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The European Commission and the European Union’s Value Added Tax system.

Thank you for the invitation to talk to you today. I am Michel Aujean and I am Director of Tax Policy at the European Commission in Brussels.

The European Commission, which is at the centre of the European Union’s Internal Market of 370 million citizens in 15 Member States and has the sole right, indeed the responsibility, of initiating the legal measures needed for the efficient and free functioning of this market place.  Such a  proposals must, before it can have full statutory effect pass through a legislative process involving the representatives of all our Member States. In most instances, a proposal needs to be passed by a process of Qualified Majority Voting to become law but in the case of a taxation measure, there is a requirement of unanimity which means that it must be acceptable to all European national governments.  Once enacted, there is then an obligation to transpose the measure into national law where it then has full legal effect. 

For taxation legislation, this is frequently a long and difficult process, in which a proposal from the Commission is only the first step.

There is nevertheless, a well-established common legal framework for both customs and indirect (or consumption) taxes.

A customs union has been in place for many years now with a common external frontier, a single harmonised tariff system and with no internal borders. Internal administrative arrangements ensure that taxes are correctly accounted for and that there are no disruptions to the free flow of trade. 

We have a common legal base for VAT and excise duties which the Member States  must respect in the operation of their domestic tax systems.

For Value Added Tax, this covers the definitions of what constitute the taxable base  (including exemptions) and the approximated range of tax rates within which Member States must fix their tax rates.

In essence, this provides for the taxation of all goods and services supplied for consumption within the territory of the European Union. Therefore, for us, e-commerce does not give rise to any particular questions of principle as the mode of delivery of a supply for consumption or the means by which the parties communicate is simply not an issue. The internal tax requirements are clear and Member States have no other option than to seek to tax all such deliveries.

Indeed, European finance ministers made their intentions clear in the run up to the OECD Ottawa conference. In June of last year they said that services, whether supplied via e-commerce or otherwise, which are supplied for consumption within the E.U. are taxed within the E.U., whatever their origin and, conversely, they should be exported free of taxes. In the European context, this is a clear political decision from which we cannot divert. The 15 European governments, as well as the European Commission went to the Ottawa last year with this common position. We believe the agreement reached there was the correct one and that it should form the basis for future international progress on these issues.  

EU VAT in practice

Although the system is directed at ensuring that taxes are only borne by the final consumer, businesses are responsible for charging and collecting the tax. This obligation to collect and remit taxes extends to all except the smallest operators.

 How does this work in practice?

 If goods come from outside the E.U., we collect VAT at the point of import, subject to certain allowances for low value imports and the goods concerned then circulate freely within the Community with a private purchaser facing no further formalities. Apart from the fair collection of revenue, it is important for us to ensure that European businesses are not placed at a competitive disadvantage by being undercut by supplies that are not subject to taxation. Collection of VAT on imports cannot be considered as an obstacle to trade and, in addition to schemes to facilitate business, our customs services use modern technology, liasing closely with carriers to ensure that imports are processed expeditiously and efficiently.

Within the Community, although as I have said the tax essentially falls on consumers, there are simple procedures for trade between businesses to ensure that tax is properly accounted for. As far as private consumers are concerned, goods ordered from an Internet trader are subject to the established internal rules for remote or distance sales. These are straightforward in operation and apply without regard to the manner in which the vendor and the customer communicate – sales from a website are treated in the same way as purchases from a catalogue or television sales show. For occasional sales, the rate of tax where the business is located applies but once the level of sales to a particular territory passes a defined threshold – typically 100,000 Euro (which is the equivalent of about $100,000) per annum – the supplier charges and accounts for tax  at the rate where the customer is located. The aim here is to ensure that local traders are not placed at an unfair disadvantage because of differences in national VAT rates and that tax is correctly collected and paid to the jurisdiction for which the goods are intended. These requirements do not apply to over-the-counter sales where the private customer simply pays the local tax inclusive price and takes the goods away, wherever he lives within the EU. Thus we have no problems with inter state commerce in goods – they are always taxed.

As I have said earlier, VAT is also applied to services. There are a number of specific exemptions such as education, medical care and financial  services generally. Otherwise, VAT applies to all services without regard to the manner of their delivery. Apart from that being the clear conclusion of our tax system, it is also as I said the expressed political intent of our governments. 

We do however need to revise and update certain aspects of VAT legislation to take account of the trends towards globalisation and changes in ways in which services can be delivered. We have a particular responsibility to ensure that European business is not left disadvantaged in the global electronic market place by unsatisfactory or unsuited tax rules.  The original  rules were drawn up in the 60’s  with the basic place of supply for taxation purposes  assumed to be where the supplier had his place of business – it probably seemed sensible enough in those days to assume that delivery of a service would generally involve the supplier and recipient being in close physical proximity to each other.  Although this has been augmented or altered for specific types of services over the years, it still leaves us in a position where, in the absence of other provisions,  the basic rule runs counter to our objective for electronically delivered services.

Let me spell out what this means from our perspective and where we need change. Currently where a supplier based outside the E.U. is dealing with an E.U. business customer, any responsibility for accounting for tax generally falls to the customer under a self-assessment mechanism (which we call the reverse charge system). No obligation therefore falls on the supplier and we intend to continue this system, reinforcing it where necessary.
More importantly however, our existing legislation has shortcomings in ensuring that services are exported from the EU free of VAT. These have the potential to constitute a major distortion of competition and place E.U. service providers at a disadvantage in relation to international competitors. They carry the risk of European business facing double taxation. This is obviously an unsustainable situation and we will move to rectify it in the very near future. At the same time we will also propose measures to ensure that all suppliers of on-line services to European consumers compete on an equal basis for tax purposes. The measures being considered are the minimal changes needed to comply with these objectives. We will continue to consult closely with interested business on how these measures should be implemented. 

External questions

The message we are getting from business is that they want a tax system that is compatible with the way they do business. There is widespread acceptance of the basic principles which I outlined – in particular that taxation should accrue to the jurisdiction of consumption. But, above all, they don’t want uncertainty about what is expected of them. 

Because their business – e-business – is global, we need through dialogue to seek a common ground between the legitimate objectives of tax administrations and the way in which the systems and protocols surrounding e-commerce develop. We also need agreement on acceptable definitions of place of consumption, services and intangibles. For such international issues we believe that the Organisation for Economic Co-operation and Development has proven itself to be the correct international forum through a programme built on close dialogue between governments and business.

You have heard from Andrew Marsland about the work and objectives of the OECD and I do not propose to cover this ground beyond noting that both the E.U. and the U.S. are active participants in this process. 

We share the view of other OECD members – a view echoed by business representatives - that the development of a fair and predictable system for applying consumption taxes to e-commerce must be a priority. There are certain trans-national aspects which none of us can resolve in isolation.  Failure to pursue these issues will only result in unilateral localised action leaving business faced with fragmented and perhaps conflicting demands.

Why is the EU pursuing this issue?

Our approach to the question of taxation of e-commerce has been motivated by two factors – protection of tax revenue and ensuring that the development of e-commerce in the E.U. is not hindered by a distortive or disadvantageous tax regime. VAT accounts for nearly a fifth of the E.U.’s Member States’ tax receipts and is a major contribution to the common budget. It is understandable that the European Commission would wish to protect the integrity of that revenue, particularly given its responsibility for the VAT system. It would be wrong however to address e-commerce solely in the context of a downside risk. The level of taxable activity in on-line e-commerce is probably modest at the moment but the Internet has the capacity to become a major economic thoroughfare and wealth-generating engine. It is essential that business in Europe is at the front of this process and is not hampered either by uncertainty about the future tax regime or by tax rules which fail to give a level playing field.

How is this to be achieved?

We accept that the changes in business and the emergence of new business models presents challenges for both business and for tax administrations – but it also presents opportunities. As I have said, the basic principles of our tax system are clear for us and what we are looking at are questions of implementation. Any changes must for us include the measures needed to remove or ameliorate aspects of the existing VAT system which may be perceived as barriers to e-commerce – it must also mean simplified and rationalised obligations for e-commerce. Indeed, I am convinced that meeting the challenges posed by e-commerce will be the most significant driving force towards modernising tax systems internationally in the future.

What are we doing?

From the outset we have said that the process of identifying and developing a tax system for e-commerce must be an inclusive one. We undertook, and are continuing with, an intensive programme of consultation with both European and international business. As part of this process, we issued a discussion paper on options for changing the tax system
. We will shortly move to the next stage which is to publish legislative proposals but continued dialogue on their implementation is vital. 

Central to our VAT system today is a requirement that anybody carrying on a taxable activity should register and account for VAT. This is our point of departure for e-commerce and is the most realistic option currently available. The administrative system must however be compatible with new business models and our approach must make the obligations on non-E.U. operators as light and as straightforward as possible. As a minimum, this should include measures to enable them to meet all their European tax obligations through registration with a single tax administration.

Where possible, we will seek to use or adapt commercial developments for taxation purposes to avoid the creation of a separate and burdensome tax regime. Together with other OECD tax administrations, we have invited business to engage in a dialogue aimed at developing business systems which facilitate electronic selling, delivery, payment and record keeping in a manner which is compatible with stated tax policy objectives. In terms of facilitation and removal of obstacles to e-commerce, we have already started a process to remove barriers to the use of paperless electronic invoicing and record keeping We are also taking steps to meet the demands of business for a reliable Internet based system to establish the tax status of their customers.  

Therefore we encourage business led proposals for tax collection and administration systems based on new and emerging technologies. There are many interesting ideas in the submissions you have received – a number of these are described as scaleable to international VAT issues and indeed some of these we have already seen. 

A high level of voluntary compliance must be our objective and our VAT system has always been essentially based on self-assessment. It is a principle which is also at the heart of the US tax system. This is the objective which we have for e-commerce and we have repeatedly stressed that to achieve it, the requirements imposed must be certain, straightforward and accessible to business. At the same time, those who are tax compliant need the reassurance that they will not face abuses of fair competition from businesses who do not respect their obligations. In the final analysis any tax system – like your own - must be underwritten by enforcement measures which make voluntary compliance an attractive option. This raises inevitable questions about how we might approach this in an electronic environment. It is obviously something any tax administration needs to consider but I can also say that we in the European Commission have no particular proposals in mind at this stage. Indeed what I would say is that as far as e-commerce is concerned, the issue is not uniquely a tax issue but needs to be considered in the more general context of enforcement of regulatory and general public policy issues on the Internet. Ways will have to be found for dealing with abuses and transgressions in areas such harmful or illegal content, intellectual property rights, protection of privacy or national security issues. These will have to respect due process and principles of natural justice and the same considerations will have to apply when it comes to enforcement of taxation.

In conclusion

Neither the European Commission nor European national tax administrations can see any convincing arguments that e-commerce needs a tax break in order to get off the ground or to prosper. The strongest message we getting from business is the need for certainty about tax obligations and that the administration of taxes be streamlined and modernised.

What the European Commission now intends to do is to commence the process of bringing our legislation into conformity with what was agreed at Ottawa last year. What we aim to do is no more than to align the legal base of our tax system with the internationally agreed principles on the applicable tax jurisdiction for consumption taxes. There should be no uncertainty about our objectives in this respect but neither should it be seen as a threat to anybody’s interests.   

This is however only one step in a process. We must continue to seek international consensus on how these objectives are to be implemented – this is what we are seeking to achieve in the OECD.

Many questions need to be resolved. At this stage, not all the long term answers are obvious. What is clear is that tax administrations must embrace the technology and creativity of e-commerce. From our perspective, we see ourselves as stakeholders in the emerging digital economy and we welcome a process of dialogue with other stakeholders.

Thank you for your attention.
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