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WHY VAT?

. 175 out of 193 countnes practlce VAT
ies with VAT

.. VA ' es worldwide

https://en.wikipedia.org/wiki/Value-added_tax Q




Figure 3. Tax structures (% of total tax revenue), 2020
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FRaguene 1_ Tax strwctwreimn 2020 in Africa (31 ), Asia—F acific. LAC and the OECD
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Faegruss 1. Tasx-to—G0OP ratios [total tas reven ues as 5% of GOF), 20200
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VAT

A
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VAT and MTIC Fraud ranked 15tin
the Tax & Crime Perspective
Survey Top Risks

provides a limitless
opportunity to exploit the system to
steal money

linked to criminal activities like
terrorism, money laundering




VALUE ADDED TAX

= Tax on all commercial activities (subject to exceptions)
= Charged on the supply of goods and services

= Registered businesses are able to credit the VAT
charged on their purchases (“input VAT”) against the
VAT due on their sales (“output VAT”)

= Borne by final consumer. Remitted by registered
suppliers.

= Exports are zero-rated




carpenter




Carpenter

,(\W\\” INVOICE INVOICE
Value 1000 Value 1500
16% VAT 160 16% VAT 240

Price 1160

Price 1740

INVOICE
Value 2000
16% VAT 320
Price 2320

Remits
Shs.(240-160)=80

Remits
Shs.(160-80)=80

INVOICE
Value 500
16% VAT 80
Price 580

Remits
Shs.(320-240)=80

Remits Shs. 80

Pay 2320
Tax
Shs.320

TAX OFFICE



BREAK-0UT SESSIONS

What makes the VAT system open / susceptible / prone to fraud?
= Groups 1 & 2

= Groups 3 & 4

How does fraud present itself in VAT operations?




VULNERABILITIES OF THE VAT SYSTEM

Structural Factors Regulatory factors Opportunistic factors

Cash flow Weak laws Collusion and corruption
Competition Complex rules Refund opportunity

Cost Weak enforcement measures

Profit maximization Manual processes

Cash economy Self assessment

Informal sector Input-output system




TYPOLOGIES OF VAT FRAUD




pennsylvania Electronic Sales Suppression

IMI A N I FE S TAI | I i 0 N S m DEPARTMENT OF REVENUE a helpful timeline showing what happens from start to finish
www.revenue.pa.gov
: <

ORIGINAL $$$ ZAPPER/
TRANSACTION ; S PHANTOM-WARE

MADE APPLIED

ORIGINAL p— ZAPPER
RECEIPT | ALTERS et
GIVEN ' TRANSACTION bl b
- MODIFIED

ESS is a high-tech twist on removing cash from

the till. It allows people to steal from unsuspecting
consumers and creates a competitive disadvantage
for honest business owners who follow the law.

Electronic sales suppression occurs when illegal - The practice is widespread throughout the world
software — known as zappers or phantom-ware — and in Pennsylvania it annually results in millions
is used to falsify point of sale records. of dollars in lost tax revenue.

A taxpayer may report only a proportion of
sales, falsifying records and accounts to
match, or may make some sales ‘off the books’
entirely.

Use of zappers and phantom-ware - illegal
software used to falsify point of sale records.

&) OECD



MBNIFESTATIONS

DATE
COUN'
WEBSITEBACKUP COMPANY 0900 oMPAN:
Z7SECML c RD, SUITE 600 NANME
PHOE 8so26 | aAmounT $7 J
R R L RV || UL RLTER | R R (T T CUSTOMER SERVICE CONTACT
Monday - Thursday 8:00AM - 6:00PM PST 2
Friday :00AM :00PM PST
B (s66i273-7934 C3 websitebacku p.com
o e R B4 info@websitebackup.com
€M PRODUCT DESCRIPTION 35 AMOUNT )
1 Websit s WebsiteBackup Pr Annual Ch $70.00
mental Backup (monthly) Included $0.00
- Domain Namels)
- Host Web Server. (active)
~WWW Forwarding  (active)
~Domain Masking | (n/a)
Max No. Web Pages (100) luded $0.00
Data Storage CSEEE” W = Inclu ded $0.00
OTA $70.00 )
THANK YOU. WE APPRECIATE YOUR BUSINESS
PLEASE DETACH THE BOTTOM PORTION AND RETURN USING ENCLOSED ENVELOPE D & TEAR HiEne
/ WebsiteBackup. (2 03/16/2015

Hoz-888

nnnnnnnnnnnnnnnnnnnnnnnnnn
WEBSITEBACKUP COMPANY 0900

2375 E. CAMELBACK RD, SUITE 600

PHOENIX, AZ 85016

ccccc
NNNNNN

AMOUNT $70.00

nnnnnnnnnnnnnnnn

be deposited upon receipt.

| NNET R WO

IR RO R

Use of fictitious invoices:

Taxpayers will use non-existent purchases or
inflate actual purchases for purposes of inflating
their input credit.

In some other cases, taxpayers will claim using
non-existent or exempt imports.

Taxpayers may introduce non-existent zero-rated
sales to claim for refunds. @



NS Makes a genuine sale to
MANIFE S TATIO Registered Taxpayer James plus 18% VAT » Final Consumer

»

Celiling Ltd - Seller James - Buyer

~

| ~
~

~

I Ceiling]?ssues invoices of above sales to

Biuit&a&d Trust Ltd
~

Ceiling declares Bill

Output VAT
Bill and Trust
Claim input VAT

Invoice trading:

Bogus traders set up solely to generate invoices
that allow recovery of VAT. Such “invoice mills”
exploit the practical impossibility of

crosschecking every invoice against evidence

that earlier tax has been paid. @




MRNIFESTATIONS

REFUND

AVES
ND

Apply for VAT
\refund Co.Z

0
*
*

Tax office
refunds
Shs.1,600

Supplies on export
( zero VAT)
Shs.15000*0% =0
= Shs.15,000

Exports are overpriced
Supplies with VAT or fictitious
Shs.10000*%16% =1600

=Shs.11600 Inputs are overstated or fictitious @

Does not remit taxes



Missing trader
Acquirer Pays marginal tax
Hijack trader Claims refund

MBNIFESTATIONS
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,o\ \\ Benefits from
“?’.s increased input
tax credit

Missing Trader:

Fraudster registers for VAT, then purchases goods
VAT-free overseas, then sells at VAT-inclusive
prices domestically

He later ceases operation and disappears without
paying VAT due.

Beneficiary claims input tax passed on from
missing trader (with buffers in between).

This scheme appears to delink and hide the fma] O
economic beneficiary of the purchases.



CONTRA TRADING

Basic Chain

Cross Border

Contra trading

chain

Cross Border
Customer

Domestic Buffer 1

(first line buffer)

Country A
Cross Border
Trader

O/Tax  $nil
l/Tax  $950,000

I/Tax  $945,000
Net Tax $5,000

O/Tax $945,000
I/Tax $940,000
Net $5,000

O/Tax $940,000

I/Tax  $938,000
Net Tax $2,000

O/Tax  $938,000
I/Tax $935,000

Net Tax $3,000

Net Tax ($950,000)

O/Tax $950,000

Domestic Broker 1
acting as an Acquirer

Country B
Cross Border

Net Tax ($960,000)

Net Tax $10,000

VAT Returns

$960,000
Paid to Broker
2by TA

$940,000
Paid to Broker
1byTA

$5,000
Paid to TA

$5,000
Paid to TA

$2,000
Paid to TA

$3,000
Unpaid liability
to TA

CROSS INVOICING

Fake trading VAT Returns

chain

Basic Chain

Bogus Cross Border
Company

O/ax  $960,000 Oax  $nil $10,000
I/Tax  $950,000 ITax  $10,000 Unpaid to the
Net Tax $10,000 Net Tax  ($10,000) TA

Source: ATAF VAT Technical Note on Missing TradeM ud



MBNIFESTATIONS

Missing trader

Acquirer Pays marginal tax
Hijack trader Claims refund
Benefits from
increased input
tax credit

]
3]
—
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8
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A

Missing Trader:

The “missing trader” in the Kenyan case is one
who in the business chain does not supply any
goods or services but “payment” is made to
create notional cost of goods sold.

This scheme appears to delink and hide the final
economic beneficiary of the purchases.

€



THE SCHEME: KENYAN PRACTICE

The Beneficiaries transfer the total value of the “fake”
supply to the Accounts held by the Missing Traders

(. Import Undervaluation

* Kick-Backs & Corruption

* Non-Registered Taxpayers
* Profit Suppressors

Forex Bureaus either transfer
money to the undeclared local
bank accounts (for tax purposes)
belonging to the beneficiary OR
transfer to foreign accounts for
imports

<

Manufactures and
supply “fake” Invoices
and ETR receipts for
agreed value to be

inflated

Beneficiaries Prepare
Payments and Claim the
value of the “fake”
invoice as part of goods
sold

The Missing trader,
Through the
individual with POA
withdraws 100% cash

K
* Account Opening Documents
* Huge bank Transfers
* Transactions in Cash

¢ Accounts under POA

( Holds Accounts for Beneficiaries
+ Allows Huge Cash Deposits

* Used to transfer Cash to oversee
Accounts

* Used to pay for Import Goods

received from the
beneficiaries at once

¢ |

The Missing trader, Through
the individual with POA
deposits 90%-95% into the
account held by the
beneficiary and retains 10%-
5% as commission




CLASS DISCUSSION

Let’s share some VAT fraud stories from the case files




CASE LAW

COMMISSIONER OF DOMESTIC SERVICES VS. GALAXY TOOLS LINERERA!

only (that the respondent was their only client), their PIN’s were reglstered at the same
time, they did not have a place of business nor were they registered to trade or import
the goods they were allegedly supplying the respondent, they did not have any physical
address and above all, all the payments were suspiciously made in cash.

= 18. Further, the appellant questioned the authenticity of the documents relied on by the
respondent by querying what invoices related to what products, delivery notes did not
specify the drivers who made the deliveries, the vehicles used for delivery and even the
destination or place of delivery. It is for that reason that the appellant asked for additional
information from the respondent to justify the alleged transactions but none was availed.

= 30. The appellant had demonstrated that there was loss of VAT in the subject transactions.
There having been no supply of any goods, the respondent cannot be said to have been
innocent in the transactions. As a reasonable businessman, it was expected of it to keep all
the transactional details of the subject transactions. It is only then it would have satisfied the
appellant and the Court that it was innocent in the fraud perpetrated by the missing traders
whom the appellant had concluded were in the business of selling air and invoices to

colluding traders. @



CASE STUDY 1

Nigeria:
Sales suppression fraud

N
= MC Kenechy Industries Ltd (MKIL) was found to have directed its sate
executives to get their customers who make large purchase of goods in
excess of N50,000,000.00 conduct electronic transier to their suppliers’ bank
account and to record such sales manually in a separate book maintained by
Mr. Lukas, the managing director.

= MKIL had also directed those sales below N50,000,000.00 be done
electronically and all sales records kept in compliance with not only the Tax
provisions but also the Tax Authorities’ guidelines.

= It was also revealed that Mr. Lukas’ personal bank account was used to
receive several sales proceeds for which accruing VAT of over
N1,350,000,000.00 was unremitted and the sales records were completely
omitted.

= The company and its Managing Director successfully carried out this
fraudulent practice for a 14 months period which led to the monumental VAT
fraud of N7,500,000,000.00 ($8,300,000.00 equivalent) recorded. @




CASE STUDY 2

South Africa:

=Manipulation of supply chain in the second-hant
industry

= The fraudulent scheme is premised on vendors introducing illicit gold
(which does not carry VAT) into the supply chain and unlawfully claiming
VAT refunds using fabricated documents.

= The illicit gold is believed to originate mainly from illegally melted
Krugerrands, illegally mined gold (so-called *zama-zama’” gold), and
illegally imported gold.

= Fictitious businesses (shell companies) are registered for VAT and
required documentation (eg, tax invoices) are fabricated. This is done to
enable the purchasing vendor to claim actual (not notional) input tax
deductions in respect of VAT at 15% supposedly charged by a fictitious
supplier. Typically, the VAT reflected on the false documentation is never
paid over to SARS. @



CASE STUDY 3

Kenya: ‘\
= Withholding VAT Refund Fraud

= Mecca Engineers made several refund claims arising from
Withholding VAT. The refund claims would be supported by inflated
withholding VAT certificates from an existing client. The company took
advantage of the manual filing system where returns from the
Withholding VAT agents (VAT32A) were not being reconciled with the
suppliers Withholding VAT claims on the returns. This happened over
a period of time and taxes were lost.

= Upon discovery of the scheme, and introduction of iTax system that
mitigated the problem, taxpayer re-emerged with a different scheme.

= Mecca Fund, a government parastatal, supplied mechanical
engineering services to various government bodies (withholding VAT
agents). Tax withheld from Mecca Fund would however be credited to
ecca Engineers. The company would then enjoy the credits and even

claim tax refunds on the basis of these withholding VAT. Mecca FundO
was not keen to claim its credit. ¢




CASE STUDY 4

Kenya:

- iTax account hacking - siphoning of sales from unregistexéd-eus]
to registered customers category '

= Jayla Construction Ltd alleges unauthorized access into their iTax proftiles,
amendment of VAT returns, nor did they receive notification of amendment.
Could not log into iTax profile due to incorrect password.

= Analysis of system logs showed change of email address on 25™" and 28%"
Nov 2022 (new address close}y relates to old address) taxpayers . Taxpayers
original return filed on 16/11/2022 and amended on 26/11/2022.

= Return analysis showed

= Sales for unreqgistered customers reduced from Kes.21,309,355/- to
Kes.6,343,2579-.

= Sales for reqgistered customers increased from Kes.11,153,366/- to

Kes.26,124,537/- (achieved by adding 103 entries in favor of GL Construction Ltd
worth Kes.14,971,172/-.

= Purchases remained unaffected.
= Jayla’s VAT payable increased by Kes.1889.28/- (negligible difference)

@



COMMON ASPECTS OF VAT FRAUD
LOMM!

= Complex Supply Chains 2 Y.Y \

» Documents/invoice manipulation ey

= Bogus Businesses

= [dentity Theft

= Cross border Transactions

= Inadequate Controls and Enforcem

= Inadequate Information Sharing

= Lack of due diligence

= High value transactions (real/inflat

= e-commerce/online sales?




TRANSACTIONS PRONE T0 MTF

Low Volume Luxury Goods Inelastic Demand  Artificial Demand Complex or
High Value (High Value) . . Extensive
Allows for easy . Pr9v1de oppprtumty Demand easy to Supply Chain
moverment of the H1gh_ valu_e to inflate prices inflate dqe to These supply
goods with less 1mp1.1es higher Includes essential complexity or chains have
need for storage nominal VAT . hurdles of verifying levels of sub-
S hile the goods or Service; thed d contractors who
pace while e demand. :
high value * Luxury cars, . can easily act as
increases the Food and = Digital Products buffers or
stakes of VAT to " Jewellery, Beverages Servi 4 missing trader
be stolen. » Equipment, = Fuel, Petrol, Gas Oe;wcles an - in the fraud
. Precious Metal ther Intangibles scheme.
= Wine = Electricity .. . :
and Stones = Electricity Manufacturing
g Elect}troEics e.g. " Telecommunicatio Telecommunicatio ° Construction
Tgllsllég ones, n Services

__" Fuel, Petrol, Gas

.




Linet Ojiambo

Trainer - Kenya School of Revenue Administration
OECD Africa Tax & Financial Crime Academy

Email: linetanyango.ojiambo@kra.go. ke
Tel: +254722997181
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