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The Changing Face of VAT
By Chris Walsh

CHRIS WALSH is the VAT Practice Leader for Vertex 
Inc. with 20 years of indirect tax experience. Before 
joining Vertex, he held tax management positions at 
PricewaterhouseCoopers, Rothmans International, 
Foster’s Brewing Group Europe, Scottish & Newcastle, 
Midland Bank Group, Clark Whitehill, and U.K. H.M. 
Customs & Excise. He has been active in value added 
and indirect taxes in more than 30 countries, including 
the U.K., Kenya, Ireland, and the United States.  At 
Vertex, Mr. Walsh serves as a VAT resource expert to 
both internal and external clients and has responsibil-
ity for managing the Vertex VAT product.

Introduction

Did you know that more than 120 countries around 
the world employ a Value Added Tax (VAT) or VAT-derived 
system as their primary method of levying consumption 
taxes? Over the years it has become almost impossible for a 
U.S. multinational company to 
operate without being affected 
by this taxation.

What Is the Effect of VAT 
on Your Company?

      
Currently, the United 

States has the only signifi cant 
economy in the world that does 
not utilize a VAT-type regime, 
so the concepts and processes 
involved in managing and con-
trolling this tax are somewhat 
foreign.  This has led many 
companies to conclude that 
these tasks are best handled 
by local subsidiaries, which is understandable inasmuch 
as VAT is a notoriously complex tax with Draconian penal-
ties commonly attached to getting it wrong. Additionally, 
because VAT is generally considered a “wash-through” tax, 
it tends to assume a lower priority in the minds of senior 
management, who consider it no more than a cash fl ow is-
sue. But consider this:

• On average, the global rate of VAT is around 18 
percent, which applies to both sales and purchases 
made overseas.

• Even excluding items not subject to this tax, it is 
common for VAT to represent 20 to 30 percent of 
a multinational’s overseas total cash fl ow (i.e., the 
sum of all infl ows and outfl ows of cash in overseas 
operations).

      
With those points in mind, it should be expected that, 

if a U.S. multinational’s overseas subsidiaries have net rev-
enues of $20 million a year, they are likely to have a total 
VAT cash fl ow in the order of $5-6 million a year. If annual 
overseas revenues are $100 million, then a total VAT cash 
fl ow of $25-30 million should be anticipated. Furthermore, 
for companies involved in making overseas supplies of fi -
nancial or insurance services, healthcare, education, or real 
estate, VAT does not wash through the business’s records 

and generally represents an additional tax cost. In the light 
of the high rates that apply, VAT often has a far greater 
effect on these types of businesses than any other tax.

Why Is VAT So Neglected?
      

Even though VAT can and 
does have such a signifi cant 
effect on U.S. multination-
als’ overseas businesses, most 
fail to do anything about it 
in terms of taking central 
management control of the 
position. Many U.S. account-
ing systems do not even recog-
nize VAT as a separate item, 
leaving it virtually invisible to 
fi nance managers. Next time 
you talk to your fi nance or ac-
counting colleagues, ask how 
much VAT is paid each year 
globally and how much VAT 

passes through the books of your overseas subsidiaries in 
respect of both purchases and sales.  You can be assured 
that they will not be able to tell you.  This, in itself, is a 
serious knowledge gap and should be a cause for concern, 
particularly for any CEO or CFO who may, under Sarbanes-
Oxley, be called upon to attest to the company’s internal 
controls at year-end.

The Effects Of VAT

So You Think You Have Control of Your VAT —
Think Again!
      
Some U.S. multinationals believe their Enterprise 

Resource Planning (ERP) systems can provide answers to 
the VAT problems.  Unfortunately, this belief rarely has any 
basis in fact, even though such systems do have varying 
degrees of native VAT functionality.  When an ERP sys-
tem is initially implemented, its VAT tables are optimally 
populated with the correct rates of VAT that apply to the 
company’s particular products and services.  The system, 
however, relies upon manual intervention for updating each 
time a VAT rate changes, a new product or service is intro-
duced, or the VAT rules change; or a new country market 
is being supplied.  Further, the native functionality of ERP 
systems is not suffi ciently comprehensive to handle many 
of the more complex transaction processes, in part because 
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these systems were originally designed to cope with fl ows of 
goods and are not quite as strong when handling services, 
which can often be more complex in their structure.  This 
means that somebody needs to be actively managing the 
VAT functionality to ensure the system’s ability to achieve 
VAT compliance.  In reality, this responsibility is usually 
assigned to a staff member with little or no particular VAT 
expertise and who, often, has neither the inclination nor the 
resources to keep track of the plethora of legislative and 
business changes occurring in several territories.  The result 
is that, in short order, the data tables contained within the 
ERP system become out-of-date and unreliable.

It is not only the day-to-day business and legislative 
changes, however, that affect a company’s VAT position.  Ev-
ery business experiences certain key, one-off, or occasional 
events in its life when it becomes essential to reexamine 
its entire VAT position because something fundamental is 
changing.  The changes in question tend most often to be 
of the business’s own making, such as merger or acquisi-
tion activity, implementation of new accounting systems, 
entry into a new market, or restructuring the business 
model.  On the other hand, the changes may be imposed 
upon the company through external factors, such as tax 
rule amendments or global economic conditions, which may 
force a revision of the company’s cost structure.  But why 
and how do these events affect a company’s VAT position 
at such a basic level?

The simple answer is that anything that affects a com-
pany’s overseas supply chain will also affect its VAT profi le, 
because the two are almost inseparable in an international 
context.  This article discusses how VAT affects an interna-
tional business when a selection of life events occurs.  

International Mergers and Acquisitions

Few events are more disruptive to a business than a 
merger or acquisition and the ensuing post-deal reorga-
nization processes.  Apart from all the uncertainties that 
inevitably surround an event of this nature, the attention 
of the company’s tax and fi nance staff tends to be drawn 
away from their normal focus in order to address integra-
tion issues.  This diversion always occurs at a critical time 
because, in contrast to corporate income tax obligations 
(which generally arise on an annual basis), VAT fi lings are 
normally made monthly or quarterly.  Therefore, any delay 
in addressing the group’s new VAT profi le can result in late-
fi ling, mis-declaration, or late payment penalties and a poor 
compliance history from the inception of the new group.

One of the most common reasons a company undertakes 
international M&A activities in the fi rst place is to quickly 
expand into geographic areas where it does not already 
have a strong presence.  From a VAT perspective, however, 
a merger or acquisition means that the business is moving 
into new tax jurisdictions with which it may have little or 
no experience.  Even though this may not be an operational 
problem if the company retains appropriate tax accounting 
staff from the target company, such transitional steps do 
nothing to assist in the central management of the group’s 
global VAT compliance position.  Also, with the acquirer 
and the acquired often running different accounting sys-
tems, the coordination of the overall tax position becomes 
more complex at a time when the attention of the group’s 

tax managers is focused elsewhere.  Almost invariably, the 
group’s VAT and tax compliance positions will take a back 
seat while the integration process moves ahead. 

The knock-on effects of a merger often include a re-
structuring of the entire organization and the convergence 
of two or more accounting systems, as management seeks 
cost effi ciencies to offset or justify the acquisition costs 
and these types of activity affect the company’s VAT posi-
tion.  For example, a most common post-deal activity is the 
streamlining of supply chains, thereby leveraging the com-
bined company’s new buying power and limiting supplier 
numbers in the process.  This may mean that materials that 
were previously delivered locally are now to be delivered 
internationally (or vice versa), so VAT can become a factor 
in the equation where it did not previously apply.  Supply 
chain project teams, however, often do not consider these 
matters in their deliberations over new structures, thereby 
leaving their businesses with hidden tax exposures.

Outsourcing

There has been a trend in recent years to outsource non-
core functions of the business.  When a function is carried 
out in-house, however, there is little or no VAT consequence, 
because employee wages and benefi ts do not generally at-
tract any VAT charge.  Once the function is outsourced to 
a third party (including an associated business), VAT may 
be incurred on the costs of carrying out that same function.  
If the business is not able to reclaim its VAT in full, this 
will represent an additional cost and needs to be factored 
into the budget and decision-making process.  Even if the 
company is able to reclaim its VAT, the move to outsourc-
ing may signifi cantly increase the amounts of VAT passed 
through its hands, making cash fl ow management and 
controls all the more important.

Toll Manufacturing
      
Under a toll manufacturing arrangement, a third-party 

manufacturer is engaged to make or assemble the principal’s 
products. The principal pays a “toll fee” for each item pro-
duced.  Commonly, the raw materials used in manufacture 
remain under the title of the principal throughout the pro-
cess and the toll manufacturer provides only production 
services.  The VAT problem is that the tolling company 
may be in a different territory from the principal, which 
means that the principal has ownership of goods in a foreign 
country.  Whether he sells those goods within that country 
or exports them elsewhere, he becomes a taxable person 
in the overseas location, thus triggering compliance and 
fi ling liabilities.  

An extreme recent example involved a pharmaceutical 
company that was based in Switzerland.  It provided raw 
materials for the manufacture of its active pharmaceutical 
ingredient to an Italian toll manufacturer, which then pro-
duced the drug in powder form.  This powder was sent to 
another tolling company in France to be further processed 
and pressed into tablets.  The tablets then went to a second 
French company to be put into blister packs.  These packs 
were sent to the principal’s central distribution warehouse 
for Latin America (in Argentina), where the goods were put 
into secondary packaging that accommodated the various 
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labeling requirements of the different regional markets.  
From there, they were distributed to customers across 
Central and South America.  

This arrangement required the principal company 
to become registered for VAT fi lings in no fewer than 12 
countries because the goods involved in this supply chain 
remained in the principal’s ownership throughout.  Ad-
ditionally, this particular supply chain was structured in 
such a way that, in some countries, customs duty of up to 
20 percent became due on imported products that would 
generally be free from such duties.  One might think that 
the solution would be to restructure the supply chain, but 
because the manufacturing and handling of pharmaceutical 
products is heavily regulated, the options are, in reality, 
somewhat limited.

The main VAT question arising from this is how does 
a company meet its compliance and fi ling obligations in 
12 countries when it only has staff in one of those territo-
ries?  This is among the fi rst questions that any manager 
should ask when considering moving to an international 
toll manufacturing arrangement.  Failure to do so may lead 
the business into non-profi tability and serious overseas VAT 
compliance problems.

Global Contracts
      
Many multinationals are attracted to the idea that a 

single supplier can provide them with goods and services 
in numerous countries and then submit a single, central 
invoice for all those supplies.  This sounds like a cost- and 
time-effi cient move, but it is important that the parties to 
such an arrangement understand the complex VAT effects 
of such a contract.  

Consider the following example:  A U.S. multinational 
contracted with an international advertising agency to origi-
nate and place its advertising materials in several countries, 
particularly in Europe and Asia.  Up until this time, these 
activities had been carried out by the agency’s local sub-
sidiaries, and they were billed to the multinational’s local 
branches.  The VAT that was charged on these supplies was 
recoverable by the multinational’s branches.  The new in-
voicing arrangement was that the agency’s local subsidiaries 
would carry out work in each individual territory and then 
bill to their U.S. parent.  The U.S. parent would then render 
a single invoice for all global services to its client.  

Here is the problem. In many countries, the VAT regu-
lations dictate that local VAT must be charged in respect 
of any services used and enjoyed within those countries, 
regardless of the possibility that the invoice might be sent to 
an overseas client.  Therefore, several of the local advertis-
ing agencies charged this VAT to their parent, which then 
rolled these costs up into its global invoice and presented 
that to its client.  As far as the client was concerned, he was 
not paying VAT on these supplies, but the tax was in fact 
hidden within the gross invoice value.  Because this was 
invisible, the client was unaware that, in the course of the 
fi rst two years of the global contract, more than $2 million 
of VAT — none of it reclaimed — had been passed through 
to the company by the advertising agency; this would not 
have been the case under the old invoicing arrangement.

What this illustrates is that, where supply chains are 
amended, the corresponding VAT effects must be carefully 
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considered and discussed between the parties to ensure 
that new cost-effi ciency measures do not simply turn into 
additional costs. 

Central Procurement
      
Another popular restructuring strategy of recent times 

has been the introduction of central procurement companies 
that can leverage a group’s buying power and reduce costs.  
One of the main problems with this type of structure, how-
ever, is that the procurement company may end up with 
numerous VAT registration and fi ling liabilities through its 
ownership of goods located in various countries.

Consider this example:  A U.S. group has a subsidiary 
operation in Germany and its key overseas suppliers are 
located in China and Germany.  The group establishes a 
central procurement company in the United States that 
is responsible for buying all signifi cant goods and services 
and then supplying those on to the group members.  When 
the procurement company purchases goods from China that 
are destined for the German subsidiary, it has to take title 
to those goods at some point during the physical move-
ment of those goods.  Does it take title in China?  If so, it 
will need to register for Chinese VAT (since it will be the 
exporter of the goods).  Does it take title in Germany?  If 
so, it will be subject to the German VAT system because it 
will be both purchasing and selling the goods within Ger-
many (i.e., will make local supplies there).  For goods being 
sourced from the key German supplier and destined for 
the group’s German subsidiary, the goods will never leave 
Germany during the process of being bought and sold, so 
the procurement company would, again, be liable to account 
for VAT in Germany.  

This very simple example illustrates that several VAT 
issues arise in respect of central procurement companies, 
most signifi cantly that overseas VAT reporting will likely 
be required.  When this simple model is multiplied up to 
refl ect the reality of many multinationals operating in doz-
ens of countries, it takes little imagination to realize that a 
group’s procurement company could very well trigger VAT 
registration and fi ling liabilities in all of those jurisdictions.  
Operationally, this additional administrative burden may 
be justifi able but the question remains of how will this 
tax be recorded, reported, managed, and controlled from 
a central location.

Shared Service Centers
      
The last ten years has seen an explosion in the num-

ber of shared service centers established to centrally carry 
out a variety of functions that had previously been carried 
out in a decentralized manner by the group’s operating 
companies.  One such function is fi nance and account-
ing, including VAT compliance and fi ling responsibilities.  
Thus, a central location within an organization can fi nd 
itself bearing the burden of fi ling VAT returns in multiple 
countries.  Although this might make sense from a cost-sav-
ing perspective, there are several VAT pitfalls that must be 
dealt with, including —

• Most countries require accounting records and tax 
fi lings to be maintained in the local language.  The 



same language issue arises over correspondence 
with local tax authorities.

• The service center should usually be expected to 
administer VAT audits in different jurisdictions, 
but the movement of the accounting function to a 
central location often means that local expertise 
and experience is lost to the group.

• Some tax authorities are reluctant to have tax ac-
counting be carried out outside their own territory.  
Additionally, virtually all countries will insist that 
VAT audits be conducted in the local country.  The 
movement of the tax accounting function will cre-
ate problems in these areas, to say 
nothing of the effects of losing the 
relationship between the taxpayer 
and tax authorities.

• Who will sign the VAT return 
forms?

      
These issues underscore the need for 

country-specifi c VAT training, retention of 
key personnel who have deep local knowl-
edge, and the creation of formal procedures 
for multi-country VAT accounting and ad-
ministration.

Outside Infl uences

It is not always an event from within 
a company that changes the business’s 
international VAT footprint.  In the last year alone, ten 
additional countries have joined the European Union; new 
rules have been introduced concerning VAT accounting for 
companies supplying services by electronic means (i.e.,
over the Internet); consultation documents are circulating 
considering wholesale changes to the VAT place of supply 
rules; and new regulations governing electronic invoicing 
have been issued.  In the future, more entrants to the E.U. 
may be expected, and a full range of further VAT simplifi -
cation measures may be proposed.  From a single market 
perspective, a key goal of the European Commission is to 
create an “origin system” for VAT, under which intra-E.U. 
supplies will be taxed in the country where the supplier is 
located (country of origin) rather than under the current 
rules, which identify the country of destination (i.e., where 
the customer is located) as the place of taxation.  One of 
the greatest challenges facing U.S. multinationals is keep-
ing abreast of all these changes that, when coupled with 
the innumerable rate and rule amendments occurring in 
individual jurisdictions, represent a steep hill to climb to 
achieve a solid level of assured compliance.

Is all this a matter for concern or should it be?  For 
SEC registrants, the answer is clearly yes.  A heightened 
focus on cash fl ow analysis under Sarbanes-Oxley has 
brought transaction taxes to the forefront of the corporate 
consciousness.  Each year, CEOs and CFOs are being re-
quired to certify to internal controls over tax positions and 
cash fl ows, and their independent auditors are required to 
attest to the suffi ciency of these controls and the accuracy 
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It is not always an 
event from within 
a company that 
may be the root 

cause of a change 
in the business’s 
international VAT 

footprint.

of management’s assessments.  How can this be appropri-
ately achieved in the absence of any central management 
understanding, participation and active control over 20 to 30 
percent of overseas cash fl ows?  At this point in time, most 
U.S. multinationals do not even measure their exposure to 
VAT on a global basis and they certainly do not understand 
how this tax affects their businesses. 

There are really only three options available to U.S. 
multinationals when it comes to taking central control of 
their global VAT positions:

      
1.  Establish a network of people internally who have 

specifi c responsibility for VAT in their own countries.  A U.S. 
coordinator could gather necessary data from the network, 

including information concerning fi lings, 
regulatory and process changes, audits, 
compliance problems, and VAT planning 
opportunities that could be leveraged cross-
border.  The coordinator could then keep the 
CFO and CEO apprised of the global VAT po-
sition.  The upside of this approach is that it 
costs little in terms of cash, though it may be 
time consuming.  The real downside is that a 
network of staff members and a coordinator 
need to be pulled from their normal jobs to 
participate and that few staff members of 
a multinational have any particular exper-
tise in VAT, so the quality of the network’s 
output may be questionable.

2.  Outsource this task, either partly 
or completely, usually to an international 
accountancy or consultancy fi rm.  This ap-

proach may yield a higher quality of VAT information for 
the company and, since consultants keep at least one eye 
on tax planning opportunities, may be an effective way of 
keeping abreast of such ideas across multiple territories.  
Further, by maintaining an ongoing dialogue with the 
consultants and through training courses, it is possible to 
engineer a substantial knowledge transfer from the con-
sultants to internal staff.  The fl ip side of this, of course, 
is cost.  In order to outsource this function completely may 
require signifi cant budgets being put aside, though it might 
be more cost-effective to create a hybrid position involving 
partial outsourcing and devoting some resources internally 
to the effort.

      
3.  Automate the global VAT accounting function (as-

suming the company has implemented an ERP system).  
VAT automation is still in its infancy, but it is essentially 
no more than an international extension of U.S. sales tax 
automation, which has been available for years.  VAT 
automation works in much the same way as its sales tax 
counterpart, being based on a bolt-on software package 
containing the VAT rates and rules for many countries.  
When the user inputs data to the Accounts Receivable or 
Accounts Payable system, the automation software exam-
ines that information to determine in which jurisdiction the 
supply should be taxed and also the rate of tax applicable 
to the transaction.  Additionally, ever-evolving reporting 
functionality provides VAT data reports that assist the user 
in completing VAT return forms.  In brief, the benefi ts of 



automation include:

•     Regular software updates keep user systems cur-
rent with rate and rule changes in foreign markets 
and the place of supply logic that is essential to 
identifying the jurisdiction in which tax must be 
accounted, all without any research effort on the 
part of the user.

•     The automation software is able to make the tax-
ability decision far more reliably and consistently 
than a data input clerk or the native functionality 
of an ERP system could achieve.

•     It is a cost-effective solution for managing global 
VAT performance and a reliable data source on 
which to base global VAT strategies.

•     Central management has a good level of visibility 
into the company’s global VAT position, providing 
assurance that Sarbanes-Oxley obligations can be 
met with far greater confi dence.
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Conclusion

Even before enactment of the Sarbanes-Oxley Act, 
U.S. corporations should have been actively measuring 
and managing their international VAT positions.  After 
all, if 20 to 30 percent of the business’s total overseas cash 
fl ow is represented by VAT, it would seem to make perfect 
business sense for central management to be on top of the 
situation.  Because VAT is rarely identifi ed as a separate 
item in U.S. accounting systems, however, it assumed an 
almost invisible status and slipped under the radar for a 
long time.  Now that the requirements of Sarbanes-Oxley 
have become more familiar to U.S. companies, the knowl-
edge gap that exists in respect of VAT should be a matter 
of considerable concern to businesses.

Whether U.S. corporations seek internal, external, or 
automated solutions to this problem, the fi rst step in seeking 
VAT compliance must be to understand how VAT fi nds its 
way into and out of their businesses and then to measure 
the global effect of this tax.  Once the effect is understood 
and measured, VAT will assume a far higher priority in 
the minds of both central management and the external 
auditors of U.S. multinational companies.
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