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SUPPLEMENTARY MATERIAL ON THE E.U. VAT SYSTEM

European Commission and Tax Policy

The European Commission exercises what, in general terms, can be construed as a governmental function within the European Union (E.U.).

For taxation purposes, the European Commission has the sole mandate under the treaties setting up the E.U. to propose whatever legislation is needed on consumption taxation for the proper functioning of the European market place.

Implementing this legislation requires the assent of the European Council of Ministers and an opinion of the European Parliament and the Economic and Social Committee. The voting rules applicable to tax matters require effectively that no Member States oppose to the measure. Once adopted however, measures will have to be, in most cases, transposed into national legislation by the Member States.  An aggrieved taxpayer or any other interested party, or indeed the Commission itself, can oppose an incorrect implementation of European law and the Commission can take proceedings against the offending Member State before the European Court of Justice.

Today, the taxation of consumption with regard to goods and services is primarily governed by Community law under the common system of Value Added Tax and the amount of the tax base is used as one element for calculating Member States’ contributions to the Community budget.

Trade Facilitation through VAT

Originally, each individual Member State of what was to grow into the European Union applied its own sales tax system. This included the enforcement of these taxes on what would now be considered as remote or distance sales through the maintenance of a border control system for the control of export exemptions and the enforcement of the use tax application at the level of the Member States. Concerning the trade in services the resulting lack of co-ordination gave rise to risk of non-taxation and double taxation and was perceived as a significant barrier to internal trade.

To remedy these shortcomings, the European Commission initiated legislation which made it compulsory for Member States to replace their previous sales tax system by a multi-stage Value Added Tax. This was the basis of a comprehensive turnover tax on the supply of all kind of goods and services which was eventually enshrined in the 6th VAT Directive in 1978
.

The resultant multi-stage VAT is based on a fractionalised payments process with a right for the trader to deduct from his tax liability the tax paid on purchases from suppliers (referred to as inputs). It has the advantage that at each stage in the production and distribution process the amount of tax on a particular product is easy to determine. This gives transparency in the tax charge on any specific item, ensuring equality of treatment between operators.

The introduction of VAT throughout Europe was seen as a prerequisite for abolishing frontier controls between the Member States, which was finally achieved in 1993. The current system is a compromise between the objective of ensuring the payment of tax and achieving taxation in the place of consumption with a minimum of registration requirements.

It should be clearly understood that the introduction and further development of the VAT system in Europe is seen as a trade facilitation mechanism, in particular with respect to remote trade. It is against this background that the European Commission is confident that the application of VAT to supplies by electronic means will not create any obstacle to the further growth of e-commerce.

There is a uniform standard in the definition of supplies to which all Member States must have regard in their national VAT legislation. The European Commission is currently working on measures for further simplification of the obligations of registered traders and closer alignment in the way in which tax operates across the Community.

Treatment at imports of goods purchased from non-E.U. suppliers

VAT is generally chargeable on the importation of goods into the Community and, in most cases VAT will  be collected by the customs authorities of the Member State within whose territory the goods  enter the Community.

A number of specific reliefs and deferral schemes are in place to ensure that trade is not disrupted. As far as goods acquired by e-commerce from non-E.U. sources are concerned, the most important of these are the VAT free allowances of 10Euro
 or 22Euro for the import of small packages. Some Member States chose not to extend this to mail order and similar operations originating outside the E.U. but this presents practical difficulties. As these allowances is extended to non-E.U. suppliers but not to E.U. suppliers it is difficult not to conclude that the result is a distortion in favour of non-E.U. suppliers, at least for low value goods (on the basis that the competing E.U. domestic supplier is obliged to charge VAT).

Distance selling inside the E.U.

Under our system of taxation, the basic rule is that when goods are purchased, VAT should be charged to the customer at the rate applicable in the Member State where the vendor is located. Just as in the U.S., consumers will often wish to make purchases other than where they actually live. This may be for a variety of motivations, greater choice, taste, prices or indeed a lower tax rate. If this results in consumers going to another E.U. Member State, making purchases at the local tax-inclusive price and taking them back to their home, there are generally no formalities involved. This is the right of the European citizen in an open internal market.
In the case, however, where the supplier is involved in taking orders for purchases from customers in other Member State and fulfils the request by making or arranging delivery to where the customer is located, we apply other rules to avoid distortion of competition and to ensure that tax revenues accrue to the correct jurisdiction. The distance selling rules which we adopted for operators within the Community require that they  register and account for VAT purposes in a Member State when their sales to that country have reached a certain value (100,000Euro or, in certain Member States 35,000Euro per annum). They will then charge the rate of tax appropriate to the customer’s location and remit this directly to the tax authorities of the country concerned.

These distance selling rules apply to supply of goods – whether ordered by phone, fax or electronically or indeed any other means. (Other rules apply for services.)

What does this mean in practice for a company using the Internet to sell its goods?

It doesn’t matter whether the sales are generated from a web site, from a mail order or from an ad in a newspaper. The tax treatment is always the same.

A good example might be the well- known bookseller Amazon.com. They have been so successful in selling books to customers in Europe that they are now established in Europe with locally targeted websites and distribution centres based in Germany and the United Kingdom to service their local customers.

If a customer located in, say Paris, buys books which are despatched from Seattle, they will be subject to the rules for collecting VAT on import described above. If they’re ordered and sent from one of the company’s establishments in Europe and if Amazon has reached the threshold of 100,000€ in France, Amazon will simply add the French VAT to the price, collect it from the customer and periodically pay the tax they thus collect from all their French customers to the French tax authorities. If not, VAT of the MS from which Amazon sends the books is applicable without any obligation in France.
All suppliers, whether E.U. or otherwise, are thus in the same position as regards tax when distance sales are being considered. There is no discrimination and nobody is placed at an advantage or disadvantage. The tax charge should not be an element in the purchase decision – this should be based on factors such price, choice, quality or other consumer considerations.

Taxation of services

The current rules on taxation of services where drawn up in the 1960’s. Levying consumption taxes on services was then a new departure and the basic rules reflect an assumption – reasonable at the time – that the supplier and recipient would be in close proximity to each other. This resulted in the suppliers location being considered as the place of taxation in the absence of any other provisions. The measures have been added to or amended over the years as business practice and technology changed but the basic point of departure remains.

This means that under the present system, unless otherwise provided, where the supplier is based outside the EU., no VAT would be payable on services supplied to customers within the EU. For businesses registered for VAT within the EU., we have a self-assessment mechanism (which we call the reverse charge system) whereby they account for VAT on such purchased services. No obligation therefore falls on the supplier and we intend to continue this system although some relatively minor changes will be needed in the legislative base to ensure that it is sufficiently comprehensive to take account of the full range of services which can be delivered electronically today.

More importantly however, our existing legislation has serious shortcomings in ensuring that services are exported free of EU taxation and that a sufficient legal base exists for charging tax on services supplied to EU consumers by foreign operators. These have the potential to constitute a major distortion of competition and place EU service providers at a competitive disadvantage in relation to non-EU suppliers. This is obviously and the EU needs to rectify this in the very near future.   
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� 77/338/EEC 17 May 1977. 


� At the time of writing, the Euro (€) and the U.S. $ are trading at close to parity.





This note is supplied by way of informal background information on the intervention of Mr. Michel Aujean to the ACEC on 14-15 December and should not be considered as a definitive description or interpretation of the measures laid down in the tax law of the European Union.
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