774 4.77565734 6.66E-05 0.09853374 0.24796317 0.09853374 0.24796317
Paying taxes index -0.00172 0.00045414  -3.7873987 0.00085353 -0.0026554  -0.0007847 -0.0026554 -0.0007847
Source: EPRS
Compliance costs as a percentage of VAT revenues (%)
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Compliance costs as a percentage of VAT revenues (%)

2014 2015 2016 2017 2018 2019 2020
Austria 2.83% 2.82% 2.83% | 2.81% | 2.81% | 2.81% | 2.81%
Belgium 4.13% 4.15% 4.04% | 4.08% | 3.92% | 3.92% | 3.91%
Bulgaria 5.22% 5.22% 5.23% | 5.25% | 5.18% | 5.19% | 5.19%
Croatia 2.44% 2.50% 250% | 2.44% | 2.44% | 2.45% | 2.44%
Cyprus 4.05% 3.86% 5.18% | 4.99% | 3.77% | 3.85% | 3.88%
Czechia 7.68% 7.60% 783% | 7.74% | 7.77% | 7.77% | 7.78%
Denmark 1.56% 1.56% 1.56% | 1.56% | 1.56% | 1.56% | 1.56%
Estonia 1.84% 1.65% 1.62% | 1.62% | 1.57% | 1.56% | 1.56%
Finland 1.18% 1.19% 1.20% | 1.14% | 1.11% | 1.11% | 1.11%
France 2.36% 2.33% 2.26% | 2.17% | 2.18% | 2.17% | 2.17%
Germany 3.66% 3.66% 3.66% | 3.67% | 3.66% | 3.66% | 3.66%
Greece 3.59% 3.66% 3.72% | 3.73% | 3.69% | 3.70% | 3.70%
Hungary 5.51% 5.37% 435% | 3.93% | 3.67% | 3.61% | 3.53%
Ireland 1.10% 1.10% 1.10% | 1.10% | 1.11% | 1.11% | 1.11%
Italy 5.34% 5.03% 4.27% | 4.53% | 4.85% | 4.80% | 4.77%
Latvia 3.01% 2.76% 2.76% | 2.77% | 2.97% | 2.96% | 2.95%
Lithuania 3.72% 3.72% 3.11% | 2.90% | 2.86% | 2.82% | 2.79%
Luxembourg 0.63% 0.63% 0.63% | 0.63% | 0.63% | 0.63% | 0.63%
Malta 2.76% 2.91% 2.92% | 2.92% | 2.92% | 2.93% | 2.93%
Netherlands 1.64% 1.60% 1.62% | 1.62% | 1.64% | 1.64% | 1.64%
Poland 7.41% 7.42% 7.28% | 835% | 8.37% | 839% | 8.43%
Portugal 4.34% 3.95% 3.95% | 3.95% | 3.95% | 3.93% | 3.92%
Romania 2.47% 2.38% 239% [ 2.39% | 1.79% | 1.80% | 1.79%
Slovakia 10.64% | 10.02% | 10.02% | 9.93% | 9.93% [ 9.91% | 9.88%
Slovenia 2.20% 2.20% 2.20% | 2.20% | 2.20% | 2.20% | 2.20%
Spain 5.34% 5.00% 491% | 4.87% | 4.82% | 4.80% | 4.78%
Sweden 1.97% 1.97% 1.97% | 1.97% | 1.97% | 1.97% | 1.97%

Source: EPRS
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compliance toreduce the VAT gap

Econometric estimations (dependant variable is VAT gap in %)

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.893770142
R Square 0.798825067
Adjusted R Square 0.788201204
Standard Error 0.067925451
Observations 135
ANOVA
df 5§ MS F Significance F

Regression 3 2418336956 0.806112319  174.715122 1.33836E-45
Residual 132 0.609030431 0.004613867
Total 135 3.027367387

Coefficients  Standard Error t Stat P-value Lower 95%  Upper95%  Lower 95.0% Upper 95.0%
Intercept 0 #N/A HN/A #N/A #N/A #N/A HN/A #N/A
Burden gov 0.002444891 0.000265249 9.217346028 6.25757E-16 0.001920202 0.002969579 0.001920202 0.002969579
VAT arrears 0.059660796 0.010083931 5.916422383 2.67029E-08 0.039713783 0.079607808 0.039713783 0.079607808
Transparency -0.000798355 0.000237366 -3.363392837 0.001007926 -0.001267888 -0.000328822 -0.001267888 -0.000328822
SUMMARY OUTPUT

Regression Statistics
Multiple R 0.889765217
R Square 0.791682141
Adjusted R Square 0.780950052
Standard Error 0.069120815
Observations 135
ANOVA
df 5§ MS F Significance F

Regression 3 2396712696 0.798904232 167.2156886 1.31435E-44
Residual 132 0.630654652 0.004777687
Total 135 3.027367387

Coefficients  Standard Error t Stat P-value Lower 95%  Upper95%  Lower 95.0% Upper 95.0%
Intercept 0 #N/A HN/A H#N/A HN/A HN/A HN/A H#N/A
Burden gov 0.001868244  0.00014609 12.78834585 7.30768E-25 0.001579265 0.002157224 0.001579265 0.002157224
VAT arrears 0.06538946 0.010118306 6.462491108 1.82503E-09 0.045374452 0.085404469 0.045374452 0.085404469
ICT -77.60982964 30.68174058 -2.529511956 0.012598294 -138.3013452 -16.91831412 -138.3013452 -16.91831412
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SUMMARY QUTPUT
Regression Statistics
Multiple R 0.889839203
R Square 0.791813808
Adjusted R Square 0.781083714
Standard Error 0.069098968
Observations 135
ANOVA
df s§ MS F Significance F

Regression 32397111299 0.7990371 167.3492713  1.26105E-44
Residual 132 0630256089 0.004774667
Total 135 3.027367387

Coefficients  Standard Error  t Stat P-value Lower95%  Upper 95%  Lower 95.0% Upper 95.0%
Intercept 0 #N/A N/A #N/A H#N/A #N/A HN/A HN/A
Burden gov 0.000928312 0.000299883 3.095583229 0002399086 0.000335114  0.00152151 0.000335114  0.00152151
VAT arrears 0.063686529 0.010135021  6.28380807 4.44867E-03 0.043638455 0.083734603 0.043638455 0.083734603
Org crime 0.00155622  0.00061106 2546754867 0012020752 0.000347483 0002764958 0.000347483 0.002764958
SUMMARY QUTPUT

Regression Statistics
Multiple R 0.899275387
R Square 0.808696222
Adjusted R Square 0.795117644
Standard Error 0.066745603
Observations 135
ANOVA
df s§ MS F Significance F

Regression 5 2448220567 0.489%44113 109.9094954  9.21044E-45
Residual 130 057914682 0.004454976
Total 135 3.027367387

Coefficients  Standard Error  t Stat P-value Lower95%  Upper 95%  Lower 95.0% Upper 95.0%
Intercept 0 #N/A N/A #N/A H#N/A #N/A HN/A HN/A
Burden gov 0.001795565 0.000390462 4.598566843 9.96056E-06 0.001023083 0.002568047 0.001023083 0.002568047
VAT arrears 0.05942483 0.009954237 5.969802698 2.12472E-08 0.039731563 0.079118097 0.039731563 0.079118097
Transparency -0.000643474  0.000254721 -2.526190104 0,012730895 -0.001147409 -0.000139539 -0.001147409 -0.000139539
ICT -35,11587325 32.59399089 -1.077372617 0.283309001 -99.59918616 29.36743965 -99.59918616 29.36743965
Org crime 0.001315472  0.000596978 2.203550906 0.029316895 0.000134422 0.002496522 0.000134422 0.002496522

Source: EPRS
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Econometric estimations (dependant variable iscompliance costsin %)

SUMMARY OUTPUT

Regression Statistics

Multiple R 0.897367689
R Square 0.80526877
Adjusted R Square 0.796285828
Standard Error 0.018346521
Observations 135
ANOVA
df ) MS F Significance F

Regression 2 0185124677 0.092562339 2749963276  8.48046E-48
Residual 133 0.044767111  0.000336595
Total 135 0.229891788

Coefficients ~ Standard Error t Stat P-value Lower95%  Upper95%  Lower95.0%  Upper 95.0%
Intercept 0 #N/A HN/A #N/A #N/A #N/A ENJA HN/A
Burden gov 0.00068093  3.52253E-05 19.33071984  1.8867E-40 0.000611256 0.000750604 0.000611256  0.000750604
Transparency -31.73482642  8.143714593 -3.896849043  0.000153738 -47.84277843 -15.62687441 -47.84277843 -15.62687441
SUMMARY QUTPUT

Regression Statistics
Multiple R 0.90028292
R Square 0.810509336
Adjusted R Square 0.800062507
Standard Error 0.018166392
Observations 135
ANOVA
df ) MS F Significance F

Regression 3 018632944 0062109813 1882014128  2.66097E-47
Residual 132 0.043562348  0.000330018
Total 135 0.229891788

Coefficients ~ Standard Error t Stat P-value Lower95%  Upper95%  Lower95.0%  Upper 95.0%
Intercept 0 #N/A N/A #N/A #N/A #N/A NJA NJA
Burden gov 0000787437  6.57566E-05 11.97502682  7.93835E-23  0.000657364  0.00091751 0.000657364  0.00091751
Transparency -25.11173637 8777250073 -2.861002724  0.004911602 -42.47400457  -7.74946816 -42.47400457  -7.74946816
ICT -0.000130184  6.81357E-05 -1.910654438 0.058217572 -0.000264963  4.59537E-06 -0.000264963  4.59537E-06
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SUMMARY OUTPUT

Regression Statistics

Multiple R 0.900800889
R Square 0.811442241
Adjusted R Square 0.799490537
Standard Error 0.018190653
Observations 135
ANOVA
df SS MS F Significance F
Regression 4 0.186543908 0.046635977 140.9368334 2.87855E-46
Residual 131 0.04334788 0.0003309
Total 135 0.229891788
Coefficients  Standard Error t Stat P-value Lower 95% Upper 95% lower 95.0%  Upper 95.0%
Intercept 0 #N/A #N/A #N/A #N/A #N/A #N/A #N/A
Burden gov 0.000750444 8.02928E-05 9.3463418 3.18308E-16  0.000591605 0.000909282 0.000591605 0.000909282
Transparency -23.84699179 8.92827004 -2.67095324 0.008522884 -41.50923967 -6.184743905 -41.50923967 -6.184743905
ICT -0.000121189 6.91356E-05 -1.752910609 0.081956693 -0.000257955 1.55782E-05 -0.000257955 1.55782E-05
Time VAT refund 5.90644E-05 7.33658E-05 0.805067621 0.422239438 -8.60706E-05 0.000204199 -8.60706E-05 0.000204199
SUMMARY OUTPUT
Regression Statistics
Multiple R 0.901525626
R Square 0.812748455
Adjusted R Square 0.799294561
Standard Error 0.018197124
Observations 135
ANOVA
df SS MS F Significance F
Regression 5 0.186844195 0.037368839 112.8506568 2.32729E-45
Residual 130 0.043047592  0.000331135
Total 135 0.229891788
Coefficients  Standard Error t Stat P-value Lower 95% Upper 95% lower 95.0%  Upper 95.0%
Intercept 0 #N/A #N/A #N/A #N/A #N/A #N/A #N/A
Burden gov 0.000685901 0.000105096  6.526434907 1.37415E-09 0.000477982 0.000893821 0.000477982 0.000893821
Transparency -23.41128382 8943158043 -2.617787107 0.009900177 -41.10425246 -5.718315187 -41.10425246 -5.718315187
ICT -0.000123151 6.91909E-05 -1.779878678 0.077432106 -0.000260037 1.37345E-05 -0.000260037 1.37345E-05
Time VAT refund 2.77046E-05 8.04415E-05 0.34440651 0.731097099 -0.000131439 0.000186848 -0.000131439 0.000186848
Org crime 0.000169595  0.000178093 0.9522831 0.342720645 -0.00018274 0.00052193 -0.00018274 0.00052193
SUMMARY OUTPUT
Regression Statistics
Multiple R 0.905588937
R Square 0.820091323
Adjusted R Square 0.808337689
Standard Error 0.017768556
Observations 135
ANOVA
df SS MS F Significance F
Regression 4 0.18853226  0.047133065 149.286801 1.36867E-47
Residual 131 0.041359527 0.000315722
Total 135 0.229891788
Coefficients  Standard Error t Stat P-value Lower 95% Upper 95% lower 95.0%  Upper 95.0%
Intercept 0 HN/A HN/A HN/A HN/A HN/A HN/A H#N/A
Burden gov 0.000538471 0.000114108 4.718975854 5.99722E-06  0.000312739 0.000764203 0.000312739 0.000764203
Difficult paying taxes 0.000771933 0.000292242  2.641419597 0.00926064 0.000193809 0.001350056 0.000193809 0.001350056
Transparency -17.49924909 9.055855613 -1.932368385 0.055472468 -35.41389167 0.415393493 -35.41389167 0.415393493
ICT -0.000130615 6.66438E-05 -1.959892835 0.052131181 -0.000262452 1.22263E-06 -0.000262452 1.22263E-06
Source: EPRS.
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Annex

Use of data on VAT
transactionsin the EU,
reduction of the VAT gap
and compliance costs: Case
analysis and identification
of solving tools

Research paper

This study, starting from a brief description of the EU VAT operating
mechanisms, proceedswith an analysis of the exchange of information on
VAT transactions between Member States. Taking into account the
important impact that the Covid-19 pandemic has had and is having on
transactions between Member States, we have come to the indication in
this study of the proposals aimed at further reducing the VAT gap and
compliance costs. These measures cannot be separated from greater
automation and computerisation of the public administrations of the
member countries. The introduction, where not yet mandatory, or the
strengthening of the use of electronicinvoices is certainly one of the main
tools identified to contribute to these two problems, but the data coming
from these documents cannot be used effectively if the public
administration does not implement its own assessment and verification
procedures with modern technological tools of "big data analysis" and
artificial intelligence.
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Annex: Use of data on VAT transactionsin the EU, reduction of the VAT gap and compliance costs: Case
analysis and identification of solving tools

Executive Summary

This Study has been written for the European Parliament, Directorate-General for Parliamentary
Research Services, Directorate for Impact Assessment and European Added Value for the research
paper “Assessment of European Added Value related to better information and exchange of data on the
VAT transactions with a view of reducing the VAT gap - FISC INL Fair and simpler taxation supporting the
recovery strategy”.

This study, starting froma brief description of the EU VAT operating mechanisms, proceeds with an
analysis of the exchange ofinformation on VAT transactions between Member States. The exchange
mechanisms between operators from different EU countries currently in force or coming into
operation are: VIES (VAT Information Exchange System);Intrastat; MOSS (Mini One Stop Shop); I0SS
(Import One Stop Shop); OSS (One Stop Shop). The data collected through these systems, allows
each Member State to analyze transactions in order to prevent fraud with using the "Transaction
Network Analysis" (TNA) tool. Furthemore, the action of the financial administration aimed at
combating carousel fraud consists mainly in carrying out investigations aimed at identifying the
"paper companies", but the actions implemented so far have led to results that are not always
satisfactory. For this reason the European Commission has always felt the need for remedies to
improve and intensify cooperation between the various taxauthorities of Member States. The action
to combat fraud must also necessarily concern greater harmonization of VAT rules among the
various Member States.The firstimportant step was taken by the EU Commission (October2017) in
which theinstrumentsof the definitive VAT system were identified with reference to intra-EU sales
of goods between taxable persons. Subsequently, (October 2018) the "Ecofin" Council proposed a
series ofamendmentsto EU VAT regulationsfor taxationin the country of destination.

Taking into account the important impact that the Covid-19 pandemic has had and is having on
transactions between Member States, such as to lead to very recent reflections by the EU on the
measures tobe taken, we have cometo the indication in this study of the proposals aimedat further
reducting the VAT gap and compliance costs. These measures cannot be separated from greater
automation and computerization of the public administrations of the member countries. The
introduction, where not yet mandatory, or the strengtheningof the use of the electronicinvoiceis
certainly one of the main tools identified to contribute to these two problems, but the data coming
from these documents cannot be used effectively if the public administration does not it will
implement its own assessment andverification procedures with modern technological tools of "big
dataanalysis" and artificial intelligence.

In detail, the proposals envisage the introduction of the mandatory electronicinvoice in all Member
States; the use of a single Community VAT number; the use of taxoperating mechanismsfor some
sectors based on the "reverse charge system" and on the "split payment system"; the binding
introduction of electronic money payment devices for the certification of receipts. Particular
attention was paid to the study in dealing with the problem of the circulation of VAT credits, which
today representanimportantsource of liquidity foroperatorsand, therefore, can be subject tofraud
aimed at their fictitious creation. This problem can only be solved with the introduction of the
obligation of electronicinvoicing and a strengthening of the certification obligations of VAT credits
by qualified parties.

Thereduction in compliance costs will be very evident with the introduction of electronicinvoicng
as the"time" necessaryfor operatorsto devote totaxcompliance will decrease in the medium term.
Digitization will lead to a progressive reduction in the number of formalities and the time required
to carry them out. Translated into costs, this process will concern labor direct and indirect costs,
various costs.
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Introduction

In September 2020 the European Commission published its annual report on the value added tax
(VAT) Gap,'i.e. the difference between the total VAT that each government should have collected
had there been no erosionof the taxbase and the amount that was actually collected thusallowing
a comparison between the levels of evasion in the various member states.The data published in the
2020 report relates to 2018, although someinteresting estimatesare also made for 2019 and 2020.
The VAT gap is calculated by comparing the potential VAT amounts with those actually declared to
the tax authorities. While the latterare known from the actual revenues derived from the collection
of VAT, the former are obtained by making the macroeconomic data (such as those on aggregate
consumption) consistent with tax legislation. The difference between the potential and actual
revenueis then divided by the potential revenue toarrive at,the percentage of tax thathas notbeen
collected compared to the expected total.

Figure 1: Evolution of the VAT Gapin the EU ,2014-2018 and Fast Estimate for 2019
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Source: “Study and Reports on the VAT Gap in the EU-28 Member States — 2020 Final Report” — European
Commission, Directorate-General for Taxation and Customs Union https://case-
research.eu/files/?id plik=6544

The 2018 data showthat the gap is relativity stable, with a very small reduction, from 11.2 percent
in 2017 to 11 percent in 2018. Romania is confirmed as to be the country with the largest VAT gap
(33.8 per percent), although this is an improvement compared to 35.5 percentin 2017. Greece,
Lithuania and Italy follow. The best performing country in relative terms is Sweden, with a loss of
less than 1 percent of potential revenue.

' “Study and Reports on the VAT Gap in the EU-28 Member States — 2020 Final Report” - European Commission,
Directorate-General for Taxation and Customs Union


https://case-research.eu/files/?id_plik=6544
https://case-research.eu/files/?id_plik=6544

Annex: Use of data on VAT transactionsin the EU, reduction of the VAT gap and compliance costs: Case
analysis and identification of solving tools

Figure 2: VAT Gap as a percent of the VTTL in EU-28 Member States, 2018 and 2017
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Source: “Study and Reports on the VAT Gap in the EU-28 Member States — 2020 Final Report” — European
Commission, Directorate-General for Taxation and Customs Union https://case-
research.eu/files/?id plik=6544

In the report, the European Commission lists a series of variables - inserted into an econometric
model - that can influence the trend of the differential, grouped into four categories: variables
related to the management of the tax administration, macroeconomic variables, variables on the
economic structure and institutional status of the country and transactions that involve a greater
risk of tax fraud (for example imports, which are easier to hide from the taxauthorities).

The taxadministration, in particular, seems toplay an importantrole in determining the value of the
gap. The more efficient it is, the higher the percentage of tax collected by the state is. The
macroeconomicvariables confirm the fact that the economic trend affects the level of taxevasion.
An increase in GDP or consumption, for example, tends to reduce the differential, while high
unemployment tends to increaseit. Precisely for this reason, it is believed that the VAT gapwill grow
significantly in 2020 since they have, all Member States been affected by the devastating economic
effects of the pandemic.

The mostinterestingevidence, evenif already quite well known, comesfromthe group of structural
variables. The size of businesses, for example, hasa strong impacton the level of evasion: thegreater
the number of employees per business, the lower the rate of VAT evasion. Further rather obvious
evidence confirmed by the report is that concerning the percentage of transactions carried out
electronically (which cause a reductionin the differential) and the size of the underground economy
(which causes anincrease).

Purpose, scope methodology

This study, starting from the factorsindicatedabove and from an analysis of the information held by
the tax authorities of the individual European Member States, through analysis of the most
representativeeconomic transactions, containstechnical proposalsaimed at stemmingthe problem
of the VAT gap compatibly with a reduction of compliance costs for European companies.

The structure of this study is characterized by the following chapters. Chapter 1 presents the main
rules for the functioningof VAT. Chapter 2 illustrates the currentsituationregarding the exchange of
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tax data between Member States, while chapter 3 describes and analyzes the cooperation
mechanisms between Member States in the field of information exchange and combating fraud.
Chapter 4 provides an accurate description of the state of harmonization of VAT legislation within
the European Union, in particular by analyzing the recent initiatives promoted by the European
administrative authorities and the possible developmentsalso dictated by the effects of the Covid-
19 pandemic. Chapters 5 and 6 illustrate the proposals contained in this study aimed at redudng
the VAT gap and compliance costs.

Regarding its methodology, the study is based on an analysis of the applicable European legal
framework and jurisprudence, attempting to identify regulatory gaps, analyze them and present
policy options. The study also draws on the descriptive and analytical literature focusing on VAT in
the EU, as well as publicly available reports andstudies. Additionalinformation was obtained by the
author from websites that identify reliable sources of information.
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1. Defining and general aspects of the VAT and application
mechanisms

The main objective of this study is to provide an organic proposal of measures aimed at reducng
the VAT gap and reducing compliance costs for European economic operators.The assessment
carried out is based on the gap between the VAT actually paid and thetax that taxpayers would have
had to pay in aregime of where thereis perfect compliance with tax and social security obligations
provided for by thelegislation in force.

In particular, with regard to the tax component, the tax gap, calculated as the difference between
theoretical and actual revenue, expresses a measure of tax non-compliance making it possible to
identify and quantify the extent of taxpayers’spontaneous non-compliance. In order tomonitor tax
compliance, and the performance of the tax system in general. It is also useful to calculate an
indicator of taxpayers’propensity for non-compliance (propensity for the gap), given by the ratio
between the amount of the tax gap and theoretical revenue: a reduction in this ratio is equivalent
toanimprovementin taxcompliance, and vice versa.

In economics thereis a distinction between the taxgap net of non-payments (the assessmentgap),
i.e. the difference between what the taxpayer theoretically would have had to pay and what was
actually declared, and the tax gap due to omitted payments (the collection gap), i.e. the difference
between what was declared and what was actually paid. For the purposes of this study,i.e.in order
to identify the solution proposals described above, it was decided to refer to the tax gap
distinguishing between these two components or to the taxgap gross of the subsequent recovery
of tax revenues due to assessment.

In light ofinternationally established conceptual definitions,a broaderinterpretation of the taxgap
also includes the loss of revenue due to the various policy measures that provide tax relief in the
form of rate reductions, tax cuts or special favourable regimes, the general principles to which the
taxation system must respond, which constitute the so-called tax expenditure. According to this
interpretation, the total tax gap is the difference between what the taxpayer should theoretically
pay according to a tax reference modeland what is actually collected. More precisely, the total tax
gapis divided into two parts: the compliance gap, or the taxgap in the strict sense, which only takes
into account the gap with respect to compliance with existing legislation, and the policy gap, or a
measure of the discrepancy between existing legislation and the reference taxmodel. Applying an
all-encompassing (holistic) approach, which is the one underlying this study and the proposals
contained herein, the efficiency of the taxsystem is thus determined by:

i) theeffects resulting from policy choices that lead to a reduction in revenue, such as
taxexpenditure (policy gap);

ii) the effects arising from taxpayers’ spontaneous compliance with tax regulations
(compliance gap).

Therefore, the policy gap provides a quantification of the so-called tax "erosion’, i.e. the effect of all
those rules that make it possible to reduce the taxable base "theoretically" subject to tax or that
make it possible to reduce applicable rates; while the compliance gap includes the results of tax
evasion and avoidance, tax fraud, non-payment of declared taxes and all possible unintentional
errors thatalterrevenue.

Tax evasionis the intentional unlawful evasion of assessment and payment of taxes by the taxpayer,
through the deliberate total or partial concealment of income and assets and the consequent
violation of taxregulations.Taxavoidance, onthe otherhand, consistsin the taxpayer circumventing
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tax obligations, without violating them, through conduct or other legal means, with the aim of
obtaining an illegitimate tax saving. Tax fraud is the most serious form of evasion, since it involves
thefraudulent concealmentofthe taxbase, and/ or tax due, by means of acts or facts designed to
divert detection by the taxauthorities.

For the sake of simplicity, in the rest of this report the term VAT gap will refer only to the
"compliance gap". Animprovement in the performance of the tax systemthrough thereduction of
both the policy gap and the compliance gap inevitably implies, without compensation in terms of
reduction of the tax burden, an increase in revenues. In order to be able to create a framework for
greater understanding of the current legislation and evaluation of the proposals contained in this
document, itis appropriate to give a concise representation of the functioning of the tax within the
European Union (EU).

VAT applies to the exchange of goodsand services, the consumption of which implies indirect proof
of the ability to pay it. It only affects the value added to goods and services in accordance with a
multi-stage mechanism allowing the deduction of tax applied to purchases from that applied to
sales. Thefinal transferee or consumer (definedas the substantial "taxable person") is notentitled to
deduction and is, therefore, the personwho is ultimately liable for the tax. These characteristics allow
VAT to be applied in cross-bordertransactions withoutcausing distortions which is why it is the tax
with the highest degree of harmonisation within theEU. Thishas been achieved by following a path
that beganin the 1960s and ended with the current Community legislation.

Thefactthatitis ataxharmonised at Europeanlevelalso conditionsthe interpretation submitted to
the Court of Justice of the EU which often intervenes in the context of infringement or preliminary
reference procedures in order to ensure uniform application of EU law throughout the EU. VAT is
based on three conditions:

V' objective, i.e. relating to the transferof goods and provision of services;

V' subjective, i.e. relating to the exercise of a business, art or profession;

v territorial, i.e. relating to a place of definitive taxation coinciding with that of the
country in which the goods arereleased for consumption.

From a territorial point of view, goods entering the territory of an EU Member State from another
Member State create a link between the transaction and the local tax authority and therefore
legitimises the levying of VAT on the taxable transaction, even if previous stages took place outside
theterritory of that Member State. As regards the provision of services, the rules on territoriality are
more complexas they are affected by the difficulty of identifying the exact place where the service
is provided. For this reason, the criteria for identifying the place where the service is provided are
different and include, for example,customertaxresidence, property location forreal estateservices,
distance travelled for transport services, place of consumption for catering services, and place of
performance for artistic, sporting, or cultural activities. There are further exceptions for services
provided to customers who are non-taxable persons, such as in the case of intermediary services
andtransport of goods within the territory of a Member State; others refer to the customer’s place
of residence (such as in the case of vehicle and boat hire, electronic and telecommunications
services). Furthermore, if the customer is neither a taxable person norestablished in the EU territory,
then thetaxis not applicable due to the lack of the territoriality requirement in cases of provision of
services related to rights on intangible assets, advertising, technical and legal assistance and data
supply, financial services, job hiring, and supply and sale of gas and electricity. The territoriality
requirement is waived in cases of export but taking into account the elimination of customs
between EU Member States, the term export is used only for transactions with non-EU countries.

2 Directive 2006/112/EC
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Therefore, these transactions are defined as "non-taxable". On the other hand, when goods from a
non-EU country are brought into the national territory, the taxmust be applied on the full value of
thegoodsin order to bring the taxburden on those goods in line with thatimposed on purchases
of goods from EU countries. In these cases, therefore, the tax applies to whoever places the goods
in the national territory. In the sale of goods between taxable persons established in two different
EU countries, the VAT in force in the country of destination of the goods (country of the purchaser)
generates entitlementto deductionfor the purchaserthrough self-invoicing.

There are various forms of VAT avoidance that the European legal system tackles at the level of
interpretation of the common legislation, requiring Member States to implement effective law
enforcement tools. Tax avoidance occurs mainly in relation to VAT-exempt transactions. That is
those in which the transferor or provider loses the right to deduct input tax on purchases. Indeed,
in such situations, case law of the Court of Justice of theEU (CJEU) has often had to intervene to
reconstructall or part of the transactionsthattaxpayers have tried toinclude among those entitling
them to deduct input VAT. To this end, the CJEU regularly applies the principle of abuse of rights.
Less frequently, forms of international tax avoidance in the field of VAT have been brought to the
attention of the CJEU. These include one caserelating to the supply of digital services in which one
Member State questioned the provision of the same services by another Member State where the
provider could obtain an advantage froma lower rate (CJEU, 18.12.2015, case C-419/14).

The phenomenon of tax evasion takes on more worrying dimensions, especially in relation to VAT-
exempt transactions, where the VAT self-policing system consisting of the link giving right to
deductionis not applied, as well as in relation to those goodsthatare imported without paying the
tax.In such cases, the most effective reactionmustbe to oppose it with substantive controls, thanks
towhichitis possible to acquire factual evidence relating to thesetypes of violations. By far the most
worrying problem of non-payment of value addedtaxat international level, however, is fraud. Fraud
has increased significantly since theabolition of customs bordersand the establishment of the intra-
EU transfer regime, in addition to the use of subjectively and objectively false invoices and
conditioning of the operation of some product sectors.

In particular, the Court of Justice of the EU has repeatedly ruled on cases of carouselfraudin which
a person buys goods from a seller established in another European Member State without paying
VAT and then resells the goods to a buyer who in turn deducts input VAT. The damage to the tax
authorities from this type of fraud is potentially large since each time these goods are transferred
the tax authorities incur a loss for the amount of VAT due by the intermediary party and that
deducted by the buyer. However, the Court of Justice (CJEU 12.1.2006, C-354-355 / 03, C-484/03;
CJEU 6.7.2006, C-439-440 / 04; CJEU 21.2.2008, C-271/06) has clarified that when the latterhasacted
in good faith, not being aware of the fraudulent scheme ornotbeing able toreasonably know about
it, in the interests of tax protection it is not possible to go as far as to hold this person financially
liable for the fraudulent scheme set in motion by others.
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2. Exchange of information and analysis of VAT Data in the EU

EU economic operators who carry out intra-EU transactions in goods and services have reporting
obligations in order toenable the competent EU authorities to acquire and analyse datarelevant for
VAT purposes. Thedata exchange mechanisms between operatorsfromdifferentEU countriesare:

V" VIES (VAT Information Exchange System);
v Intrastat;

v" MOSS (Mini One Stop Shop);

v 10SS (Import One Stop Shop);

v" 0SS (One Stop Shop).

The diagram in figure 3 illustrates the data processed by the systems listed above and their
interactions:

Figure 3: Diagram of data flows between systemsin place

VIES = The Vot Information Exchange System is a data-
collecting tool employed within the eurozone that performs
wvalidity checks to ascertain the lawfulness of VAT exempt
v I E s transactions. VIES also makes it possible for traders to
validate the VAT numbers associated with their clients. VIES

validation tool only applies to intra-EU trade. VAT regjstered traders are
required to submit periodic returns on their EU supplies.

INTRASTAT = The Intrastat system is a statistics-collecting
tool capable of tracking the flows of traded goods (not
services) between EU Member States. Its statistical
I N T R A ST AT purposes concermn exclusively the data regarding the
physical transportation of goods between European
Statistical tool countries. Natural or legal persons subject to VAT in the
Member State of dispatch and arrival are obliged to provide
detailed information on their intra-EU trade.

105SS = MOSS will merge into the new 1055 MOSS e The Mini One-Stop Shop system is an
regime, introducing a Curopean centralized optional scheme that allows VAT, due in multiple
and digital VAT settlerment system. EU countries, to be accounted for in a single EU
country. It can be employed by operators
providing cross-border telecommunication and
0SS = MOSS will merge with the 0SS, which, broadcasting services to non-taxable persons.
with I0SS, will broaden the scope of MOSS to MQSS allows traders to register for VAT, submit
include all sales carried out electronically. VAT returns and make payments in one place.

Source: Author
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The VAT Information Exchange System (VIES) is a mechanism which makesit possible to carry out
checks in each Member State on the validity of requests to carry out VAT exempt transactions with
operatorsfromother EU countries. In particular, VIES makes it possible for traders to confirmthe VAT
numbers of their customers in other EU Member States in order to check the validity of the VAT
numbers theyhave quoted. The VIES system only applies to intra-EU trade and VAT registered traders
arerequired to submit periodic returnson their EU supplies.

Intrastat is the system for collecting statistics on the movement of goods, notservices, between EU
Member States. The general concept ofintra-EU trade statisticsis independent from the ownership
of the goods and concerns only their physical movement.Statistics on goods traded between
Member States record dispatches and arrivals of goods. Dispatches cover the following goods
leaving the member State of dispatchand destinedfor another State member:?

a) Community goods, with the exception of goods in simple circulation between
Member States;

b) Goods placed in the Member State of dispatch under the inward processing
customs procedure or the processing under customs control procedure.

Arrivals cover the following goods entering the Member State of arrival which were initially
dispatched from another Member State:

a) Community goods, with the exception of goods in simple circulation between
Member States;

b) Goods formerly placed in the Member State of dispatch according to the inward
processing customs procedure or the processing according to customs control
procedure, which are maintained according to the inward processing customs
procedure or the processing according to customs control procedure or which
have been released for free circulation in the Member State of arrival.

The following are obliged to provide information forIntrastat:
1. Naturalorlegal persons subject to VAT in the Member State of dispatch who:

i)  have entered into the contract, with the exception of transport contracts,
giving rise to the dispatch of goods or, failing that,

i) dispatch orarrangefor the dispatch of the goods or, failing that,

i) arein possession ofthe goodsto be dispatched.

2. Naturalorlegal persons subject to VAT in the Member State of arrival who:

i)  have entered into the contract, with the exception of transport contracts,
giving rise to the delivery of goods or, failing that,

i) takedelivery orarrangefordelivery of the goodsor, failing that,

iii) arein possession of the goodswhich are the subject of the delivery.

The mini one-stop shop (MOSS)for VAT is an optional scheme that allows VAT, which is normally
duein multiple EU countries, to be accounted for in a single EU country. The system can be used by
anyone providing cross-border telecommunication, television and radio broadcasting or digital
services to non-taxable persons. The services provided by the MOSS systeminclude:

v website hosting;
v supply of software;
V" accessto databases;

3 REGULATION (EU) N. 638/2004 OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL of March 31,2004
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v downloading applicationsor music;
v onlinegaming;
v distancelearning.

The MOSS scheme allows you to register for VAT, submit VAT returns and make payments in one
place, without having to registerwith the taxauthorities of each country in which you operate.The
rules of the MOSS scheme should be applied to customers in all EU countries where supplies are
made.

MOSS provides for two types of schemes:

v the EU scheme, for companies established in theEU or with at least one branch
basedinanEU country;

v thenon-EUregime, for companiesthat do not have their headquarters or branches
in theEU.

Under the MOSS scheme, a taxable person registered with the Mini One-Stop Shop in a Member
State (the Member State of identification) submits quarterly electronic VAT returns, in which they
provide details of supplies of telecommunications, broadcasting and electronically supplied services
provided to persons who are taxable persons and resident in other Member States (the Member
States of consumption), and pays the VAT due on all transactions to the Member State of
identification. These returnsare then transmittedtogether with the related VAT payments from the
Member State of identification to the corresponding Member States of consumption via a secure
communicationsnetwork.

The MOSS regime will merge into the new OSS / 10SS regimes, which introduce a European
centralized and digital VAT settlement system, which, by broadening the scope of the MOSS
(concerning only electronic, telecommunication and broadcasting services), includes the following
transactions:

V" distance sales of goods imported from third territories or third countries (with the
exception of goods subject to excise duties) carried out by suppliers or through the
use ofan electronicinterface;

v intra-community distance sales of goods by suppliers or through the use of an
electronicinterface;

v" nationalsales of goods made through the use of an electronicinterface;

v supply of services by taxable persons not established in the EU or by taxable persons
established within the EU but not in the Member State of consumption to non-taxable
persons (final consumers).

The entry into force of the OSS / IOSS regimes, originally provided for by the EU Directive no.
2455/2017 on 1January 2021, was postponed to 1 July 2021 in consideration of the negative effects
of the Covid-19 pandemic.

The data collected through the systems described above, allows the authorities of each Member
State to analyse the transactions that have taken place in order to identify, and possibly prevent,
fraud. To this end, the European Commission has developed the "Transaction Network Analysis"
(TNA) tool, a toolfor the prevention and control of VAT fraud, which is configured and interacts with
authorities as software for cross-checking data on VAT returns provided by companies carrying out
transactionsinvolvingmultiple Member States. More specifically, through a process of data mining
aimed at finding unknown information from other already known data (such as that contained in
the VIES or in relation to activities carried out by companies already under investigation), this
software aims to carry out a preliminary collection of formalindications. These indicators could be
processed in order to identify, in shortertimeframesthanpreviously, bothinconsistencies between
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the purchases and sales of companies whose activities have been reportedin the system,and other
elements symptomatic of the presence of fraudulent transactions. In this way, the intention of the
EU was to put therecipientsof thereport in the positionto be able to prevent fraud or, where already
under way, to tackle itimmediately.

If this was the aim and result desired from a practical point of view, the TNA could work to satisfy
much wider and greater needs which, as stated by the European Commission itself, must be
identified in the need to create an even more solid and efficient cooperation between Member
States and EuroFisc for the joint analysis of information in order to be able to identify and intercept
VAT carouselfraud as quicklyand effectively as possible, carry out cross-checks with criminal records,
databases and information held by Europol and OLAF, and to coordinate cross-border
investigations.From the specific point of view of combating VAT fraud, the benefits of the TNA are
significant and readily understandable and are of a different nature and can actually benefit honest
taxpayers. First of all, it has been configured as an implementation of an already existing
computerised control system, theVIES, which is used fortheexchange VAT information with the dual
purpose of making it easier for companies to check the VAT status of their trading partners and, at
the sametime, providing the tax authorities with the possibility of monitoring the flow of intra-£U
tradein order to detect any irregularities.

Secondly, the introduction of the TNA, is part of an integrated EU-wide policy and strategy for
investigating and combatting fraud, moving away fromthe old and ineffective approach thatoften
saw the individual authorities of Member States acting autonomously, independently and, even
more seriously, without involving allthe Member States concerned.

Thirdly, the possibility for the tax authorities of Member States to have access to an integrated tool
such as the TNA represents,at least potentially, an additional means by which any taxpayer who has
participated in good faith in VAT fraud can be more effectively protected. Indeed, the data mining
process may make it possible for national tax authorities to trace back to the gestation phase of
potential fraud in a more accurate and comprehensive manner. To gather elements which are not
only capable of preventingitifit has not yet been carried out,but also of avoiding the involvement,
oratleast of alerting in good time any taxpayer who has been caught upin the fraudulent scheme
without knowing, or beingable to know, of the fraudulent intent of the other partiesinvolved in the
transactions.

Traditional VAT enforcement mechanismsthat rely on the periodicreportingof aggregate dataand
infrequent tax audits have largely proven inadequate for detecting and eliminating fraudulent
activities. It is clear that tax collection could beimproved if taxauthorities received transaction data
ona more frequent basis. But it is equally clear that reducing compliance costscannot be achieved
by increasing the frequency of the requirements already in place, especially in those systemswhere
invoicing is still done on paper rather than via digital media. In particular, paper invoices, although
containing the same information as electronic invoices, require manual recording of the data they
contain, except in the case where there is subsequent digitalisation through the use of data
managementsoftware.

In an attempt to reduce the incidence of VAT fraud, more and more European governments are
turning to the invoice clearance model. In contrastto traditional VAT reporting methods whereVAT
returns and supporting documentation are submitted to the tax authorities some time after
business transactionshave taken place, underthe clearance model the successful registration of an
invoice on a government platformis a precondition for the invoice being recognised for VAT
purposes. This allows taxauthorities to receive real-time data on commercial transactions and thus
detect fraudulent transactionsin a timely manner.
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The European Commission has announced its intention to present a legislative proposal to
modernise VAT reportingobligations in 2022. Itis currently considering different options (including
mandatory e-invoicing) that could provide tax authorities with more detailed and real-time
information. However, some countries are launching their own initiatives to enable real-time
monitoring of business transactions and, taking what hasalready been done in Italy as an example,
have already takenthe first stepstowardsintroducinga regulatory systemfor electronicinvoicing.

The first country to introduce B2B e-invoicing was Portugal. Back in 2012, they decided to require
electronic invoices for all transactions. By doing this they have obtained more than satisfactory
results in the prevention of tax evasion. Italy was the first EU country to introduce mandatory e-
invoicing for both business-to-business (B2B) and business-to-consumer (B2C) transactions. A new
approach to VAT compliance was deemed necessary following many years in a row whereltaly had
been consistently recording thelargestVAT gap in the EU. The e-invoicing obligation mandated by
the 2018 Budget Law entered intoforceon 1January2019. It requiresall businesses in Italy (resident
or foreign with a permanent establishment in Italy) to issue electronic invoices in a specific XML
formatandissue themthrough a state-operated interchange system (SistemadiInterscambio, Sdl).
If aninvoiceis notissuedin electronicformat, or ifa business does notsend it via the SdI, the Italian
authorities considerthe invoice “not issued”. In orderto implementmandatory e-invoicing, Italy had
to obtain permission from the European Commission to derogate them to deviate from the
provisions of the VAT Directive for the periodup to December 31,2021 (ltaly is submitting a request
to assess the effectiveness of the measure in order to obtain an extension).

France introduced mandatory electronic invoicing in 2019 under the 2020 Budget Law which, in
article 153, states that "invoices in transactions between taxable persons must be issued in
electronicformat and thedata contained therein must be transmitted tothe taxauthorities in order
to modernise VAT collection and control procedures.” Thus, it is clear that the French government
intends toimplement a system in which VAT returnsare pre-filled with data collected from invoices
exchanged between businesses meaning that tax authorities can analyse purchase and sales data
automatically. The e-invoicing obligation will be limited to domestic B2B transactions and there is
currently no obligation to apply it in business-to-consumer (B2C) transactions. Obviously,
international transactions are excluded from the scope given the lack of harmonisation of e-
invoicing rules at EU and globallevel. Taxable persons not established in France willnot be subject
tothe new obligations. Since mandatory electronicinvoicing will not be extended to all transactions,
the French tax authorities will support the obligation to report data on international B2C and B2B
transactions (e-reporting) in order to complete the acquisition of the data deemedessential. The e-
invoicing reform will be implemented in different stages. In 2023 all companies must be capable of
receiving electronic invoices, but only large companies will be obliged to issue them. In 2024, the
obligation to issue electronic invoices will be extended to intermediate-sized enterprises and only
from 2025 will smalland medium-sized enterprises be subject to the new obligations.

Poland has published a draft law on the voluntary use of e-invoicing in B2B transactions. The draft
law defines a structured e-invoice that will be issued, received, and exchanged through a
government-operated platform (following the example of Italy). As the new systemis voluntary, the
supplier will need to obtain the customer’s approval before issuing structured e-invoices but, in
addition to consistency and standardisation, there will be two benefits for taxpayers who opt touse
this system. Theywillno longer be obliged to submit periodic VAT returns and may be able to obtain
VAT refunds in a shorter time. The Polish parliament will shortly be called upon to approve the draft
law which will come into force in October2021, but it has already taken steps to obtain authorisation
from the EC since an obligation to issue invoices exclusively in a predefined electronic format
constitutesa deviation fromthe provisions of the VAT Directive.

Although Germany has very large annual losses of VAT revenues (second only to thosein Italy), the
government has not yet started the process of studying and phasing in electronic invoicing. In
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February 2021, some members of parliament asked the German parliament to considerintrodudng
an electronic invoicing system similar to the Italian one. The German Court of Auditors has
recommended greater reliance on digital technologies as current fraud detection methods are
insufficient.*

4 With Directive 2014/55/EU: "Electronicinvoicing in public procurement"the obligation to send and receive electronic
invoices to and from public authorities has been extended to all EU countries. Again, e-invoice must comply with
certain characteristics and technical conditions, as was already the case in Italy.

The electronic invoice formats accepted and compliant with the European technical standard EN 16931 are: Xml - Ubl
2.1and ClI-168B.

The most widely used format is still ClI, in particular the XML UBL version. This format allows the use of over 60
commercial documents, supporting all stages of the order cycle and simplifying activities.



EPRS | European Parliamentary Research Service

3. Cooperationmechanism between Member States

The creation of a single market at European level and the mechanism of non-taxability that
characterises intra-EU trade favoursfraud which is also made possible by the existence of the many
obstacles that the investigative bodies encounter when their investigations have to cross national
borders. In the absence of what has been defined as "free circulation of administrative action’, the
threat of fraud is an almost insuperable problem with the ordinary instruments of national
administrative action available to each Member State.

Indeed, the action of the tax authorities that is aimed at combating carousel fraud consists mainly
of carrying outinvestigationsand is aimed at ascertaining the existence of the fraud at the stage in
which the first transfer between a ‘missing trader’(also known as a “paper company”) and the first
buyer took placein order to preventthe fraud chain fromgrowingto involve other taxable persons
who may be aware orunawareof the illicit activity. Subsequently the taxauthorities begin work with
the aim of recovering the lost tax income mainly, in the case of such frauds, by disallowing the
entitlement to deduct input taxbeing the main deterrent.

This measure does not succeed in stopping the phenomenon since by disallowing deduction of
input taxthe taxauthorities succeed in blocking the negative effect of the fraudonly in cases where
carousel fraud is carried out with objectively non-existent transactions, and therefore when in the
absence of an actual underlying exchange, the main purpose of criminals is to impoverish the
Treasury by deducting thetax. If, on the other hand, the fraud s carried out with transactions that
areonly subjectively non-existent,and therefore there hasbeen an effective exchange betweenthe
paper company and the domestic buyer,evenifinvolved in the fraud, in addition to disallowing the
deduction a complicated recovery action willcommence against the paper companyto recoverthe
taxdue.

Forthesereasons the European Commission has alwaysfelt the need for remedies to improve and
intensify cooperation between the various tax authorities of Member States. EU law, unless
otherwise providedfor in Treaties, in principle attributes enforcement activity to the Member States,
as established by thesamein art. 291, paragraph 1, TFEU. Regardless of whether these are matters
of exclusive EU competence orremain underthe sovereign power of the Member States, both being,
from the point of view of the administrative function, the absolute prerogative of the latter.

Therefore, in the absence of a genuine Community administration, the national administrative
function becomes a primaryinstrument for the proper fulfilment of the competences and objectives
ofthe EU. The proper functioning of the administrative power of the Member States, and thus of the
administrative apparatus itself, therefore constitutes the main instrument of the EU, which, in order
to ensure the concreteimplementationof Europeanlegislation in the areas of exclusivity, supports
the efforts of the Member States to improve their administrative capacity and, as a result, EU law.
Indeed, pursuant to art. 325 TFEU, Member States should in this respect take any general or
particular measures to ensure compliance with obligations arising out of the Treaties or resulting
from provisions of EU institutions. This duty of proper administration is based on the principle of
sincere cooperationor loyal collaborationwhich is the foundation of all relations between Member
States and theEU as well as between the EU institutions themselves. Thus, art. 4 No. 3 of the TEU
states that: "Pursuant tothe principle of sincere cooperation, the Union andthe Member States shall,
in full mutualrespect, assisteach other in carrying outtasks which flow from the Treaties".

This principle, in limiting the risk of evasion and avoidance and in protecting the effectiveness of
assessment and collection, was initially developed from a substantive point based on the model of
art. 26 of the OECD model for convention for double taxation, entitled "exchange of information".
The exchange of information today has a solid regulatory basis at EU leveland involves to a certain
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extent almost all administrationsthat have to apply EU rules concerning mainly harmonised taxes.
Theregulations regarding the exchange of informationin the field of value added taxare contained
in the provisions of Council Regulation no. 1798/2003 / EC (now recast in the European Coundi
Regulation of 7 October 2010, n0.904/2010/EU and in the European Commission Regulation of 31
January 2012, no. 79/2012 / EU) which was last amended by Community Regulation n. 2017/2454,
on administrative cooperation and combatting VAT fraud which takesinto account the extension of
the special MOSS regime to distance sales made to private consumers.

Therefore, the Member States, in fulfilling their duty of sincere cooperation and proper application
of EU law, may make use for this purpose - and at the same time are obliged to follow the
requirements of the regulations in question - of the administrative tool for the exchange of
information which is essentially carried out in three different ways:

v “Assistance on request”, consisting of the activation of specific fiscal checks and
assessments of a fiscal nature at therequest ofa Member State of theEU against
another Member State, aimed at assessing correct compliance with the tax
legislation in force in the Member State of the requesting administration in
relation to verifications or investigations carriedout or stillin progress;

v “Automatic exchange”, an instrument that does not require a specific request to
be sent, but takes place, in a systematic way, on the basis of a prior agreement
between the administrations of two Member States, relating to certain areas or
transactionspecifications;

v “Spontaneous exchange”, which involves the exchange of information between
Member States without a specific requestfor cooperationor a prior agreement to
that effect and takes place when the tax authority of a Member State considers
that it has information, not subject to automatic exchange, which could prove
usefulto another Member State.

Therefore, thelast two types are applied by the Community legislator to specific conditions with the
aim of mitigating the effect thatthisinstrumentcould have on thesovereignty of the Member States
in their exercise of administrative action, which, as mentioned, still falls within the exclusive
competence of each Member State. To this end, the rule provides for the two types of exchange of
information that do not require a prior request for activation by the requesting authority only in
situations where:

i) taxation took place in the Member State of destination and the information
provided by the Member State of origin is necessary for the effectiveness of the
control systemof the Member State of destination;

ii) a Member State has reasonto believe that VAT legislation has been, or may have
been, violated in the other Member State;

iiii) thereis arisk of loss of taxrevenuein the other Member States.

At the same time, the tax authorities of the Member States may also use all the data from the VIES
system and from Intrastat in the course of theirinvestigation. EU regulatory legislation also provides
for the possibility for national taxauthoritiesto sendtheir own officials toanother Member State for
the purpose of collaboration with the local tax authorities, in order to participate directly in the
verification activity which, as in the case of intra-EU fraud , crosses national borders and requires
administrative action in two or more EU countries. In addition there is the possibility of so-called
simultaneous controls, a cooperation instrument distinct from the first one, which involves a
simultaneous control by two or more Member States, carried out in their respective territories,
against taxable persons of common or complementary interest. This method can be activated on
condition that it appears more effective than a check carried out by a single Member State. In this
case, the latter may make the proposal for a simultaneous control to the other Member States
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potentially involved, who must give their consent or reasoned refusal no later than one month
following receipt of such arequest.
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4. The state of harmonisationin the VAT area

4.1. Review of currentinitiatives

The process of harmonisation in the EU in the area of indirect taxation has been driven by the need
to ensure the free movement of goods and services and the creation of the single market. The
introduction of a community VAT regulation dates back to 1967. With the first VAT Directives
(Directives 67/227 / EEC and 67/228 / EEC) the foundations fora common system on value added
taxwere laid down. The sixth VAT Directive (77/388/ EEC) harmonised the basis of assessment of the
tax, providing a more comprehensive framework for the harmonization of VAT. The current regime
is governed by the recast VAT Directive 2006/112/ EC, subsequentlyamended by Directive 2008/117
/ EC. Under the current VAT system Member States must apply a rate of 15% or more and have the
option of applying one or two reduced rates, no lower than 5%, to certain specified products or
services.

In its Communication entitled "VAT Action Plan. Towards a single EU VAT area - Time to decide
"of 7 April 2016", the European Commission highlighted the need to proceed with an overall
modernisation of the value added tax system, currently based on a systemintroduced in 1993
which is somewhat fragmented and complex, as well as vulnerable to fraud, especially with
regard to cross-bordertransactionsforwhich an exempt transfer and taxable acquisition mechanism
is envisaged. The objective of the reform is to create a definitive VAT system, based on the principle
of taxation in the country of destination of the goods and the application of which is ordinarily
delegated not to the recipient but to the supplier of the goods themselves.’ Basically, an extension
to the sales of goods of the system in force since 2015 in the field of the provision of services that
aretaxed in the place where the service is provided.

With this draft reform,the EU Commission intended to ensure consistent treatment of domestic and
intra-EU transfers, givingunityto cross-bordertransactionsand eliminatingthe double qualification
of the intra-EU transaction as an exempt transfer and taxable purchase, thus re-establishing the
fractionated payment mechanism for VAT in the context of cross-border trade, as is the case at
national level.® In this process of implementing the definitive VAT system, two intermediate stages
deserve to be highlighted.

The first important step was taken with the Communication of the EU Commission of 4 October
2017,” in which the instruments of the definitive VAT system were identified with reference to intra-
EU sales of goods between taxable persons (i.e. cross-border of “business-to-business”or “B2B”
goods) and they wereintroduced:

v the concept of "certified taxable person" or "CTP")%
v asimplification of the “call-off stock” regime and “chain” transactions;

European Commission, Communication from the Commission to the European Parliament, the Council and the
European Economic and Social Committee on the future of VAT. Towards a simpler, more robust and efficient VAT
system adapted to the single market,6.12.2011,COM (2011) 851 final, p. 5.

European Commission, Communication from the Commission to the European Parliament, the Council and the
European Economic and Social Committee on the future of VAT. Towards a simpler, more robust and efficient VAT
system adapted to the single market,6.12.2011,COM (2011) 851 final, p. 10.

European Commission, Communication from the Commission to the European Parliament, the Council and the
European Economic and Social Committee on the follow-up to the VAT action plan. Towards a single European VAT
area -Time toact, 4.10.2017,COM (2017) 566 final.

European Commission, Proposal for a Council Regulation amending Regulation (EU) no. 904/2010 as regards certified
taxable persons, 4.10.2017,COM (2017) 567 final.
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v" theharmonizationand simplification of the rules on proof of transportin intra-EU
supplies of goods;

v recognition of the purchaser's VAT identification number as a substantial
requirement for the purposes of applying the VAT exemption.

Subsequently, at the 2 October 2018 session of the "Ecofin" Council, a series of proposals for
amendments to EU VAT regulations were discussed and adopted, which, pending entry into
force of the new VAT system for taxation in the country of destination, included "quick fixes" aimed
atresolving problems encountered with the novations describedabove, as well as measures aimed
at introducing a "generalised reverse charge mechanism" or "GRCM" for domestic transactions
above a certain threshold,’ allowing the Member States most seriously affected by VAT fraud to
temporarily apply a generalised reversal of the VAT payable.' The "quick fixes', which entered into
force across the EU territoryfrom January 1, 2020, are made up of four measuresaimed atimproving
the current VAT regulatory framework for intra-EU trade in goods between companies and in
particular:"

1. regulation of so-called “call-off stock”arrangements;
changesto theregulationof so-called “chain”transactions;

3. attribution of substantial value to the VAT identification number of the transferee
in intra-EU trade of goods betweenbusinesses;

4. changes to the rules on proof of the transport of goods in the context of intra-EU
supplies.

The first measure concernedthe functioning of so-called “call-off stock” arrangements.In particular,
the introduction of article 17-bis and other related provisions within Directive 2006/112, allowed
goods to be sentfrom one Member State toanother fromtransferor to the transferee for their supply
at a later stage so that the latter can receive them when needed, applying the provisions for intra-
EU sales with suspended effect, making the intra-EU acquisition only at the moment of the “Call-off”
of the goods by the transferee. Therefore, the solutionadopted provides thatthe intra-EU supplyis
exempt and that the intra-EU acquisition, taxed in the Member State where the warehouse is
located, does nottake place at the time of dispatch or transport, but only when the transferee makes
the "call" for the goods. Thisalso meansthatthe supplier doesn’t necessarily have toidentify himself
in the EU country of delivery of the goods.

The second measure of the so-called “quick fixes” concerns so-called “chain” transactions, i.e. the
successive transfers of goods where only one intra-EU transport takes place. In particular, with the
introduction of article 36-bis within Directive 2006/112 [21], a definition of "intermediary operator"
was introduced, understoodas a supplier in the chain, other than the first supplier, who dispatches
the goods or has them dispatched by a third party on their behalf. In view of this, it is provided that

European Commission, Proposal for a Council Directive amending Directive 2006/112 / ECon the common system of
value added tax with regard to the temporary application of a generalized reverse charge mechanism to the supply
of goods and servicesto the above a certain threshold, 21.12.2016, COM (2016) 811 final.

"Economy and Finance" Council, 2 October 2018, https://www.consilium.europa.eu/it/meetings/ecofin/2018/10/02/,
which summarizes the resolutions taken in the context of the "Ecofin" summit of 28 September 2018.

" See Council Directive (EU) 2018/1910 of 4 December 2018 amending Directive 2006/112 / EC as regards the
harmonization and simplification of certain rulesin the trade tax system of value added tax between Member States,
OJ L 311 of 7.12.2018, pp. 3-7; Council Implementing Regulation (EU) 2018/1912 of 4 December 2018 amending
Regulation (EU) No. 282/2011 as regards certain exemptions related to intra-community transactions, OJ L 311 of
7.12.2018, pp. 10-12; Council Regulation (EU) 2018/1909 of 4 December 2018 amending Regulation (EU) no. 904/2010
regarding the exchange of information for the purpose of monitoring the correct application of the call-off stock
regime,0J L311 of 7.12.2018, pp. 1-2.Finally, it should be noted that, compared to what was initially proposed (see
European Commission (2017),op. Cit., Pp. 8-10), the application of the "quick fixes" is independent of the status of
"certified taxable person".
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if the same goods are subsequently sold and dispatched,fromoneMember State toanother, directly
by thefirst supplier to the final consumerin the chain, the dispatch is attributable exclusively to the
sale made to the intermediary operator (i.e. the person who takes care of the transport, either
independently or by commissioning a third party). It follows that, regardless of the number of
transfers making up the chain, only one will be an exempt intra-EU supply — namely that made to
the person who took care of the transport.

The third measure of the "quick fixes" concerns the attribution of a substantial value to the
customer’s VAT identification number in the context of intra-EU trade in goods. In particular, the
need to ensure greater control by the tax authorities of the Member States in the context of intra-
EU trade in goods has nevertheless led to its inclusion in article 138 of Directive 112/2006 as a
substantive conditionfor the application of the exemptionfor intra-EU transfers, that the transferee
is identified for VAT purposes in a Member State other than the one in which the dispatch or
transport of goods begins, and also that the transferee has communicated their VAT identification
number to the supplier.

Thelast measure of the "quick fixes" concerns tothe regime of transport tests in the context of intra-
EU tradein goods, which is an essential conditionforthe application of theVAT exemption in relation
tointra-EU transfers. In particular, Article 45-bis of Regulation 282/2011" provides for the condition
that the goods have been dispatched ortransported by the supplier (or on their behalf) outside the
territory of a Member State. Alternatively, proof of transportis considered to have been achieved if
the supplieris in possession of any of the evidence duly outlined by law, in combination with any of
the non-contradictory evidence alsoidentified by law.

4.2. Post-Covid perspective of VAT taxation

The newregulatory and procedural guidance on certain aspects of VAT contained in the EU package
for fair and simple taxation will clearly bring significant changes to the way businesses, especially
large companies, account for VAT in the EU. It is in this context that the European Commission in the
summer of 2020, rightin the middle of the Covid-19 pandemic, setoutits package for fairand simple
taxation which includes three elements:

v"an action plan for fair and simple taxation to support the recovery of the
various economies;

v" revision of the Administrative Cooperation Directive (the future DAC7);

v"guidelines of the communication on taxgood governance in the EU.

Covid-19has already had animpact on VAT, we only have to think of the e-commerce directive which
has been delayed for sixmonths and postponedto 1July 2021. And in any case, its implementation
will mean that considerably more businesseswill have toaccount for VAT across the EU and therefore
a newaccounting mechanismwill be needed to minimise the administrativeburden. This should be
achieved by extending the existing Mini One Stop Shop (MOSS) which currently applies toB2Cintra-
EU supplies of telecommunications, broadcastingand services provided electronically into a larger
One Stop Shop (0OSS).

There are 25 planned initiatives thatwill beimplemented in the period up to 2024 to make taxation
fairer, simpler andin line with modern technologies which can be grouped as follows:

v simplification, that is, reducing obstacles and minimising the administrative
burden for businesses in the single market in order to improve

2 Implementing Regulation (EU) No. 282/2011 of the Council, of 15 March 2011, containing provisions for the
application of Directive 2006/112 / ECon the common system of value added tax, OJL 77 0f23.3.2011, pp. 1-22.
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competitivenessand contribute to economic growth;

v compliance, to help tax authorities collect tax due by making better use of
existing data and sharing new data more efficiently, in a way that improves
taxenforcement and helps fight taxfraud and evasion moreeffectively;

V" Taxpayers' rights, to be achieved by raising awareness under EU law,
simplifying their obligations,and facilitating compliance.

Revision of the Administrative Cooperation Directive: the new DAC7

Against this background, andin an increasingly digital world where intra-EU e-commerce continues
to grow rapidly, administrative cooperation between Member States is key to ensuring that
businesses account for VAT in the right place.

Provisions already exist, but these are not applied uniformly by Member States and requirements
vary across the EU. Harmonisation is insufficient. Digital platformsare increasingly being used to sell
goods andas aresultare being targeted so that taxauthorities can collect taxes efficiently. This tax
strategy is applied in the UK and also to non-EU sellers. It’s a global trend. In practice, instead of
trying to collect taxes from individual sellers, the platform takes on the fiscal responsibility by law to
report to the authorities the trades, volumes and cash flows made. Thisis an obvious consequence
of thefact that platformscollect huge amounts of dataabout theirsellers which can provide the tax
authorities with crucialinformationon the amount of VAT due.

Platforms will have to report to a single Member State and the proposed implementation date is
January 1,2022. The new DAC7 directive is taking shape based on these assumptions, accelerating
a revolution that could reduce the profitability of current digital platforms to the advantage of new
forms and ways of exchange.

The“reverse charge” mechanism

In order to plug some "flaws" in the current VAT system, a generalised "reverse charge" mechanism
was introduced in Article 199-quater of Directive 112/2006."

In particular, each Member State has the possibility of obtaining authorisation from the EU
Commission totemporarily apply (until 30 June 2022) a generalised reverse charge mechanism with
a certain threshold per transaction (setat Euro 17,500), notwithstanding the fractionated payment
mechanism that ordinarily characterises the application of VAT, in order tocombatcarouselfraudin
those Member Stateswhereit is particularly widespread.

The "reverse charge" prevents the practice (typical of carousel fraud) where some operators do not
pay the output VAT due on sales of goods and / or services performed (a tax which is, however,
collected from the buyer), while those who purchase the goods and / or services remain in
possessionofavalid invoice that entitles them todeduct the input VAT.

Each Member State is authorised to adopt a generalised reverse charge mechanism subject to the
following requirements: demonstration that other control measures are insufficient to stem fraud;
imposition of electronic reporting obligations on all taxable persons supplying and / or receiving
goods and services; the estimated revenue from theexpected collection following the introduction
of the mechanism exceeds the estimated overall additional burden for businesses and tax

3 Council Directive (EU) 2018/2057 of 20 December 2018 amending Directive 2006/112 / ECon the common system of
value added tax with regard to the temporary application of a generalized reverse charge mechanism to the supply
of goods and to the provision of services above a certain threshold, OJL 329 0f 27.12.2018, pp. 3-7.
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authorities by at least 25%; and the introduction of the mechanism mustnotleadtoanincreasein
compliance costs.

The “certified taxable person”

As part of the comprehensive reform plan aimed at introducing the new definitive VAT system for
intra-EU trade between businesses, based on the principle of taxation in the Member State of
destination of the goods, a keyrole should also be reservedfor theeconomic operator who qualifies
as a "certified taxable person" (or "CTP").

In particular, according to the proposal formulated in this regard by the EU Commission,™ it is
envisaged that economic operators who meet the following requirements should be granted a
status aimed atcertifying that a givenbusinesscan, on the whole, be considered a reliable taxpayer:

1. absence of serious or repeatedviolationsof customs and taxlegislation, as well as
absence of serious crimes in relation to the economicactivity carriedout;

2. effective control of operationsand flows of goods through a management system
that allows adequatefiscal controls;

3. provenfinancial solvency.

Taxable persons who cannot deduct VAT on purchases, those who benefit fromthe exemption
regime for small businesses or the commonflat-rate regime foragricultural producers, will not be
ableto adopt this status.

The status of "certified taxable person” willmake it possible to derogate from the general rule that,
in the context of intra-EU trade in goods, VAT is payable by the taxable person supplying thegoods;
in this case, in fact, if a certified taxable person intervenesas the transferee, the taxliability lies with
the latter (i.e., the transferee and not the supplier), who will pay the VAT through the "reverse charge"
mechanism".

In summary, therefore, the supplier (in the context of an intra-EU transaction) will be required to
apply the VAT of the country of destination even if they are not established or identified there, using
the so-called "one stop Shop "or" 0SS ". The application of the reverse charge in intra-EU transactions
will be limited to those who have been given the status of "certified taxable person”

Alsoin the context of administrative cooperation between the taxauthorities of the Member States,
a monitoring mechanism has also been provided for the purposes of the correct application of the
"call-off stock" regime, with particular regardto the VAT identification numbers of the suppliers and
transferees who benefit fromthis simplification.

4.3.Summary of other recent proposals of the European
Commission

Following up on the VATaction plan presented in 2016, the European Commission has recently put
forward (and in some cases approved) several legislative proposals aimed, overall, at modernising
the VAT system to adapt it to the digitaleconomy and the needs of SMEs, as well as addressing the
VAT gap andimproving administrativecooperation.

See European Commission, Proposal for a Council Regulation amending Regulation (EU) no. 904/2010 as regards
certified taxable persons, 4.10.2017,COM (2017) 567 final.
European Commission, Communication from the Commission to the European Parliament, the Council and the

European Economic and Social Committee on an action plan on VAT Towards a single EU VAT area- Time to decide -
Brussels, 7.4.2016 COM(2016) 148 final.
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The main strategic objective in the area of VAT is to move from the current transitional regime for
the taxation of trade between Member States to a definitive regime which will be based on
the principle of taxation in the Member State of destination, which implies that goods traded
cross-borderare taxed in the country where they are consumed (the country of destination) and at
the tax rate of the country of destination, rather than where they are produced (the country of
origin). A legislative package has already been approved (Regulation 2018/1541, Regulation
2018/1912, and Directive 2018/1910) aimed at bringing "quick fixes" to the current VAT system
containing, among other things, a series of new provisions on the concept of "certified taxable
person"and the so-called "fundamental principles" of the definitive VAT system. On the other hand,
the proposal for a directive (COM (2018) 329) on detailed technical measures for the operation of
the definitive VAT systemis stillunder negotiation.

Regarding the reform of VAT rates, on 18 January 2018 the European Commission presenteda
proposal for a directive to allow more flexibility for Member States in setting VAT rates with the
standard minimum rate being maintained at 15% and enabling Member States to set two distinct
reduced rates ranging from between 5% and the standard rate chosen by the Member State; one
zerorate;and onerate setbetween 0% and thereduced rates. Member States would still be required
toensurethat their weighted averageVAT rateis at least 12%at all times.

Regarding VAT in e-commerce, a series of measures have been approved to facilitate VAT
compliance for e-commerce businesses in the EU and allow consumers and businesses, in
particular start-ups and SMEs, to buy and sell goods and services online more easily (Directive no.
2455/2017 - VAT Directive on electronic commerce), Regulation no. 2454/2017, Implementing
Regulation 2459/2017, Directive 2018/1713; the last of these allows Member Statesto align the VAT
rates set for digital publications, currently taxed at the standard rate in most Member States, with
those of the more favourable regime in place for traditional print publications. Subsequently, in
order to establish the detailed rules necessary to ensure the functioning of the new VAT rules for
electronic commerce following the changes introduced by the VAT directive on electronic
commerce, which would enter into force in January 2021, Directive (EU) 2019/1995 and
Implementing Regulation (EU) 2019/2026 were approved in November 2019 and Commission
Implementing Regulation (EU) 2020/194 was approved in February 2020.

In December 2018, the European Commission presented two legislative proposals on the
transmission and exchange of VAT relevant payment data (Regulation (EU) 2020/283 and Directive
(EU) 2020/284). They have been given finalapproval and are aimed at facilitating the detection of
tax fraud in cross-border e-commerce transactions. The new rules allow, in particular, the
harmonised collection by Member States of documentation made available electronically by
payment service providers, such as banks. In addition, a new central electronic systemhas been set
up for storing paymentinformation and for the further processing of this information by national
anti-fraud officers.

A further simplification of the VAT rules applicable to smallbusinesses has recently been approved
(Directive (EU) 2020/285). The new rules aim, in particular, to reduce administrative burdens and
compliance costs for small businesses and help create a tax environment that contributes to the
growth of smallbusinesses and improve efficiency of their cross-border trade. The new VAT regime
for SMEs will apply from 1 January 2025.

In addition, Directive 2018/2057 allows the Member States most seriously affected by VAT fraud to
temporarily applya generalised reverse charge mechanism tosuppliesof goodsand services above
a certain threshold. Furthermore, Directive 2018/1695, amending Directive 2006/112/EC, was
approved with regard to the period of application of the optional reversecharge mechanismto the
sale of certain goods and provision of certain services susceptible to fraud and the quick reaction
mechanism againstVAT fraud.
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5. Proposalsaimed at reducingthe VAT gap

This study places particular focus on thecoordination of theEuropeantaxsystem related to VAT and
its aim to improve data exchange andsynergies between the varioustaxauthorities of the Member
States, as wellas onthe simplification and digitalisation of obligationsin order toreduce compliance
costs and reduce the VAT gap.In view of the prospect of furthermodernisation in the Member States
and in order to encourage voluntary compliance, we analyse and propose solutions based on
making available to European economic operators and taxpayers, services for the generation,
transmission, receipt and storage of electronic invoices, including between private individuals,
and for the electronicmanagement and transmission in general of any VAT transactions.As regards
the activities aimed at preventing and tackling tax evasion and avoidance, the same proposals are
aimed at strengthening the activities to encourage the spontaneous emergence of taxable income
through the further strengthening of the instruments of enhanced cooperation with the tax
authorities (cooperative compliance and advance agreements with companies that operate
internationally).

In terms of fighting tax evasion, these solutions aim to optimise the analysis activities aimed at
combating tax evasion on taxable income, for the territorial mapping of cases of taxevasion and
for the drawing up of the respective action plans, also in an integrated manner. Among these
proposals is the strengthening of tools for preventing and tackling tax crimes, through a control
policy based on computerised risk management to improve its effectiveness through the efficient
use of databases, the interoperability of which must be intensified. In this way, the priority is to
combat the problem of fraud, including those involving the improper use of tax refunds and offsets
through the use of non-existent or unlawful tax credits.Finally, these solutions cannot ignore an
intensification of operational synergies between the national European and international public
authorities, improving the exchange of information and the instruments of international
cooperation, with afocus on anincisive fight againstcarousel fraudin the field of intra-EU VAT.

5.1. Data management proposals

5.1.1. Towards the concept of a European VAT number

As has already beeniillustrated in the preceding paragraphs, EU VAT fraud seemed to have increased
with the abolition of customs between European countries. Now that this type of physical control
has disappeared, it is necessary to re-establish a monitoring system that does not take into
account the borders of each individual Member State but which extends over the entire
territory of the EU. Therefore, in order to identify useful solutions for reducing the VAT Gap, the
starting point must be an analysis of the possibility of moving in a “concrete” way towards the
concept of a European VAT number, which is already provided for in some respects within the VAT
Directive but has notyet fully implemented in the legal systems of the individual Member States.

Currently in the EU, each Member State has its own internal VAT legislation (for application,
assessment, and collection) despite thistax being exclusively within EU competence, especially from
the point of view of revenue.'® If we want to draw a hypothetical parallel, it is as if in France, Brittany
had its own autonomous legislation compared to Normandy; or in Germany Bavaria had its own
autonomous legislation compared to Saxony.Theimportance of standardising and centralising the
processing of VAT datais therefore quite clear. As it is well known, in each Member State it is possible

6 The general VAT legislation is uniform throughout the EU, but the operating and collection legislation is the

responsibility of each individual country. Therefore, local distortions are created due to these internal regulatory
differencesand the application of the standard.
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for any economic operator to obtain recognition of their VAT number at European level by
registering with VIES. More specifically, pursuant to Article 215 of the VAT Directive, when an
economic operator is set up or starts its activities it is assigned a VAT number by its Member State
consisting of two fields (as is the case for those who register with VIES):

European VAT Code = Country Code + National VAT Code

The economic and commercial transactions of these economic operators then flow into the
European databases (and those of each Member State) in order to cross-reference the data of
taxpayers and authorities for the purpose of preventing fraud, as well as for statistical reasons
relating to Intrastat.The necessary transition to a definitive evolution of the use of this tool consists
in abandoning the current system of VAT taxpayers and moving them to a definitively
European context, atleast from the point of view of the processing of data concerning them. Itis
necessary to move to the EU data platforms not only the data of those that carry out intra-EU
transactionsbutalso those who are notin the EU, there should be no tax positions related to an EU
tax managed by each Member State. Bearing in mind that VAT revenue belongs to the EU, it is
necessary to channel the data flows of transactions taking place in the EU into a single
digitalised platform. This platform, which already has valuable tools such as VIES, MOSS, OSS, and
TNA, will be the main source of data that modern artificial intelligence technologies will process in
order to monitorand maximise taxrevenues.

From aregulatory pointofview, the required transferof "sovereignty" (in terms of datatransferand
verification and control) to each Member State could be achieved by usingthe current provisions of
Article 395 of the VAT Directive according to which "The Council, acting unanimously on a proposal
from the Commission, may authorise any Member State to introduce special measures for
derogation fromthis Directive, in order to simplify the procedure for charging the taxor to prevent
certain types of taxevasion or avoidance."

Therefore, the object of the regulatory intervention should be to require Member States to adopt
internally rules obliging the assignment of VAT numbers in the format referred to in Article 215 of
the Directive and, at the same time, to authorise the transfer and processing of all VAT data relating
tofinancial transactionscarried out. Itis clear that such a high level of digitalisation of information
cannot be achieved without a compulsory move towards electronic invoicing, a tool that will be
discussed in the following paragraphs.

5.1.2. Introduction of the obligation of the European electronicinvoice

The Covid19 pandemic has highlighted the importance of digital technologies in ensuring the
operational continuity of businesses and families and underlined the difference between
organisations which already had digital processes in place, who were easily able to create the
conditions for remote work, and those lagging behind in terms of digitalisation and who have
encountered more difficulties during the crisis.The process of digitalisation of taxadministration
in Europe must absolutely be accelerated if we want to move in the direction of combating
fraud, reducing the VAT gap, and lowering compliance costs. Althoughitis true thatfrom 2019
all European central public administrations (and from 20 April 2020 also all local ones) will have to
be able to receive and processinvoices in the European format (XML UBL 2.1 and Cll 16B), looking at
the introduction of obligations in relation to sending invoices that have been introduced by the
governments of the various countries, the European picture is still very fragmented. In Europe, a
principle must be affirmed: making electronicinvoicing obligatory, among other things, acts as
a means of tackling tax evasion. It is precisely for this reason thatamong the countries pushing
hard for its implementation we find those with the highest rates of taxevasion.
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This issueis naturally of high relevance for all MS, but some face a bigger challengein that respect
and are therefore potentially more inclined towards a rapid implementation. As recent data have
been availablein Italy, the particular situation of this MS might offer some interestingclues to get a
better understanding of why any future initiatives must be based on the introduction of a
generalised obligation for all economic operators to use electronic invoicing.

In Italy, driven by the entry into forcein January 2019 of the obligation for private businessesto use
electronic invoicing, in 2019, 2.09 billion electronic invoices passed through the "Interchange
System" (Sdl), sent by 3.9 million companies which is 78% of the total. Of these, 55% related to
transactions between private businesses (B2B), 44% to transactions between businesses and final
consumers (B2C), and 1% to transactions with Public Authorities (B2G). Large enterprises sent 57%
of the invoices, SMEs 23%, and micro-enterprises and sole proprietorships the remaining 20%. But
thefactthatshould lead us to reflect evenmoreis thatin Italy, after one year of electronicinvoidng,
thefirst benefits are beginningto be seen in the fightagainst taxevasion: from January toNovember
2019, fraudulent VAT credits amounting to €945 million out of a total of €104.7 billion in payments
were identified and blocked. In the same period, payments increased by 3.6% compared to 2018,
with the increase attributable to electronic invoicing estimated at between € 0.9 billion and €1.4
billion between January and June 2019.

The same survey showed that the benefits of electronic invoicing reported by companies concern
both the payments cycle, with time and cost savings, errorreduction, improvement of the quality of
information and processes, and the receivables cycle, with benefits in terms of efficiency (less costs
related to consumablesand less time spentcarrying outactivities). In Europe, therefore,a change of
pace is necessary by introducing a widespread obligation in compliance with common technical
specifications in all Member States." The Directive has practically led to the development of a
semantic model for invoice data thus ensuring interoperability between invoices from different
countries with the ultimate aim of automating the processing of the data contained in the invoice.
As far as the formats of electronic invoices are concerned, there are essentially two most common
situations in Europe, although there are still situations in which a huge variety of formats used
coexist:

v" theuse of the European format (XML UBL or Cll) required by the Directive as
the only standard for allexchanges within the country
V" the coexistence of European formatand national standard format.

For a better use of the data generated by electronic invoicing, it is necessary to standardise the
use of a format, specifically the XML UBL version, which allows the use of over 60 business
documents, supporting the entire order cycle and facilitating activities such as, for example,
reconciliations. The standard network architecture in Europe that fully captures these benefits of
using the European format is provided by the non-profit association Open PEPPOL (Pan-European
Public Procurement On-Line), which has defined the operating rules of the network infrastructure
for transmission and specifications for document exchange. Even at the level of transmission
protocols, it is necessary to standardise the technology, since here too it is possible to identify
different transmission models at a European level, based on the choices made by individual
countries:

1. Centralised government platform, in which the entire country's electronic
invoicing systemrelies ona central hub provided by the government or by national

7 Directive 2014/55 / EU "Electronic invoicing in public procurement" introduced, from April 18,2019 for central public

bodies and from April 18,2020 for local public bodies, the obligation to be able to receive electronicinvoicesin XML
UBL 2.1 and Cll formats 16B compliant with the European technical standard EN 16931.

21



EPRS | European Parliamentary Research Service

bodies in charge of managing the electronicinvoicing process.

2.  Four corner model, the reference model of the PEPPOL project, in which the key
players in the system are the supplier, the Public Administration and their
respective providers.

3. Hybrid, in which the previous solutions coexist.

4. Direct, where there is no defined interchange system and where most electronic
invoicing transactions take place directly between public entities and economic
operatorsfollowing bilateralagreements.

If the proposedobjective of introducing a generalised obligationin all EU countries to use electronic
invoicing using a single standard digital format and adopting a single standard transmission
protocol is achieved, it will finally be possible to achieve uniformity and completeness of sensitive
data for monitoring, assessment and collection activities that is of fundamentalimportance for the
subsequent development of procedures based on "artificial intelligence".

Artificial intelligence promises to revolutionise taxation activities i, so much so that the European
Commission has earmarked a commitment in the Next Generation EU plan dedicated to digital
investmentsofabout onefifth of the entire approvedbudget. The possible applications of artificial
intelligence, in theory, are vast: from being able to pick out taxpayers suspected of tax evasion to
the execution of formal or paper controls, to the comparison of financial data for assessment
purposes. In some countries informationtechnology is going even further, writing and justifying the
grounds for verificationand assessment, applying conditions or determining penalties.

In France, the monitoring of social networks has recently been initiated to identify possible tax
evaders following a decree published on 13 February 2021, under which the terms for the
application of the rules provided for by the 2020 Finance Law were laid out, setting up a system for
monitoring social networks by the French taxauthorities. The new decree authorises the French tax
authorities to use social media to check the consistency between the tax returns submitted by
individual taxpayers and their portrayed real standard of living.

Theinformationwill be collected and analysed using a "machine learning algorithm" to manage and
analyse the data while respecting privacy laws. An experimental phase of at least three years is
envisaged, to be further divided into two parts:

v thefirst dedicated to learning and design, during which web scraping techniques
will be used, i.e. data retrieval through online platforms

v" thesecond dedicated to exploitationof the dataand its transformation into useful
information for detecting any fraudulentactivities.

As far as Italy is concerned, the European Commission has recently given the green light to the
funding of the Italian Revenue Agency’s project on the data drivenanalysis of the risk of tax evasion
including the digitalisation of VAT-relevant processes: the flow of data to "enhanceriskanalysis and
control activities', but also to offer services that will simplify compliance. The data flow is that
resulting from electronic invoicing and electronic payments. It is no coincidence, in fact, that the
Italian government is aiming for final authorisation from the EU to extend the obligation to send
electronicinvoices between privateindividuals, both B2Band B2C, to the taxauthorities: extending
theauthorisationfrom 31 December to the end of 2024, and perhaps including taxpayers under the
flat-rate accounting regime for whom electronic invoicing is currently optional, except in dealings
with the Public Authorities. With the successfulimplementation of analysis, search and classification
algorithms, the aim is to enhance the value of the information assets available to the Italian tax
authorities. A mine of information that includes data acquired directly by them, including 2 billion
electronicinvoices, 42 million annual taxreturns, and 197 million payments.
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The techniques of "machine learning" and "deep learning" are all the more effective the more
extensive the databaseis, which is why this study recommends moving away from paper-based
invoicing in favour of mass digitalisation of compliance activities to be encouraged above all
through the widespread adoption of electronic invoicing. In addition to focusing on full
interoperability between the data of the various administrations, the Recovery Plan mentions the
fightagainst taxevasion,and in particularthe omissionof invoices. Instances of such “black market”
transactions can also be found by analysing the trails left by tax evaders, such as the standard of
living or relationships between businesses. Therefore, we must also envisage using network
science and a visual analysis of information to bring to lighttherelationships between companies
that are notimmediately obvious through:

thedigitalisation of user services

theenhancement ofinformationassets

digitalinterconnection with external players

thedigital workplace, the digitalisation of processesand work tools
cybersecurity

data protection

integration with the overall digitalisationinitiatives of the Public Administration

AURNE N NE N NEN

This will also allow increasingly targeted control activities to take place thanks to databases
and IT tools. Autonomous risk analysis will be carried out through centrally designedand managed
IT applications in use by the authorities of the individual countries, useful for intercepting instances
of tax evasion or fraud in those territories, thus fine tuning control activities and subsequent
investigations. Therefore, it is necessary to plan and implement an overall strategy for the
development of "big data" analysis techniques by providing for appropriate infrastructure
investments to make the access and management of information flows even more useful and
timely, as well as using increasingly sophisticated software. In particular, the activity of each
individual country (albeit with different methods and intensity that take into accounttheirown level
of tax evasion and propensity to fraud) should be focused on the enhancement of information
assets which can be further strengthened by an EU-wide roll-out of electronic invoicing, through
the use ofthe following innovative solutions:

v "BigData" analysis for centralfunctions:a technological platform ("data lake") to
enable easy analysis of different types of data, structured and unstructured,
historical and current, which opens up new analysis scenarios advanced data
analysis for the territorial authorities of the individual countries

v~ "Network Analysis" to provide local authorities with innovative technologicl
solutions for risk analysis

In an immediately subsequent phase, through the use of artificial intelligence, the evaluation
processes forassessing the risk of non-compliance will have to be implemented, introducing,
testing and using innovative techniques of network analysis, machine learning and data
visualisation to create a support system for the identification processes of those at high risk
of tax evasion. The use of "automated" procedures cannotbe a reason to circumvent the principles
governing the conduct of administrative activityin the EU and thisalso applies to taxation. Also, and
especially in the area of privacy, it must be remembered that according to settled case-law of the
Court of Justice, the principle of proportionality requires thatacts of EU institutions be appropriate
for attaining the legitimate objectives pursued by the legislation in questionand do not exceed the
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limits of what is appropriate and necessary in order to achieve those objectives.'® Therefore, clear
and precise rules governing the scope and application of measures and imposing minimum
safeguards should always be provided for, so that the persons whose data is processed have
sufficient guaranteesto protect their personal data against therisk of abuse, as well as against any
unlawfulaccess and use of such data."

In the meantime, Transaction Network Analysis (TNA), is not without its own risks and limitations of
use. While TNA does allow active collaboration between Member States, the introduction of a new
and additional toolfor transmitting taxdata from one Member State to another and the storage of
such datain databasesimmediately accessible to the various taxauthorities, raises the issue of the
protection afforded to the personal data of the taxpayer.The issue is an extremely delicate one
becauseit requires a difficult balancing act between, onthe one hand, the legitimateand necessary
provision of mechanismsto preventand combat practices capable of undermining both European
financial stability and the various tax powersof the EU and of the individual Member Statesand, on
the other hand, the controlled use of taxpayers’data, which must be subject to the organisation of
all the managerialand technological measures necessary to guarantee its security.

If we proceed along these lines, therefore, further doubts arise in relation to the use that tax
authorities will make of the information received and transmitted to other Member States. More
precisely, it will be necessary to carefully examine the value to be attributed to the alerts that the
Tax Authorities will receive and send to each other. In other words, it will be necessary that the
sharing of relevant information always and unconditionally be accompanied by adequate
protection of the taxpayer, whetherthis takes the formof the possibility toappeal to a national court
or,more simply, the possibility to challenge the information thathas been collected. In conclusion,
TNA is undoubtedly a potentially important control tool for both monitoring and preventing VAT
fraud. However, software for the exchange of tax-relevant information between Member States
is not, and cannot be expected to become, a tool that solves theissues and problems for which
it was introduced, since a greater convergence of intentions on the part of all Member States
is essential, not only in terms of computerised control and data sharing, but also at a
regulatory level and, why not, at a judicial level. In this last regard, the establishment, pursuant
to Article 86 TFEU, of the "European Public Prosecutor’s Office" as the body empowered both to
identify, prosecute and bring to trial, where appropriate in liaison with Europol, the perpetrators of
crimes against the EU’s financial interests, should be welcomed if the EU is to prosecute such crimes
before the competent courts of the Member States, within the limits set by the fundamental EU
principles of subsidiarity and proportionality.

The move away from non-digital systems, including those used for invoicing, is an irreversible
process and even in the event of a voluntary change which doesn’t happen immediately, artificial
intelligence will have no problem extracting the sameinformation fromnon-digital systems thatit
could extract from digital systems. It is only a matter of time.

'8 to this effect, Afton Chemical, C-343/09, paragraph 45; Volker und Markus Schecke and Eifert, paragraph 74; Nelson
and Others, C-581/10 and C-629/10, paragraph 71; Sky Osterreich, C-283/11, paragraph 50, and Schaible, C-101/12,
paragraph 29.

' v, by analogy, withregardto Article 8 of the ECHR, ECtHR, Liberty and othersv. United Kingdom, no. 58243/00, §§ 62
and 63, of 1 July 2008; Rotaru c. Romania, cit.,, §§ 57 to 59, as well as S and Marper v. The United Kingdom, cit., § 99.
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5.2. Extension ofthe “Reverse Charge”and “Split Payment” system

The "reverse charge" mechanism® is a special method of applying VAT which allows the reverse
charge of the VAT to be passed on directly to the recipient of the supply of goods or services, rather
than to the supplier. The "reverse charge" mechanism was introduced into EU legislation with the
implementation of the provisions of Directive 98/80/ EC of the Council of 12 October 1998 on the
VAT regime applicable to transactions concerning gold. Usually, in a transaction between two parties
for VAT purposes, the supplier applies the rate on the invoice by charging the payment to the
customer and then paying the amount to the State. However, this procedure leaves room and
opportunity for tax evasion by the commissioned parties who withhold the amount of tax
Therefore, as arule, itis the supplier who issues the invoice and charges the VAT, but this is not the
case in the special cases of reverse charge where it is the buyer who has to issue a self-invoice in
order to berecordedin the VAT register on both theinvoicesissuedand the purchases. Basically, the
reverse charge is a departure from the normal VAT payment system and requires the customer to
pay VAT directly instead of the supplier.

The usefulness of the reverse charge mechanism for the purposes of preventing tax fraud has
already been highlighted in the above-mentioned Directive 98/80/ECand, in fact, in the context of
domestictransactions,the reverse charge mechanismis still used as a tool to combat fraud. This
is because, through itsuse, the VAT onthe sale of goods or provision of services is not materially paid
by the buyer and the transaction is, therefore, rendered completely neutral from an accounting
point of view. In recent years, a selective application of the reverse charge hasbeen adopted,aimed
at affecting only those sectors where evasion lurks, withoutpenalising the generality of businesses
through an increased administrative burden but it is clear that a more widespread use of the
"reverse charge” could ensure significant recovery in terms of reducing the VAT Gap. In fact, by
transferring the task of paying VAT to the recipient, the Treasury has a greater possibility of
controlling VAT obligations.

Asregards the compatibility of the "reverse charge" system with the principle of "VAT neutrality’ it
is a well-established principle that the right to deduction, which guarantees tax neutrality, mustbe
granted where the substantive requirements are met and where, also, certain formal obligations
have been violated, unlessthis hasthe effect of preventing proof that thesubstantiverequirements
have been met. In this sense, the Court of Justice of the EU, with the ECOTRADE (EU: C: 2008: 267)
and IDEXX (EU: C-590/13 of 11 December 2014) judgments, through which the following principles
were affirmed that, asa result of the application of theself-assessment regime established by Artide
21, paragraph 1, letter d), of the Sixth Council Directive 77/388 / EEC, no payment of VAT arises
between the seller and the buyer of the goods, where the latter is liable for the input tax on the
purchase, while at the same time being able, in principle, to deduct the same tax, so that nothing is
due to the tax authorities. It follows from this that the aforementioned self-assessment regime
allows Member States to lay down the formalities relating to the detailed rules for exercising the
right to deduct; however, such measures may not go beyond what is necessary to achieve those
objectives and must never call into question the neutrality of VAT. Ultimately, the principle
established on several occasions by the Court of Justice of theEU in relation to the reverse charge
mechanism is thatviolations of formal obligations cannot in themselves exclude the taxpayer'sright
to deduct, otherwise the principle of neutrality of the tax would be breached.Therefore, where such
taxpayer has no limitationon deduction, the application of the reverse charge mechanismis neutral
for tax purposes (with no liability for tax on the part of the same), since the VAT payable is offset
against the input VAT. Indeed, the common VAT system thus guarantees tax neutrality for all
economic activities, regardless of the purpose or results of those activities, provided that they are,

20 (also commonly known as "tax shift" or "self-assessment").
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in principle, subject to VAT in themselves (in this sense, European Court of Justice, TOTH judgment,
EU: C: 2012: 549, paragraph 25 and case law cited therein, and also FATORIE, C-424/12,EU: C: 2014:
50, paragraph31,and caselaw cited therein).

Another important contribution to the reduction of therisk of VAT fraud (and therefore to the
reduction of the VAT Gap) can certainly be given by the split payment, or the mechanism that
provides that the VAT originating from the supply of goods or services by a private operator to a
public administration (and also to other economic operators) instead of being included in the sales
invoiceissued by thefirst party, paid by the Public Administration and then paid by the supplier, is
paid directly by the Public Administration to the taxauthorities and separated fromthe invoice. The
split payment mechanism was introduced as a result of the need to recover VAT that was being
illegally withheld by suppliers. While it is true that "honest" taxpayers suffer a reduction in the VAT
due and therefore find themselves with greater amounts of VAT credits and consequently with
possible liquidity problems, it is equally true thateach individual domestic tax system could consider
the possibility of a wider offset of VAT credits against other taxes that each companyhas to pay or a
simplification and acceleration of refund procedures.

As reported in the European study on the various split payment mechanisms,?' in the Italian case
therewas alargeincrease in refundsand offsetsin the 2015-2016 two-year period, of approximately
1.8 and 1.2 billion, respectively, attributable to split payment. Nonetheless, the estimated increase
in VAT revenue in the two-year period 2015-2016 amounted to approximately 3.5 billion. This
testifies to the fact that the VAT that was not paid by dishonest taxpayers before the split payment
largely exceeds the higher VAT that honest taxpayers requested to be refunded following the split
payment. Theresults of the cost-benefit analysisreveal thatthe split payment reduces the VAT Gap
from 27% to 56% compared to the ordinary regime. Even more significant reductions are found in
B2B, B2Cand B2Gtransactionscarried outusing electronic payment methods.

Obviously, in order to achieve these results, both the private and public sectors have had to bear
"compliance costs" for software and administrative procedures, and it is equally obvious that there
is a need to reduce the latter further because accelerated refunds and offsets cannot alleviate the
liquidity problems of all businesses. However, the rational answer lies in further improving refund
procedures and possiblyrelaxing the constraints on horizontal offsettingfor those — however easily
traceable-who are subject tothe split payment. One could object tothe rational answer saying that,
in any case, it is not realistic to think that the costs borne by honesttaxpayersare completely nil but
it is equally true, however, that collective interests must prevail over individual ones, as has been
demonstratedin a historical phase such as the present one characterised by a collective battle
againsta pandemic.

5.3. Electronic money payment devices for the certification of
receipts

VAT is a tax levied on the final consumer, soit is clear that any in-depth initiative on how to stem
the problem of VAT evasion cannot ignore the need for an accurate and timely mapping of the
consumption of each citizen. For this reason, specific rules for the declaration of income for tax
purposes have been introduced in various countries, aimed at bringing together real time data on
the revenues of commercial enterprises and, therefore, on consumption for the competent
authorities.

21 Analysis of the impact of the split payment mechanism as an alternative VAT collection method Final Report
December 2017.
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The European Commission launched a specific consultation (which ended on 2 June 2021) on
administrative cooperation between national tax authorities in the area of cryptocurrencies and
electronicmoney, in order tocurb fraudand taxevasion.The purpose of the consultation is to gather
views on the future revision of the Administrative Cooperation Directive (DAC8) in new emerging
sectors, providing information to identify taxpayers who are actively using new means of payment
andinvestment. The reviewis part of the tax package in support of the Recovery plan presented by
the EU Commission in July 2020. As a matter of fact, studies show a clear negative correlation
between the number of payments with electronic money and the size of the underground
economy: as the number of electronic payments (or rather, "traceable" electronic payments)
increases, the size of the underground economy decreases.

In the international arena there has usually been a focus on disincentivising cash use: several
countries have limits on its use. For example, in many countries (including Italy) there is a set cash
payment limit, and several countries allow tax deductions or allowances of some expenses only if
paid by traceable means (in Italy, for example, this is the case in relation to building renovation
costs). Itis interesting, however,to look at the experience of SouthKorea, a case covered by a World
Bank Group report,where ratherthan limiting the use of cash, the use of electronic money has been
encouraged.”?

South Korea introduced a credit and debit card payment system in 1999 after repeated failures by
the Korean government and tax administration to tackle tax evasion through deterrent measures.
The government introduced the possibility of deducting a percentage of those expenses paid by
electronicmeans from earnedincome, foran amountbetweena minimumand maximum threshold.
Over the years the deduction percentage allowed has increased from 10% to 20%, even reaching
30% for debit cards. The data relatingto these deductionsis then reported in the annual taxreturn.
This incentive has contributed to the transition from a predominantly cash-based economy to an
electronic-based one and to date the country has one of the world's highest rates of electronic
payments as a ratio to GDP. What's more, with this incentive, South Korea has significantly reduced
its underground economy within a relatively short period of time, and the net increase in tax
revenues (i.e., the higher levels of taxes collected net of reduced taxes due to deductions) is
estimated to be $1.3 billion generatingan increase of more than4% in personalincome taxrevenue.

A similar so called “Cashback” system has recently come into force in Italy which provides for the
refund of a percentage of expenditure incurred by consumers if payments are made by electronic
means. Obviously, statistics showing the ability of this measure to reduce tax evasion are not yet
available, but the aim ofincreasingthe supply of tax data to be fed into databases has certainly been
met. Indeed, the SouthKorean case shows that a success factor for such incentives is a regulatory
framework and information system that allows tax authorities to collect data and analyse
people’s financial transactions. Without this capability, in fact, it would not be possible to
incentivise better tax compliance for those collecting payments electronically. It can therefore be
argued that electronic paymentincentives modelled on the South Korea and Italian schemes could
have a positive outcome across the European context.

Some perplexities may arise as this facility certainly affects sectors such as the retail trade and
services rendered by the self-employed workersand professionals, but byits very nature it is unlikely
to affect other taxevasion issuessuch as, for example, "blackmarket" property leases.

Furthermore, taxincentives which, like the South Korean one, translate into lower income taxes are
generally available on submissionof a taxreturn, so the taxpayer usually benefits fromthem in the
year following the onein which he makes the purchases. Forthis reason, in Italy it was preferred to

22 "Can Tax Incentives for Electronic Payments Reduce the Shadow Economy?" — World Bank Group 2017.
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instantly recognise a monetary refund on the amount of the purchase concluded, also in order to
avoid leaving room for agreements to be made between customer and supplier that would nullify
the principle of conflict of interests onwhich the facility is based: this is the typical case in which the
supplier suggests that the customer pay in cash, applying a discount on the price, so that the
customer receives the refund in real time, while the supplier will save on income tax and social
security contributions. All tools based on a massive use of electronic means of payment cannot
ignore the introduction of an obligation to adopt technical characteristics of revenue certification
systems based on real-time transmission to the administrative authorities. Electronic invoicing
meets this requirement, but similar technologiesand tools must also be provided for theretail trade.
A further simplification to this requirement could come from the introduction of the obligation to
integrate a module of automatic connectiontotaxauthoritiesin POS payment devices,so astoallow
immediate transmission of the proceeds collected.

In conclusion, therefore, a facilitation structured on the model illustrated with the corrective
measures introduced by the Italian system and with the real-time tax communication of data
relating to receipts, could be a very valid tool, although obviously not the only one, in
contributing to the reduction of VAT Gap. All this, however,doesn’ttake into account the spread
of "crypto currencies", paymentinstruments that do not yethave widespread legal value but which
are replacing official currencies in many contexts, thus fuelling the spread of non-traceable
payments.

5.4. Limitation on circulation and offsetting of VAT credits

Tax crimes are a major concern as they have a negative impact on national revenues, hindering the
implementation of growth-friendly policies. Across the EU they are a significant problem given the
scale of taxevasion and the numerousvariety of schemes adopted. In addition to consolidated and
recurrent illicit schemes, innovative forms of tax evasion are increasing. These include complex
schemes in which large financial flows are transferred to tax havens, understood to be territories
with privileged taxation but, aboveall, opaque and uncooperative jurisdictions with favourable or
lacking tax laws in relation to banking or corporate transparency, in order to hide capital of illicit
origin, shield ownership structuresand interruptthe traceability of financial flows.

In this context, especially in circumstances where there is a lack of liquidity,? the assignment of input
VAT credits claimed from the tax authorities means that liquidity can be obtained in a shorter time
thanis necessary for the payment of the related refund. Such assignments may therefore be
subject to fraudulent conduct, linked to the fictitious nature of the assigned credits and to the
unlawful set off of the same against taxdebts, social security contributions and premiumsactually
due by the assignee companies. In some cases, in order to evade tax controls, fictitious credits are
transferred through the sale or transfer of companies or business units linked to them, which are
mainly made up of tax credits. Sometimes, the fictitious credit is used to inject capital into newly
established companies. Generally, the consideration for the assignment is considerably lower than
the nominal value of the credit and payment is arranged in a manner that is particularly
advantageous for the assignees. In practice there are also cases in which companies with fictitious
tax credits take on the obligation to pay tax debts, social security contributions and premiums of
other parties, in exchange for consideration, paying off the debts by offsetting those credits. From a
subjective point of view, the assignor companies and third-party companies assuming the debt
belong to a variety of sectors, while the assignee companiesand original debtor companies operate
in labour-intensive sectors, with high levels of taxand social security liabilities (suchas, forexample,

2 When a company is in urgent need of liquidity, it is easy for it to resort to the creation of fictitious VAT creditsto sell

them or request arefund
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logistics, freight transport, building cleaning and maintenance services, removals, constructionand
catering products, and travel agencies).

From a subjective point of view, the assignment of VAT credits essentially involves the following
types of entities:

v

recently established assignor and/or assignee companies and/or third-party
companies assuming the debt, or companiesthat resume operations, even if only
apparently, after a period of inactivity (for example companies which are late in
filing financial statementsrelating to previousyears);

assignor and/or assignee companies and/or third-party companies assuming the
debt with legal forms characterised by flexibility and simplicity, both in terms of
requirements envisaged at the time of incorporation and from a structural or
managerial point of view;

assignor and/or assignee companies and/or third-party companies assuming the
debt that have reported the start of business at registered offices provided by
domiciliation service providers;

assignor and/or assignee companies and/or third-party companies assuming the
debt lacking real organisational structures, functional to the performance of an
effective economic activity, due to inconsistency in of the number of employees,
equipment, assets and premises (evident, for example, from the relevant balance
sheetitems);

assignor and/or assignee companies and/or third-party companies assuming the
debt with frequent changes in ownership and / or administrative structure, or of
theregistered office;

companies that suddenly cease to exist, evenshortly aftertheir incorporation, and
are put into liquidation, especially after having participated in contracts for the
assignmentoftaxcredits;

assignor and/or assignee companies and/or third-party companies assuming the
debt with legal representatives orshareholders who, due to their subjective profile
and/ or lack of adequate knowledge of thecompany, appear tobe merenominees
assignor and/or assignee companies and/or third-party companies assuming the
debt whose shareholders or directors have a dubious reputation due to criminal
records (mostly related to tax or organised crime offences), are facing prejudicial
events (such as protests orbankruptcies) ortheyhave no assetsor are untraceable;
Companies participating in more than one assignment of tax credits as assignors
orassignees;

companies participating in more than one tax debt assumption transaction as
third-party companies assuming the debt or as original debtor;

underwriting companiesthatappearas jointly liable in several taxreturn payment
proxies submitted for the offsetting of tax debts, social security contributionsand
premiums of other entities;

same registered office and legal representatives of the companies involved in
deeds of assignment of tax credits or in any subsequent operations for the
assumptionoftaxdebts;

companies incorporated on the same day with notarial deeds with the same
content, represented by the same company representatives, despite having their
registered offices in different locations;

assignor and/or assignee companies and/or third-party companies assuming the
debt or original debtor companies that make use of professionals involved in
disciplinary and / or criminal proceedings or consultancy firms, even recently
established or lacking adequate technical skills, offering “full service assistance”in
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relation to the stipulation of assignment or takeover contracts, including the
procurement of counterparties and the execution of the instrumental obligations
or obligations connected to the aforementioned contracts (endorsement of
conformity and/ or issue of certifications, where applicable);

v companies holding significant tax credits, which are inconsistent with the type of
activity carried out, with the organisational structure and / or with the assetsand /
orincome of the same;

v/ companies involved in the assignment of tax credits or the assumption of tax
debts, whose VAT number is no longer valid or whose VAT number is not included
in the register of persons authorised to carry out intra-EU transactions (VAT
Information ExchangeSystem - VIES).

From an analysis of the cases illustrated above, VAT credits are to all extents and purposes cash
and, therefore, their fraudulent creation is facilitated by the possibility of the possibility of
circulating these credits in order to turn them into real money, useful for paying for goods and
services but also usefulin that they can be collected in the form of refunds or used to pay off debts
with the tax authorities. Theintroduction of electronic invoicing throughout the EU wouldbe a
very effective obstacle to deter continuation of these crimes, as paper companies would have
to leave a digital trace of their movementswhich in many cases have so far remained on paper and
therefore detectable only by direct human intervention. This measure, however, should be
accompanied by a strengthening of the minimum subjective requirements thatthe tax credit holder
must meet in order to be able to "market" their credit on the financial market.These requirements
could include the creation of adequately sized insurance policies in favour of the tax authorities,
accompanied by a strengthening of the penaltyregime foradministrative and criminal violationsin
relation to the matter.

5.5. The insufficiency of cooperation tools and national measures
in the fightagainst VAT fraud

Even if there is a fairly comprehensive EU regulatory framework in the field of administrative
cooperation, with directives and regulations offering national administrations and EU institutions
various possibilities for the exchange of highly complex information, there are nevertheless a
number of doubts as to how these cooperation methods actually work. The potential of these
instruments is partially neutralised not only by the inconsistent and sectoral nature of the regulatory
provisions themselves, but also by the taxsecrecy found in the Member States. In other words, it is
already anticipated that in the absence of centralisation at EU level of the instruments for
combating fraud, the fight against cross-border illicit practices could be inadequate and
becomes a mere internal domestic matter.

In view of this, Member States, within the limits of the existing EU regulatory framework, have
introduced various administrative methodsand practices into their domestic legislation in order to
curb and/or prevent offences. Sometimes these forms of law enforcement, also known as best
practices, have been so effective in combatting fraud that several forms of illicit practices have
actually been reduced, if not completely eliminated. For example, the case of the carousel
established through the improper use of the institution of the habitual exporter where effective
limiting regulations have been introduced in various countries. In other cases, the preventive
measures put in place by Member States, often as a result of pressure from EU institutions, have
succeeded in fighting fraud only for short periods of time, since fraud is constantly being rethought
and"improved"in order tooutdo domesticlegislation.The recentevolution of illicit practices clearly
demonstrateshow the newwaysin which these frauds arecarried outhas weakenedthe legislation
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provided for by individual domesticanti-fraud regulations giving criminals the chance to continue
evading large sums until further measures are putin place.

Therefore, there are endless possibilities for fraudsters to commit intra-EU carousel fraud with the
creation of new schemesand new forms of illicit practice capable of thwarting the efforts of national
legislators to prevent and contain the problem through procedural and regulatory instruments.
Fraud, as has been repeatedly stressed, has found itself a useful ally in the substantially non-
harmonised assessment and control tools set up and applied autonomously by Member States. For
this reason, EUinstitutions have always valued and promoted horizontal cooperation between the
administrations of the various Member States and therefore any move to combat tax evasion
cannot disregard increasingly close forms of cooperation, such as those that already exist
which provide for the creation of systems for the exchange of information and simultaneous
controls between the competent authorities of each country. In any case, for the same reason
that the illicit practice has not yet stopped, and indeed has the potential to continue to grow, it is
definitely advisable to set up centralised procedures at EU level for verification and assessment
in relation to VAT.This need can be effectively met with a fully comprehensive digitalisation of VAT
transactions so as to bring consistent data from countries into EU databases that is useful for
monitoring and combating fraud. It is also necessary, however, to accelerate the process of
harmonising assessment and penalty regimes in order to stem the problem of "tax tourism’, that
is the tendency of criminals to move the operational headquarters of their business activities to
those countrieswhere compliancerulesare verylaxand the likelihood and effectiveness of controls
are low, leaving the field open to the proliferation of fraud.
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6. Proposals aimed at reducing compliance costs

With the presentation of the 2020 Action Plan,** the European Commission eiterated that the
complexity of having 27 different taxsystems, on the one hand creates opportunities for taxabuse
and, on the other, contributes to increasing uncertainty for honest taxpayers. These taxpayers are
presently overburdened with formal obligations imposedby legislation that are noteasyto manage
and which involve significant compliance costs. As indicated in the Commission’s recent
Communication on Single Market Barriers, businesses systematically report that national tax rules
and procedures areone of the biggest obstacles theyface.

It is precisely this second element that confirmsthe theory of the VAT crisis. In the current situation
of economic and financial fragility, made even more extreme by the effects of the pandemig, the
administrative and compliance costs incurred by businesses in applying VAT rules have become
almost unsustainable. The World Bank, in its Doing Business ranking, reiterated that there is a link
between economicgrowth and the administrative burdenon businesses, showing thateconomies
that have adopted measuresto reduce the complexity of administrative obligations in the taxfield,
both in terms of the number of payments and time spent on tax compliance, have recorded
improvements in economic growth.” But the most striking finding is theempirical confirmation that
reducing the administrative burdens on businesses has a greater effect on economic growth
than reducing taxes and duties.

If we analyse Directive 2006/112, it becomes clear that a European company has as many as 34
reporting obligations underEU VAT legislation. The main obligations concern theinvoicing process:
the compilation and issuing of the invoice and the storage for tax inspection purposes.The
challenge, therefore, lies in finding regulatory solutions that prevent operatorsfromtakingon these
costs and then passing them on tocustomers. These arenecessary obligations forthe application of
thetaxitselfand, as such, cannot be eliminated but they could be digitalised. Thus the reduction in
costs would come not from the elimination of obligations but from their digitalisation. These
obligations mainly concern declaration duties to ensure the proper functioning of the tax system.
There are many others that have been introducedto tackle VAT fraud, but it is generally agreed that
an effective counteraction cannot come fromincreasing the administrative burden on taxpayers.
Also, there are additional burdenswhen an EU operatorengagesininternational and intra-EU trade
due to obligations imposed by importing countries. From an economic point of view, compliance
costs are typically substantially higher forsmall companiesthanfor large companies.The European
Commission has estimated that tax compliance costs for large companies amount to about 2% of
the taxes paid, whereas for SMEs the estimate is about 30%.

It can therefore be provocatively admittedthatone of the advantages of evasion is the avoidance of
internal and EU compliance costs. Indeed, administrative costs can act as an incentive for the
administration to obstruct or outright refuse requests for refunds, reduce the taxrevenue potential
of Member States and act as a disincentive for businesses to apply the correct procedures, thus
jeopardizing theright todeduct VAT. Tax costsare alsoa majorobstacle to the development of intra-
EU trade, as businesseshave to choose between shoulderingthe higher costsor forgoing a business
transaction.Starting from the certainty that the rationalisation and simplification of tax legislation
andrelated obligations could reduce not only the costs of doing business, but also taxevasion and
distortions of economic activity, the Commissionin its Action Plan has once again underlined the

24 Communication from the commission to the European Parliament and the Council - An Action Plan for fair and simple

taxation supporting the recovery strategy - Brussels, 15.7.2020 COM(2020) 312 final.

% European Commission, Report from the Commission to the Council and the European Parliament. Seventh report

pursuant to Article 12 of Regulation No. 1553/89 on VAT collection and control procedures, COM (2014).

32



Annex: Use of data on VAT transactions in the EU, reduction of the VAT gap and compliance costs: Case
analysis and identification of solving tools

importance of regulatory simplification to increase competitiveness in the single market. Let us
therefore see in the following paragraphs what actions can be taken to reduce compliance costs
through better exploitation of the data available at present or, better still, that will be available
automatically if the actions proposedin the previous paragraphsare taken.

6.1. The management effects of the electronicinvoice

The introduction of a generalised electronic invoicing obligation in all Member States would
have significant effects (especially for operatorsin those countries thatdo not yet provide for it or
that have transactions with entities located in those countries) andlead to a significant reduction in
administrative costs linked to the "dematerialisation" of paper documents. Apart from the positive
environmentalimpactdue tothe reduction in paperconsumptionand pollutionassociated with the
transport of billions of documents through the postal service, the real benefit is linked to the
lower costs that would result thanks to the automation of administrative and management
processes which will be increasingly refined, making workflows ever more efficient.The data on
the quantification of the actual savings related to dematerialisationare diverse and the sources are
the most varied. Without going into the details of the various research and surveys carried out by
private entities, public bodies and institutions including the EU, in general the total cost of
processing a paper invoice for European companiesis estimated at between 10and 50 Euros which
is 2/3 borne by the buyer / customer and 1/3 by the seller / supplier. Savings in paper, toner and
maintenance costsor rental fees for printing hardware systems arebasically “marginal”savings. The
real savings associated with dematerialisation must be sought in the considerable increase in
efficiency that the new systemsbring, thus saving time.Tobetter explainthe idea, the following table
shows the main components that make up the costs of issuing and receiving invoices, both paper
and electronic.

Figure 4: Invoicing costs

etime for the process of verifying the correctness of the data to be
indicated on the invoice (name, place, method of payment, etc.)

etime for the actual drafting of the salesinvoice

LABOR DIRECT COST etime for handling outgoinginvoices (envelop invoices, stamp
envelopes, etc.)

stime for handlingincominginvoices (receiving and opening
envelopes, sortinginvoices, etc.)

etime to provide customers with telephone information on the
content of invoices
etime to provide customers with copies of invoices
LABOR INDIRECT COST etime for archivingand subsequentsearches
etime in reconciling invoices with payments and receipts
etime and errors deriving from the manual data entry of invoices

stime for exceptions, disputesand litigation arising from billing
errors

ecosts for software (licenses, maintenance fees)
ecosts for printers and printing hardware

HARDWAR E, PAPER AND ecosts for paper, stamps and envelopescosti per carta, bolli e buste
VARIOUS COST ecosts for spaces for archives

ecosts for destroyinginvoices
ecosts of training and updating administrative staff

Source: Author
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Therefore, "time" is the predominantelement in most of the above elements, from which it can be
concluded that the estimate of the cost of processing a paper invoice, which for European
companies is estimatedat between 10and 50 euros, is absolutely correct as it takes intoaccountall
the elements that affect the processing of each one of them. The transition to a generalised
electronic invoicing obligation will make it possible to reduce not all, but a large part, of the
cost components, particularly those linked to the "time" variable - just think of the average
hourly cost of an employee. However, it will be necessary to harmonise EU regulations and the
internal regulations in individual countries to achieve integration of administrative and
managementprocesses, especially with a view to interoperability betweendifferent procedures. As
we will see in the following paragraphs, the data generated by the full deployment of electronic
invoicing across Europe will allow a significant reduction in compliance costs if evaluated with a view
to maximising its use through automatedaccounting processes and pre-filled periodic taxreturns.

6.2. Automated VAT accounting

An increase in data from the mandatory introduction of electronic invoicing in all Member States
would allow a better "harmonisation" of compliance procedures for each individual operator. In
particular, these data, together with that coming from other existingcompliance procedures, would
make it possible to implement "automated" VAT accounting in the information systems of the
taxauthorities of each country, thusrelieving operators of these obligations.The main requirements
that could be automatedare set out below:

V" periodic VAT payment, with determination of the debit or credit balance for
the period

v mandatory VAT registers (issued invoice register, receipts register, purchase
invoice register), automatically filled in throughthe electronicinvoices issued
and received

v"draft annual VAT return from which theannual VAT payment s calculated,
with the presentation of the various tables with details for the year, both for
deductions and for various forms of taxtreatment

v draft form to be used for paying VAT due or claiming VAT credits arising
fromthe VAT return

In addition, with the new digital formats recently adopted in various countries (including XML), the
new document types for electronicinvoicing contain even more details useful for simplifying these
automated compliance activities. Indeed, the new formats simplify the management of "reverse
charge" invoices, sales invoices and credit notes. To achieve these important results, of course, the
obligation will have to cover the receivables phase (sale), the payables phase (purchases), and
additions to foreign documents in the case of integration and self-invoicing. The “foreign”and
“domestic”reverse charges, which for years have been managed in paper form, will be replaced by
a system whereby it will be possible to manage the entire “reverse charge”process digitally. Finally,
thanks to these innovations, it will be possible to eliminate all kinds of communication that currently
burden operators, including Intrastat, if the data contained therein can be included in each
electronicinvoice.

Also the new VAT identification codes within the much more numerous Xml (or similar) formats and
types of withholding for electronic invoices will allow for a more detailed management of VAT
cases which will allow for the most complete pre-filled VAT return, together with the fact that the
new structure of the Xml format electronic invoice would ultimately allow Tax Authorities to
automatically produce VAT registers, communications and the annual VAT return. The European
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Commission has provided for the achievement of this goal in the 2020 Action Plan?® presented in
July 2020 and containing the necessarytaxactionsto supportthe RecoveryPlan.lt is precisely these
innovations that would constitute a new model of dialogue with taxpayers, who would be
provided with registers and pre-filled declarations, which they would be able to confirm or
supplement with a marked reduction in the compliance costs associated with them to date.
Compliance costs thataremainly madeup of fees paid tothe accounting and taxexperts who advise
economicoperators on a daily basis.

26 Communication from the Commission to the European Parliament and the Council an action plan for fair and simple

taxation supporting the recovery strategy, Brussels 15.7.2020 COM(2020) 312 final.
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7. Conclusions

In order to pursue a reduction of the VAT gap and compliance costs, this study confirms that the
main way forward in the medium term is the full digitalisation of Public Administration
processes and services. To achieve this, the need for significantinvestment in the modernisation
and digitisation of taxadministrationhas been highlighted. In this context, it is necessary to aim
constantly and progressively towards:

v thesimplification of obligations for economic operators;

v thedigitalisation of services;

v maximising the use of available information assets, through the extensive use and
full interoperability of databases, in compliance with data protectionlegislation.

In particular, as part of the simplification of services aimed at reducing compliance costs, it will be
possible to automatically make available drafts of pre-filled VAT documents, i.e. registers of issued
invoices and purchases, notifications of periodic VAT settlements and VAT returns. The information
available to the tax authorities of the individual Member States is made up of numerous large
databases, heterogeneous in structure and content and subject to rapid change. The gradual and
complete digitalisation of information flows, with a view to reducing the VAT gap, will make it
possible to refine the criteria and methods of selecting those taxpayers to be checked,
favouring a model of action that aims to prevent the risks of evasion and avoidance rather than
attempting to repress them after the event and to encourage spontaneous compliance with tax
obligations by taxpayers (with consequent positive effects on the overall revenue recovered for
taxation). The availability of useful audit data will reduce thecompliance costsincurred by operators
during taxaudits and the "time" needed to find the required paperwork.

The digitalisation of European tax authorities that has been launched in recent years (but still
heterogeneous across Member States), has already brought important organisational innovations
through the creation of centraland territorial structures specialised in tax risk assessment analysis,
has introduced advanced analytics and "big data" methodologies and has invested in new
professional skills (analysts and data scientistsfor example). It is now necessary to arrive at a path
of experimentation with innovative techniques of network analysis, machine learning and
data visualisation, in order to create a new support system for the processes of identifying the
those to be checked, based on networks of relationships between parties and on machine learning,
with a view to increasing the efficiency and effectiveness of these processes. Technological
innovation and the expansion of current knowledge in the field of data analysis are therefore of
strategicvalue for the Europeanfinancialadministration, as they favouran increase in the efficiency
and effectiveness of the law enforcement processes of combating tax evasion and promoting tax
compliance, the reduction of public spending and a richer offering of digital services to operators.

The digitalisation and modernisation of the Public Administration is also based onthe construction
of a digital infrastructure based on the efficient use of the informationincluded in the public
information system, and therefore in the possession of the Public Administration as a whole, by
requesting operators "once only" the data needed to use a service (the so-called "once-only"
principle). The “once-only” principle is based on the assumption that the collection of information
is, at a systemic level, more costly and burdensome than the sharing of already available data. lts
adoption constitutes a fundamental element of simplification in the relationships between
economicoperators and the Public Administration, with a view to streamlining the fulfilment of tax
obligations and cutting out the red tape, promoting greater automation of processes and
encouraging the creation of a single digital marketat Europeanlevel.
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In order to encourage exchange between public administrations, it is necessary to start on
initiatives aimed at defining the strategy for the creation of new models of interoperability
and data enhancement, through which taxpayers' tax information flows. These dataare already
made available to a wide range of public administrations and entities carrying out activities in the
public interest and areused to simplify the obligations imposedon economic operators and ensure
greater efficiency and effectiveness of institutional services and activities. The use of the data already
available and of the data deriving from the complete digitalisation of the processes will, therefore,
allow an enhancement of information assets through innovative methodological and
technological solutions linked to the advanced analysis of the data, following a framework that
enhances:

v thetimely availability ofinformation of interest;
v easeofuseandflexibility in defining analysis methods selecting data sources;
v interoperability with other publicadministrations.

This is intended to:

v guarantee flexibility in the processing of qualitative analysis, exploration,
correlation and integration of data, in order to identify unknown phenomena;

v disseminate advanced analysis capabilities within the organisation, enabling a
differentiated approach for different categories of users, in particular by
diversifying methods and tools between centraland peripheral functions;

v ensuretheadequatecapacity of technological platforms to manage largevolumes
ofdatafrom numerous;

v"ensure compliance with data protection regulations and corporate security
policies.

With this in mind, we should welcome the entry into operation of the "Single Digital
Gateway"(SDG)? through which from this year® citizens and businesses that want to move freely
in the single market have a single point of accessto information onthe Your Europe portal. The SDG
is one of the most important initiatives aimed at encouraging the development of the European
single market, promoting greater mobility for citizens and businesses, standardising access to
services at Europeanlevel through quality informationand effective assistance channels.

However, the data that will continue to flow in ever increasing volumes is not enough on its own.
The available databases are very heterogeneous, this is why it must be reiterated that we need to
use technology and therefore, among other things, artificial intelligence and investment in
new competences. But the potential of artificial intelligence is so great that it will first be necessary
to understand whether policymakers willwant to entrust the managementof the taxsystem to an
entity that could turn out to be difficult to manage.

What has been said so far can only be referred to the data generated between the exchanges of
operators in the real market. Therefore it must be considered that a risk to the optimisation of
these tax data processing processes derives from the spread of economic transactions carried
out in “invisible markets”, such as on the so called “dark-web” In this context, a further risk could
arise from the spread of the use of unregulated "crypto currencies" which are known to move in
anonymous digital wallets and hide importantinformation on financial transactions.

27 Established with the European Regulation 2018/1724.
222021,
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