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EXECUTIVE SUMMARY 

The shadow economy 

The size of the shadow economy in the EU in 2012 is estimated at slightly more 
than EUR 2.35 trillion1, which is about 18.4% of EU's Gross Domestic 
Product (GDP)2 3 . 

The existence of a large shadow economy has several major negative effects. 

	 First, it represents a threat to the Single Market and its regulatory framework as 
economic operators in the shadow economy typically do not comply with 
various laws and regulations aimed at regulating markets, protecting 
consumers, employees, and the environment. 

	 Second, governments forego significant tax revenues as businesses and 
individuals in the shadow economy do not comply with taxation laws. Such forgone 
tax revenues imply that the current spending cuts and tax increases implemented to 
reduce budget deficits are larger than they would have been, had all tax revenues 
due been effectively collected.  

	 Third, important social and economic programmes, including those co-financed by 
the EU, may fall short of funding. 

	 Fourth, lower operational costs in the shadow economy, resulting from tax evasion 
and non-compliance with regulatory requirements put considerable pressure both 
on the Single Market and national markets. Shadow economy activities distort 
the level playing field in the Single Market between businesses and individuals 
operating in the formal and the shadow economy. 

	 Fifth, the shadow economy generates productive inefficiencies in the long run. 

Tax gaps  

A tax gap is the difference between the level of tax collected and the total tax owed. This 
difference results from two types of activities, namely tax avoidance (which is legal) and 
tax evasion (which is illegal). Tax evasion is typically by far the largest component of a tax 
gap. Therefore, tax gaps are important indicators of the size of the shadow 
economy. 

Unfortunately, there exist very few estimates of the total tax gaps at the pan-European 
level. 

1 London Economics estimate based on Schneider (2011).
 
2 Schneider (2011). 

3 The estimate of EUR 2.35 trillion is a macroeconomic estimate based on the MIMIC (Multiple Indicators and
 

Multiple Courses) estimation procedure. Estimates of the size of the shadow economy based on surveys are 
typically smaller because they a) generally focus only on the survey respondent’s supply of labour to the 
shadow economy and/or purchases from the shadow economy and b) survey responses may be biased due to 
the social stigma attached to the shadow economy in many countries.  

10 	PE 507.454 
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Across the EU, around EUR5 trillion was collected in tax revenues in 20114. However, this 
figure could have been potentially a great deal higher if all individuals and businesses had 
complied fully with taxation laws. It is estimated that the size of the total tax gap5 which 
exists in the EU is approximately EUR 0.85 trillion6. 

The present study focuses on three particular types of tax gaps which are reported in 
Table 1 (below). 

Table 1: Estimates of the size of tax gaps 

Tax Size of the EU-wide tax gap 

Total taxes (VAT, income tax, etc.) in the 
services sector 

Customs 

VAT 

EUR 297 billion in 2011
 

EUR 387 million in 2011 (only identified 

irregularities and fraud)
 

EUR 120 billion in 2011
 

Due to a lack of systematic data collection, the above data cannot be viewed as 
providing definitive information on the extent of the problem, especially in the case of the 
customs gap. For instance, with regards to the customs gap, EUROPOL estimates that 
EUR 10 billion were lost in budget revenues due to cigarettes smuggling alone. This 
last figure strongly suggests that the customs gap is significantly larger than reported 
in Table 1. 

The economic impact of curbing the shadow economy and levelling 
the playing field in the Single Market – re-launching the Single 
Market 

According to empirical evidence, about 1/3 of the volume of activities in the shadow 
economy would continue to take place in the formal economy following an 
elimination of the shadow economy7. 

A reduction of the shadow economy would create a more level playing in the Single 
market, both as regards domestic and cross-border activities. 

4 Eurostat. 
5 The tax gap is the difference between the level of tax collected and the total tax owed. This can broadly be 

split into two types of activities, tax evasion and tax avoidance. 
6 Tax Research UK, 2012. 
7 See Jensen and Wöhlbier (2012). 
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Reduction of the shadow economy would ensure that consumers, legitimate 
businesses, and employees are better protected, as compliance with various 
consumer, employment and environmental laws and regulations increases. 

Reduction of the shadow economy will also increase the efficiency of the allocation of 
economic resources in the Single Market, spurring productivity and long term 
growth. 

Moreover, such a reduction in the size of the shadow economy will also reduce tax gaps 
and generate additional revenues for governments, a particularly desirable outcome 
as the current fiscal situation is difficult and government budgets are under pressure in 
many EU Member States. The elimination of the shadow economy could raise 
EUR 285 billion in additional tax revenues annually. 

The additional revenues that the closure of the tax gap will generate can be used to 
reduce the level of taxation faced by economic agents in the formal economy or 
increase government spending or reduce the budget deficit, or a combination of the 
three. 

Potential solutions for curbing the shadow economy and levelling 
the playing field in the Single Market 

A number of measures for tackling effectively the shadow economy in the services sector 
and reducing the customs and VAT gaps should be implemented.  

The services sector 
The services sector represents between 2/3 to 3/4 of GDP in EU Member States. Yet, the 
services sector is the segment of the economy where the shadow economy has 
particularly wide presence. 

The following six broad types of measures would contribute to reduce shadow economy in 
the services sector: 

	 Implementing administrative reform and simplification of compliance, in 
particular through a widespread use of electronic solutions and e-
governance services; 

	 Strengthening administrative and financial surveillance, with particular 
emphasis on assisted ex-ante compliance with a special focus on reducing 
compliance costs for SMEs; 

	 Ensuring deeper and better cooperation between Member States, with 
automatic exchange of information; 

	 Promoting electronic payments as opposed to cash payments; 

	 Reducing the financial attractiveness of operating in the shadow economy; 

	 Implementing awareness raising activities and encouraging industry 
agreements. 

12 	PE 507.454 
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Customs 

The current reform of the European customs, if coupled with appropriate ICT 
solutions and effectively carried out, has the potential to decrease the shadow 
economy fuelled by undeclared or illegal imports and the size of the customs gap which 
currently exists in the EU. 

However, the recast proposed by the European Commission will substantially delay 
this important reform and no impact assessment of such a delay has been undertaken. 
Initial estimates suggest that the postponement of the customs reform will cost the EU 
economy annually EUR 2.5 billion in forgone savings from lower compliance costs 
and as much as EUR 50 billion in expanded international trade market. 

The improvements in information technology (IT) which were part of the scope of the 
Modernised Customs Code (MCC), and will be part of the UCC, if properly applied, are likely 
to bring benefits thanks to, inter alia, the “single window concept”. Other potential 
options for closing the customs gap include the use of radio-frequency identification 
(RFID) technology and real-time automation of cross-EU reporting for filing 
declarations and surveillance of products. 

VAT 

Reforming VAT and strengthening the VAT system by adopting better information and 
communication technologies in order to make it easier a) for taxpayers to comply 
and b) tax authorities to monitor economic transactions has a clear potential to curb 
the shadow economy that is currently striving in the Single Market. 

In order to tackle the existence of the shadow economy through a reduction in the VAT 
gap, it would be beneficial to review the way in which VAT is collected in the EU.  

The most effective way for dealing with the VAT gap in the EU would be through the 
combination of a “limited” data warehouse and the split payment system. This is 
due to the fact that the data warehouse model can tackle tracing transactions on a (near) 
real-time basis and the split payment system will enable authorities to block funds for 
certain transactions8. 

Increased use of e-payments, e-invoicing and automated-real-time reporting, 
interconnected business registers and other national directories and European-level 
cooperation and coordination, such as data sharing and mining, could also contribute to 
reducing the VAT gap. 

Overall, reducing compliance costs for individuals and businesses will contribute to reducing 
the VAT gap.  

PricewaterhouseCoopers, 2010. 
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Recommendations 

Full implementation of the following seven key recommendations would significantly 
contribute to reduce the size of the shadow economy and improve the functioning 
of the Single Market. 

1.	 Estimates of the size of the shadow economy and tax gaps in the various sectors of 
the economy should be developed more systematically to provide a better 
evidence base for targeting policy and enforcement action. Incomplete and 
imperfect estimates undermine the Single Market. There is a need for an in-depth 
overhaul of European and national law and regulation in the areas of 
customs duties, VAT, auditing, tax and statistical reporting, in order to level 
the playing field in the Single Market. 

2.	 The EU should adopt a specific target to reduce the shadow economy to 5% of 
the EU economy by 2020 and further reduce it to 2% by 2025. Such a 
decrease in the shadow economy and associated tax gaps will yield additional 
budget revenues and will contribute to re-launching the Single Market. 
Measures to achieve such objectives could include an obligation to use electronic 
payment means to settle transactions above a certain threshold and introducing a 
split VAT system. 

3.	 The European Commission should present an urgent and comprehensive 
legislative package proposing reforms aimed at curbing the shadow 
economy and levelling the playing field in the Single Market. 

4.	 The European Court of Auditors should take a more focused stand on the 
deficiencies that exist in the collection of resources (customs and VAT) for 
the European budget. 

5.	 The various measures reviewed in the present note should be subjected to detailed 
cost-benefit analysis for early implementation. Among others, the European 
Commission should present a detailed impact assessment of the postponement of 
the implementation of the UCC. 

6.	 IT developments have opened new avenues and means of fighting tax 
evasion and should be used to the fullest when appropriate. 

7.	 Ensure availability of appropriate human resources and infrastructure to avoid 
jeopardising the necessary reform process. 
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1. INTRODUCTION 

According to the terms of reference of the present study, recent studies on implementation 
of the Modernised Customs Code9 and simplifying and modernising VAT on Digital Single 
Market10 point to a lack of efficiency and effectiveness in administrative and financial 
mechanisms established to ensure the proper functioning of the Internal Market. These led 
to the existence of a considerable shadow economy, accounting for between 10 and 30 % 
of economy-wide value added in several EU Members States. The existence of such 
shadow economies significantly distorts the Single Market, puts considerable strain on 
legitimate businesses and consumers and, overall, impacts negatively on the European 
integration project. 

Lack of appropriate cross-sector coordination of policy making11 and postponement of 
important reforms12 indicate that these problems are neither properly recognised, nor 
correctly prioritised. 

Therefore, the present study focuses on the following issues:  

	 the notion of shadow economy and the extent to which the Internal Market is 
affected by it;  

	 the customs gap and its impact on the economies of the Member States and the 
Internal Market; 

	 the VAT gap and its impact on the economies of the Member States and 
the Internal Market; 

	 the shadow economy in the area of services in Member States and its impact on 
the Internal Market; 

	 the re-launching the EU economy through a reduction of the shadow economy and 
the tax gap, focusing on the central role of the Internal Market in this process; 

	 new possibilities to develop solutions and mechanisms aiming at reducing the 
shadow economy through better coordination on a European level while facilitating 
and automating compliance. 

The shadow economy, or non-official economy, impacts negatively on the formal economy, 
distorts the level playing field between businesses operating in the domestic economy and 
between businesses from different Member States. It also affects negatively the welfare of 
EU citizens as businesses operating in the shadow economy typically do not comply with 
employment, environmental and consumer protection regulations. Overall, the well-
functioning of the Single Market is clearly impaired by the existence of a sizeable 
shadow economy. 

9 http://www.europarl.europa.eu/document/activities/cont/201203/20120302ATT39810/20120302ATT39810EN.pdf
 
10 Study on Simplifying and modernising VAT on Digital Single Market (IMCO). 

11 Briefing note on Digital Single Market (IMCO). 

12 COM(2012) 64 final.
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Individuals and businesses operating in the shadow economy are the main cause of the 
existing tax gaps13, i.e. the difference between the actual amount of tax revenues 
collected and the theoretical liability (i.e. the amount that should be collected). The overall 
tax gap in the EU is estimated to be currently around EUR 0.85 trillion. 

The larger the shadow economy, the smaller the formal economy and the lower is the 
welfare of citizens. At the current juncture characterised by reduced fiscal space, reducing 
the size of the shadow economy should become a key priority at the EU and 
national level14. 

More generally, reducing the shadow economy and collecting unpaid taxes is of the 
outmost importance as increases in taxes to offset the revenue shortfall caused by the 
existence of the shadow economy may have relevant economic consequences. Typically, 
the academic literature points to three revenue reducing behavioural effects of high tax 
levels: 

	 First, high tax levels can cause citizens and businesses to reduce their level of 
economic activity, impacting directly the Single Market; 

	 Second, citizens and businesses may spend more resources in finding legal ways to 
minimise the amount of tax and social contributions they owe. This is often referred 
to as “tax avoidance”. Tax avoidance does not break the law per se. But, it is often 
contrary to the spirit of the law as it consists of the exploitation of loopholes and 
gaps in tax and other legislation in ways not originally anticipated; 

For example, a recent report by the OECD (2013) to the G20 noted with regards to 
taxation of business income that “current rules provide opportunities to associate more 
profits with legal constructs and intangible rights and obligations, and to legally shift risk 
intra-group, with the result of reducing the share of profits associated with substantive 
operations.” The report recommends the development of an action plan to address base-
erosion and profit-shifting issues in a comprehensive manner; 

	 Third, citizens and businesses may actively engage in tax evasion and, possibly, 
decide to operate partially or fully in the shadow economy. Tax evasion is the illegal 
non-payment or under-payment of taxes. Tax evasion involves submitting a false 
tax or social contribution declaration or no declaration or making a false claim for 
expenses for offsetting against income legally declared to a tax authority. Such 
activity results in legal penalties, civil or criminal, if the taxpayer is caught. Tax 
evasion is the larger component of the tax gap. 

The present study is based on both primary and secondary research. The primary research 
consisted of a survey of VAT and customs experts to DG Taxation and Customs Union from 
across the EU15. The survey focused on the size of tax gaps16 in individual Member States 
and the effectiveness of the methods that could be used to close these gaps.  

13 Tax Research UK, 2012. 
14 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf 
15 The VAT experts surveyed as part of the present study are the individual members of the VAT expert group 

set up by DG TAXUD. These experts were surveyed directly and of the 16 experts for which contact details 
could be identified, 8 responded. In contrast, the customs experts surveyed were the delegates of the 
electronic customs group set up by DG TAXUD and these delegates were surveyed indirectly via the posting 
by DG TAXUD of the survey on the secured website set up for his expert group. Only 1 response was received 
in the case of the customs survey. 

16	 Information on the level of taxation and tax structure of the tax systems in different Member States is 
provided at Annex 1. 

16 	PE 507.454 
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The secondary research consisted of a review of available literature concerning tax gaps 
and the shadow economy, and of policy documents or statements released by public 
institutions, both at a national and EU-level. 

The structure of this study is as follows: 

	 Section 2 provides information on the size of the shadow economy in the EU 
at present; 

	 Section 3 describes the current situation in the EU regarding tax gaps, focusing on 
the gap in tax revenues from service industries, the customs gap and the VAT 
gap; 

	 Section 4 discusses how reducing the shadow economy provides an opportunity 
for re-launching the EU economy from the current economic crisis and ensuring 
that EU citizens and businesses benefit fully from the Single Market through 
reducing the shadow economy; 

	 Section 5 discusses potential solutions and mechanisms to reduce the shadow 
economy by addressing the tax gaps mentioned above; and,  

	 Section 6 sets out the main conclusions. 
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2. THE SHADOW ECONOMY 


KEY FINDINGS 

 Businesses operate in the shadow economy to avoid having to comply with 
various laws and regulations such as consumer protection, employment laws and 
regulations, environmental laws and regulations and to avoid paying taxes. 

 The shadow economy in the EU is estimated to be equal to 18.4% of GDP in 
2012, or EUR 2.35 trillion. This EUR 2.35 trillion shadow economy operates 
outside the Single Market and its regulatory framework. 

 Potential negative consequences of the shadow economy include distortions in 
competition, social dumping, productive inefficiencies, negative impacts on public 
opinion and other negative impacts on individuals, and less tax revenues.  

 The existence of shadow economies in the different Member States distorts in 
many cases the level playing field between competing businesses located in 
different Member States and hampers the well-functioning of the Single Market. 

This chapter on the shadow economy begins by providing a definition of the shadow 
economy. 

The following section discusses the determinants of the size of the shadow economy, such 
as the level of tax and social security contributions. 

Thereafter, the chapter provides quantitative information on the size of the shadow 
economy in the EU. 

The third section details the negative impacts which can result from the existence of a 
shadow economy. These impacts can affect consumers, business and society as a whole. 

The fourth section brings the information from the second and third section together and 
discusses the impact of the shadow economy on the Single Market. 

2.1. Definition 

The European Commission (EC) defines the shadow economy as follows17: 
“The shadow economy includes those economic activities and income derived 
thereof that circumvent or avoid government regulation or taxation. The major 
component (about two thirds) is undeclared work, which refers to the wages that workers 
and business [sic] don’t declare to avoid taxes or documentation. The rest is represented 
by business underreporting profits to avoid tax regulation”. 

This definition of the shadow economy is all-encompassing as it includes all economic 
activity (including criminal activity such as the sale of contraband cigarettes and drugs, the 
fencing of stolen goods, prostitution in a number of Member States, etc) which 
“circumvents or avoids government regulation or taxation”. 

17	 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf -
emphasis added. 
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From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

However, the above definition for the shadow economy may be difficult to operationalise 
as it requires knowledge of all illegal activities, including criminal activities to produce a 
quantitative estimate of the size of the shadow economy.  

An alternative and narrower definition is used by Friedrich Schneider, a specialist of 
shadow economy issues. For him “the shadow economy includes all market-based legal 
production of goods and services that are deliberately concealed from public authorities” to 
avoid having to18: 

1.	 comply with various regulations and laws; 

2.	 pay taxes (income, valued added, other) and social security contributions; 

3.	 comply with certain administrative obligations, such as completing statistical 
questionnaires or other administrative forms. 

In addition to the reasons by Schneider for operating in the shadow economy, a report for 
the World Bank19 identifies greater flexibility as a further reason for operating in the 
shadow economy. According to this report, people may be excluded from the formal 
economy due to a lack of opportunities to progress and by actual barriers to better-paid 
and higher-productivity jobs. 

For the purposes of the present study, the shadow economy is defined as 
comprising the activities of businesses and individuals who fail to comply with 
taxation laws and/or regulations and laws governing business activities. 
It includes illegal activities involving the supply of legal goods and services 
(for example, smuggling) but excludes illegal activities involving the supply of 
illegal goods and services (such as for example drugs). 

2.2. Determinants of the size of the shadow economy 

The main reasons for operating in the shadow economy relate to the avoidance of 
compliance with laws and regulations and taxes.  

2.2.1. Non-compliance with laws and regulations 
Economic agents may decide to operate in the shadow economy to avoid the cost 
involved in complying with regulation20 relating among others to: 

	 consumer protection; 

	 product norms and standards such as those related to safety; 

	 environmental protection; and, 

	 employment protection.  

It is not only the existence of regulation per se and the ensuing compliance costs which 
affect an economic agent’s decision to operate or not in the shadow economy, but also the 
degree of enforcement of regulations, i.e. the probability of being discovered and having to 
pay fines. 

Obviously, when businesses decide to operate in the shadow economy to avoid compliance 
costs they are also highly likely to avoid paying taxes. 

18 Schneider, F., 2012. 
19 The World Bank, 2012b. 
20 Schneider, F., 2012. 
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2.2.2. Evading tax payments 
The standard economic model of taxpayer behaviour suggests that taxpayers will comply 
with taxation laws if the expected penalty, which results from evasion and subsequent 
detection, exceeds the tax to be paid21. 

In reality there are many other factors that may influence the decision of individuals to 
either comply with or evade taxation. These factors include social values, public morality 
and people’s perceptions about the public sector. 

Evasion may be involuntary, resulting from the complexity of the tax system22 or, 
more frequently, voluntarily. Whilst compliance with taxation laws varies across 
Member States, it very rarely rises to the levels that are suggested by economic models of 
deterrence and punishment.  

This latter result suggests that enforcement alone does not explain the levels of 
compliance which are observed. 

First and foremost, tax morale is a key additional factor driving compliance. In broad 
terms, tax morale refers to the public opinion on the need and benefits associated with 
paying taxes: people are more likely to reveal their income and pay taxes if they believe 
that their tax contributions are welfare improving and are spent wisely23. 
Perceptions about the effectiveness of policy-makers, their ability to act in the 
interest of citizens, the extent of tax non-compliance (Dell’Anno (2009) and tax 
fairness24, the quality of public services (Feld and Frey (2007) and Slemrod (2007)) 
are all important drivers of tax morale. 

The intensity of tax avoidance is also likely to impact on the size of the shadow 
economy. The more there is public discussion and reporting, and hence knowledge, of tax 
avoidance activities of better-off individual taxpayers and businesses, the greater the 
likelihood that other taxpayers, who are not in a position to minimise their taxes in the 
same manner as those engaged in tax avoidance, will seek other ways to achieve the 
same objective, including moving partially or fully to the shadow economy. Thus tax 
avoidance, through its impact on tax morale, is a cause of the shadow economy even if tax 
avoidance in itself is not a shadow economy activity. 

To combat tax non-compliance, a very recent World Bank study25 underlines the 
importance of focusing on customers’ service, quality, transparency, simplicity of 
compliance and not only on enforcement and deterrence. 

21	 European Commission, 2012i; Allingham. M.G. and Sandmo, A., 1972. 
22	 Simple and stable tax laws and procedures make it easier and less expensive for taxpayers to comply with 

their obligations and access their entitlements. Taxpayers are less likely to voluntarily comply if the tax 
system itself makes it too difficult or expensive for them to meet their obligations. As a general rule, tax 
bases should be broad and allow only limited possibility for deductions and exemptions and tax systems 
should tax substitutable types of income in a similar way. 

23	 Schneider (2012). 
24	 In this regard, the issue of tax avoidance deserves special mention. The more there is public discussion and 

reporting, and hence knowledge, of tax avoidance activities of better-off individual taxpayers and businesses, 
the greater the likelihood that other taxpayers, who are not in a position to minimise their taxes in the same 
manner as those engaged in tax avoidance, will seek other ways to achieve the same objective, including 
moving partially or fully to the shadow economy. 

25	 World Bank 2012b. 
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In this regard, one should note that many of the ICT-based solutions for addressing 
specific tax gaps may contribute to improve compliance and reduce the need to 
rely on enforcement as such solutions provide for greater predictability and legal 
certainly, and reduce compliance costs. Overall, such approaches reduce risks for 
businesses and administrative costs for the administration. 

More generally, improving government effectiveness, controlling corruption, strengthening 
the rule of law and improving the quality of regulation will help to raise tax morale. 

2.3. Size of the shadow economy in the EU 
The difficulties in the estimation of the shadow economy relate to the secretive nature of 
the shadow economy itself. Currently, no national or international agency or organisation 
produces systematically quantitative estimates of the shadow economy.  

A number of national statistical agencies do spend resources in deriving estimates of the 
non-observed economy, of which the shadow economy is one component, to adjust their 
GDP estimate based on the statistical data gathered from the observed economy (see 
Annex 2 for further details). But, the construction of the estimates of the non-observed 
economy differs across Member States and, as far as we are aware, not all Member States 
do incorporate such adjustments for the non-observed economy in their official 
GDP figures26. 

In the absence of any official data on the shadow economy, the analysis below relies on 
estimates produced by Schneider27. According to him, the size of the shadow 
economy in the EU in 2012 was estimated at 18.4% of GDP in 2012, 
corresponding to about EUR 2.35 trillion. He also finds that the average size of the 
shadow economy in the EU fell from 22.3% in 2003 to 19.3% in 2008, then rose to 19.8% 
in 2009 and fell again in the period 2010 – 2012. 

This size of the shadow economy is estimated with the Multiple Indicators and Multiple 
Courses (MIMIC) estimation procedure. MIMIC macro-economic estimates of the size of 
the shadow economy are typically higher than those based on surveys because a) surveys 
generally focus only on the survey respondent’s supply of labour to the shadow economy 
and / or purchases from the shadow economy and b) survey responses may suffer from 
non-responses and responses biases due to the social stigma attached to the shadow 
economy in many countries. 

26 This situation exists despite the fact that ESA95 manual (which prescribes the methodology for computing 
GDP figures) sets clear rules for including such information in the GDP estimates of all EU Member States. 

27 See, for example, Schneider (2011). 

PE 507.454 21 



 
 

   

      
 

 

 

 

 

 

 

 

 

  

 

Policy Department A: Economic and Scientific Policy 

Table 2: Size of the shadow economies in EU Member States, 2003-2012
 
(as % of official GDP) and size in billions of Euros for 2012 


2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 
2012 
(€bn) 

Austria 10.8 11.0 10.3 9.7 9.4 8.1 8.5 8.2 7.9 7.6 23.6 

Belgium 21.4 20.7 20.1 19.2 18.3 17.5 17.8 17.4 17.1 16.8 63.7 

Bulgaria 35.9 35.3 34.4 34.0 32.7 32.1 32.5 32.6 32.3 31.9 12.6 

Cyprus 28.7 28.3 28.1 27.9 26.5 26.0 26.5 26.2 26.0 25.6 4.6 

Czech 
Republic 19.5 19.1 18.5 18.1 17.0 16.6 16.9 16.7 16.4 16.0 24.4 

Denmark 17.4 17.1 16.5 15.4 14.8 13.9 14.3 14.0 13.8 13.4 32.6 

Estonia 30.7 30.8 30.2 29.6 29.5 29.0 29.6 29.3 28.6 28.2 4.8 

Finland 17.6 17.2 16.6 15.3 14.5 13.8 14.2 14.0 13.7 13.3 25.9 

France 14.7 14.3 13.8 12.4 11.8 11.1 11.6 11.3 11.0 10.8 219.2 

Germany 17.1 16.1 15.4 15.0 14.7 14.2 14.6 13.9 13.7 13.3 351.6 

Greece 28.2 28.1 27.6 26.2 25.1 24.3 25.0 25.4 24.3 24.0 46.5 

Hungary 25.0 24.7 24.5 24.4 23.7 23.0 23.5 23.3 22.8 22.5 22.3 

Ireland 15.4 15.2 14.8 13.4 12.7 12.2 13.1 13.0 12.8 12.7 20.7 

Italy 26.1 25.2 24.4 23.2 22.3 21.4 22.0 21.8 21.2 21.6 338.0 

Latvia 30.4 30.0 29.5 29.0 27.5 26.5 27.1 27.3 26.5 26.1 5.8 

Lithuania 32.0 31.7 31.1 30.6 29.7 29.1 29.6 29.7 29.0 28.5 9.3 

Luxemburg 9.8 9.8 9.9 10.0 9.4 8.5 8.8 8.4 8.2 8.2 3.6 

Malta 26.7 26.7 26.9 27.2 26.4 25.8 25.9 26.0 25.8 25.3 1.7 

Netherlands 12.7 12.5 12.0 10.9 10.1 9.6 10.2 10.0 9.8 9.5 57.1 

Poland 27.7 27.4 27.1 26.8 26.0 25.3 25.9 25.4 25.0 24.4 92.6 

Portugal 22.2 21.7 21.2 20.1 19.2 18.7 19.5 19.2 19.4 19.4 32.1 

Romania 33.6 32.5 32.2 31.4 30.2 29.4 29.4 29.8 29.6 29.1 38.2 

Slovenia 26.7 26.5 26.0 25.8 24.7 24.0 24.6 24.3 24.1 23.6 8.4 

Spain 22.2 21.9 21.3 20.2 19.3 18.4 19.5 19.4 19.2 19.2 201.3 

Slovakia 18.4 18.2 17.6 17.3 16.8 16.0 16.8 16.4 16.0 15.5 11.2 

Sweden 18.6 18.1 17.5 16.2 15.6 14.9 15.4 15.0 14.7 14.3 58.6 

UK 12.2 12.3 12.0 11.1 10.6 10.1 10.9 10.7 10.5 10.1 192.6 

EU27 22.3 21.9 21.5 20.8 19.9 19.3 19.8 19.5 19.2 18.4 2352.3 (unweighted) 

Source: Schneider, F., 2011; Eurostat; and LE calculations 
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Schneider’s research identifies three main trends in the shadow economy world-wide.  

 First, the size of the shadow economy relative to GDP grows moving across the 
globe from West to East. 

	 Second, the size of the shadow economy also increases generally moving from 
North to South across the globe. 

	 Third, most EU Member States have a relatively larger shadow economy than 
other developed countries, such as Canada, Japan and the USA.  

Additional information on one part of the shadow economy is provided in a World 
Bank study28 which found that there are “significant differences in the composition and 
profile of the informal workforce across the different regions of Europe”. 

This World Bank study found that in Bulgaria, Romania and Slovenia, the informal 
workforce is roughly evenly split between dependent workers without a legal contract29 

and the nonprofessional self-employed30. In contrast, in the Czech Republic, Hungary, 
Lithuania, Poland and Slovakia, informal self-employment is the dominant form of 
unregulated work. This split is also true of Greece, Italy, Portugal and Spain.  

There are also significant differences in the composition of the labour force employed in 
the informal sector in new Member States relative to the older Member States. Immigrants 
without a right to work appear to make up a large proportion of the informal workforce in 
older Member States, such as Greece and Portugal. This is not usually the case in new 
Member States. 

It should be noted that the shadow economy in the EU is more prevalent in some sectors 
than others31: 

	 The construction sector, followed by wholesale and retail, hotels and restaurants, 
and transportation and communication sectors have relatively large shadow 
economies. The main reasons for this situation are the traditionally high level of 
underreporting and the presence of a large number of small, cash-based 
transactions.  

	 In contrast, in mining, electricity and financial services, shadow economies are 
very small. This is partly due to the highly regulated nature of the industries, the 
fact  that they rely on repeat customers and many transactions are not cash-
based. 

28	 See The World Bank (2012b). 
29	 Informal dependent employment: Undeclared, dependent, salaried employment, proxied by three 

measures: employees in firms of 10 or fewer or five or fewer workers; employees not contributing to social 
insurance; employees without a written employment contract in their main job. 

30	 Informal self-employment: Own-account, independent work as a sole trader or employer, distinguished 
from “formal self-employment” and “professional self-employment” by (a) nonprofessional occupation, or (b) 
employment of five or fewer workers. 

31	 See Visa Europe (2011). 
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2.4. Negative impacts of the shadow economy 

The existence of the shadow economy has a number of general negative 
implications, both micro- and macroeconomic, for the legal or lit economy32 and 
the Single Market33. These are discussed below. 

2.4.1. Unlevel playing field 
Firms operating in the shadow economy circumvent taxation laws and regulations which 
firms operating in the official economy abide by. Therefore, firms in the shadow economy 
may have lower operational costs as they do not comply with regulatory requirements 
or taxation laws. Such operators operate outside the Single Market and its regulatory 
framework. 

The lack of taxation on goods and services in the shadow economy increases the net 
return of such an activity relative to the net return that can be achieved when comparable 
activities are carried out in the formal economy.  

Therefore, it is possible that too many economic resources will be allocated to the shadow 
economy. This may result in a welfare loss due to the fact that the productivity of 
undeclared work may be lower than the productivity of work in the official economy34. The 
shadow economy enables less efficient producers to offer services at a lower price and 
displace more efficient, taxpaying producers, and, thus, may lead to an inefficient 
allocation of resources35. 

2.4.2. Export dumping 
The process of export dumping is also a negative factor  associated with the shadow 
economy. Export dumping is the “practice involving the export of goods and services from 
a country with weak or poorly enforced tax regulations and laws, where the exporter’s 
costs are artificially lower than its competitors in countries with higher standards, hence 
representing an unfair advantage in international trade”. This phenomenon is closely 
related to the one of social dumping36. 

Such differences create an unlevel playing field across the EU and hamper the proper 
functioning of the Single Market.  

2.4.3. Productive inefficiencies 
A more long-term negative aspect of the shadow economy is that there may be 
productive inefficiencies that manifest themselves as firms try to grow. These 
inefficiencies are likely to result from the fact that companies that operate mainly in the 
shadow economy often not have access to formal services37, such as credit markets or 
business support services provided by governments, as they attempt to conceal 
themselves from the authorities. Thus, such companies may be less able to grow than if 
they had operated in the official economy and had access to these services.  

32 The formal or lit economy consists of all economic activities which involve the supply of legal economic goods 
and services by individuals and businesses complying with tax laws and all regulations governing business 
activities. 

33 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf 
34 Palda, F., 1998. 
35 European Commission, 2012i. 
36 http://www.eurofound.europa.eu/areas/industrialrelations/dictionary/definitions/SOCIALDUMPING.htm 
37 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf 
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Another reason why firms operating in the shadow economy may remain small is that their 
owners may feel that there is less chance of them being detected by tax authorities38. 

If companies operating in the shadow economy have a competitive advantage over those 
companies which operate in the official economy, and force them out of business at an 
early stage, then the economy may not be able to reap the gains that can be 
achieved by larger businesses. Economies of scale, and other such advantages, 
may not be achieved, which may have resulted if the firms operating in the formal 
economy had been able to grow. 

Additionally, if a large shadow economy exists in a country, it is possible that firms will be 
overtaxed in an attempt to raise additional tax revenues to offset the tax revenues lost to 
the government through tax evasion. Such over-taxation of the lit economy typically 
discourages investment and, hence, impedes economic growth. 

2.4.4.	 Lack of compliance with consumer protection, environmental and 
employment regulations and laws 

The existence of a shadow economy also may affect negatively workers operating in the 
shadow economy, consumers of goods and services bought from businesses operating in 
the shadow economy and society more generally. For example:  

	 Consumers buying goods and services from the shadow economy do not 
benefit from consumer protection as, once problems arise, shadow economy 
operators may simply ignore consumer complaints or even disappear. 

	 Society may be impacted negatively because economic operators in the 
shadow economy do not respect laws and regulations addressing 
externalities. In fact, society may not only be negatively impacted by being 
subjected to higher negative externalities than otherwise but may also have to 
bear the additional cost of any required remedial actions.  

	 Individuals operating in informal employment face barriers to publicly and 
privately provided insurance and instruments to manage potentially 
impoverishing shocks to their income.  

	 Moreover, these individuals also often do not have easy recourse to their 
rights and legal protection when things go wrong39. 

2.4.5.	 Less tax revenues 
Activities carried out in the shadow economy avoid taxation. This does not mean that tax 
revenues would rise one-to-one when shadow activities move to the formal economy40. 
Anecdotal evidence suggests that only 1/3 of the tax revenues implied by the size of the 
shadow economy would be collectable in the absence of the shadow economy as 2/3 of the 
shadow economy activity would simply stop if it were brought into the lit economy. 

Not only does the existence of large amounts of uncollected tax affect the governments’ 
scope to fund various public services and the welfare system, it also raises a broader 
fairness issue in that tax evasion leads to redistribution from those who respect the law to 
those who do not41. 

38 The World Bank, 2012b. 
39 The World Bank, 2012b. 
40 European Commission, 2012i. 
41 European Commission, 2012i. 
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2.4.6.	 Influences public opinion and reduces tax morale 
A further detrimental impact of undeclared work, and the shadow economy, is that, if 
undeclared work is commonly occurring, such a situation could influence public opinion on 
the acceptability of such actions. 

Individuals may decide that operating in the shadow economy is acceptable and choose to 
participate in such activities, if there are many people acting in such a way around them. 

Therefore, a further potential cost of undeclared work and undeclared provision of 
services, and the shadow economy, is that its prevalence could increase the level 
of tax evasion through a deterioration of other taxpayers’ tax morale42. 

2.5.	 Impact of the shadow economy on the Single Market – case of 
companies operating in different Member States 

The previous section described in general terms the various potential negative impacts of 
the shadow economy on the lit economy. The present section focuses more specifically on 
the impact of the shadow economy on the Single Market. 

To that end, the following analytical framework is used to assess the impact of the shadow 
economy on the level playing field between two competing businesses based in two 
different hypothetical Member States: 

	 The production costs (excluding taxes) of the two businesses are identical;  

	 The spending and taxation preferences of the governments in the two economies 
are identical. The structure of their tax systems and the composition of public 
spending are identical and the two governments aim for an identical budget 
balance. But, the actual level of tax revenues and government expenditures may 
differ if the lit and shadow economies differ in size (see discussion below. 

In the baseline case, with no shadow economy in either Member State, the two 
businesses face similar costs (both before and after tax) and compete on price (if they 
target different profit margins), quality, customer service, etc. There is no distortion in 
the level playing field in cross-border trade within the EU. 

Once the existence of a shadow economy is introduced in this framework, several different 
cases need to be distinguished.  

A shadow economy is assumed to exist in both countries, and to facilitate the analysis, it is 
also assumed in most of the discussion below that the size of the shadow economies is the 
same in both countries. The following situations may arise: 

	 The two businesses operate in the lit economy; 

	 One of the two businesses operates in the lit economy and the other in the 
shadow economy; 

	 The two businesses operate in the shadow economy. 

42 European Commission, 2012i. 
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Moreover, regarding the level of taxation and government spending, two cases need to be 
distinguished when the shadow economy is introduced in the analysis. For simplicity, it is 
assumed that the budget balance targeted by the government is unaffected by the 
existence of the shadow economy. 

	 The level of government spending is determined independently of the level of tax 
revenues. As the target budget balance is also fixed, the introduction of the 
shadow economy implies that taxes on the lit economy are higher than they would 
be in the absence of a shadow economy; 

	 Alternatively, the level of taxation of the lit economy and the target budget 
balance are fixed and the level of spending is lower than would be the case in the 
absence of a shadow economy. Again for analytical simplicity, it is assumed that 
the lower spending does not impact the cost of production of the business located 
in the Member State with the lower spending. In practice, however, a lower level 
spending may raise production costs. For example, less spending on transport 
infrastructure may result in higher congestion and hence higher transport cost. 
For simplicity, it is assumed that the effects of any reduction in such spending are 
analogous to those of an increase in taxes. 

Obviously, businesses operating in the shadow economy may also benefit from 
lower costs of compliance with regulations if they decide to ignore the 
regulations. However, for the purpose of the present analysis, avoided compliance costs 
are analogous to the effect of avoided tax payments. Both taxes and regulatory 
compliance costs introduce a wedge between the private production cost of a good or 
service and the full cost which includes the private cost, tax and compliance cost. 

The various situations which may arise are listed in the table on the next page. 
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√ √ √ √ 

√ √ √ √ 

Source : London Economics 

√ √ √ √ 

√ √ √ √ 

Third; both businesses in the shadow economy 

√ √ √ √ 

√ √ √ 

√ √ √ 

Second scenario: one business in the lit economy and one business in the shadow economy 

√ √ √ √ 

Table 3: Potential situations of competing businesses with the existence of a 
shadow economy in Member State A and Member State B 

Member State A Member State B 

Business operates in Budgetary impact of 
shadow economy 

falls on 

Lit Shadow 
economy economy Taxes Spending 

First scenario; both businesses in the lit economy 

√ √ √ 

√ 

√ 

Business operates in 

Lit Shadow 
economy economy 

Budgetary impact of 
shadow economy 

falls on 

Taxes Spending 

√ 

28 PE 507.454 



 
 

  
 

 
 

 

  

 

 
 

  
  

  

 
 

  

 
 

 

 
 

   

   

  

 

From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

The outcomes in terms of the level playing field in the Single Market of the various 
scenarios are presented below: 

	 In the first case, the two businesses operate in the lit economy, a shadow 
economy exists in both countries and the budgetary impact of the shadow 
economy is reflected in higher taxes on the lit economy.  

In this case, both businesses operating in the lit economy pay higher taxes than 
they would in the absence of the shadow economy. The business based in the 
economy with the largest shadow economy experiences the largest tax increase 
due to the existence of the shadow economy and, therefore, operating at a cost 
disadvantage relative to the business in the economy with the smaller shadow 
economy. As a result, the level playing field is distorted and cross-border 
trade within the Single Market will also be distorted if the two companies 
produce tradable goods or services. 

	 In the second case, the two businesses also operate in the lit economy and a 
shadow economy exists in both Member States. But, in one Member State, the 
budgetary impact of the shadow economy is reflected in higher taxes on the lit 
economy and in the other Member State in lower government expenditures. 

In this second case, the business located in the Member State where taxes are 
higher than otherwise, faces higher costs of doing business and is disadvantaged 
relative to the business where the budgetary impact of the shadow economy is felt 
in terms of lower government spending. Again, the level playing field is 
distorted and cross-border trade within the Single Market will also be 
distorted if the two companies produce tradable goods or services. 

	 In the third case, the two businesses also operate in the lit economy and the 
budgetary impact of the shadow economy is reflected in lower government 
expenditures. In this particular case, none of the two businesses face a 
competitive disadvantage vis-à-vis the other and there is no distortion of 
competition. 

	 In the fourth case, one of the businesses operates in the lit economy and the 
other in the shadow economy. The budgetary impact of the shadow economy in 
the Member State is reflected in higher taxes. 

In this fourth case, the business operating in the lit economy suffers from a 
double disadvantage; it pays higher taxes than otherwise and its competitor pays 
no taxes at all. The level playing field is seriously distorted in the present 
case and cross-border trade within the Single Market is also significantly 
distorted if the two companies produce tradable goods or services. 

	 The fifth case is similar to the fourth case except that the budgetary impact of the 
shadow economy in the home country of the business operating in the lit economy 
is reflected in lower government spending. 

In this scenario, the business operating in the lit economy still is disadvantaged as 
its competitor is not paying any taxes. But, the disadvantage is smaller than in 
the fourth case as the business operating in the lit economy does not have to pay 
higher taxes as a result of the existence of a shadow economy in its home 
country. 

The level playing field is distorted in the present case and cross-border 
trade within the Single Market is also significantly distorted if the two 
companies produce tradable goods or services. 
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	 The sixth case relates to a situation where both businesses operate in the shadow 
economy. In such a situation, it does not matter whether the budgetary impact of 
the shadow economy is reflected in higher taxes or in lower government spending, 
and there is no distortion of the level playing field between these two businesses. 
However, there is still an unlevel playing field between the businesses operating in 
the lit economy and the shadow economy. 

The analysis so far has focused on businesses which are equally efficient. It showed that, 
in most cases under such an assumption, the existence of a shadow economy distorts 
the level playing field between two competing businesses located in two different 
Member States and distorts cross-border flows in the Single Market. Even if the  
two businesses operate in the lit economy, distortions of the level playing field can still 
arise. 

There are also cases where the existence of the shadow economy can distort the level 
playing field by allowing a business operating in the shadow economy to be less 
efficient and still be competitive relative to the business which operates in the lit 
economy, complies with regulations and pays taxes. Such taxes could even possibly be 
higher than they would be otherwise because of the existence of the shadow economy. 
Such a distortion will also distort cross-border trade in the Single Market as less efficient 
firms will gain market share at the expense of more efficient firms located in a different 
Member State. 

It is important to note that the inefficiency case does not only arise when one business 
operates in the lit economy and the other in the shadow economy. 

Provided the shadow economies are of different size, the additional tax to be paid by each 
of the businesses operating in the lit economy will differ. Thus, the business operating in 
the lit economy in the Member State with the smaller shadow economy can be less 
efficient than the business located in the Member State with the larger shadow economy 
and still be more competitive than its competitor because it faces a lower additional tax 
burden arising from the shadow economy. 

The analysis above examined the potential negative impact of the existence of the 
shadow economy on cross-border trade and the distorting effects in the 
Single Market. 

But, the existence of a shadow economy has also a detrimental dynamic impact over 
the longer run on the EU’s economy. 

This detrimental effect arises because the higher taxes required sustaining a given 
level of spending and which businesses in the lit economy have to pay, ceteris 
paribus, reduces investment in new physical capital (equipment, structures, etc.) 
and R&D. Such a reduction in investment occurs because the returns (i.e. the expected 
income generated by this investment) will be lower as a result of the higher taxes. 

As a result, a business will invest less overall, or may decide to shift the 
investment to another EU Member State or completely outside the EU. Single 
Market distortions in localisation of new investment will arise if the investment is 
shifted to another Member State and in the other two cases, the EU experiences lower 
investment and R&D spending at a time when remaining and increasing the 
competitiveness of the EU economy is a major challenge. 
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So far, the discussion highlighted the direct economic impacts of the shadow economy on 
the functioning of the Single Market. However, these are not the only negative impacts. As 
was seen in the discussion of the general effects of the existence of a shadow economy, 
the latter, if significant, may seriously erode overall tax morale and result in a spiral of 
“reduced tax morale – growing shadow economy” which further exacerbates the Single 
Market distortions discussed above. 

As well, the existence of large shadow economies in some of the crisis countries 
erodes popular support for the required cross-Member States solidarity to 
overcome the current economic and budgetary problems. 

In conclusion, the various cases discussed above show that the existence of a shadow 
economy can be highly detrimental to the Single Market by distorting trade flows, 
impeding investment and affecting overall tax morale. 
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3. SIZE AND DETERMINANTS OF THE TAX GAPS IN THE EU 


KEY FINDINGS 

 There exist very few estimates of the total tax gaps at the pan-European level. 

 According to a 2012 study by Tax UK Research, the size of the total economy-
wide tax gap in the EU is estimated to be EUR 0.85 trillion. 

 The present report estimates that, in the case of the services sector, the total 
tax gap (i.e. VAT, income tax, etc.) is over EUR 297 billion. 

 Information is also very scarce with regards to the gaps of specific taxes. 

 The European Commission reports that value detected customs frauds and 
irregularities is over EUR 387 million. This figure, however, represents only 
the tip of the iceberg as the volume and value of undetected custom frauds is 
likely to be much higher. For example, Europol estimates that cigarette 
smuggling is costing the EU more than EUR 10 billion annually. 

 The size of the VAT gap in the EU is estimated to be over EUR 120 billion. 

The present section begins with a discussion of tax gaps, as indicators of the size of 
shadow economy. The tax gap is the difference between the level of tax collected and the 
total tax owed. This difference can broadly be split into two types of activities, tax evasion 
and tax avoidance. As already noted, only tax evasion is a shadow economy activity. 

Following a review of the overall tax gap in the EU, the present chapter focuses more 
particularly on: 

 the tax gap in the services sector; 

 the customs tax gap; and, 

 the VAT gap. 

Non-tax payment is a key feature of the shadow economy and the previous section 
highlighted various negative impacts of the shadow economy on the lit economy and the 
Single Market. Action to significantly reduce tax gaps would contribute to seriously reduce 
the size of the shadow economy and improve the functioning of the Single Market. 

At the present time, very few tax administrations construct systematically estimates of tax 
gaps, mainly because of the complexity of the process and the numerous assumptions 
which have to be made (Owens, 2010 and HMRC, 2011). 

 In the United States, the Inland Revenue Service has produced a few times such 
tax gaps with the most recently published referring to the year 2006 (IRS 2012). 

 In the UK, the HM Revenue and Customs produces annual estimates of the gaps for 
various taxes (HMRC 2012).  

	 In addition, in the EU, the tax administrations of Denmark (SKAT 2009a and 
2009b) and Sweden (Swedish National Tax Agency, 2008) have constructed 
estimates of tax gaps for personal and business income taxes for one specific year. 

	 Finally, in Australia, the national tax administration recently released tax gap 
estimates for the goods and services tax and the luxury car tax (Australian Tax 
Office, 2012).  
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At the EU level, information on tax gaps is very limited. The European Commission 
produces annually, on the basis of information provided by Member States, figures for 
detected customs frauds and irregularities but no estimates of the likely value of the total 
value of frauds. The European Commission also has commissioned a one-off study on VAT 
tax gaps but does not provide regular annual updates of such gaps. 

Moreover, neither OLAF nor the European Court of Auditors report systematically 
comprehensive estimates of tax gaps.  

3.1. The overall tax gap in the EU – size and determinants 
As one of the main, if not the main, reason for operating in the shadow economy is tax 
evasion, the size of the tax gaps is a good indicator of the importance of the shadow 
economy in the national economies and in the Single Market. 

According to a recent study by Tax Research UK, the current annual loss of tax 
revenue across the EU is estimated to be around EUR 0.85 trillion43. The method for 
calculating the size of this tax gap involves three steps. 

	 Firstly, the study defines the shadow economy in Europe as follows: 
“all market-based legal production of goods and services that are deliberately 
concealed from public authorities for any of the following reasons: 

(1)	 To avoid payment of income, value added or other taxes, 
(2)	 To avoid payment of social security contributions, 
(3)	 To avoid having to meet certain legal labour market standards, such as 

minimum wages, maximum working hours, safety standards, etc, and 
(4)	 To avoid complying with certain administrative procedures, such as 

completing statistical questionnaires or other administrative forms”. 

Estimates of the size of the shadow economy were taken from a World Bank working 
paper from 201044. 

 The second stage of this method involves calculating the effective tax rates in EU 
Member States. 

	 The final stage of this estimation combines the effective tax rates with the data on 
the size of the shadow economies to generate estimates of the tax revenues lost 
by each Member State. The study finds that the tax gap in the EU is larger than 
total healthcare spending in EU countries45. 

A number of factors contribute to the existence of such gaps46. These relate to: 

	 Complexity of the tax system47 and information issues which may result in 
inadvertent non- or under-payments of taxes due. Key issues are:  

o	 A lack of knowledge of tax obligations by individuals and businesses; 

o	 Difficulties to understand the tax code and high costs of declaring income; 

43	 Tax Research UK, 2012. 
44	 The World Bank, 2010. 
45	 Tax Research UK, 2012. 
46	 European Commission, 2012i. 
47	 The greater the complexity of the tax system, the greater the opportunities to undertake tax arbitrage and 

finds ways to legally minimise tax liabilities. The issue of legal tax avoidance is not addressed in the present 
study as the focus of the analysis is on the shadow economy. 
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 Active tax evasion such as for example: 

o	 An unwillingness to declare income; 

o	 An unwillingness to pay taxes or pay taxes on time; 

	 Ineffective deterrence which encourages cheating or underreporting without 
being caught.  

The EC’s recent Action Plan48 to strengthen the fight against tax fraud and tax evasion 
includes over 30 measures to be developed now and in the future. According to the action 
plan, it is essential that Member States cooperate as this will increase the fairness of their 
tax systems, secure much needed tax revenues and help improve the proper functioning of 
the Single Market49. 

The Action Plan encourages Member States to ensure that they are properly applying EU 
rules on administrative cooperation and information exchange. The Action Plan aims in the 
short term to improve compliance and standardise forms for information exchange, 
through a Taxpayers’ Code.  

In the longer term, measures such as an “EU Tax Identification Number (TIN), an EU tax 
web portal, guidelines for tracing money flows and possibly common sanctions for tax 
offences” are suggested50. 

The EU has built its standards of good governance in taxation on 3 pillars, namely: 
transparency, information exchange, and fair tax competition. 

Transparency and information exchange has developed considerably in recent years. 
National tax authorities benefit from their mutual exchange of data, information and 
experiences, thanks to EU rules. The new Directive on Administrative Cooperation51 should 
add to this, having become effective on 1st January 2013. 

In June 2012, the EC set out 25 concrete measures52 to fight tax evasion and avoidance 
more effectively at a national and EU level. In the Country Specific Recommendations 
for 201253, 10 Member States were encouraged to do more to fight tax evasion and 
improve compliance at a national level. 

In addition, the actions of the EC aiming to “clamp down”54 on tax evasion and avoidance 
through the use of tax havens and aggressive tax planning will also contribute to closing 
some of the tax gaps in the EU.  

More recently, President Van Rompuy put tax evasion on the agenda of the European 
Council in May and Ministers of Finance discussed tax evasion at their meeting of 13 April 
2013 in Dublin. The focus of these discussions is bank secrecy and bank transparency.  

A list of both the legislative and non-legislative initiatives that have been undertaken 
recently at the EU-level regarding tax evasion is provided at Table 4. Looking ahead, 
among the many initiatives listed in the table, the legislative measures are likely to be 
more effective I reducing tax gaps. 

48 European Commission, 2012e.
 
49 European Commission, 2012j.
 
50 European Commission, 2012j.
 
51 European Commission, 2011b.
 
52 European Commission, 2012f.
 
53 http://ec.europa.eu/europe2020/making-it-happen/country-specific-recommendations/index_en.htm
 
54 European Commission, 2012b.
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Table 4: Recent EU legislative and non-legislative initiatives combating tax 
evasion 

Legislative initiatives Non legislative initiatives 

Council implementing Regulation (EU) NO Communication from the Commission to the European 
282/2011 of 15th March 2011 laying Parliament and the Council – An Action Plan to 
down implementing measures for strengthen the fight against tax fraud and tax evasion. 
Directive 2006/112/EC on the common COM(2012) 722 

system of value added tax 


Commission Recommendation of 6.12.2012 regarding 
measures intended to encourage third countries to 
apply minimum standards of good governance in tax 
matters. C(2012) 8805 final 

Council Regulation (EU) No 904/2010 of 7 
October 2010 on administrative 
cooperation and combating fraud in the 
field of value added tax (recast) 

Commission Recommendation of 6.12.2012 on 
aggressive tax planning. C(2012) 8806 final 

Communication from the Commission to the Council on 
concrete ways to reinforce the fight against tax fraud 
and tax evasion including in relation to third countries. 
COM(2012) 351 

Report from the Commission to the Council on the 
application of Article 263 (1) of Council Directive 
2006/112/EC concerning the reduction of timeframes. 
COM(2012) 337 

Communication from the Commission to the European 
Parliament, the Council and the European Economic 
and Social Committee - Tackling cross-border 
inheritance tax obstacles within the EU. COM(2011) 
864 

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 
tailored to the single market. COM(2011) 851 

Source: DG TAXUD website 

The large number of both legislative and non-legislative initiatives combating tax evasion 
in recent years demonstrates the level of attention that is being shown to the issue 
currently. 

However, despite the fact that the existence of the shadow economy has existed since a 
long time, many of these initiatives are very recent and, with the exception of the 
VAT-related initiatives, are non-legislative in nature. Thus, they are likely to be of only 
limited effectiveness in tackling the shadow economy and reducing tax gaps, especially in 
the near term. 
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3.2. Gap in tax revenues from service industries 

Services (including construction) are a part of the economy which is viewed by 
tax administrations as being particularly susceptible to tax evasion. Undeclared 
work, undeclared provision of services and undeclared income are viewed as particular 
problematic in some of the services sectors, including construction55. 

While undeclared work is “complex, heterogeneous phenomenon influenced by a wide 
range of economic, social, institutional and cultural factors”56, such undeclared work 
and the undeclared provision of services, especially on the current scale in the 
EU, is harmful to Member States and the Single Market as a whole for many 
different reasons. 

It is an obstacle to the successful implementation of growth-oriented economic, 
budgetary and social policies, lowering quality standards, creating health and 
safety risks for workers, whilst also risking the financial sustainability of social 
protection systems and undermining the competitive environment for 
businesses. 

Comprehensive information on the tax gap in the service sector is scarce or non-existent 
at the present time. Yet, because the share of cash transactions in some of the service 
sectors is high and, therefore, the risk of non- or under-reporting income is substantial, a 
number of tax administrations have targeted these sectors for specific tax enforcement 
and compliance actions57. 

3.2.1. Importance of tax gap in the services sector 

The first source of information on the tax gap in the services sector focuses on undeclared 
work and undeclared provision of services. This is an important source of information on 
non- or under-reported income and not-collected VAT in the services sector. 

A 2007 Eurobarometer survey found that, across the EU, about 5% of respondents 
had participated in undeclared work within the 12 months preceding the survey date. 
The proportion of survey respondents declaring having undertaken undeclared 
activities in the 12 months preceding the survey varied dramatically across the 
EU and ranged from 1% in Cyprus to 18% in Denmark58. 

This survey also found that the provision of “household services” was the economic activity 
with the most undeclared work in the past 12 months. This “household services” sector 
includes activities such as cleaning services, and child and elderly care. The second most 
frequently reported sector (in terms of importance of undeclared work) was the 
construction sector; whilst the third was personal services, which covers activities 
such as hairdressing.  

Undeclared work and undeclared provision of services is more likely to occur in small firms 
than in larger ones, particularly because small firms are very common in the sectors in 
which undeclared work is most prevalent - construction, hotels and catering, and other 
service industries such as hairdressing59. 

55 Eurobarometer, 2007.
 
56 Regioplan Policy Research, 2010.
 
57 OECD , 2012.
 
58 Eurobarometer, 2007.
 
59 EIM Business & Policy Research, 2011.
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Undeclared work is a particularly major issue in Greece60 and two surveys61 carried out 
recently found that the sectors most susceptible to employ undeclared workers were 
catering, industrial parks, industrial zones, hairdressing, petrol stations, garages, 
transport, cleaning, construction, accommodation services and security firms. Many of 
these industries are in the service sector, with many of the jobs possibly coming 
from SMEs. 

A second source of information on the size of the shadow economy in the services sector is 
the identification by tax authorities of services sectors which present greater compliance 
risks from a tax revenue perspective. Of note in this regard is a recent study by the 
OECD62 summarising the findings of various national tax authorities and 
identifying the personal services, hospitality and retail sectors as being of 
particular concern. 

Many of the sectors are similar to those listed above as having a significant level of 
undeclared work. 

Table 5: 	 Industry sectors or taxpayer groups of most concern according to tax 
authorities from OECD countries 

Industry sector Tax authorities reporting 
this sector as being of 
concern (% of total) 

Nature of activities 
included in this sector 

22.1 House cleaning, hairdressing, 
beauty, dry cleaning, 
catering, pest control, 

computer maintenance, 
security, health, pet care, 

matchmaking, etc. 

Hospitality 16.4 Restaurants, cafes, pubs, 
takeaways, hotels 

Retail 15.6 Store based, flea/public 
markets, etc. 

Construction 15.6 

Car sales & service 5.7 

Transport 3.3 

Taxi 3.3 

Agriculture, Fishing, 
Aquaculture 

2.4 

Other 15.6 Tourism, real estate (inc. 
rental), recycling, internet 

based, freelancers, 
professionals, entertainers, 

etc. 

Source: OECD (2012) Reducing opportunities for tax non-compliance in the underground economy 

60	 http://www.eurofound.europa.eu/eiro/2012/02/articles/gr1202039i.htm 
61	 2011 report of the Labour Inspection Body (SEPE) and 2011 report of the Special Insurance Audit Service of 

IKAETAM [EYPEA]. 
62	 OECD 2012. 
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To derive more general, quantitative estimates of the size of the tax gap in the services 
sector, one can build on Schneider’s63 estimates of the size of the shadow economy in 
different sectors for five specific countries, of which four are EU countries (Germany, 
Spain, Italy and Poland)64. 

Using information provided in the 2011 Schneider study, the size of the shadow economy 
in the service industries has been estimated for the EU as a whole. The largest shadow 
economies in the services sector are in the wholesale and retail trade, followed closely by 
construction. The combined total size of the EU shadow economy in the 6 service 
sectors listed above is EUR 742.9 billion65. 

Having estimated the size of the shadow economy in these service industries, it is possible 
to estimate the level of the tax gap associated with these industries by applying the overall 
tax-to-GDP ratio in the EU to this figure. The tax-to-GDP ratio in the EU in 2011 was 40%, 
as is shown at Annex 1. 

Therefore the size of the tax gap in service industries in the EU is estimated to be 
EUR 297.2 billion. 

Table 6: Estimates of the size of the shadow economy in various service sectors 

Name of industry 
sector (and size of 

sector as a 
percentage of 

total GDP) 

Gross Value Added 
(GVA)66, 2011 €bn 

Size of shadow 
economy, as % of 

GVA 

Size of EU sectoral 
shadow economy, 

2011 €bn 

Construction (6.2%) 

Wholesale and retail 
trade (11.5%) 


Hotels and 

restaurants (3.1%) 


Transport, storage 

and communication 


(4.9%)
 

Other community,
 
social and personal 

service activities 


(2.2%)
 

Private households 

with employed 

persons (0.5%) 


697.9 31% 214.6 

1292.9 19% 245.5 

555.6 19% 105.4 

348.4 13% 43.9 

761.0 8% 63.1 

572.8 12% 70.4 

Source: Visa Europe (2011), Eurostat (nama_nace21_c) and LE calculations 

63 Visa Europe, 2011. 
64 See Annex 3 for details from Visa Europe, 2011. 
65 These six sectors accounted for 28%of the value of total EU27 GDP in 2011. 
66 Gross Value Added (GVA) measures the contribution to the economy of each individual producer, industry 

or sector. 
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3.2.2. Reasons for gaps occurring 

A good part of the tax gap in the sectors above is caused by undeclared work and 
undeclared provision of services and sales, reflecting the large number of small, cash-
based transactions that occur in these sectors. 

In the 2007 Communication “Stepping up the fight against undeclared work”67, the EC 
identified the main drivers for the informal economy, whilst also setting out ways to deal 
with it and actions that should be undertaken at national and European levels.  

Enforcement bodies face many challenges when attempting to combat undeclared work. A 
major problem currently is that, in some EU Member States, there is not necessarily a 
stigma associated with some aspects of undeclared work. In fact, in some Member States, 
undeclared work is not seen as acting against social norms68. 

The private gains at an individual level which occur as a result of undeclared work or sales 
hamper effective detection. Since neither party in the transaction has an incentive to 
cooperate with the authorities, it is difficult to detect any such transaction. 

However, Ireland is an example of a country in which social norms changed drastically to 
performing undeclared work. In the wake of foreclosures on swimming pools and libraries, 
due to cut backs in government funding, public opinion turned against tax evasion69. 

However, it is difficult to determine a breach of rules, due to the often hidden nature of 
the work. Also, given the complexity of labour laws present in the EU, it is more difficult to 
detect undeclared work70. 

3.2.3. Implications for the Single Market 

The existence of a sizeable shadow economy in the service sector has many negative 
consequences for the proper functioning of the Single Market.  

Consumers do not benefit from consumer protection. In addition, regulations and laws 
governing business activities are not complied with and tax revenues are lower. 

Within the services sector, businesses operating in the lit economy are at a significant 
competitive disadvantage relative to those operating in the shadow economy, both 
domestically and cross-border. 

Moreover, businesses operating in the lit economy also face an uneven level playing field 
in the Single Market if the tax gaps caused by the shadow economy in the services sector 
varies across Member States and governments offset these tax losses with higher taxes on 
the lit economy. 

Therefore, any reduction in the tax gaps resulting from the shadow economy in the 
services sector will contribute to restore a level playing field between businesses operating 
in the service sector and more generally between businesses in the Single Market. 

67 European Commission, 2007b. 
68 Eurobarometer, 2007. 
69 Regioplan Policy Research, 2010. 
70 Regioplan Policy Research, 2010. 
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3.3. Customs gap 

The customs gap can be defined as the difference between the theoretical import duty 
level that should be collected for the economy as a whole and actual import duty collected. 
Import duties refer to “customs duties and charges having an effect equivalent to customs 
duties payable on the importation of goods”71. This encompasses customs duty, import 
VAT, excise and agricultural levies. 

At the present time, there exist no good comprehensive estimates of the size of the 
customs gaps. The information discussed below refers to identified customs frauds and 
irregularities as reported by Member States. 

However, a significant volume fraud is likely to be undetected. For example, Europol 
(2012) estimates that cigarette contraband alone costs the EU more than EUR 10 billion.  

In order to properly guide enforcement policies and programs, it would be highly desirable 
to have more encompassing estimates of the total custom gap. This would contribute to 
provide a firm evidence basis highlighting the need for robust policy action and measures 
to tackle this tax gap. 

3.3.1. Size 

Customs administrations in the EU handle nearly 20% of world trade72 and customs duties 
contributed an estimated EUR 16.6 billion to the EU budget.  

In international rankings of customs administrations73, certain EU customs 
administrations regularly rank among the top globally. However, customs 
administrations from some Member States in the EU rank low down in the list. 

According to the EC, the customs union is facing serious challenges in the way that it 
functions. These challenges include inefficiencies, waste and a mismatch of needs 
and availability of resources whilst also resulting in an uneven service level and 
less than optimal level of protection of EU borders74. One of the results of these 
inefficiencies is the customs gap. 

The search of the literature yielded no information on previous tax gap estimates 
specifically referring to the customs gap in Member States or for the EU as a whole. As far 
as we are aware, no systematic information gathering is undertaken on this issue 
and no consistent estimates of the likely size of the customs gaps are being 
produced by the EC, OLAF, the European Court of Auditors or national 
customs agencies. 

The only exception is Europol which provided an estimate of the loss budgetary 
revenues as a result of cigarette smuggling75 . 

71 European Commission, 1992.
 
72 EU webpage – Customs policy area http://europa.eu/pol/cust/index_en.htm
 
73 The World Bank, 2012a; The World Economic Forum, 2012.
 
74 European Commission, 2012g.
 
75 Europol 2012.
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Therefore, the only, and very limited, pertinent information which is available is the one 
provided in the EC’s annual own resources review76 which provides gives information on 
the level of detected fraud and irregularities in customs procedures. Obviously, as this 
annual review covers only detected fraud and irregularities, the picture which emerges 
from the data in the review report is only the tip of the iceberg. 

In 2011, 13% of the EU budget came from traditional own resources (TOR)77. TOR refers 
to customs duties which are charged on imports of products coming from a non-EU 
state78. There are generally high levels of collection of TOR across the EU, with 98% of 
established TOR subsequently recovered with relative ease79. In order to incentivise 
customs authorities to be diligent and in return for their collection task, Member States are 
allowed to keep 25% of the TOR that their customs authorities recover.  

If Member States fail to collect all of the customs duties which they are expected to 
collect, then they have to submit a request to be released from their obligation to make 
the TOR available80. The aggregate value of write-off reports in 2011 that were notified 
amounted to EUR 61.5 million and this amount resulted from 218 different reports by 17 
Member States (more details are provided at Annex 3). 

Write-offs can occur when a Member State declares that they cannot recover the TOR. 
Only write-offs of above EUR 50,000 have to be reported to the Commission, therefore the 
figures listed below may be an underestimate of the true value of TOR that has been 
written off. 

However, as well as writing off a certain amount of the TOR which Member States should 
have collected, there are also substantial amounts of TOR which are identified as being 
established and estimated as irregularities and fraud. 

Across the EU as a whole, around 1.73% of TOR or EUR 388 million is connected with 
cases of fraud and irregularities where the amount exceeds EUR 10,000 (see Table 16 in 
Annex 3). 

The most striking results are observed for Lithuania where 27.79% of TOR is connected 
with fraud and irregularities. In eight Member States, less than 1% of TOR is estimated 
and established to be linked to fraud and irregularities. 

There is also a degree of difference between older (EU15) and newer (EU12) Member 
States. In the case of the EU15, 1.65% of the value of TOR is accounted for by cases of 
fraud and irregularities. In contrast, in the EU12, the equivalent figure is over 1% higher, 
at 2.84%.  

The table on the next page provides information on the total number of TOR cases 
(irregularities and fraud), the number of these cases that were fraud related, and the 
value of the fraud discovered. From this table, it can be seen that the established and 
estimated value of TOR related to cases of fraud in the EU is valued in 2011 at over 
EUR 109 million (or 0.5% of TOR). 

The highest levels of customs fraud in the EU are recorded in Spain, Greece, Italy and 
Lithuania. Each of these countries has identified over EUR 10 million worth of fraud.  

76 European Commission, 2012c.
 
77 EU Budget 2011 in figures.
 
78 A small part of traditional own resources (TOR) also comes from sugar levies collected from EU suppliers. 

79 European Commission, 2012c.
 
80 Write-Off Management and Information System. 
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It should be noted though, that since only cases of frauds and irregularities above 
EUR 10,000 are reported, the figures reported in the table overleaf are likely to 
underestimate of the true size of the customs gap resulting from fraud and 
irregularities. 

Moreover, the estimate of the customs gap only includes the value of those cases 
which have been identified. It is possible that the true customs gap is larger than 
the value of established and estimated levels of irregularities and fraud due to 
people either not declaring or under-declaring. 

To address this issue of customs gap, a very recent report of the Budgetary Control 
Committee of the European Parliament81 highlights the need for continued efforts 
to continue improving the efficiency of the overall system of own resources, 
whilst also modernising the customs control strategy.  

It is important to note that the figures above relate only to detected fraud and 
irregularities. Analysis by OLAF of evaded duties indicates that there must have been in 
2011, for EU27, more than 1500 cases of false declaration of origin which resulted in loss 
of revenue for the EU. The total value of those cases appears to be, as a minimum, 
EUR 25 million; more likely exceeding EUR 100 million. This extrapolation is based on 
information from the ConTrafic project82. 

81	 European Parliament, 2013b. 
82	 ConTraffic is a data gathering and route-based risk analysis system which has been developed by EC Joint 

Research Centre and OLAF to a) collect information on container movements world-wide and b) target 
suspicious container trips, signalling, for instance, potential cases of false declaration of origin for 
imported goods. 
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From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

Table 7: Customs fraud 2011 


Member State 
Number of 

irregularities and 
fraud cases 

Number of 
fraud cases 

Total value of 
fraud cases 

in EUR  

Total value of 
fraud cases 
as % GDP 

AT 77 


BE 177 


DE 1,212 

DK 76 


ES 389 


FI 55 


FR 323 


EL 45 


IE 28 


IT 290 


LU 0 

NL 734 


PT 18 


SE 53 


UK 771 


EU-15 
 4,248 

BG 30 


CY 4 


CZ 49 


EE 3 


HU 66 


LT 45 


LV 34 


MT 1 


PL 132 


RO 53 


SI 21 


SK 10 


EU-12 
 448 


EU-27 
 4,696 

13 


24 


68 


18 


248 


7 


22 


43 


11 


123 


0 


16 


4 


2 


25 


624 


24 


0 


1 


0 


1 


16 


0 


1 


28 


17 


11 


0 


99 


723 


Source: European Commission, 2012c, Eurostat, LE calculations 

940,829 0.0003% 

3,015,774 0.0008% 

6,826,486 0.0003% 

1,676,801 0.0007% 

36,147,025 0.0034% 

1,921,645 0.0010% 

1,517,410 0.0001% 

14,711,032 0.0071% 

2,175,514 0.0014% 

16,221,117 0.0010% 

0 

863,864 0.0001% 

345,964 0.0002% 

28,014 0.0000% 

2,808,709 0.0002% 

89,200,184 0.0008% 

1,139,831 0.0030% 

0 

38,622 0.0000% 

0 

52,089 0.0001% 

15,448,318 0.0501% 

0 

75,168 0.0011% 

716,414 0.0002% 

1,715,784 0.0013% 

1,000,073 0.0028% 

0 

20,186,299 0.0020% 

109,386,483 0.0009% 
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3.3.2. Reasons for gaps occurring 

The Customs Union, which has been in existence for over 40 years83, is currently 
undergoing a large scale change. The 1992 Community Customs Code currently in force 
was developed for procedures involving paper documents and, as such, is not efficient for 
today’s customs environment. Currently, the majority of EU customs authorities use 
electronic customs clearance, which can also benefit traders. However, there exist no 
general EU-wide IT applications for customs clearance84. Therefore, there has been a 
growing view that it is time to modernise and centralise customs procedures across the 
whole of the EU, to better deal with the modern role of customs85. 

In response to the need to modernise the customs systems and processes, a new 
Regulation was adopted in April 200886. This new Regulation provides for a modernised 
Community Customs Code (Modernised Customs Code) and is “aimed at the adaptation of 
customs legislation to fit, but also to govern, the electronic environment for customs and 
trade”. The 2008 Regulation carries out a major overhaul of the customs rules in order to 
make them simpler and better. The 2008 Regulation entered into force on 24 June 2008, 
but was to be applicable only once its implementing provisions are in force and, at the 
latest on 24 June 2013.  

However, in 2012, the EC proposed87 to delay by more than 7 years the application of the 
Modernised Customs Code Regulation and the implementation of the new electronic 
processing environment to, at the latest, 31 December 2020. The proposal for the revised 
regulation also renamed the Community Customs Code (Modernised Customs Code) as the 
Union Customs Code (UCC). 

Thus, the modernisation of the customs code, systems and processes will be 
delayed and the benefits in terms of improved customs collection and reduced 
customs gap will not materialise for a number of years. Unfortunately, as no 
impact assessment accompanied the 2012 proposal to recast the Regulation, it is 
not possible to provide quantitative estimates of the foregone customs revenues. 

Moreover, the role of customs has expanded and they are now responsible for a wide 
range of government activities including dealing with revenue collection, trade compliance 
and facilitation, interdiction of prohibited substances, protection of cultural heritage, 
ensuring product safety and enforcement of intellectual property laws88. This increase in 
responsibility and the tightening of budgets since the financial crisis has stretched EU 
customs administrations89, and may have contributed to increasing the customs gaps.  

Almost 80% of all established and estimated customs irregularities and fraud in 
the EU occurs due to free circulation (see table on next page). 

83	 http://europa.eu/legislation_summaries/customs/l11052_en.htm 
84	 PricewaterhouseCoopers, 2012. 
85	 PricewaterhouseCoopers, 2012. 
86	 Regulation (EC) No 450/2008 of the European Parliament and of the Council of 23 April 2008 laying down the 

Community Customs Code (Modernised Customs Code). 
87	 European Commission, Proposal for a regulation of the European Parliament and of the Council laying down 

the Union Customs Code (Recast), Brussels, 20.2.2012, COM(2012) 64 final, 2012/0027 (COD). 
88	 Widdowson, D., 2007. 
89	 PricewaterhouseCoopers, 2012. 
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Table 8: Cases of irregularities and fraud in customs, by process, 2011 


OtherMember State 
Free 

circulation 

AT 79.99% 

BE 31.75% 

DE 89.45% 

DK 91.55% 

ES 97.43% 

FI 45.12% 

FR 96.08% 

EL 41.08% 

IE 97.27% 

IT 99.72% 

LU 0.00% 

NL 80.55% 

PT 89.19% 

SE 55.04% 

UK 74.12% 

CY 100.00% 

CZ 100.00% 

EE 100.00% 

HU 95.18% 

LT 3.48% 

LV 79.77% 

MT 0.00% 

PL 93.96% 

SI 53.96% 

SK 100.00% 

BG 86.62% 

RO 22.92% 

EU-27 79.64% 

Source: European Commission, 2012c 

Transit 

3.07% 

27.78% 

1.44% 

3.79% 

0.10% 

0.51% 

0.37% 

3.21% 

0.00% 

0.00% 

0.00% 

5.69% 

0.00% 

0.00% 

1.00% 

0.00% 

0.00% 

0.00% 

3.43% 

92.92% 

20.23% 

0.00% 

5.50% 

35.63% 

0.00% 

13.38% 

0.00% 

6.84% 

Customs 
warehousing 

4.27% 

37.97% 

4.35% 

0.00% 

1.32% 

54.37% 

1.00% 

0.00% 

0.00% 

0.06% 

0.00% 

12.31% 

10.81% 

0.00% 

10.15% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

0.00% 

7.87% 

5.53% 

Inward 
processing 

11.14% 1.52% 

0.00% 2.50% 

2.94% 1.83% 

4.36% 0.29% 

0.73% 0.42% 

0.00% 0.00% 

1.57% 0.98% 

0.00% 55.71% 

2.73% 0.00% 

0.17% 0.05% 

0.00% 0.00% 

0.23% 1.22% 

0.00% 0.00% 

43.73% 1.23% 

14.56% 0.17% 

0.00% 0.00% 

0.00% 0.00% 

0.00% 0.00% 

0.00% 1.38% 

1.48% 2.12% 

0.00% 0.00% 

0.00% 100.00% 

0.00% 0.54% 

0.00% 10.41% 

0.00% 0.00% 

0.00% 0.00% 

0.00% 69.21% 

4.52% 3.48% 
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The other aspects of the customs process that are listed in the table above, namely 
transit, customs warehousing, inward processing all are responsible for between 3-7% of 
the established and estimated irregularities and fraud in the customs process across the 
EU. 

	 Customs transit is especially relevant in the EU due to the fact that it is a single 
customs territory but a multiplicity of fiscal territories90. Overall, 6.8% of the 
established and estimated irregularities and fraud within customs in the EU occurs 
as a result of customs transit. 

	 Customs warehousing accounts for 5.5% of the established and estimated 
irregularities and fraud within the EU. Customs warehousing is the process which 
allows the owner to hold imported non-Community goods in the EU and to choose 
when duties are paid or goods are re-exported. 

	 Inward processing is the procedure that allows imported raw materials or semi-
manufactured goods to be processed for re-export within the EU by EU 
manufacturers without a requirement to pay customs duty and VAT on the goods 
being used. Inward processing resulted in 4.5% of the established and estimated 
irregularities and fraud in the EU in 2011. 

The fraud and irregularities most frequently mentioned in TOR cases are false declarations 
and formal shortcomings. False declarations can include incorrect classification, incorrect 
value, incorrect reporting of country of origin and incorrect use of preferential 
arrangements. Formal shortcomings include failure to fulfil obligations or commitments. 

In 2010, a self-assessment study91 identified a number of problem areas that needed to 
be addressed and also put forward a number of future responses. Drawing on the study, in 
its report to the Council in 201192, the Commission identified a set of areas where the 
customs union needed to improve its functioning. 

These areas for improvement include having a broader strategic approach to cooperation 
with other agencies and international partners in the areas of security, health, safety and 
the environment, and a general update and improvement in the structure and working 
methods of customs, to enable a better prioritisation of initiatives and a more streamlined 
utilisation of scare resources. 

A further improvement is needed in terms of efficiency, effectiveness and uniformity in 
order to realise economies of scale. This could be aided by more sharing and pooling of 
capabilities and capacities between Member States.  

Also, “economic operators have reported of different treatment across the EU and 
complained of the uncertainty and costs that arise from different service levels and 
practical requirements that they encounter across the EU.” Due to the fact that the “legal 
basis is common”, it is clear that these differences arise due to shortcomings in 
operational implementation93. 

Traders, who are authorised to use simplified customs procedures for imports, benefit from 
an accelerated customs clearance process. The process is faster as customs rely on the 
correctness of the import declarations and carry out fewer controls before release of the 
goods. The overall process is based on trust. In 2008, more than two thirds of all EU 
customs declarations for imports were made using simplified procedures. 

90 http://ec.europa.eu/taxation_customs/customs/procedural_aspects/transit/index_en.htm
 
91 Deloitte, 2010.
 
92 European Commission, 2011c.
 
93 European Commission, 2012g.
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A recent European Court of Auditors’ report94 assessed whether the two main 
simplified customs procedures for imports are effectively controlled in order to 
provide reasonable assurance of the correct collection of Traditional Own Resources (TOR) 
and help ensure that traders comply with the obligations deriving from the common trade 
policy. The report also assessed whether Member States carry out effective controls. 

The report found that the Commission had taken into account international standards and 
put in place an appropriate regulatory framework for simplified procedures. The report also 
noted that the Commission had developed an EU-wide automated risk 
management system. 

However, the report found that Member States use their own, sometimes deficient, 
approaches to the control of simplified procedures including: 

	 Poorly documented audits before authorising a trader to use simplified 
procedures; 

	 Little use of automated data processing techniques for carrying out checks 
during the processing of simplified procedures; 

	 Excessive use of simplified procedures, namely the notification waiver under 
the local clearance procedure, which prevent risk-based checks before goods 
come onto the EU market; 

	 Ex-post audits of trader’s commercial documents and accounts of poor quality, 
insufficiently frequent or not adequately targeting transactions.  

These inefficiencies in the customs procedures mean that there exist opportunities for 
individuals and businesses to avoid paying the appropriate levels of customs duties and 
the Court found a high frequency of errors in 6 out of 9 Member States it covered in its 
assessment. The errors were often due to the fact that traders did not have the correct 
documents for importing the products or for benefiting from a preferential duty rate. 

DG TAXUD launched a number of initiatives in response to the report from the European 
Court of Auditors and according to the DG’s 2013 Management Plan, 5 out of the Court’s 
12 recommendations have been already implemented. The implementation of the 
remaining 7 recommendations is on-going and is planned to be finalised by the expected 
completion date (end of 2013 for all accepted recommendations except the ones requiring 
computerisation which have a target date of 2015). 

Another recent report from the European Court of Auditors95 also detected serious 
weaknesses in national customs supervision. The Special Report reviewed the 
Customs 42 procedure and sought to identify whether the control of this 
procedure prevents and detects tax evasion. 

The Court found that control of this procedure was deficient in seven selected Member 
States because: 

	 Customs authorities do not ensure the validity and completeness of key data; 

	 Essential information is not made available to tax authorities; and 

	 Cross-checking of key data is not carried out by tax authorities in all cases. 

A loss of EUR 2.2 billion was estimated as a result of issues with the application of 
Customs procedure 42 in seven Member States in 2009. This estimated loss represents 
29% of the VAT theoretically applicable on the taxable amount in those 7 Member States.  

94 European Court of Auditors, 2010. 
95 European Court of Auditors, 2011. 
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3.3.3. Implications for the Single Market 

An uneven enforcement of the Customs Code across the EU distorts the level playing field 
between importers but also between domestic producers and the foreign producers who 
manage to avoid paying customs duties. As a result, the level of production and 
employment in the EU is lower than it would be in the absence of a customs gap. 

Moreover, as any shortfalls in customs revenues in the EU budget are implicitly offset by 
higher own resources based on Gross National Income (GNI), the effective “cost” of the 
customs gap is redistributed from the Member States with the largest customs gaps to the 
Member States with the higher GNI in the EU. If, as a result, the tax burden in the latter 
Member States is higher than it would be  otherwise, the differences in customs gaps 
across the EU result indirectly in an uneven level playing field between businesses 
operating in the lit economy and hampers the proper functioning of the Single Market. 

3.4. VAT gap 
The VAT system was introduced to the EU by the First VAT Directive96 and Second VAT 
Directive97 in the 1960s. It replaced a variety of turnover tax systems that were in 
operation at the time98. Given the size of the tax revenue which can be collected through 
VAT, it is crucial that the system is designed correctly99. 

The VAT Directive 2006/112/EC of 28th November 2006 provides the current legal 
framework for the application of VAT rates in Member States. Member States have made 
and continue to make wide use of the possibilities offered within this framework, which has 
resulted in the complex current VAT system within the EU. 
The defining characteristic of VAT is that, in principle, it is a broad-based tax on all 
commodity sales, to consumers and businesses. It does allow registered businesses to 
credit VAT charged on their purchases (i.e., input VAT) against the VAT due on their sales 
(i.e., output VAT)100. 
While the common Customs Code ensures the level playing field between importers in 
different Member States, the EU VAT system ensures the level playing field between 
domestic and foreign suppliers in each of the EU Member States. 

3.4.1. Size 
The VAT gap is defined as the difference between the theoretical VAT liability for the 
economy as a whole and actual VAT receipts. It should be noted that the VAT gap can 
arise for other reasons than VAT fraud. For instance, the VAT gap may include VAT not 
paid as a result of legitimate tax avoidance schemes, which is not a fraudulent activity. 
Moreover, insolvencies can also give rise to a VAT gap. 

A 2009 study by Reckon for the DG TAXUD101 quantified and analysed the VAT gap in the 
EU-25102 Member States, excluding Cyprus over the period 2000-06 using a top-down 
approach. This study estimated that a) the EU-25 VAT gap was between 12-14% of the 
theoretical liability over the years 2000-06 and b) the EU-wide value of this gap was over 
EUR 106 billion in 2006.  

96 First Council Directive 67/227/EEC on the harmonization of legislation of member states concerning turnover 
taxes. 

97 Second Council Directive 67/228/EEC on the harmonization of legislation of member states concerning 
turnover taxes — structure and procedures for application of the common system of VAT. 

98 Lejeune, I., 2011. 
99 Institute of Fiscal Studies, 2011. 
100 International Monetary Fund, 2007. 
101 Reckon LLP, 2009. 
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Table 9: VAT gaps in the EU – 2006 and 2011 


Member 
State 

Theoretical 
VAT 

liability, 
2006 €m 

VAT 
receipts, 
2006 €m 

VAT 
gap, 

2006 
€m 

VAT 
gap, as 
% of 
GDP, 
2006 

VAT gap as 
a share of 
theoretical 
liability, 

2006 

VAT gap 
as a 

share of 
VAT 

receipts, 
2006 

VAT 
receipts, 
2011 €m 

VAT 
gap, 
2011 
€m 

VAT 
gap, as 
% of 
GDP, 
2011 

AT 22.844 19.735 3.108 1.2% 14% 16% 23.447 3.693 1.2% 

BE 25.360 22.569 2.791 0.9% 11% 12% 26.021 3.218 0.9% 

BG - - - - - 13%* 3.352 447 1.2% 

CY - - - - - 13%* 1.517 202 1.1% 

CZ 9.216 7.541 1.675 1.4% 18% 22% 10.994 2.442 1.6% 

DE 164.115 147.150 16.965 0.7% 10% 12% 189.920 21.896 0.8% 

DK 23.611 22.560 1.051 0.5% 4% 5% 23.870 1.112 0.5% 

EE 1.325 1.215 111 0.8% 8% 9% 1.363 125 0.8% 

EL 21.746 15.183 6.563 3.1% 30% 43% 15.027 6.496 3.1% 

ES 63.013 61.595 1.418 0.1% 2% 2% 57.376 1.321 0.1% 

FI 15.176 14.418 758 0.5% 5% 5% 16.915 889 0.5% 

FR 140.817 131.017 9.800 0.5% 7% 7% 140.506 10.510 0.5% 

HU 8.882 6.813 2.070 2.3% 23% 30% 8.517 2.588 2.6% 

IE 14.043 13.802 241 0.1% 2% 2% 9.782 171 0.1% 

IT 119.197 92.860 26.337 1.8% 22% 28% 98.557 27.953 1.8% 

LT 2.335 1.826 510 2.1% 22% 28% 2.444 683 2.2% 

LU 1.961 1.941 20 0.1% 1% 1% 2.690 28 0.1% 

LV 1.751 1.374 378 2.4% 22% 28% 1.368 376 1.9% 

MT 463 410 53 1.0% 11% 13% 520 67 1.0% 

NL 41.269 39.888 1.381 0.3% 3% 3% 41.610 1.441 0.2% 

PL 23.784 22.127 1.657 0.6% 7% 7% 29.843 2.235 0.6% 

PT 14.371 13.757 614 0.4% 4% 4% 14.235 635 0.4% 

RO - - - - - 13%* 11.412 1.520 1.2% 

SE 29.294 28.487 807 0.3% 3% 3% 36.610 1.037 0.3% 

SI 2.764 2.647 116 0.4% 4% 4% 3.049 134 0.4% 

SK 4.632 3.320 1.312 2.9% 28% 40% 4.711 1.862 2.7% 

UK 155.697 128.721 26.976 1.4% 17% 21% 128.299 26.888 1.5% 

EU 907.667 800.955 106.712 0.9% 12% 13% 903.952 120.434 1.0% 

Source: Reckon LLP (2009) and LE calculations 

102 EU-25 doesn’t include Bulgaria or Romania.
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It should be noted that the Reckon study’s estimate for the size of the VAT gap in the EU 
does not include estimates for the size of the VAT gap in Bulgaria, Cyprus or Romania. 

Using the estimates derived for the size of the VAT gap in 2006, we have estimated the 
size of the VAT gap in Member States and the EU in 2011, assuming that the relative size 
of the VAT gap compared to VAT receipts remained constant103. Based on our 
assumptions, the size of the VAT gap has grown to over EUR 120 billion in the EU in 
2011. 

As part of the present study, we also gathered r more recent estimates for the size of VAT 
gaps in individual Member States. Given that these estimates reported in Table 10 come 
from different sources and are based on different methodologies, a direct comparison 
across countries may not be entirely valid. 

Table 10:  Additional national level estimates for VAT gap 

Member State A Time period VAT gap VAT gap as % of GDP 

Denmark104 2008 EUR 0.42 billion105 0.18% 

France106 2011/2012 €8.1 billion 0.41% 

Slovenia107 2008 €0.20 billion 0.54% 

Spain108 2011 €18 billion109 1.69% 

Sweden110 2008 €1.23 billion111 0.37% 

UK112 2010/2011 €11.1 billion113 0.64% 

Source: LE Research 

The estimation of tax gaps is notoriously difficult and relies on many assumptions. The 
sensitivity of the estimates of tax gaps to different methodologies and assumptions is 
clearly illustrated by a comparison of the estimates for the UK VAT gap from the Reckon 
study and the UK HMRC.  

Every year, the UK HMRC calculates the size of the VAT gap in the UK and their estimate 
from 2010/2011 is over EUR 15 billion lower than the estimate derived from the Reckon 
study. However, the tax gap estimates made by the UK HMRC are criticised for being too 
low and not including everything which should be taken into account114. 

103	 As information was not provided in the Reckon LLP study concerning Bulgaria, Cyprus or Romania, we have 
assumed that the size of the VAT gap is equal to the EU average, in terms of a percentage of VAT receipts. 
We have also applied the estimate for the size of the VAT gap, in terms of percentage of VAT receipts, for the 
EU-25 in 2006 to the EU-27 in 2011. 

104 http://www.ft.dk/samling/20111/almdel/sau/bilag/122/1079110.pdf 
105 Estimate is DKK 3.2 billion which using average 2008 exchange rate of EUR 1=DKK 7.456 converts to the 

listed figure. 
106 http://www.senat.fr/rap/r11-673-1/r11-673-11.pdf 
107 http://www.stat.si/doc/vsebina/03/Teoreticni%20davek%20na%20dodano%20vrednost.pdf 
108 http://www.i2integrity.es/ 
109 The report suggests the VAT gap could be as great as EUR 18 billion. 
110 http://www.skatteverket.se/download/18.225c96e811ae46c823f800014872/Report_2008_1B.pdf 
111 Estimate is SEK 11.8 billion which using average 2008 exchange rate of EUR 1=SEK 9.6152 converts to the 

listed figure. 
112 UK HM Revenue & Customs, 2012b. 
113 Estimate is UKP 9.6 billion which using average 2011 exchange rate of EUR 1=0.86788 converts to the 

listed figure. 
114 http://www.taxresearch.org.uk/Blog/2012/10/18/why-hmrcs-tax-gap-still-makes-no-sense/ 
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It should also be noted that the reliability of tax gap estimates in the Reckon study have 
been questioned by some specialists. For example, Richard Murphy115, a tax expert, 
wonders whether it is realistic that there was a 2% VAT gap in Spain but a 22% gap in 
Italy. In his view, there should be a greater degree of similarity between 
these two economies.  

That said, irrespective of the unavoidable uncertainty around such estimates of the VAT 
gaps, the figures reported above are large and warrant policy action to reduce them 
significantly. The first step in such policy course would require devoting more efforts 
across the EU to better assess the size of the VAT gaps and understand the causes for 
such gaps. A series of concrete VAT measures that would help reduce the VAT gap are 
reviewed in chapter 5. 

3.4.2. Reasons for gaps occurring 

Under the VAT Directive, supplies of goods and services subject to VAT are normally 
subject to a standard rate of at least 15%. However, Member States may apply one or two 
reduced rates of not less than 5% to goods and services on a restricted list116. 

These simple rules are complicated by a multitude of derogations granted to certain 
Member States, with some of the derogations being offered to a majority of Member 
States. These derogations were granted during the negotiations preceding the adoption of 
the VAT rates Directive of 1992 and in the Acts of Accession to the European Union. These 
numerous derogations are believed to be one reason for the failure of the EU 
having a “coherent system of VAT rates”117. 

According to economic and tax theory, the VAT has many desirable properties. It does not 
distort “saving and investment decisions, production patterns, trade and 
competitiveness”118 and, although it taxes final consumption in a rather roundabout way, 
this has its advantages as it reduces the potential and incentive to evade tax. 

Although the current EU VAT system displays most of these advantages, it is also prone to 
a number of weaknesses119. The current VAT system was designed many years ago and 
the economic world has developed dramatically and there have not been sufficient updates 
to the EU VAT system to take these into account120. Whilst being widely recognised as an 
effective form of taxation, the current VAT system is vulnerable to evasion and 
fraud121. 

The main issue is the differences in the VAT rates within the EU. This means that it 
can be beneficial for consumers to source products from one country rather than another 
simply due to the fact that they will pay a lower rate of VAT. This is a direct hindrance to 
the operations of a well-functioning Single Market122. 

Differences in VAT rates and changes in the rules concerning VAT, converting to a 
destination principle, have led to confusion and difficulties for suppliers. This has led the 

115 Tax Research UK, 2012.
 
116 http://ec.europa.eu/taxation_customs/taxation/vat/how_vat_works/rates/index_en.htm
 
117 http://ec.europa.eu/taxation_customs/taxation/vat/how_vat_works/rates/index_en.htm
 
118 Institute of Fiscal Studies, 2011.
 
119 Institute of Fiscal Studies, 2011.
 
120 Institute of Fiscal Studies, 2011.
 
121 International Monetary Fund, 2007.
 
122 Deloitte, 2012. 
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EC to conduct a general review of VAT rate policy, whilst also focusing on VAT gaps and 
the high compliance burdens in the current VAT system123 124 . 

3.4.3. Complexity of rules leading to additional costs 
The EU VAT system is currently based on taxation at the place of consumption instead of 
the location of the supplier. This means that each cross-border transaction results in 
businesses having to determine the relevant VAT rate is required and identify the reporting 
obligations and checks that they must comply with.  

Even determining the location of supply depends on several factors, in particular the object 
of a transaction (i.e., goods or services).  

Having identified the location of supply, the supplier has to calculate, declare and pay the 
required tax. If the supplier is not established in the Member State, then she/he may need 
to register, which can be burdensome. In some cases, it is possible to transfer these 
obligations on to the consumer. However, this does not eliminate the burden; it simply 
shifts it on to another party. 

These additional may incentivise individuals or businesses to attempt to evade VAT 
through the types of fraud which will be discussed later in this section. 

3.4.4. Distortions in the level playing field 
To ensure the proper functioning of a single market it is important that there are no 
distortions of competition, and that goods and services move as freely cross-border within 
the Single Market as they do within a domestic market. 

The current EU VAT system causes hampers to the proper functioning of the 
Single Market ideal due to two aspects of the system: thresholds and options; 
and the right to deduct125. 

Firstly, VAT obligations for intra-EU purchases above the minimum threshold of 
EUR 10,000 made by fully exempted taxable persons, such as SMEs, and non-
taxable legal persons, such as public bodies, may deter cross-border purchases. 
These obligations would be particularly costly in the area of public procurement, by 
limiting full market access across the EU. The impact of this cost may be even more 
severe in the area of services, for there is no such threshold set for taxable 
persons.  

In some Member States, certain business expenses are excluded from the right 
to deduct or capital goods schemes calculations are applied differently. This is due 
to VAT being based on the rules of the Member States, whilst the deduction system is 
based on the Member State in which the expense occurs. There may be instances where 
certain business expenses are excluded from the right to deduct. This fact may force the 
trader to incorporate these additional costs into their pricing which may put them at a 
competitive disadvantage when selling in other Member States which do not apply such a 
restriction, or when selling in their own Member State against competitors located in 
Member States which do not apply such a restriction.  

123 Deloitte, 2012. 

124 European Commission, 2010c.
 
125 European Commission, 2010a.
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Also, there are schemes in place whereby suppliers sell goods from a low rate 
VAT Member State to another Member State with a higher VAT rate, in order to 
avoid charging the higher VAT rate. This is possible through using a third party that 
organises the shipping service126. This is a prime example of inefficiencies interfering with 
the proper functioning of the Single Market.  

These policies may cause movements of businesses within the EU or out of the 
EU in order to take advantage of lower VAT rates. These policies therefore cause an 
unlevel playing field across the EU and could potentially lead to lower VAT revenues for 
the EU as a whole. While not necessarily a negative development, it raises the sensitive 
issue of tax shifting. 

3.4.5. Derogations and options 
The fact that there is not a single common EU VAT rate means that traders require 
knowledge of the differences in VAT regimes across different Member States. Therefore, 
conducting business in the Single Market entails additional costs compared to 
operating just within the business’s domestic market. Such a situation may 
discourage businesses from trading intra-EU. In other words, the differing VAT 
rules across the EU are harming the proper functioning of the Single Market. 

Reduced rates, due to the way in which they are often implemented, can increase 
administration, litigation, and compliance costs as they increase the complexity 
of the system127. In turn, such increase in complexity of the VAT system may cause 
some individuals and businesses to avoid paying VAT and thus add to the VAT gap. 

3.4.6. Sources of fraud 
The VAT system, as it currently exists within the EU is open to several different types of 
fraud, which contribute to the VAT gap128.  

VAT rate differentiation creates scope for misclassification fraud 

Due to the varying rates of VAT that are currently applied to different goods, it is possible 
to lower the VAT liability by exaggerating the proportion of sales in a lower-taxed 
category. 

Sufficiently large rate differentials can also give rise to refund entitlements for some 
traders, when inputs taxed at a high rate are used to produce outputs which are subject to 
a lower VAT rate. In short, VAT rate differentiation creates opportunities for abuse and 
extends the scope of the refund problem beyond exports. 

One of the major frauds related to VAT rate differentiation is the so-called 
carousel fraud which takes advantage of the zero-rating of intra-community 
supplies and the deferred payment mechanism for collecting VAT on 
acquired goods. 

Example: A company (B) buys goods from a company (A) in another Member State (which 
supplies the goods without VAT). Suppose the VAT-free unit price at which the good is sold 
is EUR  1000. Company (B) sells the goods to a buffer company (C) at a price shown as 
including VAT, say EUR 1080 (EUR 900 + EUR  180 VAT) if the VAT rate is 20%. 
However, company (B) disappears before paying the liable VAT. The third company (C), 

126 Deloitte, 2012. 

127 Institute of Fiscal Studies, 2011.
 
128 European Commission, 2012i.
 

PE 507.454 53 



 
 

 
 

  

 

     
   

 
 

 

 
 

 

    

  
 

 

 
 

  
 

   

                                          
   
   
   

Policy Department A: Economic and Scientific Policy 

which may be complying and know nothing of the fraud, is used to conceal the fraud. 
Company (C) sells the goods to a fourth company (D), say at a price of EUR 1140 (EUR 
950 + EUR  190 VAT), and pays the VAT of EUR  10 (output VAT EUR 190 – input VAT 
EUR 180). The fourth company (D) pays this price including VAT on the purchase from the 
buffer company (C) and then supplies (ICS) the goods back to the original company (A) in 
the other Member State at a price of EUR  980 (VAT exempt) and claims a refund for VAT 
on exported goods of EUR  190; in effect it reclaims the VAT not paid by the disappeared 
company (B) (i.e. EUR 190 – EUR 10 = EUR 180 which is 20% of the price company (B) 
had to pay on its sale to company (C)). 

Every member of the chain can gain a profit from this activity and even though some 
parties may not know that they are involved in a carousel fraud, they gain an advantage. 
The party that loses out is the Single Market129. 

This situation shows that the application of a uniform VAT rate with exemptions only based 
on the technical unfeasibility of taxation, such as in the financial services, could lead to 
benefits. 

Abusive use of VAT refunding  

Registered businesses are able to credit the VAT charged on their purchases, input VAT, 
against the VAT due on their sales, output VAT. Any excess credits that are created are 
refunded to the taxpayer. This feature of the VAT system leaves it open to economic 
crime. 

This is known as acquisition fraud, contrived insolvency fraud or missing-trader fraud. This 
fraud takes advantage of the zero-rating of intra-community supplies and the 
deferred payment mechanism for collecting VAT on acquired goods and involves 
illegal claims of VAT refunds. 

Example: It works by a company (Firm A) buying goods from another company (Firm B), 
which is situated in another Member State, so the goods are exported without VAT. The 
goods are then resold to another company (Firm C) which is in the same Member State as 
the original purchaser of goods (Firm A) at a price including VAT. Firm A then disappears 
before paying the VAT which is due. 

Another example of this type of fraud involves a fake company simply claiming VAT 
refunds using fake invoices and then disappearing. These are typically carried out by 
organised criminals130. 

Member States and the European Commission are regularly alerted to possible new fraud 
activities. However it appears that when a gap is plugged in one Member State, the 
fraudsters simply move their operations to a different Member State131. 

129 European Commission, 2012i. 
130 European Commission, 2012i. 
131 European Commission, 2010a. 
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3.4.7. Implications for the Single Market 
Non-payment of VAT and VAT fraud seriously distort the level playing field between 
businesses operating in the lit economy and the shadow economy, both domestically and 
in cross-border trade within the EU as businesses engaging in such fraudulent activity 
clearly enjoy a cost advantage when selling goods and services. 

As was already noted earlier, once businesses operate in the shadow economy, they not 
only do not pay taxes but are also very likely to avoid complying with various consumer 
protection, employment and other laws and regulations.  

Thus, VAT avoidance does not only affect the level playing field between businesses but is 
also likely to have broader negative welfare consequences even if the customer of a VAT-
avoiding business benefits from a lower price.  

Moreover, in the case of business transactions set up explicitly to commit fraud, the goods 
underlying these transactions (for example mobile phones in VAT carousel frauds) are 
often dumped in the market place once the fraud is committed. Such dumping further 
hurts competing businesses operating in the lit economy. 
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4.	 POTENTIAL TO RELAUCH THE EUROPEAN ECONOMY BY 
STRENGTHENING THE SINGLE MARKET THROUGH A 
REDUCTION OF THE SHADOW ECONOMY 

KEY FINDINGS 

 Reducing the shadow economy will create a more level playing field between 
businesses in the Single Market, ensure that consumers and employees benefit more 
fully from the protection foreseen by various EU laws and that the legal framework 
and regulations addressing various negative externalities are respected. Essentially, 
it will ensure that EU citizens and businesses can benefit fully from the Single 
Market. 

 Moreover, such a reduction in the size of the shadow economy will also reduce tax 
gaps and generate additional revenues for governments, a particularly desirable 
outcome as the current fiscal situation is difficult and government budgets are under 
pressure in many EU Member States. 

 The additional revenues that the closure of the tax gap will generate can be used to 
reduce the level of taxation faced by economic agents in the lit economy or increase 
government spending or reduce the budget deficit, or a combination of the three. 

 Any increase in spending or reduction in budget deficit will result in a higher level of 
economic activity in the long run although any estimates of such an increase are 
surrounded by considerable uncertainty. 

 In addition, the elimination of the shadow economy and tax gaps will increase the 
efficiency of the allocation of resources in the economy and, hence, the long-run 
productivity level. 

4.1.	 How does the reduction of the shadow economy contribute to 
strengthen the European economy? 

The previous chapter highlighted the fact that reducing the sizeable shadow economy and 
closing the tax gaps would contribute significantly to improve the functioning of the Single 
Market by ensuring that: 

	 all businesses in the EU operate on a level playing field; 

	 consumers and employees benefit fully from the protection foreseen by EU laws 
and regulations; and, 

	 other regulations and laws addressing various externalities are fully complied with. 

As well, reducing the shadow economy and eliminating tax gaps will generate additional tax 
revenues, a particularly important aspect in times of constrained budgets, spending cuts 
and tax increases.  

The section below reviews in greater detail the benefits of reducing the shadow economy 
and closing tax gaps. 
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4.2.	 Budgetary and economic implications of additional tax 
revenues from closing the tax gaps 

The existence of a tax gap means that the actual tax receipts are lower than what they 
should be given the level of economic activity. As noted earlier, the tax gap in 2011 has 
been estimated by one study at about EUR 850 billion132. 

However, as a good part of the tax gap arises from the existence of the shadow economy 
and it is estimated that only about 1/3 of the level of activity of the shadow economy would 
continue in the lit economy if the shadow economy were to be fully shut down, a tax gap of 
a particular size will not necessarily result in an increase in tax revenue of the same size if 
measures are taken to enforce tax laws and eliminate the shadow economy133. 

Therefore, the analysis below a) uses the country specific tax gaps reported in Tax 
Research UK (2012) and b) assumes that only 1/3 of the tax gap in each Member State can 
be translated into actual tax revenues.  

Despite the assumption of only a 1/3 conversion rate from tax gap into actual tax 
revenues, the figure below shows that the additional revenues that could be gained are 
very significant: 

	 In 7 countries (AT, EL, IE, LU, NL, SK, UK) the additional revenues are between 
1.00% and 1.99% of GDP; 

	 In 11 countries (CZ, DE, DK, ES, FI , FR, LT, LV, MA, PL, PT, RO, SE) the additional 
revenues are between 2.00% and 2.99% of GDP; and, 

	 In 7 countries (BE, BG, CY, EE, IT, HU, SL) the additional revenues are between 
3.00% and 3.99% of GDP. 

In monetary terms, the estimated additional tax revenues arising from the closure of the 
tax gap ranges from about EUR 500 million in Latvia to EUR 60 billion in Italy. 

Figure 1: Additional tax revenues from closing the tax gap as % of GDP, 2011 

Source: London Economics based on analysis of Tax Research UK, 2012 and data from Eurostat 

132 Tax Research UK, 2012.
 
133 The tax gap also reflects tax avoidance which is typically not counted as part of the shadow economy. 
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In order to assess the economic impact of the additional tax revenues on the economy, one 
needs to make an assumption about the use of these revenues. For example: 

	 The additional tax revenues can be simply used to reduce the budget deficit – in 
such a case, taxpayers operating in the lit economy do not derive any benefit from 
the elimination of the tax gap134; 

	 The additional tax revenues can be used to reduce the tax burden of taxpayers 
who operated in the lit economy; 

	 The additional tax revenues can be used to increase spending by a similar amount; 

	 The additional tax revenues can be used for a combination of reduced taxes on 
taxpayers in the lit economy, higher spending and lower budget deficits. 

The figure below shows that the additional tax revenues arising from the closure of the tax 
gap are very substantial in some Member States and could be used to fund substantial 
budgetary action, either in terms of taxes or spending of budget deficit. 

	 On the tax side, the additional tax revenues arising from the elimination of the tax 
gap ranges from 2.7% of actual tax revenues in Austria to 9.5% in Bulgaria; 

	 On the expenditures side, the additional tax revenues arising from the elimination 
of the tax gap ranges from 2.6% of actual expenditures in Austria to 9.2%  
in Estonia. 

Figure 2: Additional tax revenues from closing the tax gap as % of total tax 
revenues and expenditures, 2011 

Source: London Economics based on analysis of Tax Research UK, 2012 and data from Eurostat 

134 There could be an indirect benefit if lower budget deficits result in lower interest rates. Such an indirect benefit 
will mostly arise in Member States where both budget deficits and interest rates are high at the present time. 
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The overall economic impact depends on the usage of the tax revenues accruing from the 
closure of the tax gap and the fiscal multiplier. 

The latter is an estimate of the short-term or long-run impact on the level of GDP (at 
constant prices) of a particular budgetary action. For example, a multiplier of 1 implies that 
the level of GDP (at constant prices) will be higher by 1% as a result of an expansionary 
fiscal policy measure (increase in spending or reduction in taxes) equal to 1% of GDP. 

The actual size of the multiplier varies depending on the type of fiscal policy instrument 
being used, the level of capacity utilisation in the economy, the existence of credit 
constraints, etc. 

While the concept of fiscal multiplier has been around for a long time in the academic 
literatures and is frequently used to assess the economic impact of a particular budget 
action, there exists no consensus about its precise size135 . 

Recently, there has been considerable discussion among academics and policy-makers 
about the actual size of the fiscal multiplier when the economy is very weak. For example, 
Blanchard and Leigh (2013) argue that, at the present time, “the actual multipliers were 
substantially higher than 1 in 2009” and have been declining slightly since then.  

In its Autumn 2012 Forecast report, the EC notes that: 

“In the Commission's QUEST model, multipliers for temporary fiscal shocks are typically 
between 0.1-0.4 for tax changes, but in the range of 0.7-1.5 for spending changes when 
credit constraints are high and interest rates are at the zero-lower bound. 

However, it is generally accepted that the impact multiplier associated with permanent 
fiscal consolidations is substantially smaller than the multiplier of temporary fiscal 
contractions, because of more positive crowding in (confidence) effects of private 
consumption and investment associated with an expected increase in net income. 

In QUEST the multiplier for a permanent consolidation for the EU aggregate in normal 
circumstances lies, depending on the instrument, between 0.2-0.8, and is on average for a 
balanced composition consolidation around 0.4. However, when interest rates are 
constrained by the zero rate floor, and in an environment of global fiscal retrenchment, as 
in the current environment, the average multiplier can rise to 0.5-0.7.” (European 
Commission, 2012, p. 41) 

Based on the information presented above, the following long-run fiscal multipliers are used 
in the analysis below: 

Multiplier Low High 

Spending 0.4 0.8 

Tax 0.2 0.4 

Because of the uncertainty surrounding the precise size of the multiplier, low and high 
estimates are used in the quantification of the economic impact. 

135	 See, for example, the literature review on fiscal multipliers in Blanchard (2013), Boussard et al. (2012) and 
Coenen et al. (2013). 

PE 507.454 	 59 



 
 

 

  
 

 
 

 

  

  
  

 
 

 
 

 
 

 

  
  

           
 

   

Policy Department A: Economic and Scientific Policy 

The economic implications of the three policy choices described earlier are very different: 

	 Policy choice 1: If the additional tax revenues arising from the elimination of the 
tax gap are used to reduce the tax burden on the taxpayers who operated 
previously in the lit economy, there is no change in the overall tax and hence no 
global macro-economic effects. However, the taxpayers who operated previously in 
the lit economy will be better off. 

	 Policy choice 2: If the additional tax revenues arising from the elimination of the 
tax gap are used to fund additional government spending, the net impact on the 
macro-economy will depend on the difference between the spending and tax 
multipliers as the increase in spending will stimulate economic activity while the 
additional tax revenues will restrain economic activity. 

Based on the fiscal multipliers shown above, the net fiscal multiplier from such a 
policy choice will be in the range of 0.2 to 0.4.  

Given that the EU-wide additional tax revenues amount to 2.3% of GDP, the net 
positive economic impact (in terms of higher GDP) will be of the order 0.5% to 
0.9% in the long run. 

The impact on individual Member State varies depending on the size of the tax gap 
in each country (see figure below). 

Figure 3: Long-run impact on GDP (in %) of additional tax revenues due to 
closure of tax gap and increase government spending 
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	 Policy choice 3: If the additional tax revenues arising from the elimination of the 
tax gap are used to reduce the budget deficit there will be a restrictive (negative) 
effect in the short-run. However, in the longer run there will be a positive impact 
on GDP as the level of public debt will be lower than it would have been without 
such a policy (which is akin to a fiscal consolidation policy). 

The QUEST model simulation results described earlier suggest that, in a case of a 
tax-based fiscal consolidation, the long-run multiplier is likely to be of the order of 
0.2 in general and could be as high as 0.5 to 0.7 in current circumstances.  

As the EU-wide additional tax revenues amount to 2.3% of GDP, the net positive 
long-run economic impact (in terms of higher GDP) will be of the order 0.5% and 
possibly higher. 

The considerable uncertainty surrounding the precise size of the fiscal multipliers suggests 
that the quantitative estimates of the impacts of the various policy choices are likely to be 
an imprecise approximation of the “true impact” and should therefore be treated as such. 

Nevertheless, the results illustrate that a reduction in the sizeable tax gap that exists 
at the present time will boost the level of economic activity in the longer run 
unless the additional tax revenues are used to reduce the level of taxation faced by 
economic agents operating in the lit economy. 

In addition to this fiscally-induced benefit, the elimination of the distortions in the 
level playing field discussed at the end of the previous chapter will also result in 
the longer run in a more efficient allocation of resources to the various economic 
activities and hence raise the economy’s productivity level. 

The bottom-line is that the elimination of the tax gap will raise the long-run level 
of GDP. 
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5. POTENTIAL SOLUTIONS AND MECHANISMS TO REDUCE 
SHADOW ECONOMY 

KEY FINDINGS 

 The current reform of the European customs, if coupled with appropriate ICT 
solutions and effectively carried out, has the potential to decrease the shadow 
economy fuelled by undeclared or illegal imports and the size of the customs gap 
which currently exists in the EU. However, the recast proposed by the European 
Commission will substantially delay this important reform and no impact 
assessment of such a delay has been undertaken. Initial estimates suggest that 
the postponement of the customs reform will cost the EU economy annually 
EUR 2.5 billion in forgone savings from lower compliance costs and as much as 
EUR 50 billion in expanded international trade market. 

 Reforming VAT and strengthening the VAT system by adopting better information 
and communication technologies in order to  make it easier a) for  taxpayers  to  
comply and b) tax authorities to monitor economic transactions has a clear 
potential to curb the shadow economy that is currently striving in the Single 
Market. 

 Other methods for tackling the shadow economy in the EU should concentrate on 
administrative reform and simplification, cooperation with other Member States, 
strengthening the surveillance, awareness raising activities, and industry 
agreements against operating in the shadow economy to reduce the financial 
attractiveness of doing so. 

Having discussed the current situation regarding tax gaps and the potential costs and 
benefits which may arise when closing these gaps, the present chapter reviews a number of 
approaches for addressing the gaps. This review is based on secondary research, a review 
of available literature, as well as information gathered through a survey of tax experts from 
across the EU.  

5.1.	 General framework for reducing the shadow economy through 
improved tax governance 

Tackling the shadow economy requires the articulation of a clear set of policies and actions. 

In this regard, it is useful to note that a recent study by Jensen and Wöhlbier (2012) which 
identifies a number of complementary approaches for reducing the tax gaps through 
improved tax governance. These include: 

 An adequate taxpayer compliance programme; 

 Comprehensive use of electronic pre-filling; 

 Comprehensive use of third party reporting; 

 Efficient procedural justice increasing voluntary compliance; 

 Criminalising the purchaser; 

 Obligations to pay amounts above a certain threshold by electronic means; 

 Avoiding tax amnesties; and, 

 Avoiding VAT rate differentiation.  
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While many of these measures would be useful, some are likely to be more 
efficient than others as they do not depend on actual changes in taxpayer 
behaviour. 

Two of these preferred measures are IT-based and include a comprehensive use of 
electronic pre-filling and a comprehensive use of third party reporting. A third 
preferred solution involves the obligation to settle by an electronic payment 
instrument any transaction whose amount exceeds a certain threshold. The 
elimination of VAT tax rates difference would also be useful as it would reduce the 
incentive to cheat. But, at the same time, such a measure may be politically more difficult 
to implement. 

Many of the other measures listed above are useful but work only if the behaviour of the 
taxpayer changes in response to their implementation. Such measures aimed at changing 
taxpayer behaviour include the implementation of compliance programs and efficient 
procedural justice, and the avoidance of tax amnesties.  

The only measure in the list above which raises concerns is the criminalisation of the 
purchaser in cases of purchases without VAT, duty or customs payments. Rather 
than risking creating a large number of “criminals”, it would be better to implement the 
preferred measures listed above which would eliminate the opportunity for customers to be 
put in a situation where they may be asked or offered to settle a transaction without paying 
the VAT. 

Each of the measures is described below in greater detail. 

5.1.1. Preferred measures 

Comprehensive use of electronic pre-filling 
The use of electronic pre-filled tax returns can be mutually beneficial for the taxpayer and 
tax agency. Pre-filled tax returns make it easier for taxpayers to comply and pay taxes, 
whilst it also reduces the administrative burden on tax authorities. Electronic pre-filled tax 
returns should therefore lower compliance costs, lower the cost of administration and 
increase compliance. 

Comprehensive use of third party reporting 
The use of third-party information by tax authorities is important for reducing the 
possibility for taxpayers to under-report income. Member States should set up IT systems 
to deal with the third-party data and the information should be used when examining the 
situation of each taxpayer.  

Employers should be required to report taxable remuneration for employees on an 
individual basis, including fringe benefits. In order to compute capital gains, financial 
institutions should be required to report interests and dividends as well as the purchase and 
selling prices of financial assets. 

However, third party information cannot cover all taxpayers and income types. Such 
information may not be of much assistance in the case of tax returns from companies and 
self-employed individuals. Therefore, efforts should be made to ensure that it is as simple 
as possible for these taxpayers to comply with taxation. 
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Obligations to pay amounts above a certain threshold by electronic means 

By making it obligatory to pay for goods or services whose value exceeds a certain 
threshold using electronic means, purchasers would leave a trace that could be used for 
audit purposes. 

Additionally, it will be possible to check taxpayers’ declared income against their life style 
and consumption habits through monitoring transactions made on bank cards. 

Schneider argues that cash may be the most important enabler of the shadow economy136, 
due to the fact that it is easy to use and difficult to trace. For example, those industries 
that deal primarily in cash have an opportunity to hide some of their takings from tax 
authorities, in order to not pay tax on those earnings.  

For this reason, the use of electronic payment systems would make operating in the 
shadow economy more difficult due to the trace left by each transaction. Therefore, anyone 
attempting to evade tax would face a higher risk of being caught as each transaction is 
recorded electronically. 

Evidence from across the EU suggests that the use of e-payments does indeed reduce the 
incentive to evade paying taxes since there appears to be a strong correlation between the 
size of a country’s shadow economy and the level of use of e-payments within the country. 
For instance, in both the UK and the Netherlands, a large share of payments are made 
using electronic payment methods. Both of these countries also have smaller shadow 
economies than those countries which have a low level of electronic payments, such as 
Bulgaria and Romania137. 

Increasing the level of electronic payments by 10% could lead to up to a 5% 
decline in the size of the shadow economy138. This result would be partly due to the 
fact that the convenience of electronic payments and increased public awareness may 
induce behavioural changes within a sizeable portion of the population. This may be 
especially true for those individuals who can be referred to as “unconscious participants” in 
the shadow economy, in that they receive no benefits from those suppliers that 
underreport sales. 

The benefits of e-payments are felt throughout the world. 

	 In Mexico, the government subsidised the cost of electronic payment terminals at 
small shops139, whilst both Colombia and Argentina implemented a sales-tax 
discount on retail purchases which were made using an electronic payment card, in 
order to incentivise such activity. 

	 In Greece and Italy all transactions above a certain threshold (EUR 1,500 in Greece 
and EUR 2,500 in Italy) must be made using electronic payment140. 

	 In South Korea, the tax authority offers citizens lump-sum refunds if more than a 
certain level of their individual gross income is spent using either a credit or debit 
card. This led to a huge uptake in the use of credit and debit cards 
in South Korea141. 

136 Visa Europe, 2011.
 
137 Visa Europe, 2011.
 
138 Visa Europe, 2011.
 
139 Garcia-Murillo, 2004.
 
140 European Commission, 2012i.
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A similar technique which can be used by authorities is to use data on an individual’s 
electronic transactions and compare them with the individual’s declared income to detect 
tax evaders. By identifying people whose outgoings appear larger than the amount of 
income that they are declaring, authorities may be able to identify those individuals who 
are most worth auditing142. 

An issue with such a policy is that, for it to be successful, tax authorities need to be 
empowered to access information on individuals’ electronic payments or bank accounts. 
This is not currently the case in all Member States143. 

The use of such policies could perhaps lead to equity issues, in terms of these policies 
increasing the financial exclusion of the poorest in society144. For those individuals that are 
unable to access a bank account and therefore have no access to a credit or debit card, any 
type of reward for using these payment instruments would be meaningless.  

However, the arguments in favour of government policies encouraging increased e-
payment usage for combating the shadow economy appear to outweigh the costs of 
increased use of e-payments. Therefore the evidence suggests that governmental policies 
aiming to increase such behaviour should be encouraged. 

The majority of VAT experts surveyed felt that increased use of electronic payments would 
have a positive impact on the tax gap145. 

Avoiding VAT rate differentiation 

VAT rate differentiation can lead to problems. It creates scope for misclassification fraud 
and sufficiently large differentials can also give rise to refund entitlements for some 
traders. These refund entitlements create opportunities for abuse and extend the scope of 
the refund problem beyond exports. 

Reduced VAT rates are an inferior instrument for distributional considerations compared to 
progressive income taxes and direct subsidies. Therefore, Member States should implement 
a uniform VAT rate with exceptions only when it is technically infeasible or very difficult to 
apply a VAT tax, such as in some parts of the financial services industry. 

5.1.2. Other useful measures 

Adequate taxpayer compliance programme 

An adequate taxpayer compliance programme is crucial for reducing tax gaps by improving 
taxpayer compliance and enhancing tax revenue collection. As part of such a compliance 
programme, improvements should be made in revenue analysis capabilities and the 
development of indicators for tax compliance in different tax categories. 

The taxpayer compliance programme should be structured around different major tax 
segments or types of taxes with a high risk of fraud and developing programmes 
considering separately large businesses, SMEs, high-income individuals and other specific 
segments and the associated risks of that segment.  

Alternatively, the programme could be based on types of taxes, focusing on corporate 
income tax, vehicle taxation, VAT and other types of tax with a high risk of fraud. 

141 Visa Europe, 2011. 
142 European Commission, 2012i. 
143 European Commission, 2012i. 
144 London Economics, 2011. 
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The bottom-line is that is crucial that a taxpayer compliance programme identifies and 
responds to the most significant risks so as to use scarce budgetary resources in the most 
effective possible way. 

Efficient procedural justice increasing voluntary compliance 

It is essential for a tax administration to have a credible procedural justice system in place 
in order to build trust in the tax system and encourage voluntary compliance. Efficient 
procedural justice is vital as the last stage of the compliance management chain. 

It is important to have a mandatory administrative appeal phase within the tax authority to 
avoid too high a judicial burden. It is also vital that court decisions are effectively enforced. 

5.1.3. Avoiding tax amnesties 

Despite the potential immediate tax revenue gains, tax amnesties should be avoided. In 
theory, the costs of a tax amnesty are likely to exceed their benefits as it is likely that an 
amnesty will result in expectations of future tax amnesties which, in turn, could lead to a 
perception among taxpayers that tax evasion may be profitable. 

5.1.4. Criminalising the purchaser 

A potential method to combat the shadow economy is to criminalise the purchase of 
undeclared work. Studies have shown that the buyer of undeclared work reaps a large part 
of the benefit gained by evading taxes through undeclared work, in the form of a reduced 
price146. As a result, the buyer’s gain and the potential punishment are not proportional. 

Therefore an additional focus on the purchaser could complement usefully the punishment 
already in place for suppliers of undeclared work. 

However, one potential difficulty with the introduction of such a system is that it may well 
be difficult for the purchaser of undeclared work to ensure that the seller pays the 
appropriate taxes. 

To overcome this problem, it is sufficient for buyers of goods and services in Italy, a 
country where it is illegal to purchase undeclared work, to show a receipt for the work 
performed in order to escape punishment. However, such an approach introduces an 
administrative cost for the buyer, who then must keep their receipts.  

An alternative solution could be that the purchaser can escape punishment if the purchase 
is made using electronic payment means. The reason for a reprieve if electronic payment 
means have been used is that this method of payment leaves behind a trace of the 
transaction, which can be used for audits.   

Overall, rather than adopting an ex-post measure which criminalises an otherwise law-
abiding taxpayer, it would be preferable to implement ex-ante measures which eliminate 
the conditions for VAT avoidance. 

145 However, two VAT experts that felt electronic payments would have no impact on the VAT gap. 
146 Danish Economic Council, 2011. 
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5.1.5.	 The Savings Directive has a limited scope to address tax gaps in financial 
services 

The Savings Directive147 aimed to enable effective taxation of the foreign interest income of 
EU resident individuals in accordance with the rules of their Member State of residence.  

At the present time, the Savings Directive makes only very partial use of the potential tax-
gap reducing measures listed earlier on in the present chapter and there are three key 
ways in which the Savings Directive can be circumvented. Firstly, the geographical scope of 
the Directive is limited, so moving assets to a non-participating jurisdiction can evade 
taxation. Additionally, transferring the formal ownership of assets to a trust in a non
participating jurisdiction suffices to fall outside the scope. Finally, as the Directive does not 
include the substance-over-form test, investors may engage in a type of income shifting to 
evade taxation. However, looking forward Directive 2011/16/EU148 closes some of these 
loopholes. 

5.2.	 Methods of tackling the customs gap 
Currently, customs controls and investigations can only be performed sub-
optimally, as the customs officers have limited means of identifying potentially 
fraudulent cases. In particular, limited availability of data is substantial impediment to 
the detection and prevention of fraud. The fight against customs fraud could be significantly 
improved and strengthened by expanding the scope of shared data. 

In order to verify the authenticity of the declared origin of the goods, customs authorities 
perform a document-based check, relying on supporting documentation such as the 
invoice, certificate of origin and bill of lading. However, none of these documents contain 
detailed information about the full transport-logistic stages followed by the sea-container 
transporting the goods; hence customs officers do not have the means to verify if the 
declared origin of goods is consistent with the route followed by the sea-container 
transporting the imported goods. This makes the identification of potential cases of mis
declaration of origin very difficult. Therefore, what is needed is the availability of the 
so-called Container Status Messages (CSMs are electronic messages exchanged 
between transport operators of sea-containers namely sea-carriers and port operators, 
containing information about the movement and load-status of the sea-containers as they 
move along the transportation chain). 

In order to overcome the existing problems caused by non-availability of CSMs, a project 
called ConTraffic was launched by OLAF in cooperation with the Joint Research Centre and 
with the participation of several national customs authorities. ConTraffic-SAD automatically 
verifies goods-origin using i) import declarations (SAD) for containerised cargo which are 
voluntarily provided by some Member States and ii) Container Status Messages (CSMs) 
where the status and location of a container is registered along with the time and date. 
Potentially suspicious transactions are automatically identified based on discrepancies 
between the origin of the goods declared by the importer and the respective origin derived 
from trace & tracking of the physical movements of the container(s). While the information 
generated by the project the usefulness of the CSMs, it may end soon. 

147 Council Directive 2003/48/EC of 3 June 2003 on taxation of savings income in the form of interest payments. 
Discussions on the adoption of an amending proposal to the Directive are currently ongoing in Council. The 
amending proposal was put forward by the European Commission in November 2008 and aim to close existing 
loopholes and better prevent tax evasion. 

148 Council Directive 2011/16/EU of 15 February 2011 on administrative cooperation in the field of taxation and 
repealing Directive 77/799/EEC. 

PE 507.454 	 67 



 
 

 
 
 

  
 

   

 

 

 
 

   

 
 

 

 
 

 

 

    
 
 

 

 
                                          

    
 

   
   

Policy Department A: Economic and Scientific Policy 

In order to verify the authenticity of the declared description of the goods, customs 
authorities perform a document-based check, relying on visual check of goods as well as 
supporting documentation such as the invoice and bill of lading. The selection of suspicious 
cases is based on possible notifications received and analysis based on limited data 
available. The main drawback of the current procedure is that targeting of such controls is 
not research-and-proof based. In the absence of data on imports and exports, the 
investigations in this area can only be performed sub-optimally. 

In order to verify the goods in transit, customs authorities also perform a document-based 
check and visual check. However, these methods are limited as far as their effectiveness 
and efficiency is concerned. Member States and OLAF can also use ATIS which is a system 
for the analysis of transit-related data in order to detect abnormal patterns in the transit 
movement and diversion of destination. This system, despite being extremely useful, 
suffers, however, from two main shortcomings. Firstly, information available is limited to 
movements among Member States and does not include the movements inside one 
Member State (national movements). This means that a suspect movement of a transit 
consignment inside a Member State cannot be detected. Secondly, this administrative 
arrangement only provides for the insertion of the initial transit information, thus important 
subsequent information is missing, such as modifications in the routing schedule or results 
of controls. ATIS is considered as a perfect example illustrating the importance of transit-
related data but there is a need to further expand the system in order to reinforce the fight 
against misuse of the transit system. Such an improvement requires securing broader 
access to transit-related data. 

A number of measures are currently under consideration. 

The modernisation and centralisation of customs procedures in the EU is a 
high priority149. A well-functioning, efficient and simplified customs procedure is essential 
for ensuring global EU competitiveness and reliable trade relations with third countries. To 
fully reap these benefits, customs authorities will need to close the customs gaps which 
currently exist. 

At the present time, of the total number of cases of customs irregularities and fraud 
reported to the EC, 14.2% of detected cases resulted from primary inspections, with 80.9% 
from ex-post controls and 4.95% from voluntary admission by the infringer150. 

In order to improve the customs system, a recent Commission Communication suggests 
that the current system, described as the “long unchanged system of implementation and 
management at national level”, should be replaced by a “closer form of working together 
and joint responsibility among the administrations implementing the customs union”151. 

The Communication also suggests that this can be helped through “Reforms of legislation 
and working methods, and resolving specific issues”, but that notes the major issue 
preventing sizeable improvement remains the “highly decentralised and increasingly 
complex governance of the implementation of the customs union”152. 

In order to be able to assess the evolution of the customs union, it is suggested that a 
mechanism for measuring and assessing the performance of the customs union 
was needed. 

149 European Parliament, 2011. 
150. European Commission, 2012c. 
151 European Commission, 2012g. 
152 European Commission, 2012g. 
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A major benefit of a reform of the governance of the customs unions would be efficiency 
gains (such as economies of scale from pooling of resources) and effectiveness gains 
(such as risk management on the basis of pooled risk information). The overall aim of the 
reforms should be to ensure the “provision of a consistently high quality of service across 
the EU”153. 

Therefore, the question arises as to which methods are the most effective to close the 
customs gap. A number of these are presented below. 

5.2.1. Union Customs Code 

The benefits that were expected by the EC to  arise from the implementation of the 
Modernised Customs Code (now called Union Customs Code) are three-fold154 : 

	 Firstly, a rationalisation of the legal framework and the definition of customs rules 
and procedures; 

	 Second, a simplification of customs procedures through computerisation of all 
declarations and data exchanges; and,  

	 Third, the introduction of “centralised customs clearance”.  

According to the EC, the rationalisation of the legal framework and the definition of 
customs rules and procedures should lead to greater standardisation of customs rules and 
their implementation. Therefore, there should be common rules for all types of decisions by 
customs authorities and prohibition against customs fees not corresponding to a service 
actually rendered. There should also be common principles for customs penalties and 
guarantees for potential or existing customs liabilities. 

Benefits are also expected to arise as a result of the simplification of customs procedures 
through computerisation of all declarations and data exchanges and the interoperability of 
national customs computer systems. The idea is that all customs formalities and exchanges 
of data between operators and customs would be performed using electronic data-
processing techniques, thereby leading to a unified simplified customs procedure. 

Hesketh (2009)155 suggests that “electronic pipelines” would simplify customs procedures 
and enable all supply chain operators to have access to the required information. By 
introducing the “centralised customs clearance”, the aim is to allow individuals and 
businesses to lodge their electronic customs declarations at the customs office where they 
are established and hold their records, irrespective of where goods physically enter or leave 
the EU. 

Unfortunately, the pace of development in the process of simplification of VAT and excise 
rules in Member States is slow and the European Parliament expressed disappointment 
about this fact156. 

In our view, it is regrettable that there are problems arising in the collection of VAT and 
excise duties, as these areas are crucial to a truly centralised clearance system. 

153 European Commission, 2012g. 
154 PricewaterhouseCoopers, 2012. 
155 Hesketh, D., 2009. 
156 European Parliament, 2011. 
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While the MCC was to be applicable on 24 June 2013 at the latest157, the EC has recently 
proposed to delay the application of the revised customs code, now called the Union 
Customs Code to 31st December 2020 at the latest158. Moreover, to allow enough time for 
the new Regulation extending the deadline to December 2020 to be discussed and 
eventually adopted and to avoid legal uncertainty about the customs legislation actually 
applicable,, the EC put forward on 10 April 2013 a proposal to extend the original deadline 
for the application of the MCC from 24 June 2013 to 1st November 2013159. 

Given the nature of the UCC, and the fact that it is very similar in substance to the MCC, 
the findings of studies relating to the MCC are also applicable to the UCC. 

Of particular interest are a number of key points raised in a recent study for the European 
Parliament on the MCC160. 

	 This study suggests that there should be a large number of studies, both impact 
assessments (IAs) and cost-benefit analysis (CBAs), to determine the best future 
actions of the EC, particularly concerning the best IT strategy going forward. 
However, such studies have not been commissioned by the EC prior to the 
development of the UCC. 

	 The study also suggests that a phased approach for implementing the MCC would 
be better than waiting until it is possible to proceed to full implementation as the 
difficulties associated with full implementation will lead to a postponement of the 
MCC implementation to until after 2020. The study concludes that postponement 
would be more harmful than the potential difficulties associated with a phased 
implementation approach. 

	 However, it should be noted that many stakeholders surveyed for this study were 
against the idea of a phased implementation because they felt that it would made 
the customs system even more complex and costly during the transition stage161. 

The fact that the 24th June 2013 deadline for the implementation of the MCC will not be met 
is very disappointing162 as the many large, positive impacts which would result from the 
introduction of the MCC will be foregone. It is estimated that the delay in the 
implementation of the MCC could cost the EU EUR 2.5 billion in annual operational 
savings in compliance costs compared to a situation with full implementation, 
whilst also costing the EU as much as EUR 50 billion in foregone expanded 
international trade163. 

Moreover, the rapid adoption of the UCC (MCC) would have contributed significantly to 
reduce the customs gap.  

157 Regulation (EC) No 450/2008 of the European Parliament and of the Council of 23 April 2008 laying down the 
Community Customs Code (Modernised Customs Code). 

158 Proposal for a Regulation of the European Parliament and of the Council laying down the Union Customs Code 
(Recast), Brussels, 20.2.2012, COM(2012) 64 final, 2012/0027 (COD). 

159	 Proposal for a Regulation of the European Parliament and of the Council amending Regulation (EC) No 
450/2008 laying down the Community Customs Code (Modernised Customs Code) as regards the date of its 
application, Brussels, 10.4.2013, COM(2013) 193 final, 2013/0104 (COD). 

160	 PricewaterhouseCoopers, 2012. 
161	 Five Member State customs authorities expressed opposition to a phased implementation due to the inter

dependence of the regulations and the difficulty of having two sets of customs legislation operating in tandem. 
Some business organisations were also against phased implementation, mainly because it would create more 
complexity and be costly, in terms of money, time and resources. 

162 European Parliament, 2013a. 
163 Economisti Associati, 2012. 
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Additional, complementary measures which could contribute to reduce the customs gap are 
presented in greater detail below. These include: 

 an EU-wide centralised IT approach; 

 a better use of RFID technologies; 

 the use of new technologies in compliance, filing declarations and surveillance of 
products focused on real-time automated cross-EU reporting; and, 

 the use of IT to implement a “single window” concept. 

5.2.2. Potential additional measures to reduce the customs gap  

EU-wide centralised IT approach 

One of the main issues which would confront the development of a centralised EU IT 
system for customs is that it would imply delegating control away from individual 
Member States, which may well be difficult164. 

However, according to a recent study undertaken for the European Parliament, the likely 
benefits are sizeable due to a reduction in lead-time and cost of changes to the customs IT 
systems. Currently there are 27 individual IT systems. With a single IT system, any 
changes would need to be implemented only once and not 27 times165. 

As well, the implementation of customs legislation would then be uniform right across the 
EU, as it would all customs procedures would be handled through a single IT system166. 

From the perspective of businesses it would also prove to be easier to operate in several 
different Member States. Rather than having to register with 27 different customs systems 
and learn to use them, they would just have to cope with a single system167. 

By harmonising the IT systems of EU customs administrations, the EU would also be 
following the recommendations of the World Customs Organization. 

RFID technologies 

An additional type of technology which could be used to modernise the customs procedure 
is radio-frequency identification (RFID) technology. It allows for automatic 
identification of tagged objects, whilst also creating a link between the physical 
world and a virtual world.  

This “dual existence” of objects enables new methods to manage the physical world. RFID 
technology can be used to help automate many supply chain processes. At the present 
time is mainly used to track units such as pallets and cases rather than individual units168. 
However, technological progress and economies of scale in this area may allow for broad 
deployment of RFID to individual items in the future.  

RFID technology is already used by some customs authorities around the world. 
For example, it is used by Shenzhen customs in Hong Kong to improve the speed and 
facilitate the flow of low-risk traffic. The  vehicle ID, driver ID and weight of the  
consignment are compared to the information in the customs authority’s IT system to 
check for any irregularities.   

164 PricewaterhouseCoopers, 2012. 
165 PricewaterhouseCoopers, 2012. 
166 PricewaterhouseCoopers, 2012. 
167 PricewaterhouseCoopers, 2012. 
168 Auto-ID Labs, 2006. 
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Through this process, and the increased ability to identify exactly where goods have come 
from, there may be less opportunity to exploit tax gaps in the customs process. 

In addition, the use of RFID technology is likely to have many other benefits such as 
increased security against terrorism, reduced flow of counterfeit goods169, 
improved product safety and more robust product alert systems. 

Real time information is currently provided for some parcel delivery services170, which 
shows that the required technology is available. Therefore, the use of these technologies in 
the customs process should also be feasible. 

In order to assess the cost effectiveness of using RFID technologies in the EU customs 
process, a net benefit analysis would need to be undertaken. This analysis should consider 
both the costs associated with introducing and maintaining a customs process involving 
RFID technologies and the potential benefits of such a process. In the absence of such an 
analysis it is not possible to draw a firm conclusion on whether RFID technologies should be 
introduced into the EU customs process.  

Use of new technologies in compliance, filing declarations and surveillance of 
products focused on real-time automated cross-EU reporting 

The customs process has been moving away from a paper-based process to a more 
electronic process in recent years. There is potential for this process to be developed even 
further by moving to a real-time automated cross-EU reporting. The introduction of real-
time automated cross-EU reporting could lead to benefits in terms of compliance, filing 
declarations and surveillance of products. 

An example of similar technological advances being used in the customs process is the 
excise movement and control system (EMCS). This is a computer system which captures 
and processes information regarding all movements of excise goods in duty suspension 
within the EU171. The benefits of this system include simplifying procedures, paperless 
administration, secure movement of goods, a quicker release of the guarantee for traders 
and effective monitoring with real time information and checks during movements. This 
process would benefit individuals and businesses involved in intra-EU movements 
of goods172. 

However this process does not apply to goods coming into the EU. Therefore, one could 
consider developing a similar system to deal with goods coming into the EU. But, the 
implementation of such a system may be difficult, as it would require the cooperation of 
non-EU countries. 

A report for DG TAXUD173 noted that large benefits could arise from the enhanced use of 
virtual collaboration methods in customs procedures in the EU. Currently, EU customs 
already have access to an EU-wide secure network where key “e-customs” systems support 
export control, import control, control of transit movements, registration of economic 
operators and maintain a register of authorised economic operators. Systems such as these 
allow customs to operate in a paperless environment, simplify procedures, whilst also 
operating more efficiently and facilitating data exchange between Customs authorities174. 

169 Auto-ID Labs, 2006.
 
170 European Commission, 2012h.
 
171 http://ec.europa.eu/taxation_customs/taxation/excise_duties/circulation_control/index_en.htm
 
172 http://www.hmrc.gov.uk/emcs/index.htm
 
173 Deloitte, 2011c.
 
174 Deloitte, 2011b.
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In order to be able to implement automated real time filing declaration system, it is noted 
in an EC Communication that filing arrangements will need to be altered in order for this 
process to be successful. The Communication also notes that the administrative burden 
that this will place on businesses, particularly SMEs, should be considered if the EU decides 
to try and implement such a scheme175. 

The EC is also considering standardising and automating its customs filing process. An 
industry report by Descartes Systems Group176, a leading provider of logistics management 
solutions, argues that as new customs regulations are proposed and passed into law, 
customs compliance will become increasingly costly and complex to manage. According to 
this report, the benefits from automated customs filings, in terms of closing customs gaps, 
include a) automated data validation, b) reduced risk of conducting business with an 
unauthorised country, business or person and c) provision of real-time global visibility to 
the customs status of the cargo, whilst also yielding benefits in terms of being able to tailor 
compliance services to meet specific organisational needs. 

The ability of real time sharing and pooling of information would help to reduce the supply 
chain risk in the EU customs procedure177. By removing this risk, the aim would be to 
lessen the opportunity for customs gaps, both in a financial and security sense. 

Net benefit analyses considering these technological advances have not presently been 
undertaken. Therefore it is not possible to conclude whether the benefits of the introduction 
of such methods would outweigh the associated costs. 

IT strategy and “single window” concept 

As mentioned above, one aspect of the MCC is a change in IT strategy. According 
to DG TAXUD178, this would consist of the following elements: 

 An interoperability framework able to deal with high-volume IT service exchanges; 

 An enhanced security framework that would allow non-customs users, such as 
traders, to access customs applications, even central applications; 

 Shared/centralised IT services implementing the most harmonised parts of 
customs processes to be used by Member States on a voluntary basis; and, 

 A secure interface with third countries’ IT services. 

The use of IT enables processes to be more automated, which increases efficiency179. The 
ability to speed up the customs process may lead to time and financial savings for 
businesses as well180. 

The expectation is that, as a result of greater efficiency and ease of use, compliance with 
customs duties will increase. The reason for this is that the incentive to avoid declaring 
goods is reduced as the process is easier to comply with. 

However, some aspects are preventing this move to an EU-wide IT structure. These include 
the associated costs and the high complexity of standardisation181. It is likely that these 
difficulties could be especially detrimental to SMEs who may struggle to meet and keep up 
with standards, both practically and financially. 

175 European Commission, 2012d.
 
176 https://www.descartes.com/content/documents/is_customs_compliance.pdf
 
177 European Commission, 2012d.
 
178 PricewaterhouseCoopers, 2012.
 
179 Cross-border Research Association, 2010.
 
180 Raus, M. Flügge, B. Boutellier, R., 2009.
 
181 Cross-border Research Association, 2010.
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One of the ultimate goals of the reform is the implementation of the single window182 which 
would allow all those involved in the customs process to use a single interface to complete 
their import, export or transit-related regulatory requirements.  

Such a system would be suitable for use by more agencies than simply customs authorities. 
However, one of the major difficulties with such a broader use concerns its legality, 
especially with regards to the collection of import VAT and excise duties. These issues will 
need to be resolved before the single window concept can be implemented183. 

To achieve the objectives set out in the IT strategy put forward by DG TAXUD, the use 
commercial off-the-shelf (COTS) software and a proper alignment of the Multi-Annual 
Strategic Plan (MASP) would be extremely useful. 

Use of COTS 

Commercial off-the-shelf (COTS) software is designed to be easily installed and to operate 
with existing system components. The majority of software bought by the average 
computer user falls into the COTS category. 

It is recommended that future IT solutions for customs in the EU use COTS software as this 
would reduce the need for “costly, lengthy customs software development”184. The use of 
COTS software would allow fast, cheap implementation” and therefore make the whole 
customs process accessible for SMEs. 

Alignment of MASP 

A 2003 Council Resolution called for a Multi-Annual Strategic Plan (MASP) for the creation 
of a European electronic environment, consistent with the operational and legislative 
projects and developments already scheduled or underway in the areas of customs and 
indirect taxation185. 

The aim of the MASP is to offer a short overview and background information on projects 
and key issues related to the evolution of the electronic customs initiative and the current 
state of play across the EU. The MASP is binding and requires Member States to implement 
specific systems that will transform current operations incrementally186. 

Regarding eCustoms, the MASP can be broken down in the following 3 categories187: legal 
changes and simplifications; operational convergence; computerisation of customs 
processes. 

In order to benefit from increased use of IT in the customs process, legal changes are 
necessary to the Community Customs Code (CCC).These are part of the MCC/UCC and the 
computerisation of the customs process will benefit both customs authorities and traders. 
Customs authorities will benefit from more effective risk analysis, efficient monitoring of 
trade flows and appropriate selection of consignments to be checked while traders will 
benefit from reduced costs, accelerated movement of goods and removal of unnecessary 
formalities. 

182 PricewaterhouseCoopers, 2012. 
183 PricewaterhouseCoopers, 2012. 
184 PricewaterhouseCoopers, 2012. 
185 Council Resolution of 5 December 2003 on creating a simple and paperless environment for customs and trade, 

2003/C 305/01. 
186 IBM, 2010. 
187 PricewaterhouseCoopers, 2012. 
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5.2.3.	 Recommendations from the European Court of Auditors  
When considering the list of measures described above, it is useful to take account of 
recent recommendations of the European Court of Auditors188 following a review of the EU 
customs process. These include: 

	 encouraging Member States to rapidly implement the recently developed 
regulatory framework guidelines; 

	 putting in place common standards for ex-post audits in customs; 

	 developing automated EU-wide risk profiles for TOR and the common trade policy 
and critically review Member States’ simplification practices; 

	 encouraging Member States to computerise all aspects of the processing of 
simplified procedures for imports; and, 

	 inviting Member States to make traders more aware of their obligations and 
responsibilities and promote trader compliance measurement.  

While not a substitute for the potential customs-gap reducing measures described earlier, 
the full and effective implementation of the recommendations from the European Court of 
Auditors would be a first useful step towards the reduction of the customs gap.  

5.2.4.	 Views of tax experts 
The customs expert that responded to the survey was of the opinion that the use of RFID 
technologies to monitor the movements of legal goods and facilitate identification of illegal 
products would have a very positive impact on the customs gap. 

This customs expert also was of the opinion that positive benefits could also be achieved 
through the use of new technologies in compliance; filling declarations and surveillance of 
products focused on real-time automated cross-EU reporting; a European centralised 
information technology approach in customs; an IT strategy and “single window” concept; 
and the use of COTS products. The alignment of the MASP was not believed to have any 
impact on the customs gap.  

5.2.5.	 Conclusions regarding potential measures which could contribute to 
reduce the customs gap 

The implementation of the UCC will clearly bring benefits in terms of efficiency and 
effectiveness, through a simplification of procedures. The issue here is not so much the 
nature of the changes as the timing of the applicability of the modernised code and 
customs processes. The proposed delay of the applicability of the recast Regulation to the 
end of 2020 will ensure that the customs gap is not tackled in the near term and that the 
part of the shadow economy which is based on customs avoidance will not decrease in size 
over the coming years. 

The section presented a number of additional measures which could lead to reductions in 
the customs gap of the EU. These include: 

	 EU-wide centralised IT approach; 

	 Use of RFID technologies; 

	 Use of new technologies in compliance, filling declarations and surveillance of 
products focused on real-time automated cross-EU reporting; 

188 European Court of Auditors, 2010. 
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	 Single Window concept; 

	 Use of COTS;  

	 Alignment of MASP; 

	 Developing EU-wide risk profiles for TOR and critically reviewing Member States’ 
simplification practices; and, 

	 Education of traders to promote trader compliance. 

Some are relatively easy to implement while others are more complex and may involve 
more significant implementation and administrative costs. 

A quantification of the net benefit of each of these measures has not been undertaken as 
part of this study. However, looking ahead, it would be useful to undertake detailed impact 
assessments of these measures as the currently available information suggests that all 
have the potential to lead to a reduction in the size of the EU customs gap. 

5.3. Methods of tackling the VAT gap 

Tackling the VAT gap is essential to reduce the size of the shadow economy, especially in 
the services sector, as avoidance of VAT and other taxes is one of the main reasons for 
operating in the shadow economy. 

A number of avenues to tackle the VAT are discussed below. However, before proceeding to 
a detailed review of these measures, it is useful to take note of the synergies that exists 
between addressing the customs gap and the VAT gap. 

5.3.1. Synergies with customs legislation 

One of the key concepts behind the UCC is “centralised customs clearance”. The idea is that 
centralised clearance will allow economic operators to centralise and integrate accounting, 
logistics and distribution functions with consequent savings in administrative and 
transaction costs, thus providing a genuine simplification. 

It is important to note that with the changes under UCC, there are also changes to import 
VAT. In particular, customs authorities may authorise importers to both declare and pay 
customs duties to the local customs administration of their establishment, irrespective of 
where the goods are physically imported and where they are transported to within the EU.  

However, under the current VAT legislation, importers would still have to assess and pay 
VAT in the Member State where the import into the EU occurred. Without a change in VAT 
legislation the gains in terms of lower administrative burden resulting from the introduction 
of the UCC are likely to be lower than originally thought. 

Moreover, synergies between the customs and VAT changes will reduce both intentional 
and unintentional VAT evasion opportunities. 

Intensified use of ICT to improve effective tax collection has a very real potential to reduce 
tax gaps according to the VAT experts consulted for the present study 
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5.3.2. Potential measures to tackle the VAT gap 

A number of avenues for tackling the VAT gap are discussed below. These include: 

 Reviewing the way VAT is collected; 

 Reducing VAT compliance costs; 

 Intensifying the fight against fraud; 

 Adopting a common VAT rate across the EU; 

 Implementing split payment systems; and 

 Putting in place a central VAT monitoring database; and, 

 e-invoicing and automated real-time reporting. 

In addition, it would be most useful if estimates of the VAT gap were regularly produced so 
as to ensure that any policy action is clearly based on solid, empirical evidence. 

Reviewing the way VAT is collected 

Currently, the collection of VAT is primarily based on a self-assessment system. Whilst this 
is an easy method of collecting tax it does have a number of disadvantages. 

The main disadvantage is that the VAT system relies heavily on taxpayers’ compliance. 
Therefore if taxpayers fill out the form incorrectly, intentionally or unintentionally, then the 
public purse is likely to suffer. 

In principle, this would not be an issue if the authorities were provided with adequate 
information to allow them to easily identify cases where a wrong amount of VAT has been 
declared. However, under the current VAT system, the data sent to tax authorities in VAT 
returns allow only very basic control checks. 

This means that the system is open to fraudulent behaviour. As such, authorities have to 
spend money deterring VAT evasion or, through ex-post controls, catch VAT evaders.  

Since VAT is paid “after the event, authorities run the risk that they may be unable to 
collect the entirety of the owed monies. For instance, if a business or individual with a 
certain amount of VAT liability was to be made bankrupt, the tax authorities may not be 
able to collect the owed monies in full. 

Therefore, potential changes to the system by which VAT is collected would provide fewer 
opportunities and incentives for businesses and individuals to evade VAT. 

Reducing VAT compliance costs 

The VAT compliance cost is relatively high. Of the estimated EUR 80 billion of total 
compliance cost, perhaps EUR 69 billion is due to its complexity and differences between 
Member States complicating cross-border sales and making it impossible to use fully 
uniform business operating procedures189. 

As well, as much as 12 per cent of total VAT due was not actually paid in 2009 resulting in 
a tax revenue loss of EUR 119 billion190. 

189 Deloitte, 2012. 
190 Reckon LLP, 2009. 
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The main burden on businesses results from the complexity and differences in VAT regimes 
across the EU in terms of administrative procedures191. Any reduction in such compliance 
costs will reduce the incentive to evade VAT. 

Two VAT experts surveyed for the present study suggested that a good method for 
reducing the VAT gap in the EU would be the adoption of standardised VAT declarations. 

5.3.3. Intensifying the fight against VAT fraud 

A number of initiatives are currently underway or being considered to combat VAT fraud. 
The EU “Anti-Fraud Strategy” launched in 2006 resulted in a short- term action plan 
presented by the Commission in December 2008. This strategy in turn resulted in the 
creation of Eurofisc and more automated exchanges of information which are about to enter 
into force or did so recently. Moreover administrative cooperation is strengthened through 
the Fiscalis programme192. The Commission is further considering new ways of tackling 
fraud, such as the introduction of a quick reaction mechanism, strategies for improving 
voluntary tax compliance, measures for improving the administrative cooperation with third 
countries and studies on new tax collection systems. 

As well, the EU VAT Information Exchange System (VIES), which enables traders to verify 
that their customers in another Member State are registered for VAT, is used to track 
transactions and thus can signal possible fraud.  

Moreover, the reverse charging mechanism is applied in certain cases. This mechanism 
places the VAT liability on the buyer rather than the seller. The reverse charge mechanism 
is used for business-to-business transactions in some sectors (mobile phones, computer 
chips, etc.) to prevent VAT fraud. 

Common EU VAT rate 

A common EU VAT rate may improve the functioning of the internal but it is likely to be 
very difficult to implement and face some fierce resistance193. 

Another issue with a uniform rate of VAT is that, depending on the selected common rate, it 
is possible that consumers may begin sourcing more goods from outside the EU. This is due 
to the fact that globally, countries generally use lower VAT rates than those currently 
effective in various Member States194. 

Split payment systems 

Under a split system the purchaser of a good or service pays the VAT (output VAT) into a 
blocked VAT bank account which the supplier is only able to use to pay VAT (input VAT) to 
his suppliers’ blocked VAT bank account or to the tax authorities.  

The term “split payment system” derives from the fact that the payment is split between 
the original purchase price of the good or service and the VAT, with the first part being paid 
to the supplier of the good or services and the VAT being paid into the supplier’s blocked 
VAT account. 

191 Institute of Fiscal Studies, 2011.
 
192 http://ec.europa.eu/taxation_customs/taxation/tax_cooperation/fiscalis_programme/fiscalis2013/index_en.htm
 
193 Deloitte, 2012.
 
194 Deloitte, 2012.
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The major advantage of this model is that the VAT is physically transferred to a blocked 
VAT bank account at the tax authorities’ bank at an early stage of the VAT collection 
process, thereby enabling tax authorities to monitor funds and prevent businesses and 
individuals from disappearing with VAT funds. 

A 2010195 study found that the implementation of such a model would have very different 
impacts on different businesses and individuals. However, the negative impact for some 
businesses and individuals would be partially offset if the tax authority was to refund VAT 
much quicker than at the present time. This is due to the fact that some smaller businesses 
may face cash-flow issues when funds, which are paid to them, are not accessible as they 
are placed in an account which cannot be used for non-VAT everyday transactions. 

An additional issue is the high implementation costs of setting up such a split payments 
system as the initial investment costs are likely to be substantial and the implementation 
phase is likely to be arduous as banks would need to adapt their payment facilities. 

These costs will vary across Member States, depending on the technology currently used in 
each Member State. 

In order to achieve the maximum positive gains for the tax authorities, it would be 
essential for the system to be mandatory196. The reason for this is that given the additional 
cost that would be imposed on businesses in terms of not having full use over all of their 
cash, it is possible that many businesses would not opt into such a split payment system, if 
given the choice.  

As well, it has been suggested that such a split should be made at the time of payment and 
that a large extent of these B2B transactions should be made using electronic funds 
transfer (EFT)197. This would mean that payments are made electronically and, hence, 
there is less opportunity to evade paying the full amount of VAT on all transactions. 

The conclusions of an assessment of the impact of split payment system over the period 
2016-2038 suggests that the expected VAT gap reduction net of the estimated investment 
and operational costs is EUR 966 billion in net present value (NPV) terms198. 

Such a large benefit results from the fact that a high initial level of investment is required, 
but no additional investments are needed once the system in up and running. However, it 
is likely that this policy would take a number of years to implement, due to the technical 
issues associated with the original set up before the process would be operational199. 

The majority of VAT experts surveyed for the present study are of the opinion that such a 
system would have a positive impact on the VAT gap. 

Limited data warehouse 

A data warehouse model requires two initial outlays by the taxable individual. This is due to 
the fact that the accounting system needs to be able to generate a standard audit file for 
tax and the data from this file needs to be stored in a data warehouse in order that it may 
be accessed by the tax authority. 

195 PricewaterhouseCoopers, 2010. 
196 PricewaterhouseCoopers, 2010. 
197 PricewaterhouseCoopers, 2010. 
198 PricewaterhouseCoopers, 2010. 
199 PricewaterhouseCoopers, 2010. 
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This model has already been partially implemented in some Member States and experience 
suggests that the first type of outlay is limited, due to the fact that it generally just 
requires suppliers of accounting software to adapt their applications in order to generate a 
standard audit file.  

However, implementing data warehouses for each taxable individual would require a very 
large level of investment and it is likely that such a system could not be implemented 
before 2018200, assuming the process began in 2011, which it did not201. 

However, research suggests that the net benefits of a data warehouse system would be 
even greater than those of a split payment system. The expected VAT gap reduction in net 
present value terms is estimated to amount to EUR 1,389 billion over the period 2016
2038. 

As mentioned earlier, a large initial investment is required for this data warehouse system 
and two potential solutions have been suggested to address this issue. 

	 The first is that the data needed would not be made accessible in a data 
warehouse, but that the tax authorities would be able to request to be provided 
with the standard audit file at specified times. Thus, the cost of building a central 
warehouse would be avoided202. 

	 The second is that the use of a data warehouse would only be required for certain 
types of taxable businesses or individuals, namely those deemed to require a high-
degree of monitoring and auditing due to their fraud-risk profile. Therefore, this 
“limited” data warehouse has been suggested as a more feasible solution for 
closing the VAT gap. 

A majority of the VAT experts surveyed for the present project are of the opinion that the 
impact of limited data warehouse would be either positive or very positive. 

Central VAT monitoring database 

Another potential solution for reducing the VAT gap is a central VAT monitoring database. 
This would, however, require that e-invoicing is made obligatory for B2B, and possibly 
business-to-consumer (B2C) transactions, and that the data contained in these e-invoices 
be actively reviewed by tax authorities.  

The costs associated with the implementation of such a scheme would affect taxable 
businesses and individuals who would need to shift from paper invoicing to e-invoicing. 
There are also likely to be operational costs associated with data transfers to the central 
VAT monitoring database.  

A potential benefit of the database would be that tax authorities gain access to sales 
transactions at a very early stage. This is due to the fact that all invoice data would be sent 
in real time to a central VAT monitoring database, or predefined transaction data would be 
uploaded, in a specified format, to be reviewed by tax authorities203. However, the system 
would not be able to protect VAT payments at the time of the transaction, as in the split 
payment system model. 

200 PricewaterhouseCoopers, 2010.
 
201 Deloitte, 2012. 

202 Deloitte, 2012. 

203 Deloitte, 2012. 
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Additional potential benefits of such a system relate to more efficient VAT audits which 
should benefit both tax authorities and taxpayers. This is due to a requirement for a 
uniform approach all over the EU whilst the database would also be a single point of contact 
between both parties204. 

The potential difficulties with such a system include high risks in implementation. This is 
due to potential technical difficulties leading to potential implementation postponements. 

The estimated net benefits (in net present value terms) of the implementation of such a 
database are EUR 788 billion205 over the period 2016-2038. They are lower than those of 
both the split payment system and data warehouse models.  

e-invoicing and automated real-time reporting 

Another method for potentially closing tax gaps and reducing the shadow economy is the 
increased use of e-invoicing and automated real-time reporting. 

The use of e-invoices is expected to result in several benefits. Firstly, it is expected to lead 
to a fall in the average processing time for each invoice206. As well, the fact that the invoice 
is electronic means that it is easier for the transaction to be tracked or identified by tax 
authorities, if they carry out an investigation into an individual or company. 

An example of where e-invoicing has been used is Denmark where public authorities only 
accept digital invoices from their suppliers. This initiative is expected to yield savings of 
between EUR 94-120 million.  

The cost savings from e-invoicing result mainly from the use of automated processes rather 
than savings from printing and postage. One feature which could potentially hold back the 
spread of e-invoicing is the lack of interoperability. Each user needs to be able to exchange 
electronic invoices with all other users, regardless of the selected e-invoicing provider. A 
common technical standard is likely to be required to enable this interoperability. 

The ability to implement e-invoicing practices across the EU depends on the level of 
technology present within each Member States. It is also possible that, especially for 
smaller businesses which may difficulties in moving to an e-invoicing process. It is likely 
though that, in the longer term, a move towards e-invoicing would lead to a reduction in 
tax gaps and the shadow economy, in a similar way to an increased use of e-payments. 
The fact that only 22% of companies use e-invoicing and only 5% of invoices are sent 
electronically means that there is a huge scope to increase the use of e-invoicing207. 

Opinions over the likely impact on the VAT gap of the increased use of e-invoicing were 
split amongst the VAT experts that were surveyed for the present study.  

Automated real-time reporting implies that tax authorities are able to process a much 
higher volume of cases than they would without automated reporting. Automation may also 
lead to cost savings for the tax authority whilst they also potentially gain from far greater 
consistency and accuracy208. Through these improvements, the tax authority should be 
able to uncover more occurrences of irregularities in terms of taxation compliance209. 

204 Deloitte, 2012. 

205 PricewaterhouseCoopers, 2010.
 
206 E-business watch, 2005.
 
207 Deutsche Bank, 2010.
 
208 UK House of Commons Treasury Committee, 2012.
 
209 McKinsey Global Institute, 2011.
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However, there is also evidence that automation can damage the relationship between the 
tax authority and taxpayers. Another potentially negative side effect of automated 
reporting is that it can lead to a high volume of appeals210. 

Overall, the VAT experts surveyed felt that the increased use of automated real time 
reporting would have a positive impact on the VAT gap.  

5.3.4. Conclusions 

Having reviewed various different potential ways to attempt to close the VAT gap, it 
appears as though no single method, on its own, will be able to close the 
VAT gap effectively. 

This is due to the fact that not all of the models would apply to all taxable individuals and 
to both business-to-business (B2B) and business-to-consumers (B2C) transactions, and the 
common EU VAT rate does not address all of the issues which lead to a VAT gap. 

As well, in none of the models is it possible to monitor all transactions and react in real-
time. Therefore, there will always be a potential for some VAT fraud and, hence, VAT gap, 
albeit at a much lower level than in the present system. 

A combination of the “limited” data warehouse and the split payment system appear to be 
most effective at closing the VAT gap211. This is due to the fact that the data warehouse 
model can tackle tracing transactions on a real-time, or near real-time basis, and the split 
payment system enables authorities to block funds for certain transactions.  

As these additional approaches for tackling the VAT show considerable promise, it would be 
useful to undertake more detailed cost-benefit analyses and impact assessment so as to 
determine which of these approaches would be the most efficient and effective in reducing 
the VAT gap and hence the size of the shadow economy.  

5.4. Other methods of tackling tax gap in the services sector 

Simply raising the efficiency of tax administration will not be enough to combat the 
shadow economy. 

Tax authorities find it difficult to detect undeclared work through audits, as it is not often 
possible to obtain third-party reports of income of work in the shadow economy. The 
activity is generally concealed both by the individual performing the work and the 
consumer. Therefore detecting undeclared work through administrative actions 
can be costly.  

Measures to combat the shadow economy can broadly be divided into those which: 

	 Eliminate the possibility to avoid paying taxes; 

o	 Such measures include pre-filing and the requirement that any transaction 
above a certain threshold, or of certain category, is settled by an electronic 
means of payment; 

	 Provide incentives to comply; 

	 Such measures include reduced compliance costs. Awareness raising activities and 
industry agreements may also be useful; 

210 UK House of Commons Treasury Committee, 2012. 
211 PricewaterhouseCoopers, 2010. 
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	 Deter tax evasion and reduce incentives to operate in the shadow economy; 

o	 Such measures include more extensive monitoring and surveillance and 
higher penalties for non-compliance. As well, any business having been 
identified as not complying with tax laws could also be automatically 
investigated for potential non-compliance with other laws and regulation and 
vice versa;  

	 Improve the efficiency of tax administrations in their fight against tax evasion and 
the shadow economy 

o	 Such measures include administrative reform and simplification, and better 
cooperation between Member States 

5.4.1. Eliminating the possibility to avoid paying taxes 

The previous sections in the present chapter presented a number of measures which would 
make it more difficult to avoid paying incomes taxes by implementing pre-filing or by 
requiring the use of a non-cash means of payment for transactions above 
a certain threshold. 

As discussed in the previous section focusing on how to close the VAT gap, e-invoicing and 
real time reporting can also contribute to reduce opportunities to avoid paying taxes.  

While such measures described in the two paragraphs above would greatly help to reduce 
the shadow economy, they may be too expensive to implement (from an administrative 
and use of payment instrument point of view) in sectors involving many small-value 
transactions. Therefore, any such measures would need to be complemented by a set of 
complementary measures discussed below. 

5.4.2. Providing incentives to comply 

Reducing the financial attractiveness to operate in the shadow economy 

This idea relates back to the arguments of Allingham and Sandmo (1972)212 that 
individuals and businesses decide whether or not to comply with taxation laws on the basis 
of the expected returns of their actions. Therefore, reducing the financial attractiveness of 
evading taxes may result in fewer individuals and businesses deciding to operate in the 
shadow economy. 

The desired result can be achieved through better design of the tax and benefits system 
and stricter controls in the social protection system in terms of performing undeclared 
work. 

This method for combating the shadow economy should particularly focus on ensuring 
adequate levels of income support, recognition of the link between rights and contributions 
and adequate financial sanctions for tax and social security fraud213. 

In its note on the shadow economy, the Commission notes the importance of focusing on 
several key areas including the taxation of overtime, the respect of minimum wages, tax 
distortions between the status of employee and self-employed and the reduction of fiscal 
burden on low-skilled jobs. One potential policy to encourage people to declare all labour 
activities could be lowering the effective marginal tax rates through smoothing the 
structure of tax rates. One proposed method is the introduction of a flat rate structure. But, 

212 Allingham. M.G. and Sandmo, A., 1972. 
213 The World Bank, 2012b. 
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such a measure is a very controversial in some countries. Nevertheless, it is useful to note 
that a flat tax rate is one of the policies which has been largely credited with Estonia’s 
success in containing and reducing undeclared ways214. 

Moreover, it may not just be the introduction of flat tax rate itself which has led to a 
reduction in the size of the shadow economy. The positive impact may actually be due to 
the measures which have often accompanied such tax rate reforms. Generally, the 
introduction of a flat tax rate has been accompanied by a simplification of the tax structure, 
by removing minor taxes and minimising exemptions and loopholes. These accompanying 
measures reduce compliance costs, both for businesses and individuals whilst also 
broadening the base of the more effective tax instruments. These types of approaches are 
discussed more in later sections. 

Another potential method which may be implemented to reduce the financial attractiveness 
of operating in the shadow economy is the use of tax deductions215. 

The introduction of tax deductions for certain activities and sectors with a high prevalence 
of undeclared work could be effective but are very costly at the same time as such 
deduction result in substantial deadweight loss and undermine the vertical fairness of the 
tax system.  

Several countries216 have either introduced or experimented with tax deductions or 
subsidies for the purchaser of household services in recent years. However, the results 
have been rather disappointing.  

The argument in favour of such schemes is that they increase the formal market in the 
targeted sectors, those with a high prevalence of shadow economy activity and home 
production. To benefit from such policies, the supplier of the service usually needs to be 
registered and, in some cases, payment must be made through a specific 
electronic system217. 

Although such policies may have a positive impact on the level of employment in the formal 
economy, they tend to be expensive in terms of forgone tax revenue and the evidence in 
terms of a reduction of the shadow economy is not very encouraging, especially when the 
results are compared against the costs218. 

An additional problem with tax deduction schemes is that they tend to create a “trap” which 
may lock people into these specific kinds of jobs that benefit from the tax deduction. The 
reason for this “trap” is that additional benefits are gained through this type of work (which 
are not provided for work in other sectors) and are not covered by the monetary incentives 
offered by these schemes. 

Administrative reform and simplification 

Another potential method to reduce the size of the shadow economy is a reform of the 
administrative procedures which are required to be fulfilled to comply with taxation laws, in 
order to make them simpler. The main aim behind this approach is  to reduce the cost of  
compliance for individuals and businesses219. 

214 The World Bank, 2012b.
 
215 European Commission, 2012i.
 
216 Bulgaria, Denmark, Germany and Sweden. 

217 European Commission, 2012i.
 
218 Williams, C.C., Horlings, E. and Renooy, P., 2008.
 
219 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf
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The overall aim of tax authorities is to collect the full amount of taxes and duties payable in 
accordance with the law, whilst doing so at the minimum cost220. An efficient tax 
administration is characterised by a number of key distinguishing features, namely221: 

	 An overall compliance strategy and focus audit efforts on the largest tax  

revenue risks; 


	 Services and education should be provided to those who comply with legislation 
and target those who do not comply; 

	 The use of third-party information; 

	 The provision of pre-filled tax returns to taxpayers; 

	 The use of IT systems as much as possible to aid the ease of paying taxes and to 
make it harder to evade; 

	 The tax system should be simple and stable; and 

	 Arrears should be efficiently collected. 

Administrative reforms and simplifications should be developed in order to help tax 
authorities to achieve these key features of an efficient tax administration. 

These reforms should focus on improving labour laws and administrative systems so that it 
becomes easier to deal with short-term needs and shortages in the labour market. There 
should also be different sectoral approaches to move work from the shadow economy to 
the official economy. The reforms should specifically target sectors such as the hotel 
industry and restaurants which are believed to have a large level of activity in the 
shadow economy222. 

5.4.3. Awareness raising activities 

As mentioned previously in the study, tax morale is a key determinant of the size of the 
shadow economy. Therefore, a further approach to reducing tax gaps and the shadow 
economy is to improve tax morale. This can be achieved through education and awareness-
raising activities223. 

Education-based risk treatments are used directly to curb demand for goods and services 
sold in the underground economy by promoting consumer self-interest, perhaps concerning 
customer protection against shoddy work or exposure to claims for personal injury224. 

Active information campaigns are used in an attempt to influence social norms225. The 
ultimate aim of these campaigns is to increase the level of voluntary compliance with tax 
laws across the population by discussing the “moral costs” of evasion. They are designed to 
raise social awareness and nurture high tax morale and the rule of law. 

Examples of such programmes are provided below. Awareness-raising campaigns generally 
aim to inform society about the negative implications of undeclared work for social welfare 
and insurance and its harmful consequences for solidarity, fairness and the society 
at large226. 

220 European Commission, 2012i.
 
221 European Commission, 2012i.
 
222 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf
 
223 EC Note on the Shadow Economy http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf
 
224 Organisation for Economic Co-operation and Development, 2012.
 
225 The World Bank, 2012b.
 
226 The World Bank, 2012b.
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	 A campaign in the UK in 2006 aimed to characterise tax evaders as the minority 
which was harming the vast majority of honest, law abiding individuals. 

	 A different tact was taken in Canada which targeted the construction industry. The 
tax authorities attempted to influence consumers by informing them of the 
disadvantages associated with payments in cash and highlighting the link between 
professionalism and quality of registered businesses227. 

	 The “Fair Play” campaign in Hungary in 2007 aimed to inform consumers of the 
harm that tax evasion did to the financial situation of the country, in order to steer 
them away from the shadow economy228. 

It is generally agreed that intervention should be made earlier rather than later in a future 
business owner’s life229. Therefore, school-related education programmes are 
highly recommended. 

Given the sizeable costs generated by a large shadow economy, it is important that 
individuals fully understand these costs230. If individuals understand the risks and costs to 
society that result from undeclared work, they may be less inclined to use such work. In 
order to be successful in this regard, the EC notes that it is important to use social partners 
to help with this information work. 

Whilst informing individuals about the costs to society of undeclared work, it may also be 
worthwhile informing them of the benefits which result from their payment of taxes and 
social security contributions. This is likely to have the same desired impact of reducing the 
incentive to participate in undeclared work and hence reduce the shadow economy. 

A majority of VAT experts surveyed indicated that consumer education and better access to 
information would have a positive impact on the EU tax gap. 

5.4.4. Industry agreements 

A further method through which it may be possible to combat the shadow economy is 
through agreements with industry partners. The idea behind such agreements is that it is in 
the interest of legitimate industry operators, consumers and the EU economy as a whole to 
close the shadow economy and tax gaps. Therefore, agreements on joint efforts to combat 
tax fraud should be beneficial to all those abiding by the rules. 

A good example of such an agreement is the declaration on undeclared work signed on 3rd 

December 2010 by the EU-level social partners in the hotels and restaurants sector231. The 
declaration has two main elements: firstly, it aims to develop an approach based on 
providing incentives for the development of regular work combined with a monitoring and 
control policy and secondly it aims to collect more information on the level of the 
undeclared work within the EU232. 

This joint declaration by the hotel and restaurant sectors was the third of its kind. Similar 
joint declarations have also been signed by the private security sector in 2006233 and the 
cleaning industry in 1998234. 

227 The World Bank, 2012b.
 
228 The World Bank, 2012b.
 
229 Organisation for Economic Co-operation and Development, 2012.
 
230 Regioplan Policy Research, 2010.
 
231 http://www.eurofound.europa.eu/eiro/2011/02/articles/eu1102041i.htm
 
232 http://ec.europa.eu/employment_social/dsw/public/actRetrieveText.do?id=8909
 
233 http://ec.europa.eu/employment_social/dsw/public/actRetrieveText.do?id=8706
 
234 http://ec.europa.eu/employment_social/dsw/public/actRetrieveText.do?id=10007
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5.4.5. Deterring tax evasion 

Strengthening surveillance and sanctions 

Another method through which the EU can use the “stick” approach for deterring 
businesses and individuals from operating in the shadow economy is by strengthening 
surveillance and sanctions. Respect of taxation laws by individuals and business is in part 
based on their assessment of the expected returns of tax evasion, and strengthened 
surveillance and sanction should lead to a reduction in the number of people operating in 
the shadow economy. 

Such a policy increases the probability of being discovered and hence reduces the expected 
gains of operating in the shadow economy, in a similar way to the introduction of harsher 
penalties. It should be noted though, that simply increasing the number of people 
employed within a tax authority could prove to be costly compared to the direct tax 
revenue gains235. 

In theory, high penalties for activities in the shadow economy could be a successful 
instrument for combating the shadow economy as they would have a deterrent effect. 
However, in order to respect the principle of proportionality there should be a reasonable 
relationship between the severity of a crime and the penalty. For this reason, very harsh 
penalties are, in general, not an effective and sufficient instrument to combat the 
shadow economy. 

Moreover, such an approach requires the close collaboration of labour inspectorates, tax 
offices and social partners, and a key area to focus on includes minimising the number of 
exemptions from the requirements of having written employment contracts.  

5.4.6. Raising the efficiency of tax administrations 

Interconnected business registers and other national directories at EU level 

In June 2012, the European Parliament and the Council adopted Directive2012/17/EU236 

which aims to interconnect Business Registers within the EU. The Directive requires all 
Member States to link up their business registers electronically to provide up-to-date 
information on companies and their foreign branches in Europe. 

The Green Paper on the Interconnection of business registers237 notes that the Directive 
serves two broad purposes: 

	 Facilitate access to official, reliable information on companies across borders to 
increase transparency in the Single Market and enhance the protection of 
shareholders; and 

	 Strengthen the cooperation between business registers in the case of cross-border 
procedures. 

The aim is to improve efficient cooperation between business registers in cross-border 
transactions and mergers through electronic inter-linkages as well as being able to better 
access cross-border information.  

235 European Commission, 2012i. 
236 Directive 2012/17/EU of the European Parliament and of the Council of 13 June 2012 amending Council 

Directive 89/666/EEC and Directives 2005/56/EC and 2009/101/EC of the European Parliament and of the 
Council as regards the interconnection of central, commercial and companies registers. 

237 European Commission, 2009b. 
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The benefits of such a service will be experienced by many different players within 
the economy.  

Consumers will gain the ability to look up the details of any EU company to gain trust in 
purchasing their products. It will enable businesses to look for specific businesses in a 
specific sector that they could potentially do business with. 

It is also likely to have both tax and judicial benefits. This is due to the fact that across the 
EU, there would be much greater access to accurate information on the situation of a 
business and its foreign branches. There will be fewer tax arbitrage and tax avoidance 
opportunities and the shadow economy should shrink as a result. 

The fact that this initiative is underpinned by the principles of transparency, rapidity, 
reduced costs, administrative simplification, adequate protection of personal information 
and interoperability238 means that the administrative burden for some businesses should be 
reduced. As mentioned previously in this study, administrative burden and compliance 
costs are key causes of the tax gap and the existence of the shadow economy. Therefore as 
this policy aims to reduce such costs, it is hoped that it will also have a positive impact on 
the size of the EU tax gap. 

The vast majority of VAT experts surveyed were of the view that interconnecting business 
registers and other national directories at EU would have a positive impact on the tax gap. 

European level cooperation and coordination (data sharing, mining) 

For tax systems within the EU to function smoothly, cross-border transactions by national 
tax administrations need to be processed effectively and efficiently to prevent and combat 
tax fraud and protect tax revenues239. 

The exchange of large amounts of information between administrations is required and tax 
authorities should work together to reduce the administrative burden for taxpayers involved 
in cross-border transactions.  

The Fiscalis 2020 programme supports tax cooperation through human networking and 
competency building and also increasing IT capacity. The main added value of the 
programme is an increase in the ability of Member States to fight fraud and potentially 
increase tax revenues. A spill-over impact of these developments should also be cost
reductions240. 

The benefits which can be gained by having access to a large amount of data are 
highlighted by a report by McKinsey Global Institute. The report notes that through creating 
transparency, making more data readily accessible can sharply reduce search and 
processing time241. Such a development may improve the work of tax authorities 
combating the shadow economy and therefore may lead to a decrease in the tax gap. 

Having access to large amounts of readily available data may also lead to an ability to 
better segment tax populations242 and better target the actions of tax authorities by 
focusing audits on taxpayers most likely to break tax laws. 

238 Opinion of the European Economic and Social Committee on the “Green paper on the Interconnection of 
business registers” (2011/C 48/21). 

239 European Commission, 2012a. 
240 European Commission, 2012a. 
241 McKinsey Global Institute, 2011. 
242 McKinsey Global Institute, 2011. 
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An estimate by Policy Exchange UK243 finds that improved use of data, such as data 
sharing, in government operations in the UK could save the public sector between 
UKP 16 billion and UKP 33 billion a year. This figure includes overall efficiency gains to the 
government, not simply through closing tax gaps. However, a reduction in the tax gap is 
one of the key elements of the potential benefits. 

The report notes that, through accelerated use of analytics and data fusion, it will be 
possible to make further progress in improving tax compliance and reducing fraud and 
errors. These benefits can be achieved through allowing tax authorities to focus on those 
most likely to not comply or those cases where the most tax revenue is at stake. Increases 
in data sharing and usage would improve the ability of tax authorities to identify and 
prioritise the channels and communications that are most effective at ensuring compliance 
and would eliminate errors by reducing avoidable data entry and flagging potential errors 
as soon as they enter the system. 

More generally, data mining is a further route through which it may be possible to reduce 
the size of the shadow economy. Given the benefits of having access to large amounts of 
data described above, the ability to use this data efficiently and effectively should also yield 
benefits in terms of a reduced shadow economy. 

The above point is emphasised by the fact that the UK HMRC has purchased extensive 
data-mining and predictive analytics expertise in order to try to target tax evaders244. 

The results of the VAT expert survey suggest that a very positive impact on the tax gap is 
expected through increased European level cooperation and coordination.  

With regards to customs, the Customs 2020 programme, which will start on 1st January 
2014, will support cooperation between customs authorities in the EU to help maximise 
their efficiency and avoid mismatches in their work, which could hinder the functioning of 
the Customs Union. It will also facilitate networking, joint actions and training amongst 
customs personnel, while also funding IT systems to enable the development of a fully 
fledged electronic customs in Europe245. 

5.4.7. Conclusions regarding the tax gaps in the services sector 

All the measures presented in the present section on how to address the shadow economy 
and tax gap in the services sector would likely make useful contribution. A number of these 
have not yet been subjected to detailed assessments of their likely efficiency and 
effectiveness and, going forward, it would be useful to do so in order to be able to prioritise 
the actions required to tackle the shadow economy in the services sector. 

Ideally, to ensure that the fight against the shadow economy and the tax gap in the 
services sector is supported (or at least not resisted in a major way) by businesses and 
individuals operating in the shadow economy, and more generally the population at large, 
the emphasis should be on ensuring ex-ante that taxes due are indeed being paid rather 
than on ex-post deterrence and punishment. That said, the latter are necessary to ensure 
that any measures and actions taken by governments to reduce the shadow economy are 
taken seriously by those operating in the shadow economy.  

243	 Policy Exchange UK, 2012. 
244	 UK HM Revenue & Customs, 2012a. 
245	 See http://ec.europa.eu/taxation_customs/customs/cooperation_programmes/fiscus/index_en.htm for further 

details on Customs 2020. 
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6. CONCLUSIONS 

Eight key conclusions emerge from the present study: 

1. The size of the shadow economy in the EU. The estimation of the size of the shadow 
economy is challenging and any estimates are subject to a high degree of 
uncertainty. However, the estimates reported in the present study show very clearly 
that the shadow economy is significant. 

2. The existence of the shadow economy distorts	 the level playing field between 
businesses operating in the lit economy and the shadow economy. This affects not 
only the functioning of the domestic economies of the Member States, but also the 
functioning of the Single Market as within EU cross-border trade flows 
can be distorted. 

3. The existence of shadows economies also has a long-term detrimental impact on the 
EU economy as it can result in a misallocation of resources and holds back 
investment in physical capital and R&D. 

4. Moreover, businesses and individuals operating in the shadow economy typically do 
not comply with the various laws and regulations aimed at protecting consumers, 
employees, the environment, etc. 

5. The existence of the shadow economy reduces tax morale.  

6. The 	shadow economy contributes to sizeable tax gaps in Member States. 
Information on the tax gaps is scarce and subject to uncertainty. But the limited 
information which is available shows that tax gaps, if addressed, could yield 
significant additional tax revenues in the EU. 

7. Strengthening the Single Market by reducing significantly the shadow economy 
could make a major contribution to re-launching the European economy. 

8. Numerous proposals have been put forward to address the three tax gaps of 
particular interest for the present study, namely the customs gap, the VAT gap and 
the tax gap (income and VAT) in the services sector. However, for various reasons, 
the policy discussions on these measures have often taken a very long time and the 
measures are not yet implemented.  

These key conclusions clearly demonstrate the importance and urgency of eliminating the 
shadow economy and closing any tax gaps. However, as resources available to national tax 
administrations are limited, any policy and enforcement actions should target the areas 
likely to yield the largest returns. 
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Therefore, the seven key recommendations are the following: 

1.	 Estimates of the size of the shadow economy and tax gaps in the various sectors of 
the economy should be developed more systematically to provide a better 
evidence base for targeting policy and enforcement action. Incomplete and 
imperfect estimates undermine the Single Market. There is a need for an in-depth 
overhaul of European and national law and regulation in the areas of 
customs duties, VAT, auditing, tax and statistical reporting, in order to level 
the playing field in the Single Market. 

2.	 The EU should adopt a specific target to reduce the shadow economy to 5% of 
the EU economy by 2020 and further reduce it to 2% by 2025. Such a 
decrease in the shadow economy and associated tax gaps will yield additional 
budget revenues and will contribute to re-launching the Single Market. 

3.	 The European Commission should present an urgent and comprehensive 
legislative package proposing reforms aimed at curbing the shadow 
economy and levelling the playing field in the Single Market. 

4.	 The European Court of Auditors should take a much more focused stand on the 
deficiencies that exist in the collection of resources (customs and VAT) for 
the European budget. 

5.	 The various measures reviewed in the present note should be subjected to detailed 
cost-benefit analysis for early implementation. Among others, the European 
Commission should present a detailed impact assessment of the postponement of 
the implementation of the UCC. 

6.	 IT developments have opened new avenues and means of fighting tax 
evasion and should be used to the fullest when appropriate. 

7. As both human resources and physical capital are required, the fiscal consolidation 
currently underway must avoid jeopardising the necessary reform process. 

PE 507.454 	 91 



 
 

  
 

 

  

  

 

  

 

  

  

 
 

 
  

 

 

 

 

 

 

  
 

  
 

Policy Department A: Economic and Scientific Policy 

REFERENCES 


	 Allingham. M.G. and Sandmo, A., 1972. Income Tax Evasion: A Theoretical Analysis. 
Journal of Public Economics, 1, pg 323-338. 

	 Australian Tax Office, 2012, Measuring tax gaps in Australia for the GST and the LCT. 

	 Auto-ID Labs, 2006. The potential of RFID and NFC in anti-counterfeiting. Improving 
Customs Processes with RFID and NFC Technology to Fight Illicit Trade. Auto-ID Labs 
White Paper WP-BIZAPP-027. 

	 Blanchard, O. And Leigh, D. (2013). Growth forecasts and fiscal multipliers, IMF 
Working Papers, WP/13/1. 

	 Boussard, J., de Castro, F. And Salto, M. (2012). Fiscal multipliers and public debt 
dynamics in consolidations, European Economy, Economic Papers, July. 

	 Brondolo, J., 2009. Collecting taxes during an economic crisis: challenges and policy 
options, IMF Staff Position Note, SPN/09/17, July 14. 

	 Capgemini, Deloitte and Rambøll, 2009. EU Project on Baseline Measurement and 
Reduction of Administrative Costs – Final Report – Measurement data and analysis as 
specified in the specific contract 5&6 on Modules 3&4 under the Framework contract 
No. ENTR/06/061 Report of the Tax Law (VAT) Priority Area (March 5, 2009) at 126
130. 

	 Copenhagen Economics, 2007. Study on reduced VAT applied to goods and services in 
the Member States of the European Union. DG Taxation and Customs. 

	 Cross-border Research Association, 2010. e-Customs Study: Private Sector Views on 
Potential Benefits of Further Electronic Customs Developments in Switzerland. 

	 Coenen, G., Erceg, C. Freedman, C., Furceri, D., Kunhof, M., Lalonde, R., Laxton, D. 
Linde, J., Mourougane, A., Muir, D., Mursula, S., de Resende, C., Roberts, J., Roeger, 
W., Snudden, S., Trabandt, M. and in’t Veld, .(2012). Effects of fiscal stimulus in 
structural models, American Economic Journal of Macroeeconomics, Vol. 4, No.1 
January, pp. 22-68. 

	 Danish Economic Council, 2011. Dansk Økonomi forår 2011. 

	 Dell'Anno, R., 2009. Tax evasion, tax morale and policy maker's effectiveness. Journal 
of Socio- Economics, 38 (6), pp. 988-997. 

	 Deloitte, 2010. Future Business Architecture for the Customs Union and Cooperative 
Model in the Taxation Area in Europe, TAXUD/R3/VDL D(2010) 433216, Framework 
contract DIGIT/R2/PO/2009/027 ABC II. DG Taxation and Customs. 

	 Deloitte, 2011a. A study on cloud and service oriented architectures for e-
government. DG Information Society and Media.  

	 Deloitte, 2011b. Draft Report on Task 1 Challenges and Objectives (TAXUD/R3/VDL 
D(2010) 433216) Framework contract DIGIT/R2/PO/2009/027/ABC II. Future 
business architecture for the Customs Union and cooperative model in taxation area 
in Europe. DG Taxation and Customs. 

	 Deloitte, 2011c. Final Report on Task 2.3 Options for improvement of the functioning 
of the Customs Union (TAXUD/R3/VDL D(2010) 433216) Framework contract 
DIGIT/R2/PO/2009/027/ABC II. Future business architecture for the Customs Union 
and cooperative model in taxation area in Europe. DG Taxation and Customs. 

92 	PE 507.454 



 
 

 

  

  
 

 
 
 

 

 

  
  

  

 

 
 

  
 

  

  

 
 

  

  

 
 

 

From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

	 Deloitte, 2012. Simplifying and Modernising VAT in the Digital Single Market. A report 
for the Internal Policies, Economic and Scientific Policy DG of the European 
Parliament. (IP/A/IMCO/ST/2012-03). 

	 Deutsche Bank, 2010. E-invoicing: Final step of an efficient invoicing process. 
Deutsche Bank Research. 

	 E-business watch, 2005. Electronic Payments and E-Invoicing: Opportunities, 
Challenges and Security Issues. 

	 Economisti Associati, 2012. Roadmap to Digital Single Market. Prioritising Necessary 
Legislative Responses to Opportunities and Barriers to e-Commerce. A report for the 
Internal Policies, Economic and Scientific Policy DG of the European Parliament. 
(IP/A/IMCO/NT/2012-13). 

	 EIM Business & Policy Research, 2011. Do SMEs create more and better jobs?  

	 Eurobarometer, 2007. Undeclared Work in the European Union. Special 
Eurobarometer 284. DG Employment, Social Affairs and Equal Opportunities.  

	 European Commission Note on the Shadow Economy: 
http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf 

	 European Commission, 1992. Council Regulation (EEC) No 2913/92 if 12 October 
1992 establishing the Community Customs Code. (OJ L 302, 19.10.1992, p.1). 

	 European Commission, 2007a. Commission Staff Working Document Accompanying 
document to the: Proposal for a Council Directive amending Directive 2006/112/EEC 
with regard to certain temporary provisions concerning rates of value added tax and 
Communication from the Commission to the Council and the European Parliament on 
VAT rates and other than standard VAT rates. Main conclusions of the study on 
reduced VAT rates applied to goods and services in the Member States of the 
European Union. SEC(2007)910. 

	 European Commission, 2007b. Communication from the Commission to the Council, 
the European Parliament, the European Economic and Social Committee and the 
Committee of the Regions. Stepping up the fight against undeclared work. COM(2007) 
628 final. 

	 European Commission, 2009a. Council Directive 2009/47/EC of 5 May 2009 amending 
Directive 2006/112/EC as regards reduced rates of value added tax. 

	 European Commission, 2009b. Green Paper – The interconnection of business 
registers. COM(2009) 614 final. 

	 European Commission, 2010a. Commission Staff Working Document Accompanying 
document to the Green paper on the future of VAT. Towards a simpler, more robust 
and efficient VAT system. SEC(2010) 1455 final. 

	 European Commission, 2010b. Communication from the Commission to the European 
Parliament, the Council, the European Economic and Social Committee and the 
Committee of the Regions. A Digital Agenda for Europe. COM(2010)245. 

	 European Commission, 2010c. Green paper on the future of VAT. Towards a simpler, 
more robust and efficient VAT system. COM(2010) 695 final. 

	 European Commission, 2011a. 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 Tailored to 
the Single Market. COM(2011) 851 final. 

PE 507.454 	 93 

http://ec.europa.eu/europe2020/pdf/themes/06_shadow_economy.pdf


 
 

 
 

 
 

 
   

 

 

 

  
 

 

  

  
 

  

 
 

 

  

  

  
 

 

 
 

 

Policy Department A: Economic and Scientific Policy 

	 European Commission, 2011b. Council Directive 2011/16/EU of 15 February 2011 on 
administrative cooperation in the field of taxation and repealing Directive 77/799/EEC. 

	 European Commission, 2011c. Report from the Commission to the Council and the 
European Parliament. Report on Progress on the Strategy for the Evolution of the 
Customs Union. COM(2011) 922 final. 

	 European Commission, 2012a. Amended proposal for a Regulation of the European 
Parliament and of the Council establishing an action programme for taxation in the 
European Union for the period 2014-2020 (Fiscalis 2020) and repealing Decision 
No1482/2007/EC. COM(2012) 465 final. 

	 European Commission, 2012b. Clamping down on tax evasion and avoidance: 
Commission presents the way forward. IP/12/1325. 

	 European Commission, 2012c. Commission Staff Working Document Statistical 
Evaluation of Irregularities reported for 2011 Own Resources, Natural Resources, 
Cohesion Policy, Pre-Accession and Direct Expenditure. SWD(2012) 229 final. 

	 European Commission, 2012d. Communication from the Commission to the European 
Parliament, the Council and the European Economic and Social Committee on 
Customs Risk Management and Security of the Supply Chain. COM(2012) 793 final. 

	 European Commission, 2012e. Communication from the Commission to the European 
Parliament and the Council. An Action Plan to strengthen the fight against tax fraud 
and tax evasion. COM(2012) 722 final. 

	 European Commission, 2012f. Communication from the Commission to the European 
Parliament and the Council on concrete ways to reinforce the fight against tax fraud 
and tax evasion including in relation to third countries. COM(2012) 351 final. 

	 European Commission, 2012g. Communication from the Commission to the European 
Parliament, the Council and the European economic and Social Committee on the 
State of the Customs Union. COM(2012) 791 final. 

	 European Commission, 2012h. Green Paper - An integrated parcel delivery market for 
the growth of e-commerce in the EU. COM(2012) 698 final. 

	 European Commission, 2012i. Improving tax governance in EU Member States: 
Criteria for successful policies, Occasional Papers 114|August 2012, DG Economic 
and Financial Affairs. 

	 European Commission, 2012j. Tax evasion and avoidance: Questions and Answers. 
MEMO/12/949. Available here:  
http://europa.eu/rapid/press-release_MEMO-12-949_en.htm 

	 European Commission, 2012k. Tax reforms in EU Member States 2012. Tax policy 
challenges for economic growth and fiscal sustainability, European Economy 6. 

	 European Commission, 2012. European economic forecast, European Economy, 2012, 
Autumn. 

	 European Court of Auditors, 2010. Are simplified customs procedures for imports 
effectively controlled? Special Report No. 1/2010. 

	 European Court of Auditors, 2011. Does the control of customs procedure 42 prevent 
and detect VAT evasion? Special Report No. 12/2011. 

94 	PE 507.454 

http://europa.eu/rapid/press-release_MEMO-12-949_en.htm


 
 

 
 

 
  

 
 

 
 

 

 
 

 

 

  

  
 

 

  
 

 

 

  

 

 

 

  

From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

	 European Parliament, 2011. Report on modernisation of customs (2011/2083(INI)). 
Committee on the Internal Market and Consumer Protection, and the resolution of the 
European Parliament of 1 December 2011 on modernisation of customs. 

	 European Parliament, 2013a. Draft Opinion of the Committee on Budgetary Control 
for the Committee on Economic and Monetary Affairs on Fight against Tax Fraud, Tax 
Evasion and Tax Havens. (2012/0000(INI)) Rapporteur: Bart Staes, and the report 
the Committee on Economic and Monetary Affairs of 3 May 2013 on Fight against Tax 
Fraud, Tax Evasion and Tax Havens. 

	 European Parliament, 2013b. Report on the Court of Auditors’ special reports in the 
context of the 2011 Commission discharge. (2013/2015 (DEC)) Committee 
on Budgetary Control and the resolution of the European Parliament of 17 April 2013 
on the Court of Auditors' special reports in the context of the 2011 Commission 
discharge. 

	 Europol, 2012. Europol Review - General report on Europol activities 2011, 
Luxembourg. 

	 Feld, L.P. and Frey, B.S., 2007. Tax Compliance as the Result of a Psychological Tax 
Contract: The Role of Incentives and Responsive Regulation, Law and Policy, vol 9(1), 
pp. 102-120. 

	 First Council Directive 67/227/EEC on the harmonization of legislation of member 
states concerning turnover taxes. 

	 Friedman, E., Johnson, S., Kaufmann, D. and Zoido-Lobatón, P., 2000. Dodging the 
Grabbing Hand: The Determinants of Unofficial Activity in 69 Countries, Journal of 
Public Economics, vol (76)4, pp. 459-493. 

	 Garcia-Murillo, M., 2004. Institutions and the Adoption of Electronic Commerce in 
Mexico. Electronic Commerce Research. Vol 4(3), pg 201-219. 

	 Hesketh, D., 2009. Seamless electronic data and logistics pipelines shift focus from 
import declarations to start of commercial transaction, World Customs Journal, 
vol 3(1). 

	 IBM, 2010. Implementing e-Customs in Europe: An IBM point of view. 

	 Institute of Fiscal Studies, 2011. A retrospective evaluation of elements of the EU VAT 
system. DG Taxation and Customs. 

	 International Monetary Fund, 2007. VAT Fraud and Evasion: What Do We Know, and 
What Can Be Done. IMF Working Paper (WP/07/31). 

	 Internal Revenue Service, 2012. Tax Gap for Tax Year 2006 – Overview. 

	 Jensen, J. and Wöhlbier, F., 2012. Improving tax governance in EU Member States: 
Criteria for successful policies, European Economy, Occasional Papers 114, August. 

	 Johnson, S., Kaufmann, D. and Shleifer, A., 1997. The Unofficial Economy in 
Transition, Brookings Papers on Economic Activity No. 2, pp. 159-221. 

	 Leibfritz, W., 2011. Undeclared Economic Activity in Central and Eastern Europe: How 
Taxes Contribute and How Countries Respond to the Problem. Background paper for 
“In from the Shadow: Integrating Europe’s Informal Labor.” Policy Research Working 
Paper 5923, World Bank, Washington, DC. 

	 Lejeune, I., 2011. The EU VAT Experience: What Are the Lessons?, Tax Analysts. 

PE 507.454 	 95 



 
 

 
 

 
 

 

   

  

 

 

 

 

 

  
 

 

  

  

 

  
  

    

  

 
 

 

  

 

Policy Department A: Economic and Scientific Policy 

	 London Economics, 2011. Basic banking services. A report for the Internal Policies, 
Economic and Scientific Policy DG of the European Parliament. 
(IP/A/IMCO/NT/2011-16). 

	 McKinsey Global Institute, 2011. Big data: The next frontier for innovation, 
competition, and productivity. 

	 European Economic and Social Committee, 2011. Opinion of the European Economic 
and Social Committee on the “Green paper on the Interconnection of business 
registers”. 2011/C 48/21. 

	 OECD, 2012. Forum on Tax Administration: SME Compliance Sub-Group. Information 
note – Reducing opportunities for tax non-compliance in the underground economy. 

	 OECD, 2013. Base Erosion and Profit Shifting, Paris. 

	 Owens, J., 2010. Tax Gap Measurement / Estimation: Does it have a role to play in 
modern tax administration practice? Presentation to CIAT 44th General Assembly, 
Montevideo, Uruguay, 12-15 April. 

	 Palda, F., 1998. Evasive Ability and the Efficiency Cost of the Underground Economy. 
The Canadian Journal of Economics, vol(31)5, pp. 1118-1138. 

	 PricewaterhouseCoopers, 2010. Study on the feasibility of alternative methods for 
improving and simplifying the collection of VAT through the means of modern 
technologies and/or financial intermediaries. DG Taxation and Customs. 

	 PricewaterhouseCoopers, 2012. Implementation of the Modernised Customs Code. A 
report for the Internal Policies, Economic and Scientific Policy DG of the European 
Parliament. (IP/A/IMCO/ST/2011-11). 

	 Raus, M. Flügge, B. Boutellier, R., 2009. Electronic customs innovation: An 
improvement of governmental infrastructures, Government Information Quarterly 26, 
pp. 246-256.  

	 Reckon LLP, 2009. Study to quantify and analyse the VAT gap in the EU-25 Member 
States. DG Taxation and Customs Union. DG Taxation and Customs. 

	 Regioplan Policy Research, 2010. Joining up in the fight against undeclared work in 
Europe. Feasibility study on establishing a European Platform for cooperation between 
labour inspectorates, and other relevant monitoring and enforcement bodies, to 
prevent and fight undeclared work. DG Employment, Social Affairs and Equal 
Opportunities. 

	 Schneider, F., 2011. Size and development of the Shadow Economy of 31 European 
and 5 other OECD Countries from 2003 to 2012: Some new facts. Available here: 
http://www.economics.uni-linz.ac.at/members/Schneider/files/publications/2012/Sha 
dEcEurope31.pdf 

	 Schneider, F., 2012. The Shadow Economy and Work in the Shadow: What Do We 
(Not) Know?, IZA Discussion Papers 6423, Institute for the Study of Labor (IZA). 

	 Second Council Directive 67/228/EEC on the harmonization of legislation of member 
states concerning turnover taxes — structure and procedures for application of the 
common system of VAT. 

	 Slemrod, J., 2007. Cheating Ourselves: The Economics of Tax Evasion, Journal of 
Economic Perspectives, 21 (1), pp. 25-48. 

	 SKAT – Danish Tax and Customs Administration, 2009a. Compliance with tax rules by 
private individuals in Denmark - Tax year 2006. 

96 	PE 507.454 

http://www.economics.uni-linz.ac.at/members/Schneider/files/publications/2012/ShadEcEurope31.pdf
http://www.economics.uni-linz.ac.at/members/Schneider/files/publications/2012/ShadEcEurope31.pdf


 
 

 

 

 

   

 

  

 
 

  

 
 

 

  

 
 

 

 

 
  

  

  

 

From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

	 SKAT – Danish Tax and Customs Administration, 2009b. Compliance with tax rules by 
businesses in Denmark - Tax year 2006. 

	 Swedish National Tax Agency, 2008. Tax Gap Map for Sweden. 

	 Tax Research UK, 2012. Closing the European Tax Gap, A report for Group of the 
Progressive Alliance of Socialists & Democrats in the European Parliament by Richard 
Murphy FCA, Director, Tax Research UK. 

	 The World Bank, 2010. Shadow Economies All over the World. New Estimates for 162 
Countries from 1999 to 2007. Policy Research Working Paper 5356. 

	 The World Bank, 2012a. Doing Business 2012: Doing business in a more transparent 
world. Comparing regulation for domestic firms in 183 economies.   

	 The World Bank, 2012b. In From the Shadow – Integrating Europe’s Informal Labor. 

	 The World Economic Forum, 2012. Global Competitiveness Index. Available here: 
http://www.weforum.org/issues/competitiveness-0/gci2012-data-platform/ 

	 United Nations (2008). Economic Commission for Europe, Non-observed economy in 
national accounts -Survey of country practices, New York and Geneva. 

	 UK HM Revenue and Customs, 2011. The practicality of a top down approach to the 
direct tax gap. HMRC Working Paper 12, August. 

	 UK HM Revenue & Customs, 2012a. Closing in on tax evasion. HMRC’s approach. 

	 UK HM Revenue & Customs, 2012b. Measuring tax gaps 2012. Tax gap estimate 
for 2010-11. 

	 UK House of Commons Treasury Committee, 2012. Closing the tax gap: HMRC’s 
record at ensuring tax compliance: Government Response to the Committee’s 
Twenty-ninth Report of Session 2010-12. First Special Report of Session 2012-13. 

	 US Department of the Treasury Office of Tax Policy, 2006. A Comprehensive Strategy 
for Reducing the Tax Gap. 

	 Visa Europe, 2011. The Shadow Economy in Europe, 2011 – Using electronic payment 
systems to combat the shadow economy. Written by Friedrich Schneider 
and A.T. Kearney. 

	 Widdowson, D., 2007. The Changing Role of Customs: Evolution or Revolution. World 
Customs Journal. Vol 1(1). 

	 Williams, C.C., Horlings, E. and Renooy, P., 2008. Tackling undeclared work in the 
European Union Eurofound. Available online at: 
http://www.eurofound.europa.eu/publications/htmlfiles/ef0813.htm 

PE 507.454 	 97 

http://www.weforum.org/issues/competitiveness-0/gci2012-data-platform/
http://www.eurofound.europa.eu/publications/htmlfiles/ef0813.htm


 
 

 

 
 
 
 

  

 

 
  

 

  

 

  

 

                                          
  
   

Policy Department A: Economic and Scientific Policy 

ANNEX 1: TAX STRUCTURE OF EU MEMBER STATES, 2011 
The present annex provides a brief overview of the level of taxation and structure of the 
tax systems in the various Member States. 

Overall, at the EU-27 wide level, total tax revenues stood at 38.8% of gross domestic 
product (GDP) in 2011246. 

The relative level of total tax revenues, however, varies markedly across the EU, ranging 
from 26.0% of domestic GDP in Lithuania to 47.7% of domestic GDP in Denmark. In some 
Member States, the official GDP figures include estimates for some part of the economy 
which is not observed from a statistical perspective, such as non-declared or 
under-reported income. 

For example, a 2008 United Nations survey of national statistical agencies showed that the 
proportion of the official GDP figure which accounts for the non-observed economy ranges 
from 3.4% in Belgium to 18.9% in Lithuania (see Annex 2 for details).  

Because the actual tax and social contribution revenues are used in numerator of the tax-
to-GDP ratio and actual and estimated income is included in the denominator, the tax-to-
GDP ratio is a biased indicator of the actual tax burden in countries where the adjustment 
for the non-observed economy is large.  

Figure 4: Tax-to-GDP ratio, 2011 (% of official GDP) 

0% 

5% 

10% 

15% 

20% 

25% 

30% 

35% 

40% 

45% 

50% 

LT BG LV RO SK IE ES EL PL EE PT MT CY CZ UK HU LU SI NL DE EU27 AT IT FI FR BE SE DK 

Source: Eurostat (gov_a_tax_ag) 

The EU-wide tax-to-GDP ratio reached in 2009 its lowest level since 2000 due to 
expansionary cuts in labour and capital taxation aimed at mitigating the impact 
of the recession. 

Tax revenues stabilised in 2010.  

However, following the deterioration in public finances and strong turbulence in sovereign 
debt markets, fiscal policies in 2011 and 2012 aimed to restore sustainability of public 
finances and pushed up the tax ratio again247. 

246 Figure 4 

247 European Commission, 2012k.
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In 2011, around EUR 5 trillion was collected in tax revenues and social security 
contributions across the EU. Approximately 33% of the total revenues from taxes and social 
security came from social security contributions (EUR 1.6 trillion) and almost 30% came 
from income taxes.  

The third largest tax (in terms of tax revenues) in 2011 was the Value-Added TAX (VAT). 
This tax accounted for around 18% of the total tax receipts (or EUR 903 billion).    

Taxes and duties on imports, excluding VAT, accounted for only around 1% of total tax and 
social security contributions in 2011 (slightly more than EUR 54 billion). 

Figure 5: Structure of tax revenues in Member States and the EU, 2011 
(% of total tax receipts) 
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Source: Eurostat (gov_a_tax_ag) 

The recent financial crisis led to a severe economic downturn and deterioration in the 
governments’ fiscal position. This is putting considerable pressure on Member State 
governments to finding the right balance between controlling or reducing spending and 
increasing tax revenues whilst at the same time supporting economic growth and the 
economic recovery248. Ensuring that all tax and social security liabilities are actually paid is 
a key preoccupation of national tax administrations. 

There is a large degree of variation in the overall tax burden and the composition of tax 
structure across Member States:  

 Most of the old Member States raise approximately the same proportion of tax 
revenue from direct taxes, indirect taxes and social security contributions. 

	 However, the share of direct taxation in total revenues from taxes and social 
security contributions is generally lower in Member States which joined the EU 
since 2004. One of the main reasons for this lower share of direct taxation is that 
many of these Member States have adopted flat-rate systems249. 

248 European Commission, 2012k. 
249 European Commission, 2012k. 
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Table 11: Share of various taxes and social security contributions in total tax and social contribution revenues - 2011 

Member State Actual social 

contributions 
Taxes on 
income 

VAT Taxes on products, 
except VAT and import 

Other taxes on 
production 

Other 
current 

Taxes and duties on 
imports excluding VAT 

Capital 
taxes 

AT 34.7% 29.2% 18.5% 8.2% 7.5% 1.5% 0.3% 0.0% 
BE 32.4% 35.0% 16.0% 8.3% 4.0% 1.4% 1.3% 1.6% 
BG 26.9% 17.5% 32.0% 19.7% 2.0% 0.5% 0.6% 0.9% 
CY 24.8% 31.4% 24.0% 10.9% 5.7% 1.9% 1.3% 0.0% 
CZ 44.7% 20.5% 20.4% 7.0% 1.2% 0.2% 5.5% 0.3% 
DE 40.5% 28.7% 18.8% 6.9% 1.8% 0.7% 2.2% 0.4% 
DK 2.2% 56.5% 20.7% 9.9% 4.4% 5.4% 0.4% 0.5% 
EE 36.9% 20.0% 26.0% 0.9% 2.1% 0.0% 14.1% 0.0% 
EL 32.8% 21.7% 22.3% 15.4% 1.8% 5.1% 0.7% 0.4% 
ES 37.6% 28.8% 16.7% 9.9% 4.5% 0.8% 0.5% 1.1% 

EU27 32.9% 29.9% 18.2% 9.5% 5.4% 2.3% 1.1% 0.7% 
FI 29.1% 35.6% 20.5% 11.6% 0.7% 1.8% 0.2% 0.5% 
FR 38.2% 22.9% 15.9% 9.0% 9.9% 2.6% 0.3% 1.2% 
HU 35.5% 16.5% 23.1% 19.5% 2.9% 0.7% 0.4% 1.4% 
IE 17.2% 40.3% 21.3% 5.4% 5.1% 1.6% 7.6% 1.5% 
IT 31.6% 32.5% 14.7% 11.6% 7.1% 1.2% 0.4% 1.0% 
LT 37.6% 16.7% 30.4% 12.4% 1.7% 0.2% 1.0% 0.0% 
LU 29.8% 35.7% 16.9% 2.1% 4.1% 2.0% 9.1% 0.3% 
LV 31.1% 25.4% 24.6% 13.2% 3.8% 1.4% 0.6% 0.0% 
MT 18.3% 37.0% 23.7% 16.5% 1.6% 1.8% 0.5% 0.7% 
NL 38.4% 26.8% 18.0% 7.3% 3.1% 2.9% 2.8% 0.7% 
PL 35.2% 20.1% 24.8% 12.5% 4.7% 1.5% 1.1% 0.1% 
PT 28.1% 28.2% 25.1% 13.2% 2.7% 1.7% 1.0% 0.0% 
RO 32.2% 19.9% 30.7% 12.1% 2.2% 1.2% 1.7% 0.0% 
SE 16.5% 41.3% 21.1% 6.9% 13.3% 0.5% 0.3% 0.0% 
SI 40.2% 19.5% 22.6% 12.7% 2.7% 1.6% 0.6% 0.1% 
SK 43.1% 18.0% 23.8% 10.8% 2.5% 1.1% 0.8% 0.0% 
UK 20.9% 35.4% 19.7% 11.9% 4.5% 6.7% 0.5% 0.5% 

Source: European Commission, 2012c 
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ANNEX 2: THE NON-OBSERVED ECONOMY (NOE) IN 
OFFICIAL GDP FIGURES 

Eurostat distinguishes 7 different types of potential causes of non-exhaustiveness of the 
data collected by a national statistical agency (NSO) to produce the official GDP figures. 
Some of these causes relate to the statistical data collection process while some other 
causes reflect an active behaviour of economic agents aiming to avoid paying partially or 
fully taxes and social security contributions. 

The Eurostat typology classifying the various elements of the NOE has been adopted by 
many NSOs throughout the world and is shown below. Of particular interest for the present 
study are the N1, N2 and N6 types of NOE. 

Table 12: Eurostat’s approach to classifying types of non-exhaustiveness of 
GDP estimates 

Type of non-
exhaustiveness cause 

Description 

I. Not registered 

Producer deliberately does not register to avoid tax and social 
security obligations. Most often this refers to small producers 

N1- Producers deliberately with turnovers that exceed threshold levels above which they 
should register. Producers that do not register because they 
are engaged in illegal activities fall under type N2. Type N1  
does not include all underground activities, some of which are 
associated with type N6. 

N2 - Producers Producer deliberately does not register as a legal entity or as 
deliberately not an entrepreneur because it is involved in illegal activities. 
registering – illegal Type N2 excludes illegal activities by registered legal entities 

or entrepreneurs that report (or misreport) their activities 
under legal activity codes 

not registering -
underground 

N3 – Producers not 
required to register 

Producer is not required to register because it has no market 
output. Typically these are non-market household producers 
that engage in production of goods for own consumption, for 
own fixed capital formation, and construction of and repairs to 
dwellings. Or, producer has some market output but it is 
below the level at which the producer is obliged to register as 
an entrepreneur. 
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Type of non-
exhaustiveness cause 

Description 

II. Not surveyed 

N4 -Legal persons not 
surveyed 

N5 -Registered 
entrepreneurs not 
surveyed 

Legal persons not surveyed due to several reasons such as: 
the business register is out of date or updating procedures 
are inadequate; the classification data (activity, size or 
geographic codes) are incorrect; the legal person is excluded 
from the survey frame because its size is below a certain 
threshold etc. This leads to (systematic) exclusion of the legal 
person from surveys when in principle they should be 
included. 

Registered entrepreneurs may not be surveyed for a variety 
of reasons: the statistical office does not conduct a survey of 
registered entrepreneurs; the registered entrepreneur is not 
in the list of registered entrepreneurs available to the 
statistical office, or if available, is systematically excluded 
from it; the registered entrepreneur is not in the survey 
frame because the classification data (activity code, size code, 
geographic code) are incorrect. 

Gross output is under-reported and/or intermediate 
consumption is overstated, in order to evade income tax, 
value added tax (VAT), other taxes, or social security 
contributions. Misreporting often involves maintenance of two 
sets of books, payments of envelope salaries which are 
recorded as intermediate consumption; payments in cash 
without receipts, and VAT fraud. 

III. Misreporting 

N6 – Producers 
deliberately misreporting 

IV. Other 

N7- Other statistical Type N7 is subdivided into: N7a: data that are incomplete, 
deficiencies not collected or not directly collectable; N7b: data that are 

incorrectly handled, processed or compiled by statisticians. 

Source: Eurostat (2012) 

A 2008 survey by the United Nations of a large number of NSOs in the world showed that 
the proportion of the official GDP figure which is accounted for by adjustments for various 
elements of the NOE varies markedly among the Member States having provided detailed 
information in the survey. 

For example, this proportion ranges from 4% in Belgium to 18.9% in Lithuania  
(see table on next page). 
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Table 13: Adjustments in official GDP estimates for activities of non-observed 
economy 

EU 
Member 

State 

Size of the 
adjustment 
as a % of 
published 
GDP figure 

(and year to 
which the 
estimate 
refers to) 

AT 7.9% (2001) 

BE 
3% to 4% 
(2002) 

10.2% 
BG (2001) 

4.6% to 
9.3% 

CZ (2000)1 

EE 9.6% (2002) 

11.2% 
ES (2000) 

11.9% 
HU (2000) 

IE 4% (1998) 

14.8% to 
IT 16.7% 

(2003) 

8.3% to 
LV 13.6% 

(2000)1 

LT 
18.9% 
(2002) 

NL 1% (1995) 

7.8% to 
PL 15.7% 

(2002)1 

RO 
17.7% 
(2002) 

SE 1.3% (2000) 

UK Not stated 

Adjustment is made for type of non-exhaustiveness 

N1 N2 N3 N4 N5 N6 N7 

√ √ √ √ 

√ 

√ √ √ 

√ √ √ 

√ 

√ 

√ √ 

√ √ √ 

√ 

√ √ 

√ √ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ 

√ √ 

√ √ √ 

√ √ √ 

√ √ √ 

√ 
√ 

√ √ √ 

√ 

√ √ 

√ √ √ 

√ √ √ 

√ 

√ √ √ 

√ √ 

√ 

√ √ 

Note: 1 = lower estimate is based on expenditures approach and upper estimate is based on output approach 

Source: United Nations (2008) 
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Moreover, the elements of the NOE for which some adjustments are incorporated in the 
official GDP figures vary across Member States. However, most include some adjustment 
for the N1, N2 and N6 types of NOE elements. However, the relative importance of these 
adjustments differs significantly across Member States.  

Moreover, the year for which the information is available is often 10 years or more old. 
Thus, in the absence of more up-to-date information, it is not possible to undertake a 
detailed quantitative estimation of recent GDP figures net of any adjustments for the NOE. 

Table 14:	 Magnitudes of adjustments in official GDP estimates for N1, N2 and N6 
non-observed economy types for selected EU Member States 

Country 
Adjustment of types of NOE related 

to underground or shadow 
economy 

Amount 
Percentage 

of GDP 

Percentage 
of total 

adjustment 

AT Deliberate non-registration (repair or 
motor vehicles, home helps) and mix 
of deliberate non-registration and €2.46 
mis-reporting (own account million 
production, clandestine work in the 
private construction of dwellings) 

CZ Adjustments for N1 (0.5% of GDP), 
(2000) N2 (0.2% of GDP) and N6  -

(4.4% of GDP) 

EE (2000) Adjustments for N1 (4.2% of GDP), EEK 
N2 (0.6% of GDP) and N6  7,640 
(3.2% of GDP) million 

HU Adjustments for N1 (2.8% of GDP), HUF 
(2000) N2 (1.4% of GDP) and N6  14,224 

(6.7% of GDP) billion 

LV (2000) Adjustments for N1 (7.2% of GDP), Lats 
N2 (1.5% of GDP) and N6  429.7 
(1.2% of GDP) million 

LT (2000) Adjustments for N1 (0.5% of GDP), LTL 
N2 (0.3% of GDP) and N6  8,514 
(16.7% of GDP) million 

PL (2002) Adjustments for N1 (3.4% of GDP), ZL 
N2 (0.6% of GDP) and N6  89,750 
(7.8% of GDP) million 

Source: United Nations (2008) 

1.2% 15.2% 

5.1% 55.5% 

8.0% 90.0% 

10.9% 91.6% 

9.9% 65.6% 

17.5% 98.0% 

75.2% 
11.8% 
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ANNEX 3: TRADITIONAL OWN USE RESOURCES (TOR) 
WRITE-OFFS, IRREGULARITIES AND FRAUD 

Table 15:	 Number of customs cases subject to write-offs and the value of 

write-offs, 2011 


Member State Number of cases Write off amount (EUR) 

AT 22 7,518,020 

BE 16 6,008,748 

CZ 4 306,216 

DE 91 15,605,657 

DK 1 196,86 

ES 16 4,844,534 

FI 3 295,411 

FR 11 5,014,018 

UK 8 8,429,677 

HU 3 658,034 

IT 12 2,562,676 

LT 2 165,825 

LV 7 911,958 

NL 1 1,114,350 

PT 17 6,595,785 

SE 1 360,003 

SK 3 916,044 

Total 218 61,503,816 

Source: European Commission, 2012c 

PE 507.454 	 105 




 
_________________________________________________________________________________  

  

  
   

 

  

 

 

 

 

   

 

 

 

 

 

 

 

 

 

 

 

Policy Department A: Economic and Scientific Policy 

Table 16:	 Gross amount of TOR, established and estimated levels of 
irregularities and fraud, and the value of these irregularities and fraud 
as a percentage of domestic GDP and as a percentage of the gross 
amount of TOR, 2011 

Member State 
Gross amount 

TOR, € 

OWNRES established 
and estimated 

amount, € 

OWNRES/ 
GDP, % 

Percentage 
OWNRES/gross 

TOR, % 

AT 252,658,381 

BE 2,108,066,159 

DE 4,607,996,322 

DK 436,737,242 

ES 1,560,215,110 

FI 203,169,586 

FR 2,088,448,019 

EL 188,022,470 

IE 266,335,464 

IT 2,322,320,556 

LU 19,056,019 

3,524,418 

17,076,923 

77,996,970 

4,001,840 

44,908,023 

4,033,254 

24,152,204 

14,736,888 

2,915,531 

36,683,302 

0.001% 1.39% 

0.005% 0.81% 

0.003% 1.69% 

0.002% 0.92% 

0.004% 2.88% 

0.002% 1.99% 

0.001% 1.16% 

0.007% 7.84% 

0.002% 1.09% 

0.002% 1.58% 

NL 2,580,869,779 52,001,575 

PT 179,963,992 960,120 

SE 622,692,176 9,517,928 

UK 3,402,431,468 51,731,579 

EU-15 20,838,982,742 344,240,555 

BG 65,510,956 1,290,240 

CY 32,844,686 171,891 

CZ 294,124,474 2,924,041 

EE 29,193,700 122,937 

HU 134,647,925 2,510,336 

LT 59,435,608 16,515,288 

LV 30,086,341 1,073,324 

MT 13,520,317 75,168 

PL 470,102,554 8,634,138 

RO 146,513,773 8,539,014 

SI 98,922,317 1,281,529 

SK 156,519,110 351,877 

EU-12 1,531,421,762 43,489,783 

EU-27 22,370,404,504 387,730,338 

Source: European Commission, 2012c; Eurostat; LE calculations 

0.009% 2.01% 

0.001% 0.53% 

0.002% 1.53% 

0.003% 1.52% 

0.003% 1.65% 

0.003% 1.97% 

0.001% 0.52% 

0.002% 0.99% 

0.001% 0.42% 

0.003% 1.86% 

0.054% 27.79% 

0.005% 3.57% 

0.001% 0.56% 

0.002% 1.84% 

0.007% 5.83% 

0.004% 1.30% 

0.001% 0.22% 

0.004% 2.84% 

0.003% 1.73% 
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From Shadow to Formal Economy: Levelling the Playing Field in the Single Market 

ANNEX 4: SERVICE SECTOR SHADOW ECONOMY ESTIMATES 
Table 17: Service sector shadow economy estimates for Germany, Spain, Italy and Poland 

Germany 

Sector 

Size of 
sector 

Size 
of SE 
(% of 
sector 
size) 

Size of 
sectoral 

SE 
(€m) 

Spain Italy Poland Combined 

Size of 
sector 
(€m) 

Size of 
SE 

(% of 
sector 
size) 

Size of 
sectoral 

SE 
(€m) 

Size of 
sector 
(€m) 

Size of 
sectora 

l SE 
(€m) 

Size of 
sector 
(€m) 

Size of 
SE 

(% of 
sector 
size) 

Size of 
sectoral 

SE 
(€m) 

Size of 
SE 

(€m) 

Total 
size of 
sector 
(€m) 

EU 
average 
size of 

SE 
(% of 
sector 
size) 

Construction 102,034 34.3% 34,996 113,516 29.3% 33,255 93,106 26.8% 24,956 22,975 38.2% 8,783 101,990 331,631 30.8% 

Wholesale and 247,269 17.1% 42,405 109,511 18.3% 20,051 161,408 20.5% 33,168 56,637 23.9% 13,532 109,156 574,825 19.0% 
retail trade; 
repair of motor 
vehicles; 
personal and 
household goods 

Hotels and 40,675 15.3% 6,241 79,141 19.2% 15,215 60,020 21.4% 12,870 3,754 13.4% 502 34,828 183,590 19.0% 

Transport, 137,391 9.9% 13,641 70,955 14.6% 10,393 113,023 15.2% 17,166 23,042 9.6% 2,202 43,402 344,411 12.6% 

restaurants 

storage and 
communication 

119,492 7.2% 8,628 41,404 9.2% 3,790 50,072 9.8% 4,921 12,922 9.6% 1,235 18,574 223,890 8.3% Other 
community, 
social and 
personal service 

Private 

activities 

8,426 10.8% 913 
 8,575 12.8% 1,099 17,596 12.5% 2,201 1,779 14.3% 255 
 4,468 36,376 12.3% 
households with 
employed 
persons 
Source: Visa Europe (2011) and LE Research 
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Policy Department A: Economic and Scientific Policy

ANNEX 5: ADDITIONAL TAX REVENUES ARISING FROM 
CLOSING THE TAX GAP 

Table 18: Additional tax revenues arising from closing the tax gap, 2011 


Country In millions of € 
As a % of total 

government 
tax revenues 

As a % of total 
government 
expenditures 

As a % of GDP 

AT 3,921 2.7% 2.6% 1.3% 

BE 11,210 6.1% 5.7% 3.0% 

BG 1,224 9.5% 8.9% 3.2% 

CY 557 7.8% 6.7% 3.1% 

CZ 3,068 4.9% 4.6% 2.0% 

DE 52,912 4.6% 4.5% 2.0% 

DK 6,407 4.8% 4.6% 2.7% 

EE 560 8.9% 9.2% 3.5% 

EL 3,388 3.8% 3.1% 1.6% 

ES 24,236 6.4% 5.0% 2.3% 

FI 4,577 4.5% 4.4% 2.4% 

FR 40,206 4.0% 3.6% 2.0% 

IE 2317 4.2% 3.0% 1.5% 

IT 60,086 8.2% 7.6% 3.8% 

HU 3148 5.9% 6.4% 3.2% 

LT 844 8.6% 7.3% 2.7% 

LU 504 2.8% 2.8% 1.2% 

LV 466 6.6% 6.0% 2.3% 

MA 192 7.5% 7.0% 2.9% 

NL 9,934 3.6% 3.3% 1.7% 

PL 10,207 7.2% 6.3% 2.8% 

PT 4,112 5.3% 4.9% 2.4% 

RO 3,579 8.1% 6.9% 2.7% 

SL 1,182 7.4% 6.4% 3.3% 

SK 1,147 5.0% 4.3% 1.7% 

SE 10,199 5.1% 5.1% 2.6% 

UK 24,677 3.5% 2.9% 1.4% 

EU27 284,861 5.0% 4.6% 2.3% 

Source: London Economics analysis based on Eurostat 

108 PE 507.545 






	Tax gaps 
	The services sector
	Customs
	VAT
	Recommendations
	The VAT system, as it currently exists within the EU is open to several different types of fraud, which contribute to the VAT gap. 
	VAT rate differentiation creates scope for misclassification fraud
	Abusive use of VAT refunding 
	Comprehensive use of electronic pre-filling
	Comprehensive use of third party reporting
	Obligations to pay amounts above a certain threshold by electronic means
	Avoiding VAT rate differentiation
	Adequate taxpayer compliance programme
	Efficient procedural justice increasing voluntary compliance
	A number of measures are currently under consideration.
	EU-wide centralised IT approach
	RFID technologies
	Use of new technologies in compliance, filing declarations and surveillance of products focused on real-time automated cross-EU reporting
	IT strategy and “single window” concept
	Use of COTS
	Alignment of MASP

	Reviewing the way VAT is collected
	Reducing VAT compliance costs
	Common EU VAT rate
	Split payment systems
	Limited data warehouse
	Central VAT monitoring database
	e-invoicing and automated real-time reporting
	Reducing the financial attractiveness to operate in the shadow economy
	Administrative reform and simplification
	Strengthening surveillance and sanctions
	Interconnected business registers and other national directories at EU level
	European level cooperation and coordination (data sharing, mining)



