TAX 3 HEARING
“VAT FRAUD”

QUESTIONS

Presentation by Professor Richard Murphy'

‘How come that a solution to tackle VAT fraud could not be found?’

1. Can you present the latest development of VAT frauds? Can you shortly present a typology of
VAT fraud?

In brief VAT fraud existsin four forms:

a. By farthe most commonplace type of VAT fraud arises from the suppression of data on the
existence of domestic trade. This is, in other words, the consequence of the shadow
economy. The data in question relates to real trades, the vast majority of which will be
domestic, which are not declared forthe purposes of any tax. A note on the scale is attached
as an appendix.

b. Thereistaxpayerneglect. Thisisnotcriminal. Itistax notpaid as a resultif taxpayer mistake
and omission. Itisfraud because the taxpayerisindifferent to the gain that they might make
as a consequence of theirneglect. Such errors can be in favour of the tax authority as well as
at theircost, butthe latter appear to be more commonplace when such errors are tested, as
they have been by HM Revenue & Customsinthe UK. In the UK it is estimated that 10% of
tax losses arise forthis reason: aseparate figure for VAT is not published.

c. There is criminal fraud. This represents, deliberate, organised fraud of which the most
common element has been missing trader fraud. In some countries this appears to have
beenreduced, andinthe UK now represents less than 4% of the VAT gap .

d. Otherfraud. The mostcommonis believedtorelate torelate todistance selling. In the UK
the estimate of losses ranges from £1bn to £1.5bn per annum, or between 8% and 12% of
the VAT gap®.

It is estimated in the UK that 13% of the total VAT gap arises from bad debt and less than 1% is
due to tax avoidance'. Taken together these estimates imply that suppressed datafromtrade in
the domestic shadow economy may, in the UK, contribute 62% of the VAT gap, which is the
difference between VAT theoretically due and that actually paid. Aword of warning should be
added: as the table attached as an appendix to this note shows, the UK has one of the smallest
shadow economiesin percentage termsinthe European Union. Itis entirely possible that other
countries may suffer higher rates of loss to the shadow economy as a part of their overall VAT
gap than the UK does.

2. Have you identified adaptation of the frauds following the implementation of the mini one-
stop-shop (MOSS)?



| have not researched thisissue.

Do you see the one-stop-shop (0OSS) as a solution to VAT fraud or do you expect and
adaptation of the fraudsters to this new regulatory environment?

| expect that the OSS will reduce VAT fraud and | do not see it as being as easy to combat as
other measures have been in the past. There will be a requirement that VAT be charged on all
salesat the VAT rate applyinginthe country of end user consumption. The option of not paying
tax on exports, and imports within the EU, will therefore be eliminated. If a requirement that
VAT be enforced on all imports made through on line portals, such as Amazon and eBay, then
the risk of fraud arising in this way will also be considerably reduced. As Amazon has recently
noted onits website asaresult of recentchangesin the law in Australiato tackle online abuse":

If you are selling a LVIG item on amazon.com.au and you are dispatching to a customer in
Australia from outside Australia, one-eleventh (1/11) of the sales price and delivery cost that
you set in Seller Central will be deducted by Amazon and remitted directly to the Australian
Tax Office (ATO)

Thissimple, but effectiveroutine is goingto be hard to evade.

Can you give an indication of the size of the resources dedicated to the fight against VAT fraud
in Member States, generally and in some of them?

| have sought to answer this question by surveying EU tax authorities to ask about their
approaches to the tax gap in general and the resources dedicated to the task of closing them.
This work has been undertaken as part of the Combating Financial Fraud and Empowering
Regulators (COFFERS) Horizon 2020 project. Responses were poor: just six countries replied and
mostinformation supplied was too scant to use.

Thisreflects the factthat by no meansall EU member states undertake any work ontax gaps. In
2016 the EU suggested that the following states were doing soVi:

Member state Taxes covered

Czech Republic VAT

Estonia VAT, income tax and social security

Finland VAT

Germany VAT and corporation tax

Italy VAT, income tax and corporation tax

Latvia VAT, income tax and social security

Poland VAT

Portugal VAT

Slovakia VAT

Slovenia VAT

UK VAT, income tax, corporation tax, social
security

The OECD has suggested others might be doing so as well: there is evidence that Denmark,
Sweden and Lithuaniaare doingso, as well as the European Unionitself withregard to VAT. This
does however leave only half of members states taking any proactive steps to determine the
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scale of the tax gap they face, which must be seenas an essential pre-requisiteforplanning the
allocation of resources to tackle thisissue.

Evidence from the OECD on tax administration management" published in 2017 and relating to
the calendar year 2015 does not indicate the number of staff dedicated to tax abuse. | am
currently engaged in undertaking research on tax administration efficiency using this data but
am unable to presentfindings at present. | might be able to do so by early autumn.

Is VAT carousel fraud a European problem only or are other countries facing this problem too?
If yes, could you present how they address this type of fraud?

VAT carousel fraud has, as | understand it, largely exploited the peculiarities of the EU VAT
system and its commonality between members states and the opportunitiesithas provided for
exploitation of cross border VAT trade without VAT being charged at the point of export (to
date). | have not seen much evidence of it being a problem elsewhere, but nor have | spent
much time looking atthe issue.

Innovation can play a role in the fight against VAT fraud. It is said that the blockchain
technology could help reducing VAT fraud. Do you agree with that? Can you explain why and
how it would help putting an end to VAT fraud?

Thisis notanissue | have looked atand on which | am not expertenough tocomment.

Taking the different national VAT systems and enforcement rules in place, do you see that
thereis a risk of cross-border shopping and arbitrage by criminals? Could you comment on the
concerns of some Member States in this regard?

All tax law is subject to abuse and arbitrage. That is because arbitrage, by its nature, depends
upon differences between tax systems to existanditis a matter of fact that thereare, and will
remain, differences between the VAT systems of differing EU states as a result of different tax
rates; different translation of EU directivesintolocal law, differentadministrative procedures,
different enforcement regimes, and weaknesses in border controls. The ways to reduce this risk
are by:

Reducingtax rate and exemption differentials;
Reducingdifferencesin procedure;

Enhancing cross-border cooperation and enforcement;
Bettertracking of consignments.
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That said, this has a cost, and at presentwith too few states seekingto appraisetheir losses to
the tax gap what that cost is cannot be appraised by at least half the EU member states,
including many with the largest tax gaps. In the circumstances their chance of directing
resources towards closing that gap in a cost effective manner are low. This is an issue | will
addressinthe presentation | make.

Appendix: data on the EU tax gap

The following data may be of use in appraisingthe losses likely to arise to VAT fraud in the EU:



VAT
collected in
2015
EU28 €m
Austria 26,013
Belgium 27,414
Bulgaria 2,189
Croatia 4,792
Cyprus 1,103
Czech Republic 12,156
Denmark 23,307
Estonia 1,634
Finland 14,248
France 132,934
Germany 159,015
Greece 11,061
Hungary 9,829
Ireland 11,938
Italy 84,255
Latvia 1,904
Lithuania 2,824
Luxembourg 3,461
Malta 591
Netherlands 43,622
Poland 26,774
Portugal 13,943
Romania 11,112
Slovakia 5,510
Slovenia 2,490
Spain 60,305
Sweden 36,403
United Kingdom 120,830
851,658

VAT gap

%

8.24
10.76
20.58

3.92

7.44
16.48
10.83

4.88

6.45
11.71

9.56
28.27
13.74

9.94
25.78
17.97
26.42

5.56
22.54

7.94
24.51
11.46
37.18
29.39

5.52

3.52

1.42
10.88

Shadow

economy -
average Shadow
1991 to economy

2015 2017
% %
8.93 7.10
20.57 15.60
29.17 29.60
28.81 26.50
31.30 23.60
14.83 14.10
15.19 10.90
23.80 24.60
13.49 11.50
14.08 12.80
11.97 10.40
27.06 21.50
25.23 22.40
13.89 10.40
24.95 19.80
22.23 21.30
25.15 23.80
10.67 8.20
29.80 23.60
10.77 8.40
25.10 22.20
21.88 16.60
30.14 26.30
15.33 13.00
24.09 22.40
24.52 17.20
13.28 12.10
11.08 9.40

Difference
- shadow
economy
2017 and
VAT gap
2015

%

1.14
(4.84)
(9.02)

(22.58)
(16.16)

2.38

(0.07)
(19.72)
(5.05)
(1.09)
(0.84)

6.77
(8.66)
(0.46)

5.98
(3.33)

2.62
(2.64)
(1.06)
(0.46)

2.31
(5.14)
10.88
16.39

(16.88)
(13.68)
(13.52)

1.48

VAT gap
based on
VAT Gap 2017

value per shadow

EU data economy Difference
€m €m €m

2,336 1,988 (347.88)
3,305 5067 1,761.64
567 921 353.21
196 1,728 1,532.21
89 341 252.15
2,399 1,995  (403.26)
2,831 2,851 20.53
84 533 448.32
982 1,851 869.09
17,631 19,513 1,882.06
16,809 18,457 1,648.35
4,359 3,030 (1,329.91)
1,566 2,837 1,271.57
1,318 1,386 68.05
29,266 20,801 (8,464.48)
417 515 98.19
1,014 882  (131.96)
204 309 105.39
172 182 10.58
3,762 4,000 237.96
8,693 7,640 (1,053.06)
1,805 2,775 970.55
6,577 3,965 (2,611.33)
2,293 823 (1,470.13)
145 719 573.32
2,200 12,527 10,326.92
(510) 5,011 5,520.87
14,751 12,536 (2,214.79)
125,260 135,186 9,925

VAT collection data is from OECD sources™. The VAT gap data is the EU estimate for 2015
Shadow economy data is from the IMF* and is a long-term average and 2017 data, which is
generally lower. The estimates of the monetary value of the VAT gap are my calculations and
assume that the sum lost is on theoretically due liabilities assuming the VAT gap for the EU or
2017 shadow economy datawere to be true.

As will be noted, depending upon the basis of calculation, the VAT gap is estimated to be
between 125 billion and €135 billion ayear. It is stressed that these figures should be considered
approximate and estimates. It should not be implied that this sum could be recoveredin full by
action to tackle theissues discussedin this note. It does, however, indicate the significance of
theissue towhich, itis suggested, fartoo little attentionis beinggiven.
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