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Value added tax (VAT) fraud has an extensive impact on the European Union (EU) budget. As missing
trader intra-community (MTIC) fraud is the biggest kind of VAT fraud it would be beneficial to fight this
kind of fraud to a larger extent. MTIC and carousel fraud both use the zero-rate VAT system on intra-
community trade. The missing trader disappears with the VAT that has been charged in the country of
destination of the goods and services sold. In the case of carousel fraud the goodsor services are being
redirected back to theinitial seller.

MTIC has been estimated to cost the EU EUR 60 billion onan annual basis. The exact amount is difficult
to calculate as sufficient data islacking and the fraud schemes arevery complex. There is also not enough
information available on the actualamount recovered from committed fraud cases. The problemis that
Member States are responsible for the investigation and prosecution of potential fraud. The Member
States do not always use the same definition of fraud and sometimes onlylabel a case as fraudulent after
a court ruling. The European Anti-Fraud Office (OLAF) can only conduct investigations and send an
advice to the Member State affected. The Member State needs to carry out their own research before
prosecution. With theestablishmentof the European Public Prosecutor’s Office (EPPO) this could change
as EPPO will be able to conduct their own investigationsand prosecutions.

A solution to the problem would be to improve the current VAT system or replace it with a permanent
single EU VAT system. The current systemis still the temporary system of 1993 which was introduced
with the establishmentofthe Single Market. It was meantto be replacedin 1996 by a permanent system
but this has not happened so far. The European Commission (EC) has proposed an ‘action plan on VAT
in 2016 with the intent to replace the current system with a permanent VAT system. This can only be
implemented after aunanimous vote by the Council. Nevertheless,a common VAT system would have
significantinfluencein the fight against MTIC fraud.

Introduction

Missing trader intra-community (MTIC) fraud has a significantimpact on the budgets of both the European
Union (EU) and the Member States. The exactamount involved in this kind of fraud is difficult to determine
because of the scale of the schemes. It is very complex to detect the committed fraud and to reclaim the
value added tax (VAT) that was stolen. MTIC can be described as acompany who sells a product or service,
charges the VAT and afterwards disappears withoutforwarding the VAT to the national taxauthorities. The
‘missing traders’ make use of the gaps within the VAT system of the EU.” This briefing will give an overview
of the existing rules concerning VAT, an explanation of MTICand possible solutions to the problem.
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VAT policyin the EU

VAT is an indirect tax on goods and services. The tax is applicable to all stages of the distribution and
production process.? VAT is a consumption tax which is paid by the final consumer. The tax is paid by the
consumer to the seller of the goods or services. The seller is the one who needs to forward the VAT to the
taxauthorities. VAT is collectedfractionally via a system of partial payments where taxable persons (i.e. VAT-
registered businesses) deduct fromthe VAT they have collected (“outputVAT”) the amountof tax they have
paid to other taxable persons on purchases for their business activities (“input VAT").”* This system applies
within all the Member States of the EU.

With the creation of the internal market (1 January 1993) barriers to intra-community trade were set aside.
Therules that wereintroduced in 1993 were meant to be a temporary system. Theinitial idea was to replace
the taxation system with a permanent one before 31 December 1996. Nevertheless, a provisionwas added
to extend the system in case a permanent arrangement was not yet in place by then.* This temporary system
is still valid today. The current systemhasbeen under review for a couple of years. In 2016, the ECintroduced
anaction plan concerning VAT.To change the taxation system, a unanimousdecision needsto be taken by
the Council after consultation with the European Parliament and the Economic and Social Committee.® In
2019, the EC proposed to shift to an ordinary legislative procedure when voting on taxation policy. An
important elementofthe proposalis the shift from unanimous voting to qualified majority voting.t Articles
110-113 of the Treaty on the Functioning of the European Union (TFEU) are the basis for the legislation on
indirect taxation policy. Article 113 also states that harmonisation is needed for the proper functioning of
theinternal market.’

VATis animportantsource of revenue forboththe Member Statesand theEU.2In 1993, an intra-community
system was developed in which business-to-business (B2B) transactions are taxed in the country of
destination. The rate of VAT of the destination country applies to goods and services. When the goods or
services are crossingthe border a zero taxrate applies. If the goods or services are sold afterwards internally
within the Member State VAT is charged to the consumer.’ The idea behind this is that the taxes are paid in
the country of consumption. The currentsystemis complexand the compliance costs are high.™

The intra-community taxation system is vulnerable to fraud as the system relies on the honesty and
declaration of the VAT-registered businesses. Fraud is described by the European Court of Auditors (ECA)
report on ‘Fightingfraud in EU spending: actionneeded’ (2019) as ‘anyintentional act or omission designed
to deceive others, resulting in the victim suffering aloss and the perpetratorachieving a gain’." Protecting
the EU financialinterest is a shared competence between the EU and the Member States. Forexample, ‘the
Customs Unionis fully within the competence of the EU but thenational customsauthoritiesare responsible
for duty collection and tackling any fraud schemes’.’? The detection and prosecution is within the
competence of the Member States. The European Anti-Fraud Office (OLAF) is the responsible body to
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perform independent investigations to detect fraud on EU level.” The results of the administrative
investigations will lead to recommendations that OLAF sends to the affected Member State.' OLAF does
not have the powers to sanction or prosecute subjects of suspected fraud nor do they have the power to
oblige Member States to initiate sanctions or investigations on the basis of the recommendations.’ This
situation could change with the establishment of the European Public Prosecutor’s Office (EPPO). Member
States have a different way of approaching the combat against fraud. There is a differencein the reporting
of fraud and the definition of fraud. Some Member States only reporton fraud after a Courtruling. The ECA
report states that‘'Member States have their own systems forrecording casesunderinvestigationand nearly
half of them do not differentiate between financial crimes affecting national interest and those affecting EU
interests’.'s

Missing Trader Intra-Community Fraud and Carousel Fraud

MTIC fraud and carousel fraud are two forms of fraud in which a business disappears without paying the VAT
duetothetaxauthorities or requesting a refundof VAT from the government. In both casesthe VAT can be
seen as a profit for the ‘missing trader’ who disappears with the money. For MTICand carouselfraud cross-
border trade isimportant as intra-community trade has a zero-rate VAT taxation. There are many different

and complexversions of MTIC. For this briefing we are focusingon thesimplest version of MTIC and carousel
fraud.”'®

Missing Trader Intra-Community fraud

Since theintroduction of the single market, MTIC fraud has become an increasing problem which is a ‘large-
scale organised criminal attack on the EU VAT system”."® Businesses committing MTIC fraud are using the
zero-rate concept for goods and services crossingthe bordersfrom one Member State to the next. VAT only
applies when the goods or services are sold again in the Member State of destination to anotherbuyer.?

The EC describes a ‘missing trader as a trader registered as a taxable person for VAT purposes who,
potentially with a fraudulentintentacquires or purports to acquire goods or services without payment of
VAT and supplies goods and services with VAT but does not remit the VAT due to the appropriate national
authority’.?' Hence, the missing trader gains a profit from the VAT. A missing trader could potentially only
exist on paper and does not necessarily be an actual functioning company.?

MTIC works as follows: company A (supplier) in Member State 1 sells goods or services to company B
(missing trader) in Member State 2. As this is a cross border transaction the zero-rate applies to the selling
of the goods or services. Company B thereafter sells the goods or services to company C (customer) in
Member State 2. Now the VAT rate of Member State 2 applies. After the sale company B disappears without
remitting the VAT due to the authorities of Member State 2. See the visual presentation of MTIC fraud below.
Missing Trader Intra-Community fraud

Van der Paal, Johan et al, ‘Protection of EU financial interest on customs and VAT: cooperation of national tax and customs authorities to prevent
fraud’ (2019).
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In the case of simple MTIC fraud the loss is for the budget of Member State 2. In the case of carouselfraud
the scheme becomes more complex.

For a while MTIC VAT frauds were mostly committed in specific industries. The industries most commonly
targeted were mobile phones and computer chips as these were transactions with high value and low
weight.?* These specificindustries were targeted as the products were easy and inexpensive to transport.”®
‘Since then, frauds have shifted to the sales of other goods (new and used motor vehicles, wood, alcohol
and tobacco products, oil and oil derivatives, gas and electricity) and even to tradable services sector
(software, licensing, data provision, emission trading) which unlike goods, do not need to be moved,
because they are immaterial’.?® This shows that the fraudsters are becoming increasingly advanced in
committing MTIC.

Carousel fraud

In the case of carousel fraud the same goods and services are sold by a group of companies in a circle.?”
These companies receive and claim reimbursements of VAT that have never been paid.”® The main
difference between simple MTICand carouselfraud is that the goodsand services arrive back atthe original
seller and therefore concluding the circle.” This circle can be very extensive with the inclusion of buffer
companies. These buffer companies serve to hide the fraud fromthe authorities. Often the buffer company
is located in the chain behind the missing trader to make the investigations of the fraud scheme more

3 European Commission, The concept of tax gaps; Report ll: MTIC Fraud Gap estimation methodologies’ (November 2018).
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& policy, Vol. 8, p. 457-472.
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difficult.*® Carousel fraud could extend to more than ten companies and over multiple Member States.*’
VAT-registered companies areallowed to claim VAT on their purchases often resultingin a requestfor a VAT
refund.®The purchaser not paying VAT to the supplier must declare an intra-communityacquisition (ICA)
in the Member State of destination. This VAT is deductible.’*

Carouselfraud works as follows: Company A (Conduit company) in Member State 1 sells goods or services
to company B (missing trader) in Member State 2. Here the zero-rate VAT tariff applies. Company B sells the
goods and services to Company C (Broker Company) in Member State 2 and herethe VAT rate of Member
State 2 applies. Company B then disappears. Company Cthen sells the goods or services back to Company
Ain Member State 1. As company Cboughtthe products on the domestic marketof Member State 2, it had
to pay VAT to company B. The sell between Company C to company A in Member State 1 is an intra-
community sell and therefore Company C can ask for a refund of the VAT paid to company B. Therefore, a
doubleloss occurs for the budget of Member State 2 as the missing trader (companyB) never remit the VAT
dueand the broker (company C) requests for arefund of the VAT paid to the missing trader. See the visual
presentationof carousel fraud below.

Missing Trader Intra-Community fraud
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Source: The concept of tax gaps, November 201 8.3

It needs to be said that the conduit company (company A), the missing trader (company B) and the broker
(company C) are the ones that plan the fraud.*® This means that there could be more buffer companies in
between who could be involved in the fraud or are not aware of the fraud being committed.

The ECA drafted a special report on ‘Tackling intra-Community VAT fraud: More action needed’ in 2015. In
their report they used a carousel fraud scheme with real amounts. See the visual presentation of the
amounts gained by conducting carousel fraud below.

% European Commission, The concept of tax gaps; Report ll: MTIC Fraud Gap estimation methodologies’ (November 2018).
and Podlipnik, Jernej, ‘Missing Trader Intra-Community and Carousel VAT Fraud - ECJand ECTHR case law’ (2012) Croatian yearbook of European
law & policy, Vol. 8, p. 457-472.
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Example of carouselfraud including realamounts
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Source: European Court of Auditors, special report on Tackling intra-Community VAT farud: More action needed (201 5),36

Possible solutions for Missing Trader Intra-Community Fraud

MTIC fraud is the most common and largest form of VAT fraud*” and has therefore a significantimpact on
the budgets of the Member States and the EU. The loss for the EU budget through MTIC fraud has been
estimated at EUR60 billion per year.® It is very difficult to identify the size of the VAT lostthrough MTIC fraud
as the schemes are so complex.* Therefore, the actual amount lost to the EU budget is unknown and can
only be estimated. It is not possible to just add all the figures of the Member States together due to the
likelihood of overlaps. This has to do with the potential difference between the invoices trailand the actual
supply trail.*

As the EU budget is financed by three sources of income, traditional own resources, statistical VAT based
contribution andan own resource based on Gross National Income (GNI) by the Member States,*' every euro
lost to MTIC fraud needs to be made up by other sources ofincome. Therelative share of customsand VAT
duties to the EU own resources hasreasonably decreased whereasthe GNI contributions have substantially
risen, to 70% of the totalfunding.* This shows that any loss because of VAT fraud would need to be made
up by the GNI contribution.*”

According to the ECA the EC’s ‘analysis of fraud patternsandfraudriskis insufficient.* The EC does not have
extensive informationregarding the scale, nature and causes of fraud. There s also a lack of assessments of

% European Court of Auditors, special report on Tackling intra-Community VAT fraud: More action needed (2015)

Europol, SOCTA, ‘European Union serious and organised crime threat assessment’ (2017),

file:///C:/localdata/apouwels/Downloads/rep ort_socta2017 1%20(1).pdf and Podlipnik, Jernej, ‘Missing Trader Intra-Community and Carousel

VAT Fraud - ECJ and ECTHR case law’ (2012) Croatian yearbook of European law & policy, Vol. 8, p. 457-472.

¥ Karaboytcheva, Miroslava, EPRS, ‘Addressing the VAT gap in the EU’ (December 2020).

¥ European Commission, The concept of tax gaps; Report ll: MTIC Fraud Gap estimation methodologies’ (November 2018).

“ bid.

“ Van der Paal, Johan et al, ‘Protection of EU financial interest on customs and VAT: cooperation of national tax and customs authorities to prevent
fraud’ (2019).

2 bid.

4 bid.

European Court of Auditors, ‘Fighting fraud in EU spending: action needed’ (2019), P. 22.
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undetected fraud.” Detection of fraud is necessaryto recover the lossesto the EU budget.** Nevertheless, it
is not clear how much money is recovered in the cases where fraud was detected.” The problem with
investigating and detecting fraud is that the main investigations and prosecutions are carried out by the
Member States. OLAF can only indicate that fraud has been committed and needs to refer the case to the
Member States. The Member States will carry out their own investigation and decide if they move on to
prosecution.”® The special report of ECA on ‘E-commerce: many of the challenges of collecting VAT and
customs duties remain to be resolved’ of 2019 states that ‘the controls carried out by the national tax
authorities are weak and those of the Commission are insufficient’.” With the introduction of EPPO this
might change but still EPPO does not have a mechanism to force the Member States to allocate resources
andtoinvestigate the potential fraud.*® Anotherrisk for EPPO could occur as translationand consultation is
needed on all the documents for the EPPO Chambers to work and this could take too long for criminal
procedures where timeis ofthe essence.”'

There are different solutions to tackle MTIC fraud. Some are targeting the VAT system where others are
pointing towards the fraud prevention strategy. A possible solution to detect and recover fraud is the
introduction of a common EU VAT system. In 2016, the ‘action plan on VAT’ was published by the EC. This
documentaims at creatinga single EU VAT area.>* To establisha single EU VAT system the Council needs to
voteonit unanimously. According to the ECa single EU VAT system would be decisive in the fight against
fraud.”® The EP adopted the resolution (24 November 2016) ‘Towards a definitive VAT system and fighting
VAT fraud’ which called for more cooperation with the Member States in the fight against fraud,
modernising of the currentsystembut also improving the system thatis already in place.*

The system that is in place now could be improved in order to prevent MTIC. For example by ‘the
performance of taxinspections, cooperation between taxauthorities in different Member States,imposing
liability on persons participating in frauds and refusal of VAT deduction’.>* To reinforce this, system checks
need to be carried out when businesses registerfor VAT, for example by on-site visits, review of contracts or
examination of business plans. Organisational measures could also add to the detection of MTIC, e.g. by
creating special departments that will only deal with detecting and investigating MTIC.>%’

Another possible solution within the current system would be the use of the flat-rate system. VAT would be
charged at a single rate for all cross-border intra-community trade despite the VAT rate applicable in the
Member State. Nevertheless, this system would not completely prevent MTIC fraud as the trader could still
disappear.

This shows that stillmore can be donein the fight against MTIC fraud.

* European Court of Auditors, ‘Fighting fraud in EU spending: action needed’ (2019).

% Van der Paal, Johan et al, ‘Protection of EU financial interest on customs and VAT: cooperation of national tax and customs authorities to prevent
fraud’ (2019).

Y lbid.

% lbid.

4 European Court of Auditors, ‘E-commerce: many of the challenges of collecting VAT and customs duties remain to be resolved’, (2019), P. 5.

% European Court of Auditors, ‘Fighting fraud in EU spending: action needed’ (2019).

1 Ibid.

2 European Court of Auditors, ‘Collection of VAT and customs duties on cross-border e-commerce’ (2018).

% Karaboytcheva, Miroslava, EPRS, ‘Addressing the VAT gap in the EU’ (December 2020).

*  European Parliament, ‘Towards a definitive VAT system and fighting VAT fraud’ (24 November 20216),
https://www.europarl.europa.eu/doceo/document/TA-8-2016-0453 EN.pdf

*  Podlipnik, Jernej, ‘Missing Trader Intra-Community and Carousel VAT Fraud - ECJand ECTHR case law’ (2012) Croatian yearbook of European bw
& policy, Vol. 8, p. 465..

* information on improving the current system please read ‘Missing trader intra-community and carousel VAT frauds - ECJ and ECTHR case law’

¥ Podlipnik, Jernej, ‘Missing Trader Intra-Community and Carousel VAT Fraud - ECJand ECTHR case law’ (2012) Croatian yearbook of European bw
& policy, Vol. 8, p. 457-472.
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ECA recommendation to the EC

The ECA has provided four recommendationsto the ECin its report on ‘Fighting fraud in EU spending:
action needed’. These recommendations are targeting the fight against fraud. The recommendations
areas follows:

Recommendation 1:putin place arobust fraud reporting system providing information on the scale, nature
and root causes of fraud;

Recommendation 2: achieve better coordination in tackling fraud within the context of collegial
responsibility for fraud prevention and detection; ensure that strategic fraud risk management and fraud
prevention would be clearly referred to in the portfolio of one Commissioner; and adopt a new
comprehensive anti-fraud strategy based on a comprehensive analysis of fraud risks;

Recommendation 3:intensify its fraud prevention activities.

e ensure that Directorates-General use the early detection and exclusion system in direct and
indirect management and call on the Member States to identify and flag fraudulent
economic operators and the private individuals linked to them;

e urge all Member States to make active use of the ARACHNE database to prevent fraudulent
and irregular use of EU funds.

Recommendation 4: reconsider OLAF’s role and responsibilities in combating fraud in EU spending in light
of the establishment of the EPPQ, in particular the European Commission should propose the European
Parliament and the Council measures to give OLAF a strategic and oversight in EU anti-fraud actions.

Source: European Court of Auditors, ‘Fighting fraud in EU spending: action needed’ (2019).

Conclusion

The current VAT system is stillthe same as the temporary system of 1993. As described MTIC and carousel
fraud take advantage of the zero-rate percentage and disappear with the charged VATmoney. The best way
to fight this kind of fraud is the introductionof a common EU VAT system. Tobe able to introduce this system
a unanimous vote is necessary in the Council. Another solution would be to improve the current system.
This would require Member States to work together more intensely. With the action plan on VAT of the EC
thefirst step has been made to change the current system.Itis importantto changethesystemasithasa

hugeimpactonthe EU budget.
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