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1. Introduction and Summary
VAT fraud is an issue of growing concern for the 
tax authorities in EU countries, because of its size 
and frequency, the increased sophistication of the 
fraud schemes and inherent diffi culty of combating 
it, and its fi nancial signifi cance. This article’s focus 
is on the position of a third party, who somehow 
gets entangled into the myriad of transactions that 
form what is generally referred to as Carousel fraud. 
First, a basic description is provided of the design 
of a carousel fraud, then a closer look is taken to 
how some individual member states of the EU have 
tried to combat this type of fraud. Finally, the latest 
developments in case law of the European Court of 
Justice and the acceptance of the principle of abuse 
of law and of joint and several liability are discussed, 
especially the severe consequences these concepts 
have on the position of a third party entangled in such 
a fraud scheme but acting in good faith.

2. Description of Carousel Fraud
From an economic perspective, the value added 
tax (VAT) as applied in the European Union (EU) 
is a consumption tax. It is charged at each stage of 
the production and distribution chain (output-VAT) 
but by allowing taxable traders a credit for tax paid 
on their purchases (input-VAT), the tax is in effect 
imposed on the fi nal consumption of taxable goods 
and services. Under the destination principle, its aim 
is to tax domestic consumption only. In international 
transactions, therefore, border tax adjustments are 
required. In relation to third countries, imports will 
be subjected to domestic VAT when released into free 
circulation and exports should leave the country VAT-
free, which is realized by not charging output-VAT 
on the export sale while the trader retains its right of 
input-VAT credit. For intra-Community transactions1 
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a similar system is in place. The supply is not taxed 
(zero-rated) and the recipient makes a taxable intra-
Community acquisition in the country of arrival for 
which he has to account on his periodical VAT return. 
In principle, the recipient can claim the same tax as 
an input credit.

The value added tax is a signifi cant part of total 
revenue for the EU member states, accumulating 
to 13 to 22 percent of total annual revenue.2 With 
standard rates varying between 15 and 25 percent, 
the VAT also embodies a signifi cant cash fl ow 
that has a fatal attraction to some operating in the 
shades of regular trade. The fi rst cases of what is 
generally referred to as carousel fraud occurred 
in the 1980s in regard of transactions between 
the Netherlands and 
Belgium, but have, un-
fortunately, proven to be 
contagious. The cost of 
carousel fraud has been 
put around Euro 2.1 bil-
lion in Germany for the 
year 2005 and between 
GBP 1.12 –1.9 billion in 
the U.K.3 The trade tends 
to be in high-value, low-
volume consumer goods, 
such as mobile phones, 
computer components 
or other electronics. The 
fraud is usually carried out quickly, with the fraud-
sters disappearing before the tax authorities follow 
up with regular assurance activities.

In its most basic form, this fraud scheme is con-
strued as follows. All parties participating in this 
scheme are registered as a taxable person, A in the 
United Kingdom, and B and C in Belgium. A imported 
a certain quantity—let us assume 10,000—iPods 
from the United States. The VAT paid upon importa-
tion is subsequently deductible as a tax credit on A’s 
monthly VAT return. A sells the iPods to company B 
in Belgium, and charges zero percent VAT since it is 
an intra-Community supply. B needs to account for 
the intra-Community acquisition, but the VAT due in 
that respect is immediately and on the same return 
deductible as a tax credit. In turn, B sells the iPods 
to company C for Euro 100 each. This constitutes a 
domestic supply in relation to which he has to charge 
Belgium VAT at 21 percent, that is Euro 210,000. 
Company B does not remit this VAT to the tax authori-
ties, but C who in turn sells the iPods back to the U.K. 

with zero VAT, fi les a claim for refund of the Euro 
210,000 invoiced to him by B. Thus, a circular chain 
of transactions (carousel) has been created whereby 
the goods start and end up with the same trader. The 
carousel is repeated several times, each time lead-
ing to a tax claim of Euro 210,000, after which the 
iPods are sold in bulk for cost price on the local U.K. 
market. The VAT collected on this domestic sale will, 
naturally, not be remitted to the tax offi ce. Several 
variations of this basic scheme have been applied in 
practice. Clearly, no real transactions take place be-
tween the three related companies, the iPods stay in 
the United Kingdom and only a paper trail, suggesting 
transactions between them, is created. The only real 
transaction is the fi nal bulk sale to an unrelated party. 

No money is transferred 
between the three parties, 
and after a while the “busi-
nesses” will be closed and 
the companies dissolved. 
New companies are set up 
and the fraud scheme will 
be repeated. In case the 
authorities catch the scent 
of such a carousel before 
the companies are termi-
nated, they will fi nd the 
bank accounts empty and 
the directors to be mere 
frontmen. Over time, as 

the tax authorities became more aggressive in inves-
tigating this type of fraud, the carousel schemes have 
become more and more sophisticated. Smokescreens 
have been created to make it more diffi cult for the 
authorities to discover the fraud. This is done, for 
instance, by mixing low-volume legitimate transac-
tions with high-volume artifi cial ones, by expanding 
the chain with bona fi de unrelated traders, and by 
increasing the chain’s geographical complexity, i.e., 
adding more cross-border transactions, spread over 
more jurisdictions, including jurisdictions located 
outside the EU, such as Switzerland and Dubai.

For the purpose of this article, we are interested 
in the position of third parties who get involved in a 
carousel, and who may either be aware of this or may 
be acting in good faith. As we will see, this distinc-
tion may be relevant. Assume that company C in our 
example is a third party, a subsidiary of an American 
parent company. Again, company A sells the iPods 
to B, who in turn sells to C, who consequently sells 
to A. C may not be aware that B purchased the iPods 
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from the same party as he, C, is selling to. In this case, 
the goods are actually transported from the U.K. to 
Belgium and back to the U.K. Payments take place for 
the B-C and the C-A transactions. Again, B does not 
remit the VAT it has charged to C, and the latter fi les 
a refund claim for the same VAT. There is a difference 
though. In the fi rst scenario, all parties involved be-
ing related, no payments were made between them, 
and C collects an input-VAT refund for VAT it did not 
actually pay to B. In the second scenario, C being an 
unrelated party, did pay the input-VAT to B. 

C’s position is precarious in this respect. Where the 
tax authorities are unable to collect the VAT from B, 
they may seek to mitigate the risk for the Revenue 
by denying C’s refund, which would be particularly 
painful in case C is acting in good faith.

3. Counter Measures to Fraud
3.1. Civil Law Defense
Until recently, the Belgian tax authorities applied 
civil law rules in the fi ght against tax abuse and 
avoidance. According to the Belgian Civil Law Code 
contracts without a legal basis or with a false or un-
lawful legal basis are considered to be null and void.4 
Transactions prohibited by law, violating good faith 
or public order have an unlawful basis.5 Defrauding 
the Belgian State of tax is conceived as a violation 
of public order. The tax authorities, supported by 
Belgiam’s Supreme Court,6 took the position that all 
sale contracts embodying the totality of the carou-
sel transactions were null and void7 and, therefore, 
no transfer of ownership had taken place between 
either of the parties. As a result, neither party could 
legitimately claim an input-VAT credit.

The legal reasoning by the Belgian authorities is 
questionable. Its emphasis on domestic Belgian law 
seems to ignore the primacy of European Commu-
nity law.8 Concepts of national civil law are in fact 
irrelevant since European legislation constitutes a 
separate system of law, which has its own concepts 
and context.9 Interpretation of Community concepts 
on the basis of national law is, therefore, prohibited. 
In defi ning taxable transactions, the VAT Direc-
tive does not rely on contract law concepts, but 
instead employs an economic approach. A taxable 
supply of a good is the right to dispose of a good 
as owner,10 which is much broader than the mere 
transfer of legal title.

Effective November 2005, Belgium has introduced 
a general anti- VAT avoidance provision.11 Under that 

provision, the tax authorities for VAT purposes can 
re-characterize a contract or series of contracts if they 
suspect or have established that the purpose of those 
contracts is avoiding VAT, unless the party or parties 
involved prove or suffi ciently demonstrate that these 
contracts serve or also serve legitimate economic or 
fi nancial purposes. Again, there is no basis for the 
re-characterization in European law, which avoids 
civil law concepts.

3.2. Noneconomic Defense
During 2006, the European Court of Justice decided 
several cases involving carousel fraud brought by the 
U.K. High Court. In the Optigen case,12 the Revenue 
Service had taken the position that under a carousel 
scenario the chain of transactions should be consid-
ered in its entirety and the fraudulent intentions of 
one of the traders would derive all transactions from 
being qualifi ed as economic transactions in terms of 
article 5 of the Sixth Directive, and as a result would 
remain outside the scope of VAT. As a consequence, 
under such reasoning, company C in our example 
would lose its right to deduct or reclaim the VAT it 
paid to company B. 

The U.K. High Court asked for clarifi cation regard-
ing to whether a transaction, which in itself was not 
fraudulent and where the trader was acting in good 
faith, should be regarded as supply and an economic 
activity within the meaning of the Sixth Directive, 
when the transaction formed part of a chain in which 
another prior or subsequent transaction was vitiated 
by such fraud and whether the trader under such 
circumstances is entitled to input-VAT recovery.

The European Court of Justice rejected the approach 
taken by the U.K. Revenue Service to consider the 
chain of transactions in its entirety. Each transaction 
must be considered objectively and on its individual 
merits and characteristics, which can not be altered 
by earlier or subsequent events in the chain. In line 
with earlier rulings,13 the European Court of Justice 
noted that the terms “economic activity“ and “sup-
plies of goods and services“ are wide in scope and 
objective in character, in this sense that activities are 
considered per se and without regard to their purpose 
or results. The European Court of Justice also rejected 
the view that carousel transactions should remain 
outside the scope of VAT because of their unlawful 
character. A general distinction between lawful and 
unlawful transactions would infringe the principle 
of fi scal neutrality of the tax. In line with earlier rul-
ings,14 the Court pointed out that such could only 
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be the case in limited cases, where no competition 
between a lawful economic sector and unlawful sec-
tor can exist. Finally, the European Court of Justice 
observed that the right to recuperate input-VAT may 
in principle not be limited. Each transaction should 
be considered individually, and a party that acted 
in good faith should not be deprived of its right to 
recover VAT due to fraudulent activities by others.

Nevertheless, there seems some room left for the 
Revenue Services of the member states to maneuver, 
where the European Court of Justice conditions its 
ruling on the absence of mala fi des on the part of 
the trader (in our example, company C). The Court 
states that: 

transactions as those at issue (...) constitute sup-
plies of goods and services and an economic 
activity (...), regardless of the intention of a trader 
other than the taxable person concerned (...) and/
or (regardless) the possible fraudulent nature of 
another transaction (...) 
of which the taxable 
person has no knowl-
edge and no means of 
knowledge. The right 
to deduct input value 
added tax (...) cannot be 
affected by the fact that 
in the chain of supply 
(...) another (...) trans-
action is vitiated by (...) 
fraud, without that taxable person knowing or 
having any means of knowing.

In many cases, the U.K. Revenue Service has per-
manently disallowed input-VAT recovery when a 
transaction appeared to be involved in a carousel, the 
total amount withheld being estimated to approach 
GBP 1 billion.15 Following the Optigen decision, in 
the majority of instances the withheld amount have 
been reimbursed, but the Revenue Service has re-
fused to do so in a handful of cases where it believes 
it can reasonably make the argument that the trader 
in question had knowledge or means of knowledge 
of the fraudulent carousel trade.

The Belgian Court de Cassation has referred pre-
liminary questions in four cases in 200416 and 200517 
regarding carousel fraud. The 2005 cases have been 
suspended by the European Court of Justice until 
delivery of the earlier cases which the Court decided 
to combine.

The Recolta and Axel Kittel cases of 2004 are 
mirror images, in the sense that the appellant in the 
fi rst case alleged to have had no knowledge of the 
carousel while in the second case awareness of the 
ongoing carousel remained undisputed. Although 
the Court has not as yet ruled in these cases, the 
Advocate General has delivered his Opinion and it 
is worthwhile to take a closer look at his approach. 
In summary, the A-G concludes as follows.
1. National law and qualifi cations of a contract are 

irrelevant.
2. A recipient of goods will not loose his right of 

input-VAT recovery if he entered into a contract 
in good faith.

3. A recipient of goods will not loose his right of 
input-VAT recovery even if he knew about the 
supplier’s fraud, provided he did not himself 
participate in of benefi ted from the fraud.

4. A recipient of goods will loose his right to recover 
input-VAT when he is knowingly involved in a 

transaction set up for the 
sole purpose of tax fraud.

In light of earlier juris-
prudence by the European 
Court of Justice, notably 
the Optigen case, the 
Opinion of the Advocate 
General does not surprise 
as to conclusions 1 and 2. 
Conclusion 3, however, 
exceeds the ECJ ruling in 

Optigen in that it offers protection to the recipient 
even if he has knowledge of the fraud scheme as long 
as he does not participate in or benefi t from it.

The criteria developed here are not totally clear, but 
it seems to me that the Advocate General is trying to 
fi nd a balance in risk allocation. The right of input-VAT 
recovery is essential for the proper functioning of the 
value added tax because this mechanism guarantees 
that the tax is a consumption tax and not a business 
tax. For this reason, the input-VAT recovery can only 
be denied under special circumstances. Businesses 
acting in good faith clearly need protection where 
they get unknowingly involved in a fraud scheme. The 
Advocate General, however, does not elaborate on 
why businesses need protection when they know that 
they are included in a fraud scheme. The distinction 
between knowledge and participation seems very thin 
in my opinion. If a business knows it is participating 
in a fraud scheme, does that not automatically imply 
it is involved? Carousel fraud is not just a tax law is-
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sue, it is also, and perhaps primarily, a criminal law 
issue. In other words, culpability should play a role 
in determining the consequences of being involved 
in carousel fraud. From this perspective, there ex-
ists good reason to protect a business that is part of 
a carousel transaction scheme without knowing or 
having means of knowing of the existence of this 
scheme. But knowledge establishes a degree of guilt. 
The word involvement, in this context, includes the 
sense of knowledge. Participation may be passive; 
involvement, by its mere defi nition, assumes active 
collaboration. In my opinion, there exists no rationale 
for protecting a party involved in fraud, regardless 
of whether this party benefi ted from it. And, on the 
other hand, a party acting in good faith, that is without 
knowledge, should be protected even if it derived a 
benefi t from the scheme. The Advocate General seems 
to be trying to make a fi ne distinction in relevant de-
grees of culpability. No knowledge of fraud intention 
and mere participation exonerates a trader under all 
circumstances; knowledge without participation will 
exonerate as well, even if the trader benefi ted from it; 
but knowledge and involvement removes protection 
when the scheme is set up for the sole purpose of tax 
fraud. The Advocate General, however, seems to of-
fer more latitude than the European Court of Justice 
did in the Optigen case and it will be interesting to 
see whether the Court will agree with the Advocate 
General’s opinion and approach.

In any event, issues of defi nition remain. What 
exactly constitutes knowledge in this context? And 
under what circumstances is a scheme set up solely 
for the purpose of tax fraud?

3.3. Abuse of Law Doctrine
In February 2006, the European Court of Justice ren-
dered judgment in three cases, commonly referred 
to as Halifax,18 in which it recognized the principle 
of abuse of law in the context of VAT. 

Abuse of law exists where specifi c transactions, 
notwithstanding formal conformation to provisions of 
VAT legislation, result in a tax advantage that is con-
trary to the purpose of those provisions, and where 
the essential aim of the transactions concerned is to 
obtain that tax advantage.

In essence, this is a substance-over-form rule that a 
number of member states already apply in the fi ght 
against tax avoidance and, especially, tax evasion. 
The prohibition of abuse rule is limited, however, 
by Community law per se, the effectiveness of which 
may not be undermined by national legislation. The 

national anti-abuse regulations as well as national 
rules of evidence may not, in effect, prohibit or make 
it excessively diffi cult to exercise rights (such as the 
right of input-VAT reclaim) conferred by Community 
law. Moreover, the anti-abuse rule cannot be applied 
when other explanations than tax advantage can be 
provided for the alleged set up of transactions. 

In its application, the abuse of law doctrine covers not 
only tax evasion (fraud) but also tax avoidance. Belgium 
has changed19 its anti-abuse rules to conform with 
Halifax. Interestingly, in the Explanatory Memorandum 
examples are given of unacceptable transactions, e.g., 
sales and lease back transactions, that have been found 
legitimate by the Netherlands Supreme Court under 
very similar anti-abuse regulations. For tax lawyers 
and consultants engaged in designing VAT planning for 
tax-exempt entities, the challenge will be to ensure the 
design has suffi cient substance to withstand the scrutiny 
of the Revenue Service and the courts.

When in a framework of transactions the two 
conditions of Halifax (as to result and as to aim) 
are fulfi lled and, therewith, it has been established 
that an unjustifi ed tax advantage has occurred, the 
transactions must be redefi ned in order to create the 
situation that would have prevailed in the absence of 
the abusive practice, including reimbursement to the 
State of VAT improperly obtained in the furtherance 
of such an abusive practice.

In addition it is possible, if not likely, that penalties 
will be imposed in abuse of law situations, ranging 
from fi ve percent or 10 percent of the tax amount to, 
in case of fraud, 100 percent (in the Netherlands), 
200 percent (in Belgium) and 300 percent (in France). 
Fiscal penalties constitute criminal prosecution in 
the meaning of the European Human Rights Con-
vention,20 and must therefore, meet the criteria of 
fair trial laid down in that same Convention.21. It is 
beyond the scope of this article to elaborate on this 
aspect, but clearly an entity unknowingly entangled 
in Carousel transactions can counter the fi scal penalty 
on the basis of absence of culpability.

Although the abuse of law rule could be a strong 
weapon in combating tax evasion and avoidance, as 
a principle of Community law it could easily collide 
with other Community law principles, especially the 
principle of legal certainty. Certainly, the member 
states have good reason to seek protection against loss 
of revenue in cases of tax avoidance and evasion. On 
the other hand, a trader who gets entangled in carou-
sel transactions must be allowed input-VAT recovery 
on the basis of the principle of legal certainty when 
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he is acting in good faith. It is for the courts to sail 
between the Scylla of abuse of law principle and the 
Charybdis of protecting good-faith traders. Finding the 
precarious balance between the legitimate interests 
of the Treasuries in protection against loss of revenue 
through applying the abuse of law rule (Halifax) and 
of legal certainty for third party traders acting in good 
faith (Optigen) will turn out to be quite an acrobatic 
tour de force and it is my prediction that we will wit-
ness a number of legal saltos mortales.

3.4. Joint and Several Liability
Another way to protect the Treasury’s interests is 
to hold a third party liable for the tax lost. This is 
certainly a simple way, but whether this approach is 
ethically acceptable depends, in my view, on how 
broadly it is applied. The European Court of Justice 
in the FTI22 case held that member states are able to 
introduce joint and several liability in their respective 
legislation, provided the principles of legal certainty 
and proportionality are not breached. In essence, 
this condition is in line with earlier rulings by the 
Court discussed afore, especially Optigen. In case 
of carousel fraud this means that any party involved 
in the framework of transactions can be held liable 
for the VAT lost, unless he has been acting in good 
faith. That means that trader C in our example could 
be held liable for VAT that company B has failed to 
remit to the tax authorities, even if C had been in-
voiced properly and paid that same VAT himself to 
B, unless C has been acting in good faith. A liable 
person is defi ned by the European Court of Justice 
as a person to whom a supply of goods or services 
has been made and who knew, or had reasonable 
grounds to suspect, that some or all of the value 
added tax payable in respect of that supply or of any 
previous or subsequent supplies would not be remit-
ted to the tax authorities. In short, a party involved 
in carousel fraud could be held liable for any unpaid 
VAT in the chain of transactions. Indeed, good faith 
becomes a valuable asset in value added tax. Crucial 
in this respect is the part of the sentence that reads: 
“reasonable grounds to suspect.” It remains unclear 
when that is the case. Obviously, there is reason for 
suspicion of a third party when the purchase price 
offered to him is signifi cantly below market value, 
or when the supplier normally does not trade in that 
specifi c type of goods, or the quantities offered are 
much higher than justifi ed by the supplier’s size. 
When a third party has reason to believe that his sup-
plier is related (legally, economically or otherwise) 

to the subsequent purchaser, there is a strong reason 
for suspicion as well. Certainly there will be cases 
where grounds for suspicion are obvious. However, 
the sophistication of carousel schemes is found in the 
deliberate engagement of third-party traders by the 
fraudsters, who will, naturally, make efforts to hide 
their criminal intentions from the third-party trader. 
The liability, in principle, can be multitude, since it is 
not limited to VAT unremitted by his direct supplier. 
When a third-party trader is so unfortunate to become 
engaged in Carousel transactions, and value added 
tax in regard of each of the individual transaction has 
remained unpaid, he may, as the only genuine busi-
ness, end up being held liable for all VAT payable on 
the total of transactions, previous and subsequential. 
Without doubt, in my mind at least, an element of 
overkill has found its way into the liability rules. 

The concept of good faith seems to offer a degree 
of protection, but the rules of evidence in tax law are 
not as strict as in criminal law. Generally speaking, 
as the rules of evidence are determined on a national 
and not on EU level, the tax authorities have the initial 
burden of proof. If the authorities are able to offer 
at least initial proof that a third party should have 
been aware of the fraud scheme, the burden of proof 
can easily be reversed, and the third party will have 
to prove that he did not know nor have reasonable 
grounds to suspect that he was somehow engaged 
in a fraudulent carousel. 

Interestingly, subsequent to FTI, the British tax au-
thorities have developed a strategy of notifying third 
party traders when they suspect they are engaged in 
suspicious trade cycles. Ignoring such notifi cation 
bears the risk that the recovery of input-VAT on fu-
ture transactions with suppliers from the chain will 
be denied. Moreover, by issuing the notifi cation the 
authorities believe to have established “knowledge” 
or “reasonable ground for suspicion” in the meaning 
of FTI and, as a result, the third-party trader is expos-
ing himself to severe liability risks.23 Even though 
the urge for the Revenue to prevent or reduce tax 
loss is understandable and justifi ed, this practice is, 
however, questionable. Unclear is why from a legal 
perspective the notifi cation by the tax authorities has 
to be accepted on face value and would shift the 
risk completely to a third-party trader when he does 
not immediately discontinue his trading with parties 
identifi ed by the tax authorities as suspected. Such 
notifi cation could prove to be extraordinarily disrup-
tive of business when parties, who cannot bear the 
fi nancial risk of third party liability,24 terminate busi-
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ness relationships on this basis. On the other hand, 
the tax authorities render the risk of being sued for 
damages in case their notifi cation bears insuffi cient 
grounds and leads to loss of business revenue, termi-
nation of a legitimate business activity, bankruptcy, 
or loss of good standing and reputation.

Ultimately, it will be up to the national courts 
and the European Court of Justice to develop, on a 
case-by-case basis, a doctrine to clarify the extent of 
third-party liability, balancing the interest of revenue 
loss with the interest of free conduct of business.

3.5. Alternative Solutions
The approaches taken by national tax authorities 
seem to be rather rigid and to contain an element of 
overkill. In my opinion, feasible alternative solutions 
exist, although none of them may win the fi scal beauty 
contest. First, either on EU or national level, a butoir 
rule could be introduced. A butoir is a term coming 
from French legislation, and basically it limits the total 
input-VAT credit to the total output-VAT. In essence, 
a business cannot deduct more input-VAT than it is 
required to pay in tax over its sales. For example, 
when sales in a tax period are 100 at a tax rate of 20 
percent, and purchases are 300, a seller will only be 
able to deduct input-VAT to the amount of VAT due 
on sales in the same tax period. Normally, a business 
would have a tax payable of 20 (20 percent of 100) 
and deduct 60 in input-tax credit (20 percent of 300), 
receiving a refund of 40. Under the butoir rule, the 
tax credit would be limited to the amount payable on 
sales. In other words, the seller would only be able 
to exercise its right to input-VAT credit to the extent 
of VAT due on sales. As a result the tax credit would 
be maximized at 20, and no refund would be paid. 
The remainder of the tax credit would be shifted 
forward to the next tax period. In effect, the seller 
would never receive an actual refund in monetary 
terms. So, in tax period 1, seller would have output-
VAT of 20 and input-VAT credit of 60. His maximum 
deduction would equal the tax due on its sales (20) 
and the remainder of his input-VAT claim (40) would 
be applied to the output-tax due on sales in the next 
tax period. If the seller would make sales at 400 in the 
next tax period and incur purchases at 200, in period 
2 he would have a tax payable account of 80 and a 
credit account of 40 + 40 input tax from period 1. As 
a result he would pay zero in tax in period 2, and he 
would not receive a refund.

This system works perfectly, except for net export-
ing fi rms. In Italy, net exporting fi rms are subject to a 

deterred refund rule to the extent of 12 months. Basi-
cally, this provides the tax authorities with a 12-month 
window to determine whether the input-VAT claim is 
legitimate. In view of the serious tax fraud schemes, the 
application of these rules would not seem unreason-
able. In addition, two more rules could be introduced 
to provide for an equal balance of risk distribution. 
First, a system of recognition for approved economic 
traders, who will be eligible for a full and immediate 
input-VAT credit deduction based on their proven 
bona fi de tax payer reliability. This rule would protect 
any established trader with a sound track record and 
exonerate them from the tax credit limitation rules. 
New companies applying for this status would be held 
to strict bench mark standards. If a start-up company 
is unable to meet these standards, input-VAT credit 
would be limited according to the butoir rule or post-
poned according to the 12-month rule, but the state 
would be required to pay them a reasonable interest 
at the time a fi nal refund is made to compensate them 
for their cash fl ow disadvantage.

The European Commission is contemplating a 
different approach.25 Although the operation and 
management of tax systems is primarily the compe-
tence of Member States, the Commission plays a role 
in the free circulation of goods and services within the 
internal market and the globalization of the economy 
make it practically impossible for a Member State to 
act individually against this particular type of tax fraud. 
Her strategy is three-fold. First it aspires to enhance co-
operation between member states in combating fraud. 
The other two alternatives imply substantial changes 
in the current VAT system. The Commission contem-
plates either taxing intra-Community supplies, which 
would eliminate the net exporting position for a fi rm 
and would render the carousel fraud scheme obsolete, 
or extending the reverse charge rule. The fi rst option 
is feasible, but ignores the fact that fraud schemes 
involving sales to third countries (non-EU member 
states) such as Switzerland would replace the current 
ones. Extending the reverse charge rule makes more 
sense. Basically, under the reverse rule, a purchaser is 
liable for the output-VAT on its purchases in stead of 
the supplier. Since the purchaser is also eligible for an 
input-VAT credit, no actual obligation to remit tax to the 
Treasury would ever occur. In effect, this would change 
the EU VAT system from a multi-stage consumption 
tax into a single stage retail consumption tax, albeit 
while maintaining a paper trail to previous sales. This 
would be a remarkable policy change when one bears 
in mind that the VAT was chosen as the preferred con-
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sumption tax system in the EU, inter alia, for its ability 
for fractioned tax collection, i.e., collecting of tax on 
the value added of each stage instead of over the total 
value added at the fi nal retail stage, to reduce, indeed, 
the risk of underreporting and tax fraud.

4. Conclusions
Revenue loss is a genuine concern for the tax authori-
ties whether as a result of tax avoidance or tax evasion. 
In monetary terms the stakes are signifi cant. National 
law approaches, as taken by the Belgian authorities, 
are ineffective because they are simply irrelevant. The 
British defense of declaring certain transactions to be 
non-economical, although European in essence, fails, 
because it is too broad and insuffi ciently specifi c. The 
Community concept of abuse of law as well as the 

introduction of third party liability in case of tax fraud 
provide ample tools to the authorities for combating 
avoidance and evasion of VAT. The fi nancial risks for 
third parties are considerable and third party liability, 
in my opinion, contains an unacceptable element of 
overkill. The European Court of Justice has provided 
some balance by exonerating from responsibility and 
liability third parties acting in good faith. The concept 
of good faith, however, is still too vague and needs to 
be further defi ned in future case law to offer business 
transactions protection against zealous assumptions 
by the tax authorities. Alternative approaches exist, 
however, that seem to offer a more balanced risk 
distribution. The approach recently suggested by the 
European Commission seems to entail a signifi cant 
departure from the very reason the current VAT system 
was introduced.
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