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1. Introduction
In the past 50–60 years, VAT has become one of the main sources of revenue for many countries, including 
Estonia. According to the 2011 state budget of the Republic of Estonia, the planned income from VAT is 1.3 
billion euros for the year.*1 There is currently no real alternative to VAT that would replace the revenues 
received from VAT and could be collected as easily.*2 The administration of this tax is relatively easy, since 
a large burden in tax collection has been placed on persons involved in business who sell goods and serv-
ices to consumers. For instance, there is no need to conduct complicated and controversial evaluations as 
in the case of taxation of assets. Some advantages can be highlighted also in comparison to the taxation of 
income.

However, when turnover tax is applied as a value added tax, several risks emerge, and the literature has 
pointed out that such a system is susceptible to fi scal fraud.*3 The reason for this lies in the fact that applying 
the value added system increases the incidence of tax loss for the state and, at the same time, fi scal fraud 
is hard to detect. With this increase, as a result of unlawful activity, a situation may arise wherein a person 
reduces his tax liability or creates excess payment by means of unjustifi ed deduction of input VAT. This is a 
peculiarity of the technical application of VAT.*4 The detection of VAT fraud, however, is complicated by the 

1 2011. aasta riigieelarve seadus (State Budget Act of 2011). – RT I, 28.12.2010, 6 (in Estonian). According to the state budget, 
VAT makes up 1,299,962,931 euros of the total revenue in the state budget, which is 5,609,205,346 euros.

2 The explanatory memorandum on the draft of the State Budget Act of 2011 says, among other things: ‘The relative importance 
of consumption taxes increases from the 2010 level of 39.9% to 41% in 2011. In the medium term, the increase in the rela-
tive importance of consumption taxes occurs more quickly than the rise in the relative importance of labour taxes, reaching 
42.4% by 2014. The main source of increase is the receipt of VAT.’ See Seaduseelnõu nr 822 seletuskiri. Riigikogu 11. koosseis 
(Explanatory memorandum on the draft Act No. 822. The 11th composition of the Riigikogu.) Available at www.riigikogu.
ee (4.2.2011) (in Estonian).

3 See D. Birk. Steuerrecht. 11. Aufl . Heidelberg 2008, p. 453. Also H. Stadie. Umsatzsteuergesetz. Kommentar. Köln 2009, p. 
123. The same view is expressed by C. Hasler, G. Sautebin. Strafrecht im Geltungsbereich der Mehrwertsteuer. Eine Prax-
isorientierte Darstellung. Bern 2007, p. 75. 

4 Wrong conclusions have been drawn from this in the Estonian penal law, where the creation of excess payment is a separate 
composition that entails a stricter punishment pursuant to the Penal Code (Karistusseadustik. – RT I 2001, 61, 364; RT I 
30.06.2011, 6 (in Estonian); hereinafter referred to as the PC). The general composition is PC §3891, whereas PC §3892 
is special composition in cases where the person creates a claim for refund or unlawfully increases the claim for refund. 
As mentioned, the punishment prescribed for the special composition is stricter. The logic behind the provision cannot be 
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fact that it is impossible for the state to check all transactions, as well as the fact that cross-border transac-
tions make the identifi cation of circumstances diffi cult and time-consuming for the tax authority.

This article focuses on the issues of fi scal fraud, closing of transactions, and good faith. The objective of 
the article is to analyse Estonian legislation and the practice of the Supreme Court and its development in 
the past 10 years, and to compare it to the practice of the European Court of Justice.

2. The scope of VAT fraud
There are no data on the precise scale and percentage of fi scal fraud. On 31 May 2006, the European Com-
mission issued a Communication concerning the need to develop a co-ordinated strategy to improve the 
fi ght against fi scal fraud (COM(2006) 254)*5, which pointed out, among other things, that ‘on the other 
hand, there are only very few estimates available on the amount of taxes not collected due to fi scal fraud. 
In general, the economic literature mentions that fraud accounts for approximately 2 to 2.5% of GDP. 
Therefore, the interests at stake in the case of fi scal fraud are extremely important’. This is echoed in the 
31.5.2006 memorandum 06/221*6, but the latter cites German and British data, according to which the 
uncollected amount of VAT is estimated at 17 billion euros per year in Germany (that number includes 
carousel fraud as well as the black economy, unjustifi ed deductions of input VAT, and bankruptcies). In the 
UK, the uncollected portion of the total VAT income due is estimated at 13.5% and the rate of carousel fraud 
at 1.5–3 billion euros per year. That is 1.5–2.5% of the total VAT intake due. The Communication does not 
cite economic literature in more detail. One must probably be content with such numbers, given that any 
data on the black economy, fi scal fraud, and other unlawful activity can only be estimated.*7

There are no reliable sources or analyses in Estonia considering the basis on which to assess the per-
centage of VAT fraud. In relation to the fuel sector, the amount of VAT from the sale of liquid fuel not col-
lected for the state budget in 2010 has recently been estimated at 732 million kroons (i.e., 46.78 million 
euros).*8 According to the tax authority, the checks conducted in 2010 determined that persons left a total 
of 63 million euros’ (980 million kroons’) worth of taxes undeclared and unpaid in 2010. Of that, 70% was 
accounted for by VAT-related infringements, and the tax authority specifi cally mentions the use of fi ctitious 
invoices as the greatest problem.*9

3. The main types of VAT fraud in Estonia 
The simplest type of fraud is the underreporting of supply from sales, which is most commonplace in fi elds 
where services can be provided or goods sold for cash. That applies, above all, to small enterprises, and the 
overall importance of this type of fraud is small. In connection to the European Union, one could mention 
abuse of the 0% tax rate, in which goods are transferred to another Member State in such a way that they are 
left untaxed in the country of destination. The deduction of input VAT from non-business-related expenses 

considered valid, since the stricter punishment of the person depends on whether his taxable turnover is taxed at the 0% rate 
or 20% rate. The authors of the draft cited Swiss law as the model for this amendment. Alas, the Swiss law does not provide 
for such regulation. See Karistussseadustik. Kommenteeritud väljaanne (Penal Code. Commented Edition). Tallinn 2009, 
p. 979 (in Estonian). 

5 Communication from the Commission to the Council, the European Parliament and the European Economic and Social 
Committee concerning the need to develop a co-ordinated strategy to improve the fi ght against fi scal fraud. COM(2006) 254 
fi nal. Available at http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2006:0254:FIN:ET:PDF (27.9.2010).

6 EU coherent strategy against fi scal fraud – Frequently Asked Questions. MEMO/06/221. Available at http://europa.eu/rapid/
pressReleasesAction.do?reference=MEMO/06/221&format=HTML&aged=0&language=en&guiLanguage=en (16.1.2011).

7 The recently published VAT Green Paper does not make any more specifi c references either. See Green Paper. On the future 
of VAT. Towards a simpler, more robust and effi cient VAT system. COM(2010) 695 fi nal, pp. 5 etc. Available at http://
ec.europa.eu/taxation_customs/resources/documents/common/consultations/tax/future_vat/com%282010%29695_et.pdf 
(21.2.2011).

8 Vedelkütuse seaduse ja käibemaksuseaduse muutmise seadus. Seaduseelnõu nr 895 seletuskiri. Riigikogu 11. koosseis (Liquid 
Fuel Act and Value Added Tax Act Amendment Act. Explanatory memorandum on draft Act No. 895. The 11th composition 
of the Riigikogu). Available at www.riigikogu.ee (4.2.2011) (in Estonian).

9 21.2.2011 press release by the Estonian Tax and Customs Board. Available at http://www.emta.ee/index.php?id=29645&tpl=1026 
(21.2.2011) (in Estonian).
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or expenses related to supply exempt from VAT can also be regarded as fi scal fraud. This article deals 
primarily with fi ctitious transactions, as the most widespread fraud in Estonia. With such types of fraud, 
shadow organisations are used in such a way that the latter organisations issue invoices while the goods or 
services are actually provided by another person, or invoices do not correspond to any supply of goods or 
services at all. Transaction chains are sometimes used, consisting of actual organisations (so-called buffers) 
that make it more diffi cult to detect the fraud. In this respect, there are similarities to carousel fraud.*10 It 
can be said right away that carousel fraud has not been dealt with by the Administrative Law Chamber of 
the Supreme Court of Estonia and hence will also not be addressed further in this article.

4. Legal regulation
The amendment and improvement of tax laws is an ongoing process, because persons are always motivated 
in the payment of taxes to fi nd discordances or contradictions to use to their advantage. That applies to both 
legal and illegal tax planning, areas in which regulators often enforce additional rules to fi ght against fi scal 
fraud and ensure better receipt of taxes. The main code of relevance here in the fi eld of VAT concerns the 
reverse charge, but legal regulation of due diligence and its fulfi lment has also been attempted in various 
countries. Furthermore, new options for improving VAT intake are being sought.

4.1. Reverse charge

As mentioned above, one of the measures often used in fi ghting fi scal fraud is the reverse charge. With the 
reverse charge, the liability rests fully with another person and the taxpayer is relieved of all obligations (as 
well as responsibility) related to the calculation and payment of tax.*11 The taxation of timber was carried out 
in this manner for a long time in Estonia. Provisions concerning the reverse charge for timber were intro-
duced in the earlier Value Added Tax Act (käibemaksuseadus) with the law that was passed on 17.11.1999 
and entered into force on 1.1.2000. In the law effective at that time, regulation was distributed among three 
provisions: §10 (4), §15 (3)1, and §18 (3)1 of the Value Added Tax Act. These provisions were amended on 
numerous occasions, with the amendments typically specifying the scope of the object of taxation.*12 On 
13.6.2001, the Riigikogu passed the new Value Added Tax Act, which entered into force on 1.1.2002.*13 That 
law also prescribed the reverse charge for various types of timber (in its §32). In connection with accession 
to the European Union, yet another Value Added Tax Act entered into force in Estonia, on 1.4.2004*14, this 
time without the reverse charge provisions.

However, reverse charge provisions have been reintroduced to the relevant law by now, and, analysing 
the reasons behind this move, one sees that it is clearly intended to fi ght fi scal fraud.*15 Pursuant to §411 of 

10 In the case of a carousel fraud, the same goods circulate within the Union from one Member State to the next, where they 
are re-sold without reaching the end consumer. In the simplest form, this type of fraud requires three enterprisers who have 
been registered as taxable persons in two different member states. The nature of carousel frauds has been explained in the 16 
April 2004 Communication to the Council and the European Parliament on the use of administrative cooperation arrange-
ments in the fi ght against VAT fraud (COM(2004) 260). Available at http://eur-lex.europa.eu/LexUriServ/LexUriServ.
do?uri=COM:2004:0260:FIN:DE:PDF (10.10.2010).

11 Reverse charge differs from the institution of withholding of tax in that in the latter case, the withholder of tax and the tax-
payer share solidary responsibility for tax liability.

12 As a result of the amendments, the object of reverse charge was greatly extended, leading to a competitive advantage for 
exporting enterprisers. The distortion of competition consisted in the fact that one economic sector gained advantages in 
terms of cash fl ow compared to other sectors, since the buyers, processors and exporters of timber did not have to pay VAT 
to their suppliers, while the buyers, processors and exporters of other materials do. The distortion of competition was also 
evident in the fact that the exporters and processors of timber received tax benefi ts on account of their suppliers, given that 
the importers, purveyors, transporters etc. needed to request from the tax authority the refund of overpaid VAT in the scope 
of the whole input VAT.

13 RT I 2001, 64, 368.
14 RT I 2003, 82, 554.
15 The explanatory memorandum on the draft of the Value Added Tax Act Amendment Act explicitly states: ‘Reverse charge 

helps to prevent VAT frauds that have become more frequent with the supply of immovables and waste metal, whereby the 
buyer of the goods deducts the VAT, on the basis of the received invoice, from the VAT calculated on his taxable supply, 
whereas the seller fails to pay the amount of VAT received from the buyer to the state budget.’ Seaduseelnõu nr 797 seletuskiri. 
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the Amendment Act of the Value Added Tax Act*16 that entered into force on 1.1.2011, immovables*17 and 
waste metal*18 are subject to reverse charge in accordance with Council of the European Union Directive 
2006/112/EC (hereinafter referred to as the ‘VAT Directive’) Article 199 (1).

Although the reverse charge has been considered an effective tool*19, it is hard to justify its use in certain 
fi elds only. Looking at Article 199 (1) of the VAT Directive, one sees that these fi elds can be considered spe-
cial in terms of tax risks, but the content of Article 199 (1) is far from perfect. It is time to consider enforc-
ing the reverse charge in as widespread a manner as possible above a certain margin rate for transactions 
throughout the European Union.*20

4.2. Legal regulation of due diligence 

In addition to the reverse charge, setting in place legal rules for distinguishing between honest and dis-
honest VAT-payers may be considered. This concerns the provision and regulation of due diligence in the 
Value Added Tax Act, on which judicial practice has largely focused so far (more on this below). An exam-
ple of this is §25 d of the German Value Added Tax Act*21, pursuant to which the buyer acquires a solidary 
liability with the seller if he or she is aware, or should have been aware, that the seller was unwilling to pay 
VAT. A somewhat similar regulation has been in effect in the UK with regard to electronic devices.*22 It is 
noteworthy that in Germany, a person’s obligation of due diligence (i.e., the person knew or should have 
known) depends on whether that person concluded the transaction below or at market price. If the person 
has concluded the transaction below market price and is unable to prove that the price formation is eco-
nomically justifi ed, circumstances may lead to the conclusion that he has acted in bad faith.*23 Focusing on 
the price in this case indicates the desire to make it harder to use so-called carousel fraud, wherein goods 
become cheaper in the sales chain, and that should make the buyer suspicious, according to the regulator. 
The literature takes a critical stance toward the regulation, since the fact that the person knew or should 
have known about the intentions of the seller of the goods or the supplier of the service cannot create a tax 
liability, because unlawful behaviour would have to serve as a ground for imputation (the German Zurech-
nungsgrund) for the creation of tax liability. In essence, there is an opinion that the fact that a person knew 
or should have known of another person’s fi scal fraud cannot serve as the basis for liability for non-receipt 
of taxes. The prevailing opinion in the literature is, therefore, that the provision in this form contradicts the 

Riigikogu 11. koosseis (Explanatory memorandum on draft Act No. 797. The 11th composition of the Riigikogu). Available at 
www.riigikogu.ee (4.2.2011) (in Estonian).

16 Käibemaksuseaduse muutmise seadus. – RT I, 10.12.2010, 3 (in Estonian).
17 Reverse charge is applied in the case of transferring an immovable, of whose taxation the transferor of the immovable has 

notifi ed the tax authority pursuant to §16 (3) of the Value Added Tax Act; otherwise it would be supply exempt from tax. 
Reverse charge does not concern apartments or other residential spaces, because in their case taxation cannot be chosen. 

18 Pursuant to §104 of the Waste Act (jäätmeseadus. – RT I 2004, 9, 52; 31.12.2010, 2 (in Estonian)), waste metal, in terms 
of principal composition, is waste consisting of pure ferrous metal or non-ferrous metal or their alloys. The qualifi ed list 
of waste metal is enforced by a regulation of the Minister of the Environment in conformity to the list of waste compiled 
pursuant to §2 (4) of the Waste Act. A qualifi ed list of waste metal has been enforced by regulation No. 17 of the Minister of 
the Environment dating from 15 April 2004 (RTL 2004, 49, 843). This list is similar to a nomenclature of goods in terms 
of structure, and it classifi es waste by origin and material. Admittedly, the identifi cation of the object of reverse charge is 
complicated and time-consuming. 

19 This has been noted, for example, of the reverse charge of construction services in the Communication from the Commission 
to the Council, the European Parliament and the European Economic and Social Committee concerning the need to develop 
a co-ordinated strategy to improve the fi ght against fi scal fraud. COM(2006) 254 fi nal. Available at http://eur-lex.europa.
eu/LexUriServ/LexUriServ.do?uri=COM:2006:0254:FIN:ET:PDF (27.9.2010).

20 See Study in respect of introducing an optional reverse charge mechanism in the EU VAT Directive Final Report to the 
European Commission. Available at http://ec.europa.eu/taxation_customs/resources/documents/common/consultations/
tax/4209_study_en.pdf (7.2.2011).

21 Value Added Tax Act of the Federal Republic of Germany. Available at http://www.gesetze-im-internet.de/bundesrecht/
ustg_1980/gesamt.pdf (21.2.2011). 

22 In the UK, the State Budget Act of 2003 (§§17 and 18) enforced a special regulation of the Value Added Tax Act (VAT Act 1994). 
Pursuant to its Article 77A and §4 of Annex 11, the tax authority was entitled to request a security in the case of some elec-
tronic devices. Secondly, presumptions of responsibility were enforced, whereby it was possible to presume that the person 
is responsible for the seller’s tax liability (especially if the person acquired the goods too cheaply). Essentially, these were 
measures designed to fi ght against carousel frauds. The European Court of Justice has analysed the appropriateness of the 
British regulation in an 11.5.2006 judgment in the case C-384/04. – ECR 2006, p. I-04191. 

23 H. Stadie. Umsatzsteuergesetz. Kommentar. Leipzig 2009, p. 1298.
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principle of prohibition of arbitrary exercise of state authority (German verfassungsrechtliches Willkürver-
bot) prescribed in the Constitution.*24

In Estonia, the regulator has not enforced separate regulations with regard to due diligence or solidary 
liability. One of the reasons might be that judicial practice does not point up the use of carousel schemes or 
their detection by the tax authority. Secondly, it can be argued that the enforcement of such regulations is 
problematic, since the evidence and circumstances that occur in practice are extremely varied and typically 
a set of evidence is evaluated (more on this below). Furthermore, criteria for assessing persons’ involvement 
in a fraud, the good faith of buyers, and ordinary business care have been developed in the practice of the 
European Court of Justice as well as that of several Member States and, accordingly, legal regulation would 
be more or less redundant. 

4.3. Alternative measures in fi ghting fi scal fraud

One of the most common measures that is also starting to be used in Estonia is the institution of securities. 
Institution of securities can take place in different ways (e.g., for start-up entrepreneurs). In connection 
with the above-mentioned fi scal fraud in the fuel sector, a separate regulation has been enforced in Esto-
nia for fuel-sellers, who need to submit a security to the tax authority.*25 As a result of these amendments, 
the security required of a fuel-seller upon authorisation of fuel for consumption is one million euros. In 
the case of fuel already authorised for consumption, the security is 100,000 euros.*26 The purpose of the 
amendments, which entered into force on 1.4.2011, is to prevent situations in which shadow organisations 
that do not fulfi l their tax liabilities operate in the fuel market. The application of securities to absolutely all 
entrepreneurs would be unrealistic, because that would start to restrict free enterprise, which is why it can 
only be applied in select areas.

Given that fi scal frauds are a serious problem, the VAT Green Paper mentions additional four models*27 
for improving VAT receipt. Even though such models have not even been discussed in Estonia yet, they 
deserve to be mentioned here. According to the fi rst model, the payment for goods or services would take 
place through the bank, and the bank would divide the payment into two parts (the price of the goods or 
services and the amount of tax), of which the amount of VAT would be paid directly to the tax authority. 
With the second scheme, a central database is created for invoices taxed with VAT that the tax authority 
can monitor in real time. Thirdly, separate VAT databases are used that are very easy for the tax authority 
to access in order to check invoices. Certifi cation is seen as a fourth solution. Aside from the reverse charge, 
the fi rst solution is considered the most effective; however, it would require a substantial transformation of 
the existing system. The other three models might improve supervision but do not directly ensure a better 
receipt of taxes.

5. Judicial practice
Fiscal frauds become evident in judicial practice fi rst because the regulator typically responds to problems 
with a certain delay. That is why the primary burden in resolving the problems that have occurred in prac-
tice lies on judicial practice. Estonia is no exception: numerous cases of fi scal fraud, as well as cases con-
cerning fi ctitious transactions and good faith of buyers, have been resolved in Supreme Court practice in the 
last 10 years. Where bad faith or failure to exercise due diligence is concerned, different compositions have 
explicitly been brought out in Supreme Court practice in a judgment from 5.5.2010, with regard to admin-
istrative matter 3-3-1-18-10. In light of that judgment, both the tax authority and the courts need to deter-
mine whether the fact that the buyer is involved in fi scal fraud or that the buyer knew that the seller was not 
the actual seller or the conclusion that the buyer must have known that the seller was not the actual seller 

24 Ibid., p. 1299. In the Estonian Constitution, the prohibition of arbitrary exercise of state authority is based on §13 (2), pursu-
ant to which the law protects everybody against the arbitrary exercise of state authority. 

25 Vedelkütuse seaduse ja käibemaksuseaduse muutmise seadus (Liquid Fuel Act and Value Added Tax Act Amendment Act). – 
RT I, 15.3.2011, 11 (in Estonian).

26 Subsections 42 (1) and (2) of the Liquid Fuel Act.
27 Green Paper (Note 7), p. 20.
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serves as a factual basis for tax liability (paragraph 10 of the judgment). Next, I will address three different 
compositions on the basis of the above-mentioned decision. Although the Supreme Court of Estonia has 
reached dozens of decisions in such cases, I will refer to only the most important of these in this article.

5.1. Participation in fi scal fraud

Starting from the most extreme option, this refers to a situation wherein the buyer is involved or directly 
participates in fi scal fraud. By fi scal fraud, I do not mean the submission of false data under the Penal Code 
so much as VAT fraud in the sense accepted in tax law that can also be described as an abuse where the 
deduction of input VAT is ruled out.*28

As regards participation in fi scal fraud, the following opinion expressed in a 5 May 2003 judgment of 
the Administrative Law Chamber of the Supreme Court, on administrative matter 3-3-1-39-03, deserves 
to be quoted at length: ‘Participation in fi scal fraud can mean, above all, that the persons organising the 
economic activity of the other party to the transaction work to the instructions of, under the control of, in 
prior agreement with, or with the knowledge of the board members of the company seeking the VAT refund. 
Participation in fi scal fraud can mean, for example, that the amount of money paid by the buyer to the seller 
as VAT is returned to the buyer or persons related to the buyer—i.e., the buyer benefi ts economically from 
the fi scal fraud. Various circumstances may point to the involvement of the buyer in fi scal fraud, such as 
close family, work, or business relations between the board members of the buyer and persons who have the 
right of representation of, or who are responsible for conducting the economic activity of, the seller violating 
the tax law. Information on who has taken possession of the money paid by the buyer to the seller may also 
indicate involvement of the buyer in fi scal fraud’ (paragraph 12 of the judgment).

Given that the above-mentioned decision lists diverse options to which it is diffi cult to add anything, 
that decision has been cited in Supreme Court practice on numerous occasions. Essentially, the Supreme 
Court judgment describes the work of the classic ‘invoice mill’ in practice wherein payments made on the 
basis of fi ctitious invoices move back to the maker of the payment through a dummy. At the same time, the 
approach even allows one to presume involvement in fi scal fraud in some cases. If there is a close profes-
sional relationship between the persons involved, it may be inferred, from the Supreme Court’s perspective, 
that it connects these persons to each other. However, the author of this article believes that this must not 
be overstated, given that, regardless of personal relations, the buyer might be able to prove that he has not 
participated in fi scal fraud.*29

In addition to the previously mentioned possibilities for a person being involved in fi scal fraud, a situ-
ation could arise wherein that person in fact lacks the goods or services. In this case, it may be presumed 
that the person is submitting false information on purpose and wants to get an unjustifi ed right to deduct 
input VAT. If there are no goods or services, deduction of input VAT can be ruled out automatically, and in 
that case it is, in fact, immaterial whether the person participated in fi scal fraud or has exercised suffi cient 
due diligence; in essence, this can be equated with the perpetration of fi scal fraud. Given that the receipt 
of goods or the supply of service to a taxable person that would serve as the condition for the deduction of 
input VAT is absent, the person lacks the right to deduct input VAT.

28 ALCSCd, 7.12.2006, 3-3-1-63-06, paragraph 11 refers to a 21.2.2006 judgment of the European Court of Justice in the case 
C-255/02 (ECR 2006, p. I-01609). The Supreme Court has cited the view expressed in that judgment that a taxable person 
has no right to deduce input VAT if the transactions serving as the basis for that deduction consist in abuse. 

29 For example, a situation may arise where an employee or another person who has a close relationship with the buyer uses 
their good relations to intentionally deceive the buyer about the circumstances in order to get a refund from the invoice 
mill himself. However, the burden of proof of such circumstances clearly lies with the buyer. This has been stressed by the 
Administrative Law Chamber of the Supreme Court in its ALCSCd, 2.10.2003, 3-3-1-50-03, where paragraph 10 of the judg-
ment explains: ‘If the seller indicated on the invoice has not actually sold the goods or service, and there is reason to suspect 
that the buyer is involved in VAT fraud and the buyer fails to present additional evidence to remove that suspicion, the buyer 
has no right to deduct VAT.’
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5.2. Awareness and due diligence

In the deduction of input VAT, objectively and subjectively judged circumstances on which the deduction 
of input VAT is based can be distinguished. The presence of goods or services and also the existence of an 
invoice and meeting of the requirements set for invoices are objective circumstances that normally ensure 
that the person in question may deduct input VAT. However, from judicial practice, subjective elements 
on which basis the right to deduct input VAT is assessed are additionally derived—involving the taxable 
person’s awareness of, or obligation to be aware of, circumstances that would indicate the unlawful behav-
iour of the seller. In that respect, Estonian judicial practice conforms to the practice of the European Court 
of Justice (in the so-called Kittel case), in which the person’s awareness and obligation of awareness of 
the unlawful behaviour of the seller are similarly distinguished.*30 The Supreme Court of Estonia (both 
the Administrative Law Chamber and the Criminal Chamber) has so far issued, in total, 18 decisions that 
address due diligence in the deduction of input VAT, and 14 decisions can be cited that address the same 
issue in relation to the imposition of VAT.*31 Next, I will consider the most important cases among these.

5.2.1. Cases wherein the buyer knew that the seller was not the real seller 

In the above-mentioned Kittel judgment, the European Court of Justice has explained: ‘In the same way, a 
taxable person who knew or should have known that, by his purchase, he was taking part in a transaction 
connected with fraudulent evasion of VAT must, for the purposes of the Sixth Directive, be regarded as a 
participant in that fraud, irrespective of whether or not he profi ted by the resale of the goods’ (paragraph 56 
of the judgment). The same opinion has been expressed on numerous occasions by the Supreme Court in 
its practice.*32 Indeed, if the issuer of the invoice and the transferor of the goods or services do not coincide 
and the buyer knows this, the person can also not have the right to deduct input VAT. Otherwise the cor-
respondence of VAT would not be guaranteed.

The Administrative Law Chamber of the Supreme Court has further explained, in its 19.5.2009 judg-
ment on administrative matter 3-3-1-32-09, that ‘if an absence of actual economic activity by sellers is 
detected, the bad faith of the buyer is confi rmed already if the buyer knew or should have known that the 
sellers in fact lacked economic activity. Being aware of that, the buyer should also have known that the seller 
could not have provided a service to him’. On the basis of this conclusion, a case can be constructed wherein, 
with a stable transaction partner, another person’s invoice is delivered for the same service or goods at one 
point, which is how the buyer learns that a so-called shadow organisation is used for issuing invoices while 
the service is still provided or the goods transferred by the seller known to him from before. Although the 
buyer is not directly involved in fi scal fraud and does not in any way benefi t from it, it follows from judicial 
practice that the buyer cannot in this case deduct input VAT. The question already addressed earlier (in Sec-
tion 4.2 of this article)—namely that of the basis on which the buyer develops a greater tax liability by being 
aware of someone else’s unlawful behaviour—arises here.

It must be said that cases in which it has been concluded that the buyer participated in the fi scal fraud 
or should have known that the seller is not the real seller are predominant in the practice of the Supreme 
Court in this fi eld. There are virtually no cases where it has been determined that the person knew that the 
seller is not the real seller.

30 Judgment of the European Court of Justice, 6.6.2006, in the joint case C-439/04 and C-440/04. – ECR 2006, p. I-06161.
31 No cases addressing the issue of good faith of persons in the event of intra-Community supply have thus far been adjudicated 

in the practice of the Supreme Court of Estonia. However, such cases have been adjudicated by lower-level courts (see Tallinn 
Circuit Court judgment, 24.10.2010, in administrative matter 3-08-1465). Such cases have been addressed on numerous 
occasions in the practice of the European Court of Justice (e.g., judgment of the European Court of Justice, 27.8.2007, in the 
case C-409/04. – ECR 2007, p. I-07797, or judgment of the European Court of Justice, 21.2.2008, in the case C-271/06. – 
ECR 2008, p. I-00771).

32 In the practice of the Supreme Court, the criterion ‘knew or should have known’ was fi rst brought out in ALCSCd, 5.6.2006, 
3-3-1-34-06, paragraph 12.
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5.2.2. Cases where the buyer should have known that the seller is not the real seller 

It follows from the above-mentioned Kittel case that even if a person does not participate in fi scal fraud and 
is also unaware of the fi scal fraud committed by the seller, he may develop tax liability (he cannot deduct 
input VAT). The person would gain such awareness if he exercised the due diligence required of him. A 
20.1.2010 judgment of the Administrative Law Chamber of the Supreme Court, concerning administrative 
matter 3-3-1-74-09, states, among other things, that the ‘should have known’ condition means that the tax-
able person had information on circumstances indicating that the seller is not the real seller (paragraph 11 
of the judgment). That view has been specifi ed in judgment 3-3-1-18-10 of the Supreme Court, dating from 
5.5.2010: ‘The conclusion that the taxable person should have known that the seller was not the real seller 
can be drawn if the taxable person had information on circumstances that indicate that the seller is not the 
real seller or if the taxable person could have learned of such circumstances by exercising due diligence’ 
(paragraph 15).

Defi ning due diligence, or ordinary business care, is extremely problematic.*33 Typically, tax law does 
not consider circumstances outside tax law to be relevant and instead relies on the actual situation. In the 
evaluation of economic activity, whether the person has all of the required permits, licences, and regis-
trations is, therefore, irrelevant. Similarly, even the question of whether the person’s activity is lawful or 
unlawful is irrelevant where taxation is concerned. Taxation is value-neutral, meaning that the activity can 
even be contrary to good morals while the payment and calculation of taxes nevertheless functions as nor-
mal. With due diligence, however, it is precisely the question of whether and to what extent the seller fulfi ls 
these requirements derived from other fi elds of law that is strictly pursued. In Estonian judicial practice, 
observing the rules for preventing money laundering has been considered important in the case of cash 
payments*34, while the importance of having certifi cates of conformity has been emphasised in the case 
of fuel.*35 The Supreme Court has indeed pointed out that the person thereby only acquires an additional 
burden of proof*36, but in practical terms it still means that the taxable person must carefully follow laws 
outside the scope of tax law. Given that the limitation period for imposing taxes is six years at most*37, it 
may prove virtually impossible to submit additional evidence later. 

It should be pointed out that making a distinction between different compositions is signifi cant not 
only in terms of the imposition of VAT. The imposition of income tax directly depends on the evaluation 
of circumstances. It has been repeatedly stressed in the practice of the Supreme Court that the burden of 
proof is much lighter in the accounting of income tax than in the accounting of VAT. The Supreme Court 
has noted that the fulfi lment of due diligence requirements in connection with identifying the identity of 
the seller is irrelevant in the context of income tax as the identity of the seller is irrelevant in identifying the 
VAT obligation of the buyer.*38 This distinction results from the fact that the scope of due diligence and the 

33 This is also acknowledged in the so-called Green Paper, which states: ‘Tax administrations must prove such knowledge in 
each individual case. This is a lengthy, costly and complicated procedure. In addition, it risks leaving taxable persons in a 
vulnerable position, particularly when dealing with a new supplier. They have to perform additional checks on the compli-
ance of each supplier. Bona fi de businesses nonetheless run a risk that their right to deduct will be challenged because they 
have inadvertently been dealing with fraudsters.’ See Green Paper (Note 7), p. 20.

34 ALCSCd, 8.5.2003, 3-3-1-43-03. That judgment referred to §5 (1) 2) and §7 (3) of the Money Laundering Prevention Act 
(rahapesu tõkestamise seadus) in effect at the time, as well as the obligation resulting from these provisions to identify per-
sons upon using cash amounts above 100,000 kroons to settle accounts and to make a copy of the document presented for 
personal identifi cation. By now the legal situation has changed—pursuant to §3 (1) 5) and §12 (2) 2) of the current Money 
Laundering and Terrorist Financing Prevention Act (rahapesu ja terrorismi rahastamise tõkestamise seadus. – RT I 2008, 
3, 21; 2010, 26, 129 (in Estonian)), due diligence must be exercised in the event of a transaction exceeding 15,000 euros in 
value (incl. cash transaction).

35 ALCSCd, 3.6.2003, 3-3-1-40-03 refers in relation to the exercise of due diligence to fuel certifi cates that were required by the 
7 October 1998 regulation No. 30 of the Ministry of Economic Affairs ‘Procedure for Proving the Compliance of Liquid Fuel’ 
enforced on the basis of §11 (2) of the Energy Act in effect at the time of the transactions. Pursuant to §9 (3) of the current 
Liquid Fuel Act, the compliance of fuel to set requirements must be proved upon importing the fuel, unless it is delivered 
to an excise warehouse, or upon authorising the fuel for consumption from an excise warehouse, except if a fuel dispatched 
from a Member State of the European Union is stored in a separate container in the excise warehouse. As a result, a certifi -
cate of conformity no longer needs to accompany each fuel transaction, which is why it cannot be requested upon exercising 
due diligence either. The lack of fuel certifi cates has also been cited as a violation of due diligence by the Supreme Court in 
ALCSCd, 5.6.2006, 3-3-1-34-06, paragraph 15.

36 The Supreme Court has explicitly explained it in its 20.1.2010 judgment in administrative matter 3-3-1-74-09 (clause 18 of 
the judgment), for example.

37 Maksukorralduse seadus (Taxation Act), §98 (1). – RT I 2002, 26, 150; RT I, 10.12.2010, 4 (in Estonian).
38 ALCSCd, 5.6.2006, 3-3-1-34-06, paragraphs 14–15.
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consequences of failure to meet these obligations differ between the cases of income tax and VAT.*39 If the 
buyer knew that the seller was not the real seller, the tax authority would be entitled to tax the compensa-
tion paid to said seller as a non-business-related expense.*40 

6. Conclusions
Analysis shows that the practice of the Supreme Court of Estonia conforms to the practice of the European 
Court of Justice. Similarly to the practice of the European Court of Justice, it rules out deduction of input 
VAT for buyers who participate or are otherwise involved in fi scal fraud. Deduction of input VAT is ruled 
out also if the buyer knew or should have known that the seller is not the real seller.

Analysing the situation as a whole, one fi nds this not to be the clearest and most reasonable solution 
for entrepreneurs. Interpreting due diligence is a creative activity that depends on the particular economic 
fi eld and the scope of the person’s activity, which is why it is extremely diffi cult for persons to assess their 
risks. The situation becomes more complicated for those entrepreneurs who wish to pursue economic activ-
ity in another Member State. Although they can draw general conclusions on how to act with regard to the 
VAT system, due diligence may depend greatly on each country’s legal order and practice. As a result, it is 
very diffi cult for entrepreneurs to operate in different European Union Member States. Often entrepre-
neurs can learn of the exact content of their due diligence only in the course of judicial proceedings, but 
that might entail tax liability. Secondly, the fact that the buyer’s tax liability depends on whether he knew 
or should have known of the seller’s unlawful behaviour is controversial. It is especially problematic if the 
idea is expressed that the person should have been aware of these circumstances through the exercise of due 
diligence. In that case, the fundamental situation is that bad faith is presumed, which is unjustifi ed in the 
opinion of the author of this article and imposes unreasonable obligations on taxable persons, forcing them 
to perform the work of the tax authority in order to check their transaction partners.

The situation could be resolved by means of the reverse charge, which should be more extensive and 
not be based on a select few areas of activity. Rather, it should occur above a certain taxable value. The fi ght 
against VAT fraud has so far been characterised by measures applied to only specifi c areas, and, as a result, 
their effect is restricted. A more extensive reverse charge would rule out the enforcement of a legal regula-
tion that is used to regulate the presumption of good faith and the bases for buyer liability. The application 
of the reverse charge is currently restricted by the VAT Directive, whose Article 199 restricts the reverse 
charge to specifi c areas. The reverse charge would be much more effective if due diligence were legally regu-
lated and the bases for restricting the deduction of input VAT were to be enforced. The reverse charge would 
also be more effective or easier to apply than other models proposed by the European Commission to date.

39 ALCSCd, 20.10.2010, 3-3-1-74-09, paragraph 16.
40 ALCSCd, 28.9.2006, 3-3-1-47-06, paragraphs 9–11.
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