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PRINCIPLE OF VAT NEUTRALITY AND THE REVERSE
CHARGE MECHANISM

3Abstract The principle of VAT neutrality is among the fundamental characteristics of this tax. It is implemen-
ted through reduction of VAT output by the amount of VAT input. The right of deduction constitutes
an integral part of the VAT mechanism and is intended to free the entrepreneur entirely from the
burden of VAT paid for the goods and services purchased within the framework of business activity.
However, in certain situations it is possible to shift the obligation to pay VAT to the customer being
a taxable person by introducing a reverse charge mechanism. The purpose of the article is to iden-
tify the relationship between the implementation of the principle of VAT neutrality and the reverse
charge mechanism. The conducted analysis of the essence and functioning of the reverse charge
and the detailed findings drawn on its basis allow us to conclude generally that this mechanism
does not affect implementation of this principle.
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INTRODUCTION

VAT is a consumption tax by its nature, and therefore,
it should not encumber business entities involved in trade
of goods or provision of services, i.e. in particular, it should
be neutral for companies. Implementation of the principle
of neutrality, specific for VAT, is ensured by deduction of
VAT input from VAT output. However, in certain situations
it is possible to shift the obligation to pay VAT to the
customer being a taxable person by introducing a reverse
charge mechanism.

The purpose of the article is to identify the
relationship between the implementation of the principle
of VAT neutrality and the reverse charge mechanism. This
problem has not been investigated either in theory or in
practice. No complex research has been performed to
enable assessment of the reverse charge mechanism, in
particular with regard to implementation of the principle
of neutrality. The previous analyses were fragmented and
did not provide any clear conclusions focusing in particular
on the effectiveness of this mechanism in counteracting
tax fraud (Keen, 2007; Borselli, 2008; Amand, 2011; Bal,
2011; Brederode, 2015; Cnossen, 2017). Two analyses
performed for the purposes of the European Commission
shall be mentioned among the few existing ones — one
from 2007 (Study in respect ..., 2007) and the other one
.., 2014), as
well as a study carried out in Germany (Planspiel zur
..., 2005). In Poland, the first attempt
to estimate the economic effects of implementation of

from 2014 (Assessment of the application

systembezogenen

reverse charges in domestic transactions was the analysis
of its impact on the market for reinforcing bars (Analiza
wptywu zmian..., 2014), followed by the analysis (Ocena
funkcjonowania ustawy, 2013) of reverse charges in steel
products prepared within the framework of broader
VAT assessment (Ekspertyza CASE, 2015). In the Polish
literature on the subject, there have also been synthetic
short analyses performed (e.g. Zaleska & Dziadek, 2014;
Rogowska-Rajda & Tratkiewicz, 2017; Szlezak-Matusewicz,
2015; Kaczmarczyk, 2017; Rogowska-Rajda & Tratkiewicz,
2017).

For the purpose of this paper, the literature study
method was applied, Polish and EU legal regulations
were compared and the case-law of the European Court
of Justice concerning the reverse charge mechanism
was analysed. The solutions existing in Poland were also
compared to other EU Member States. Moreover, the
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simulation analysis of different variants of VAT in Polish
settlement was performed in the context of financial
liquidity of a company.

ESSENCE OF THE PRINCIPLE OF VAT
NEUTRALITY

The principle of VAT neutrality is among the
fundamental characteristics of this tax. This principle is
implemented through reduction of VAT output for the sale
of goods and services by VAT input for the purchase of
goods and services related to business activity. The right
to deduct VAT input constitutes an integral part of the
VAT mechanism and is intended to free the entrepreneur
entirely from the burden of VAT paid for goods and
services purchased within the framework of business
activity, regardless of its purpose and results, provided
that such activity, as a principle, is subject to VAT taxation
itself!. Tax input is an element of passing the burden of
VAT to subsequent purchasers and ultimately, assumedly,
to the consumer (Famulska, 2007, p. 97). Therefore, tax
deduction is a structural element of VAT rather than the
taxpayer’s privilege or obligation.

Neutrality is the fundamental principle on which
the common system of VAT, established by EU legislation,
is based?. It is the transposition of the general principle
of equal treatment to VAT terms by the EU legislature®.
However, while this last principle has constitutional
status, the principle of VAT neutrality requires the
legislative framework to be prepared through EU
secondary legislation®. The principle of equal treatment,
which is particularly expressed under EU secondary
legislation by the principle of VAT neutrality, requires that
comparable situations should not be treated in a different
manner, unless such distinction is objectively justified®.
Among other things, this principle assumes that different

1 This has been confirmed by numerous judgments of the Court of
Justice, e.g.: of 14 February 1985, C-268/83, Rompelman, EU:C:1985:74,
point 19; of 29 April 2004, C-137/02, Faxworld, EU:C:2004:267, point 37;
of 13 March 2008, C-437/06, Securenta, EU:C:2008:166, point 25; of 12
February 2009, C-515/07, VNLTO, EU:C:2009:88, point 27; of 22 Decem-
ber 2010, C-438/09, Dankowski, EU:C:2010:818, point 24; of 16 February
2012, C-118/11, Eon Aset Menidjmunt, EU:C:2012:97, point 43; of 8 May
2013, C-271/12, Petroma Transports, EU:C:2013:297, point 23.

2 Judgments of the Court of Justice: of 10 July 2008 in case C 25/07,
Sosnowska, points 14, 15; of 23 April 2009 in case C 74/08 PARAT Auto-
motive Cabrio, point 15.

3 Judgments of the Court of Justice: of 29 October 2009 C-174/08,
NCC Construction Danmark, EU:C:2009:669, points 41-43; of 10 April
2008 in case C 309/06, Marks & Spencer, point 49.

4 Judgment of the Court of Justice of 15 October 2009 in case C
101/08, Audiolux, point 63.

5 Judgment of the Court of Justice in case C 309/06, Marks & Spen-
cer, point 51; C-174/08, NCC Construction Danmark, point 44.
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categories of entities in a comparable situation are treated
in the same manner, in order to avoid any distortions of
competition in the internal market. Therefore, when
transposing EU VAT regulations, the Member States were
obliged to take into consideration the principle of equal
treatment®.

The principle of VAT neutrality is properly
implemented by ensuring both correct application of the
rules of VAT deduction and protection of entrepreneurs
against VAT fraud, especially as the institution of tax
deduction followed by tax refund is commonly used
by fraudsters. The reverse charge mechanism is one of
the basic instruments for counteracting fraud’. Further
considerations will be based only on reverse charges in

domestic transactions.

REVERSE CHARGE AS A DEVIATION FROM
THE GENERALRULES OF VAT SEITLEMENT
— GENESIS OF THE INTRODUCTION

The basic rule for VAT settlement is the payment of
this tax by a taxpayer carrying out transactions that are
subject to taxation (vendor or service provider).

The vendor supplying goods or providing a service
collects payment from the purchaser, including VAT, and
pays it to the state budget. For the purchaser, this tax is
VAT input by which they may reduce their VAT output
resulting from the taxable activities that they perform. An
exception to the rule is the reverse charge, which moves
the obligation to pay the tax to the taxpayer for whose
benefit the transaction is carried out. In such a situation,
the vendor supplying goods or providing a service collects
only the net amount from the purchaser (excluding VAT).
When buying goods or service and paying only the net
amount due to the vendor, the purchaser shall charge VAT
for such transactions, which at the same time constitutes
VAT input for them.

Reverse charges in domestic transactions as a
deviation from the general rules were introduced into
the EU VAT system first in 2006 (Directive 2006/69/EC).
The reason for this action was the need to rationalise
some of the large number of deviations from the

6 Judgments of the Court of Justice: of 18 May 2000 in case C
107/97, Rombi i Arkopharma, point 65; of 8 June 2000 in case C 396/98,
SchloBRstrasse, point 44.

7 In the VAT Act, reverse charge is defined as supply (provision of
services) for which the purchaser is the taxpayer.
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general rules?, as well as to provide all states with the
opportunity to introduce the deviations which had been
granted to certain states and proved to be effective, as
a support in combating tax avoidance or evasion. Since
VAT evasion in certain sectors became so frequent that
it created competitive disadvantages for honest traders,
it became preferable and more appropriate to establish
a permanent regulation through the amended Sixth
Directive (Directive 77/388/EEC) than to rely on temporary
deviations. Taking into consideration different needs
of the Member States, these solutions are optional and
not limited in time; the Member States may adopt them
when and where appropriate, for a period of time which
they consider to be sufficient. Initially, the introduced
mechanism concerned 7 specified categories of activities
in selected economic sectors in which the Member States
had particular difficulties with performing tax inspections,
e.g. due to the type or structure of a specific industry, and
with reference to which they had the opportunity to apply
this mechanism prior to amendment of the Sixth Directive
through derogatory provisions.

In 2010, the list of goods and services subject
to reverse charge was expanded further by 2 groups
(Directive 2010/23/EU) and by another 8 groups in 2013
(Directive 2013/43/EU), whereby these expansions are of
a temporary nature (i.e. they may be implemented until
3 December 2018 for the period of at least two years).
When applying the reverse charge, the Member States
are free to establish the terms of its application, including
determination of thresholds, categories of suppliers or
recipients to which it may be applied, as well as partial
application of this mechanism in particular categories.
However, the introduction of reverse charges depends on
simultaneous introduction of appropriate and effective
reporting obligations for the taxpayers to whom it refers.

Moreover, the so-called Rapid Reaction Mechanism
(Directive 2013/42/EU) was 2013,
enabling the Member States, with the agreement from

introduced in

the European Commission, in strictly specific cases, to
introduce reverse charge in a selected sector affected by
sudden and significant fraud that could lead to significant
and irreversible financial losses®. In December 2016 the
European Commission presented a draft amendment
of Directive 2006/11/EC, enabling the Member States,
in strictly defined circumstances, to apply a temporary

8 Derogatory provisions granted to Member States by the Council,

issued pursuant to Art. 27 Par. 1 of the Sixth Directive.
9 As of now, none of the Member States has used this opportunity.
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general reverse charge mechanism (COM 2016 811).
This draft amendment arouses much controversy among
the Member States, because the introduction of this
mechanism in one Member State creates the risk of
transmitting fraud to the territories of the neighbouring
states. In consequence, the chances to adopt the version
of the amendment of Directive 2006/112/EC proposed by
the European Commission can be regarded as minimal.

REVERSE CHARGES IN EU MEMBER

STATES, INCLUDING POLAND

The scope of implementation of Directive 2006/112/
EC in terms of reverse charge is different in particular EU
Member States (Assessment of the application..., 2014;
Notifications of the VAT Committee, 2018). Luxembourg is
the only country where the reverse charge is not applied
in domestic transactions, whereas this mechanism is used
to the greatest extent in the Czech Republic, followed
by Germany and Latvia. Only 7 states did not take the
opportunity to cover construction work with the reverse
charge mechanism. The remaining 21 Member States
have implemented this mechanism to a different extent, in
respect of specific subcategories, such as particular types
of construction work, as well as transactions involving
specific recipients. The most frequently included category
among goods is scrap and waste - only 4 states did not
take the opportunity to cover this group with the reverse
charge mechanism. Deposits and industrial plants are
least frequently covered with this mechanism - 6 states.

In Poland, the reverse charge in domestic transactions
was first introduced in VAT regulations (Act of 11 March
2004)*° from 1 April 2011 (Act of 18 March 2011);
however, only with reference to transactions involving
scrap (goods) and transfer of rights to greenhouse gas
emissions (service). Due to the doubts in interpretation
related to goods covered by the concept of scrap!! the
catalogue of 8 product groups covered by this mechanism
was implemented on 1 July 2011 (Act of 9 June 2011). The
positive effect of over two years since this mechanism
was introduced for scrap was one of the reasons why the
list of goods settled on the basis of the reverse chargé
system was expanded. As of 1 October 2013, a further 33
product groups were subject to reverse charges, including

,e-Finanse” 2018, vol. 14 / no. 3

catalogue of goods subject to reverse charges took place
on 1 July 2015 (Act of 9 April 2015). This concerned e.g.
electronic products and base metals, which became
subject to reverse charges. At the same time, the reporting
obligation was introduced - all taxpayers selling goods and
providing services subject to reverse charges were obliged
to submit summary information in domestic transactions.
At present, the list of goods subject to reverse charges
includes 58 product groups. The scope of services
subject to reverse charges was only supplemented from
1 January 2017 by 47 types of construction services (Act
of 1 December 2016). With one exception (rights to
greenhouse gas emissions), all goods and services were
described by means of relevant grouping in the Polish
Classification of Goods and Services (Regulation of 29
October 2008). The adopted solutions place Poland in the
group of states applying reverse charges to a relatively
large extent.

RULES OF VAT SETITLEMENT AND THE
PRINCIPLE OF NEUTRALITY - POLISH
EXPERIENCES

Deduction of VAT input from VAT output assumedly
implements the principle of neutrality. However, despite
‘passing’ and its typical consumption tax nature, VAT has
a systemic influence on the financial flows of a company,
and therefore, it interferes with the ‘ideal’ neutrality
(Wolanski, 2007, p. 127). This is mainly the effect of the
shape of regulations concerning both VAT output and VAT
input, as well as the method and dates of settlement.
As regards VAT output in connection with the financial
liquidity of a company, the tax point and VAT payment
date are statutorily defined, whereas in respect of VAT
input - the moment of expenditure (purchase) including
tax, the moment of acquisition of the right to deduct this
tax and the moment of its actual recovery are statutory
(Ciupek (ed.), 2013, p. 152, 157).

VAT output, collected from the purchaser of goods
and services, shall be paid to the state budget at the
moment when the tax obligation arises. In Polish and
EU reality, tax obligation arises upon completing the
delivery of goods or provision of service’?. In the case
when general rules are applied, the taxpayer carrying

10 Tax on goods and services is the Polish version of VAT.
11  In this respect general interpretation no. PT3/033/2/188/
LWA/11/56 was issued on 2 May 2011 by the Minister of Finance.

12 Art. 19a of the VAT Act. This provision is a faithful reflection of Art.
63 of Directive 2006/112/EC. There are certain exceptions, but they are
basically marginal.
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out a transaction is obliged to pay VAT collected from the
contractor by the 25th day of the month following the
month (or quarter, if the taxpayer pays VAT quarterly) in
which the tax obligation arose. However, in the situation
when the reverse charge is applied to this transaction, the
contractor is obliged to pay the VAT.

From the perspective of the supplier of goods or
service provider (Table 1), in the case of applying the
general rules, ‘ideal’ neutrality occurs only in the situation
when the taxpayer receives payment for the delivered
goods or provided service from their contractor on the
above-mentioned 25th day of the month, and therefore,
they are able to pay VAT to the state budget on the same
day. Receipt of payment at any other moment (before or
after this date) interferes with neutrality, having either a
positive or negative impact on the taxpayer’s finances.
However, in the case of a reverse charge, regardless of
the date of payment receipt, ‘ideal’ neutrality is always
maintained. The taxpayer does not collect VAT, because
they are not obliged to pay VAT to the state budget, and
therefore, they do not actually assume the burden of VAT.
However, if we compare the situation of a supplier in the
case where VAT is settled through the reverse charge,
with reference to the general rules, improvement or
deterioration of liquidity is noticed, subject to the reverse
charge principle, to the extent depending on the situation
of the supplier before the implementation of the reverse
charge.

The taxpayer’s situation is different in the case of
purchasing goods or services (Table 2). Both in Polish
and EU reality, VAT input paid by the purchaser of goods
and services cannot be deducted before receiving the

,e-Finanse” 2018, vol. 14 / no. 3

invoice®. If the taxpayer is in the ‘pay’ position, the actual
recovery of VAT input does not take place until the 25th
day of the month following the month (or quarter, if
the taxpayer pays VAT quarterly) in which the purchaser
received the invoice evidencing the supply of goods or
provision of services. However, if the taxpayer is in the
‘return’ position, the date of VAT recovery depends on the
date of tax return, i.e. the recovery may only take place
on the 25th, 60th and 180th day following the date of
submitting the VAT return form for the settlement period
in which the purchaser received the invoice evidencing
the supply of goods and provision of services. In the case
of covering a transaction with the reverse charge, the
purchaser who is not obliged to pay VAT to the supplier,
but to pay it to the state budget, shall disclose it in the VAT
return form both as VAT output and VAT input.

From the perspective of the supplier of goods or
service provider, in the case of applying the general
rules, ‘ideal’ neutrality occurs only in the situation where
the taxpayer pays for the delivered goods or provided
service, at the moment when they actually recover the
tax from the state budget. Making the payment at any
other moment (before or after this date) interferes with
neutrality, having either a positive or negative impact on
the taxpayer’s finances. However, in the case of the reverse
charge, regardless of the date of making the payment
for a transaction, ‘ideal’ neutrality is always maintained.
The taxpayer does not collect VAT, because they are not

13 Art. 86 (10) and (10b) point 1 of the VAT Act, which reflects Art.
178 (a) of Directive 2006/112/EC. The deductibility of VAT input in the
settlement period in which the purchaser received the invoice is a gene-
ral principle; the Directive and the following Polish Act provide for multi-
ple exceptions.

Table 1: Number of days of ‘using’ output VAT paid by the contractor with the Polish taxpayer paying VAT monthly

Rules of output VAT settlement
1 March - 24 April

Date of VAT payment by the contractor taxpayer

25 April 26 April - ...

General (+) 56* -1 0 (-)1-
Reverse charge 0 0 0
Comparison 2:1 (-) 1-56* 0 (+)..-1

Assumption:

performance of activity in the period 1-31 March (in the case of a taxpayer paying VAT quarterly — 1 January - 31 March)

Key:

* in the case of a taxpayer paying VAT quarterly it will be 117 days

(+) Number of days with profit on liquidity
(-) Number of days with loss on liquidity

Source: Own study
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Table 2: Number of days of ‘waiting’ for the recovery of paid input VAT charged to the contractor by the Polish
taxpayer paying VAT monthly

Date of payment of VAT charged to the taxpayer’s contractor

Rules of input | Taxpayer’s ] 26 Apr 21 May 25 Jun 230
VAT settlement | position  ° :;r' 25Apr | -19 | 20May -23 | 24Jun  -21 | 220ct ct
1 payment ) 0 (+)1-
56*-1
) refund 25 () 81% - 1 0 (+)1-
days
General fund 60
refun i * ;
3 days (-) 116* - 1 0 (+) 1
refund 180 " (+)
4 days (-)236* -1 0 1-
payment
refund 25
days
5 Reverse 0
charge refund 60
days
refund 180
days
Comparison 5:1 +) 0 (<) ...-1
1-56*
Comparison 5:2 (+#)1-81* ‘ 0 ‘ (<) ...-1
Comparison 5:3 (+)1-116* ‘ 0 ‘ (<) ..-1
Comparison 5:4 (+)1-236* 0 (__)1

Assumption:
purchase in the period 1-31 March (in case of a taxpayer paying VAT quarterly — 1 January - 31 March)
Key:
*in the case of a taxpayer paying VAT quarterly it will be the respective number of days: 117, 142, 177, 297
(+) Number of days with profit on liquidity
(-) Number of days with loss on liquidity
Source: Own study

obliged to pay VAT to the state budget, and therefore, they business finances. The least distortions will occur in the

do not actually assume the burden of VAT. However, if we
compare the situation of a supplier in the case of settling
VAT through the reverse charge, with reference to the
general rules, improvement or deterioration of liquidity
is noticed, subject to the reverse charge principle, to the
extent depending on the situation of the supplier before
the implementation of the reverse charge.

When comparing possible VAT settlements (Table 3),

|n

“ideal” neutrality can only occur in the case of a taxable
person who settles both output tax and input tax through
a reverse charge mechanism. In any other case, neutrality

will be distorted by a positive or negative impact on

case of a taxpayer paying tax, settling output and input
tax on a general basis, and the largest in the case of a
taxpayer settling output tax on a reverse charge basis and
input tax on a general basis

CONCLUSIONS

While the reverse charge as a solution for reducing
fraud in VAT is applied in EU Member States to a
different extent, in Poland it is significant. An analysis
of the essence and functioning of the reverse charge
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Table 3: Statement of the number of days of “using” of output VAT and “waiting” for the recovery of input VAT
depending on the method of accounting for VAT by the Polish taxpayer paying VAT monthly

Rules of VAT settlement

. Tax owed Tax basis
output input
payment (-) 56% = (+) ...
refund 25 days (-) 81* = (+) ...
General
General (+) 56* —(-) ... refund 60 days (-) 116* —(+)
refund 180 days () 236* — (+) ..
Reverse charge void 0
refund 25 days (-) 81*% = (+)
General refund 60 days (-) 116% = (+) ..
Reverse charge 0
refund 180 days (-) 236* —(+) ..
Reverse charge 0
Key:

*in the case of a taxpayer paying VAT quarterly the respective number of days will be: 117, 142, 177, 297

(+) Number of days with profit on liquidity
(-) Number of days with loss on liquidity

Source: Own study

mechanism in Poland in the aspect of the principle of
VAT neutrality, both from the perspective of a supplier
and a purchaser, allows us to conclude that it does not
affect implementation of this principle. Additionally, in
certain cases the reverse charge is more consistent with
the principle of neutrality than with the general rules,
particularly with reference to taxpayers-purchasers. The
conducted variant simulation analysis in the context of
financial liquidity of a company also allows us to draw
a generalised conclusion that the degree to which the
principle of neutrality has been implemented depends on
many factors. These include especially VAT laws applicable
in a particular situation, determined by the method of tax

settlement selected by the company, as well as terms and
conditions of agreements with contractors, in particular
with reference to the terms of payment. Due to the EU
nature of the reverse charge mechanism, the results of
the study may be generalised to other EU Member States
and used in the planning of legal solutions by the state,
including the introduction of a reverse charge mechanism
for further categories of goods and services, conducive
to the best possible implementation of the principle of
neutrality for entrepreneurs. The study is the starting
point for further in-depth analyses in this area, both in
Poland and in the EU.
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