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Extent of fiscal fraud

Tax fraud has serious consequences for national budgets, leads to violations of the principle of 
fair taxation and is liable to bring about distortions of competition, thereby affecting the 
operation of the internal market. Distortions caused by VAT fraud affect the overall balance 
of the resource system which has to be fair and transparent in order to guarantee the well 
functioning of the Community.

Due to the elusive nature of fraud it is impossible to gather accurate data on the extent of 
fiscal fraud across the EU, in addition to the fact that some member states provide more 
internal resource to monitor fiscal fraud than others. However, it is estimated that the overall 
tax losses due to fiscal fraud ranges from €200-250bn, equal to 2-2.5% EU GDP1. €40 billion 
of this is estimated to be the result of VAT fraud2. These losses are estimated to be 8% of the 
total excise duty receipts on alcoholic beverages (1998) and 9% of the total excise duty 
receipts on tobacco products.
Though investigations into the magnitude of VAT evasion and fraud have not been carried out 
in all Member States, several estimates have been published. The International VAT 
Association quotes estimates of VAT losses ranging from 60 billion to 100 billion euro per 
annum across the European Union. In the United Kingdom alone, HM Revenue and Customs 
(HMRC) estimate that in the tax year 2005-2006 VAT revenue losses amounted to 18,2 
billion euro. In Germany, the Ministry of Finance published the results of a study which 
estimated, for 2005, VAT losses of 17 billion euro. Furthermore, as the Court of Auditors has 
recalled recently, VAT evasion and fraud also impact on the financing of the budget of the 
European Union, as they result in an increased need to call from Member States own 
resources based on gross national income.3

The Council of Ministers has prioritised the efforts in the VAT area, where important changes 
to certain elements of the VAT system are currently being discussed.4 However, there are two 
other areas (excise duties, direct taxes) where the Commission has equally launched a debate 
and made proposals mainly aimed at improving the administrative cooperation amongst 
Member States. These are dealt with at the end of this document.

VAT fraud

VAT first came about in the 1960s but the current VAT mechanism was put in place in 1977 
under the Sixth VAT Directive. Since then significant advances have been made both in terms 
of EU legislation and a technological revolution. The freedom of movement of goods and 
services since 1992, removing border controls, and new technology, which has resulted in the 
development of small, high value goods, have combined to make it increasingly difficult for 

                                               
1 Speech Commissioner Kovács, 28/09/2007 
http://www.ec.europa.eu/commission_barroso/kovacs/speeches/Lisbon_speech_28092007.pdf
2 Eurocanet, September 2006.
3 Court of Auditors’ Special report No 8/2007 concerning administrative cooperation in the field of value added 
tax, paragraph 2.
4 See, for example, the Commission Communication COM(2008) 109 final of 22 february 2008 on measures to 
change the VAT system to fight fiscal fraud.
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member states to combat VAT fraud.

VAT fraud is recognised as the single most prevalent fiscal fraud in the EU. A familiar reason 
given is simply that the current, "transitional" VAT system is too complex, making 
transactions/trade difficult to track, more opaque and thus most open to abuse.

Current system

By way of reminder, the current "transitional" system, which dates back to 1993, is the result 
of a compromise between the decision to create a single market without border controls, on 
the one hand, and the fact that Member States did not agree to a degree of VAT harmonisation 
such as to achieve a genuine internal market, on the other. The Commission first proposed the 
adoption of the origin system (i.e. the taxation at the rate of the exporting Member State). 
Further efforts by the Commission to propose this system, supported by the European 
Parliament, have been thwarted by member states partly because there was no clearing 
mechanism by which to redistribute VAT receipts between them and partly because they 
feared that Member States would not have an incentive to chase unpaid VAT as it would be 
transferred to another member state anyway. Consequently, the Council decided in 1993 to 
adopt the so-called "transitional system", which enabled controls at the Community’s internal 
borders to be abolished whilst allowing tax to continue to be collected in the Member State of 
destination. Moreover, the abolition of internal borders required further changes to the VAT 
applied to intra-Community transactions. Again, a certain number of Member States were not 
prepared to accept the introduction of a clearing mechanism and the Council ultimately 
decided to adopt a system under which intra-Community transactions would be zero-rated.

Under the transitional system, VAT (as a consumption tax) is thus charged at the place of 
consumption as a percentage of the cost of the actual product. As a product moves from one 
company to the next (between VAT registered traders) VAT is charged and collected and 
remitted to the domestic fiscal authority. The fact that VAT is paid at each stage does have an 
advantage. It means there is a lower chance of all the tax being lost through fraudulent or 
other loss-making behaviour of the final seller. However, as we will see this complex chain 
also brings many problems.

Moreover, as regards intra-Community transactions, which are currently zero-rated, an 
exporter does not charge VAT, but is able to claim a refund of input VAT; conversely, a 
purchaser does not pay VAT, but has to charge it on subsequent sales and remit the VAT 
income to its fiscal authority.

Problems

Credit and refund mechanism

Whereas most of the VAT evasion is linked to the shadow economy, a growing share of VAT 
evasion can be seen as a side-effect of the VAT arrangements described above, that were put 
in place when the single market was introduced in 1993. This somewhat self policing system, 
where companies are collecting taxes on behalf of the government, has placed onerous 
regulatory burdens upon companies and has makes it difficult for national authorities to 
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monitor. This is only exacerbated by the fragmented nature of the mechanism with a chain of 
traders, increasing opportunities for fraud, in particular in the case of zero-rated intra-
Community transactions, where traders do not charge VAT but still can claim a refund of 
input VAT. Since intra-Community transactions are zero-rated, such transactions can give rise 
to VAT evasion either in the supplier country (because the supplier, after having declared an 
intra-Community delivery, retains goods for sale in the domestic market without VAT) or in 
the country of destination (because the recipient fails to pay VAT due on arrival) or by 
operating the so-called missing trader fraud. 

Furthermore, the invoicing mechanism of the VAT system is open to abuse through falsified 
invoices. In addition, the time delays between invoicing and VAT returns involved in the 
process any paying invoices means it is far more difficult to identify and chase fraudulent 
behaviour, and gives time for fraudulent traders to “disappear”.

Missing trader fraud

Missing trader fraud (also known as Carousel fraud) often extends over several Member 
States and involves numerous companies. For example, Eurojust reported in March 2007 a 
case of international VAT carousel fraud estimated at 2,1 billion euro and involving 18 
Member States. In the UK alone, according to HMRC, losses of between 3 billion and 4,5 
billion euro in the tax year 2005-2006 could be attributable to the Missing trader fraud.

Under this type of fraud, fraudsters import goods that are zero-rated, charge VAT when 
selling the goods on in the supply chain but pocket the money instead of handing it over to the 
tax authorities. The 'carousel' continues if the goods are repeatedly exported and imported. 
Losses multiply. This entails a deliberate abuse of the system by criminal gangs who set up 
such schemes to take advantage of the system.

Advancements in technology and the development of high value, low weight goods has made 
it easier for fraudsters to conduct carousel fraud. Mobile phones and chip technology are the 
items where fraud has been most prevalent. The following diagram summarises how the 
Missing Trader Fraud operates:



DT\711560EN.doc 5/12 PE402.763v01-00

EN

Source: House of Lords Report on Missing Trader Fraud in the EU1     

Zero-ratings

The zero-rating of exports (which entails the refunding of VAT to exporters) has been 
identified as the main factor allowing carousel fraud to happen. 

Possible alternative systems

Reverse Charge
By way of preliminary observation, it should be underlined that the introduction of a 
generalised reverse-charge mechanism would not have any effect on intra-Community 
transactions and would only affect the rules for taxation of domestic transactions.

In a reverse-charge system, VAT is accounted for by the taxable customer instead of the 
supplier. As the customer, in so far as they are entitled to full deduction, deducts this VAT on 
the same VAT declaration, the net result is nil and no payment is to be made. The reverse 

                                               
1  House of Lords Report on Missing Trader Fraud  (8th May 2007) 
http://www.publications.parliament.uk/pa/ld200607/ldselect/ldeucom/101/10102.htm
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charge is not applied to supplies to private individuals and the supplier has, in that case, to 
charge and pay to the authorities total amount of VAT. There is no fractionated payment in a 
reverse-charge system as the total VAT is paid only at the end of the supply chain. In other 
words, a generalised reverse-charge mechanism would take away the main feature of VAT, 
namely the payment of VAT on supplies and the deduction of VAT on purchases, which 
provides for a self-policing control mechanism.

In an effort to tackle VAT fraud in small, high value goods some member states have sought 
to apply the reverse charge mechanism to these goods. For example, the UK has been able to 
apply a derogation, adopted on 16 April 2007, and uses a reverse charge system for mobile 
phones and computer chips, according to which the tax liability is placed on the taxable 
person to whom these supplies are made.1  By designating in those cases the person to whom 
the goods are supplied as the person liable for the VAT, the derogation removes the 
opportunity to engage in the missing trader fraud.

However, even those applying a reverse charge recognise that this is only a short term 
solution. The fraud will eventually move to other goods, and the application needs to be 
constantly reviewed. Despite the Council’s unanimous agreement to permit the UK use of a 
partial reverse charge, during negotiations concerns were expressed that the fraud would 
move to other Member States. During its Presidency Germany proposed the application of a 
reverse charge mechanism but this was met with limited enthusiasm. Suggestions have also 
been made for a Member State to undertake an across the board reverse charge pilot project 
(see later).

The reverse charge does have critics, that as with sales tax, the collection of VAT rests on the 
end trader who is responsible for paying all the VAT to the authorities. For example, the 
United States still suffer substantial losses through fraud.2 It should be borne in mind that with 
the reverse charge system new types of fraud can arise in the form of increased tax losses at 
the retail level and the misuse of VAT identification numbers. To overcome this the system 
could be accompanied by the introduction of checking measures, but they would then 
constitute an additional burden to business.

As a first checking measure a threshold could be applied in order to limit the risk of untaxed 
final consumption. The Council has suggested that this threshold be set at 5000 EUR.3 The 
system would thus work as follows:

 when the customer does not qualify for the application of the reverse charge (mainly 
private persons but also non-taxable legal persons and fully exempt taxable persons) 
the supplier will have to charge VAT to his customer;

                                               
1  Council Decision of 16 April 2007 authorising the United Kingdom to introduce a special measure derogating 
from Article 193 of Directive 2006/112/EC on the common system of value added tax, (OJ L 109 of 24 June 
2007, pages 42-43.
2 Evasion of the use tax on out-of-state purchases—somewhat analogous to losses on intra-community supplies 
within the EU—is, of course, much greater (for example around 28 percent of the hypothetical revenue in 
Washington state) (IMF Working Paper WP/07/31, page 22).
3  The Commission argues that the lower the threshold is set the more attractive the system becomes for the new 
fraud scenarios allowing for the acquisition of goods free of VAT.
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 when the customer is a taxable person qualifying for application of the reverse charge, 
the supplier will have to verify the amount of the transaction;

 when the taxable amount of the supply is less then €5 000, the supplier would have to 
charge VAT to his customer. The business customer can deduct this VAT under the 
normal rules;

 when the taxable amount of the supply is equal to or above €5 000, the supplier will 
not charge VAT on the supply. The business customer will account for the VAT on 
this supply and will be able to deduct this VAT under the normal rules.

In all cases, the taxable person will for all his domestic supplies firstly have to verify the 
status of his customer, since it will be that status which will determine the applicable regime.

Besides the threshold, the responsibilities arising when implementing the reverse charge 
mechanism would need to be clearly defined as well as new reporting obligations that would 
allow for cross-checking.

The Commission, based on several studies, considers that the correct application of the 
threshold is the most costly element of reverse charge for businesses.1

Another potentially controversial element is the fact that under reverse charge, the bulk of the 
VAT would be payable by the final supplier in the production chain, who in many Member 
States may be smaller and less trustworthy than the small number of large businesses that 
currently pay a large proportion of VAT. To give an example, there is a Member State, which 
has reported that more than 30% of the VAT revenue was paid by less than 1% of all taxable 
persons. Should a generalised reverse-charge mechanism be introduced, then the share from 
large taxpayers would be reduced from 47% of the total VAT revenue to 25% of the total 
under the reverse-charge system. Conversely, the contribution from small taxpayers under a 
reverse-charge system would increase from 1% to 33% of total VAT revenue.2

Finally, the question arises whether the proposed reverse-charge system should be optional or 
mandatory. The Commission and a large majority of Member States have made clear that an 
optional generalised reverse charge system would imply the creation of a double VAT system 
that would run against the efficient operation of the internal market and would be the source 
of a more complex environment that could discourage business investment.

Pilot project The lack of empirical evidence and the fact that no country in the world 
currently operates such a generalised reverse charge system makes the Commission 
cautious about a pilot project. The Commission recognises however that a pilot 
project could provide a more substantive reply to the questions regarding the 
feasibility of the proposed system. Care should be taken that neither the Member 
State volunteering nor any other Member State are exposed to major risks. The 
                                               
1 A recent study for the Vienna Chamber of Commerce by the Austrian Institute for SME Research 
indicates that the one-off costs for SMEs would vary between €12750 and €20000, while the on-going 
annual costs would amount to between €6000 and €9300. An earlier German study estimated the 
overall costs for German taxable persons at between €1.6 billion and €2 billion in the year of 
introduction of reverse charge and between €100 million and €200 million in ongoing annual costs.
2  Actually, some commentators have launched the idea of a "VAT passport", allowing to implement a risk 
management system that concentrates on areas/companies with a high risk of VAT evasion.
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Commission awaits a signal from the Council to start the preparatory measures 
allowing the pilot project to be launched. Austria could be one of the candidates for 
such project.

Origin system According to this system, that the Commission has been advocating for more 
than 20 years and which the Parliament has also supported, VAT is charged at the rate of the 
exporting Member State. As explained above, the Council decided to adopt a "transitional 
system", under which VAT would continue to be collected in the Member State of 
destination, whilst intra-Community transactions would be zero-rated. The option to introduce 
an origin system would therefore go back to the original idea envisaged by the Commission. 
The same issues from 20 years ago arise again. Member States were not at that time, and 
are still not willing to cede their sovereignty as regards setting the level of VAT rates. 
Therefore, for an origin system to have any chances of being seriously considered by 
the Council, it should not require rate harmonisation.

One solution would be to reassess the proposals for the setting up of a clearing house.  
proposed by the Commission in advance of 1992 but for reasons outlined above Member 
States were not supportive. With the rise in fraud and technological advance it is well worth 
raising again. To retain the founding principle of VAT, that is being a consumption tax, VAT 
would be charged at the rate of the exporting country, and a clearing house would facilitate 
the passing of revenue amongst Member States. The Member State of supply would have to 
forward the VAT collected to the importing Member State. More specifically, domestic VAT 
rates would continue to apply as they currently are. In order to facilitate the operation 
of the system, the exemption for intra-Community supplies could be replaced by 
taxation at the rate of 15%. Where the Member State of arrival of the goods applies a 
rate of more than 15%, that additional VAT will accrue to that Member State; where 
the Member State of arrival of the goods applies a rate lower than 15% because of 
the application of one or more reduced VAT rates or the zero rate in certain Member 
States, the Member State of the purchaser will allow a credit to the taxable person 
making the intra-Community acquisition. In the same vein, the Member State of 
arrival will be able to collect VAT that results from any limitation applicable to the 
acquirer’s right to deduct input VAT. In this way, distortions of competition which 
might otherwise arise from different national levels of VAT rates would be avoided.

Considering the clearing that occurs on cross border electronic payments every day, the 
ability and technology is clearly there. Realistically, the technology for conveying the 
information is not the problem, but the reliability of the information. Would Member States 
do enough to collect the money to be transferred to another Member State? Moreover, 
although this option would result in effective way of solving the Missing trader fraud, the 
Commission has warned that bringing intra-Community supplies within the scope of taxation 
could add opportunities for other existing fraud patterns to be used.

However, the main difficult issue, which is a political one, would be that of making individual 
Member States's tax receipts dependant on transfers made by other Member States. In other 
words, two groups of Member States would emerge, i.e. net receivers (i.e. those where the 
amount of intra-Community acquisitions exceeds the intra-Community supplies) and net 
contributors (i.e. those in which the total amount of intra-Community supplies exceeds the 
total amount of intra-Community acquisitions). As it is shown in the annex, and depending on 
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their respective bilateral trade balance, 16 Member States, under a system of taxed intra-
Community supplies would be "net receivers", whereas the rest would be "net contributors". 
To put some flesh to these arguments, and based on the available data, net receivers would be 
relying on other Member States to collect around 30 billion EUR for them.

Some therefore say that, a good deal of political courage - that Member States lacked back in 
1993- would be necessary in order to implement this option.

Destination system- Another option could be to charge VAT at the rate of the importing 
member state (where the buyer is). There would be no need for clearing but this would have 
to go together with a "one stop shop" system whereby a trader could fulfil all his VAT 
obligations for EU-wide activities in the Member State in which she is established. This
system would allow traders to use a single VAT number for all supplies made throughout the 
EU and to make VAT declarations to a single electronic portal that would then be submitted 
automatically to the different Member States to which the trader supplies goods or services.

Administrative cooperation and mutual assistance in the field of VAT, 
excise duties and direct taxation

The free circulation of persons, goods, services and capital within the internal market since 
1993 has meant that Member States are increasingly incapable of fighting fiscal fraud in 
isolation. Hence, combating fraud, whilst being for a large part a Member States’ competence, 
is not a problem that can be solved at national level only.

The fight against tax fraud should therefore be a priority for the EU and should call for close 
cooperation between the administrative authorities in each Member State responsible for the 
application of the provisions in that field, and between the latter and the Commission. The 
Court of Auditors has recently sent a serious warning recalling this.1

Elements in the current fragmentation of tax systems constitute loopholes enabling tax 
evasion. Both the Commission and the Court of Auditors have consistently stated that the 
system that was put in place in 1993 for the exchange of information between Member States 
on intra-community supplies of goods does not provide relevant and timely information for 
tackling VAT fraud efficiently. Exchanges of information between the respective 
administrations as well as between administrations and the Commission are not sufficiently 
intensive and fast in order to combat fraud more effectively. Direct contact between local or 
national anti-fraud offices is not sufficiently developed and implemented, which leads to 
inefficiency, under-use of the arrangements for administrative cooperation and delays in 
communication. To solve this requires more cooperation between Member States, and raises 
the question of whether binding rules need to be made. Easier understanding of each other's 
systems or common basis, such as through CCCTB, would also help. Unfortunately, some see 
common bases as a step to encroachment on tax rates.
The use of all available technologies, including the electronic storage and transmission of 
certain data for VAT and excise duties control purposes is indispensable for the proper 
functioning of the tax systems. The conditions for the exchange of, and direct access of 
                                               
1 See footnote 3.
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Member States to, electronically stored data in each Member State should therefore be 
improved. In particular, real time transactions using an electronic system to log and validate 
transactions would give authorities greater opportunities to identify and combat fraudulent 
behaviour. Care would need to be taken to ensure proper data protection regimes.

The strengthening of the means to detect tax fraud should also be accompanied by a 
reinforcement of the existing legislation on assistance in the recovery of taxes.
In particular, the Commission is planning to introduce improvements in the following areas:

 administrative cooperation in the field of VAT (currently covered by Council 
Regulation 1798/2003);

 administrative cooperation in the field of excise duties (currently covered by Council 
Regulation 2073/2004 and Council Directive 2004/106);

 mutual assistance in the field of direct taxation (currently covered by Council 
Directive 2004/56);

 mutual assistance in the field of recovery of claims has been modernised and 
extended by (currently covered by Council Directive 2001/44 and Council Directive 
2002/94).

In all eventualities, tax authorities of the Member States should handle personal data fairly for 
specified purposes and on the basis of the consent of the person concerned or some other 
legitimate basis laid down by law.
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Annex - Trade Balance between Member States (source: Eurostat)
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