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This report is dedicated to the memory of Luis Jaime Vazquez Caro, who died
unexpectedly on 28 September 2011, during the final stages of this project, on which he
worked as part of the CASE team. Jaime, a 1973 graduate of the International Tax
Program at Harvard University, was a well-known professional in the area of tax policy
and administration, having been the deputy tax commissioner of Colombia, and having
spent over fifteen year of his career working on tax administration reform issues first at
the IMF, and then at the World Bank. In the mid-1990s he was involved in several
projects to help in the implementation of tax and tax administration reforms in central
Europe, and was particularly concerned with the emergence of different types of VAT-
based frauds, discussed in this report. At the time of his passing, he was also working
on a project on tax administration reform in Armenia. Our condolences go to his wife
Maria Teresa and his son José Camilo, who live in Bogota, Colombia.
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Preface

This is the final report of a project on “The retrospective evaluation of elements of the
VAT system.”" This project has been led by researchers at the Institute for Fiscal
Studies, in co-operation with other members of a consortium of organisations (led by
CPB Netherlands Bureau for Economic Policy Analysis) carrying out a programme of
economic analysis of taxation for the European Commission, and with additional
contributions to this project from researchers outside the consortium.

We gratefully acknowledge the support, guidance and comments we have received
from European Commission staff throughout this project, as well as helpful suggestions
from Ingvil Gaarder and Jonathan Kesselman and detailed comments on an earlier draft
from David Holmes and Michael Keen. None of these are responsible for the views
expressed or remaining deficiencies, however.

The terms of reference for this project asked us to address the following 12 evaluation
questions:

(1) To what extent do the current VAT arrangements for cross border supplies of
goods and services maximise the potential of a genuine EU single market for
businesses and customers (for both businesses and private individuals)? What is the
range of GDP loss that could be attributed to the special rules, obligations and risks
associated to EU trade? What are the related administrative burdens and collection
costs? What are the main reasons for any infringements and/or fraudulent activity
and their extent at EU level?

(2) To what extent is the current method of collecting VAT efficient, effective and
robust, e.g. in terms of minimising the compliance cost for the enterprises and
maximising the tax revenue for national administrations whilst preventing fraud?

(3) What are the cost and impacts” (positive, negative, intended, unintended) of the
current restrictions applied to the right to deduct VAT including through the
determination of the deductible proportion (businesses carrying on exempt and
taxed activities, linked to question 4) for tax revenue (estimates of the additional tax
revenue for member states), businesses (estimates of the VAT actually borne) and

Specific Contract no. TAXUD/2010/DE/328 implementing Framework Service Contract no.
TAXUD/2010/CC/104 for the provision of economic analysis in the area of taxation.
* For example, impacts on (distortion of) competition, consumption patterns (distortion and/or deflection of
trade), etc.
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the customers? Is non-deductible VAT on business inputs the most
appropriate/efficient way of taxing such businesses?

(4) What are the cost and impacts of the current exemptions for tax revenue, businesses
and final consumers? What percentage of the member states' total consumption is
VAT-exempted?

(5) What are the cost and impacts of the current diversification of the VAT rates,
including reduced VAT rates, on compliance for businesses in particular for cross
border transactions and on collection/control costs? What percentage of the member
states' total consumption is subject to reduced VAT rates/ standard VAT rate?

(6) To what extent and how do the different cost factors of the VAT impact the
medium/large and pan-European businesses?

(7) To what extent does the current VAT framework for small businesses® help to
create the right conditions for them to grow and prosper in the single market? To
what extent and how do the different cost factors of the VAT impact them?

(8) To what extent does the current VAT acquis applied on services provided
internationally* guarantee adequate taxation (no double taxation or tax avoidance)?

(9) What are the cost and impacts of the current national VAT arrangements applied in
the member states on the bona fide traders in the context of the VAT fraud?

(10)  To what extent do the current derogations, exemptions and options® continue
to be relevant as compared with the needs they aim to satisfy? Do the benefits they
bring validate the cost?

(11)  To what extent does the current diversification of the VAT rates, including the
reduced VAT rates, continue to be relevant as compared with the needs they aimed
to satisfy? Do the original motives® for their introduction still justify their
application?

(12)  To what extent and how does the current VAT system impact the price-setting
mechanism in the short and long run?

Different scopes and thresholds applied in member states, exemptions, simplified procedures, special
schemes for farmers, etc.

Including services provided by branches/ head-offices situated in third countries to EU branches or head-
offices.

Exemptions for certain activities in the public interest (i.e. for social, educational and cultural reasons),
exemptions for other activities subject to technical concerns about applying VAT to the underlying
transactions or interference with other taxes (i.e. postal and financial services, gambling activities,
immovable property, etc.) and exemptions applied before the introduction of the VAT or at the time of
the countries' accession to the EU (i.e. passenger transportation, etc).

For example, social justice, historical motives, environmental motives, technological difficulties, etc.
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In doing so, we were asked to focus specifically (though not exclusively) on the
following seven elements:

(A) The evaluation should provide estimates of the total volume and value of domestic
and cross-border (intra-EU and extra-EU) transactions carried out by pan-European
enterprises and estimates of the administrative burden and compliance cost as a
percentage of the total administrative burden and in euros. It should also enlighten
estimates of differences in price-setting mechanisms between pan-European
(linked) companies and businesses that are independent from each other, with a
view of potential differences in VAT revenues collected.

(B) Analysis of the aspects of non-distortion of competition in the EU, including in
cross-border relations. In particular, the evaluation should analyse in detail the
impact of the VAT system and of the unequal treatment of intra-EU supplies as
compared to domestic supplies on the internal market, e.g. if and to what extent it
leads to a change in consumer choice, higher or lower prices, the creation of
barriers for new suppliers and service providers, the facilitation of anti-competitive
behaviour or emergence of monopolies, market segmentation, etc. It should also
look at the impact it has on trade barriers and if it provokes relocation of economic
activities.

(C) The analysis set out in point (B) above should cover both B2B and B2C
transactions, and notably the specific regimes (distance selling, supplies of new
means of transport, intra-Community acquisitions by non-taxable legal persons or
taxable persons without a right of deduction) which have been introduced in 1993
in order to avoid distortions of competition resulting from the differences in VAT
rates.

(D) Analysis of the impact of the VAT system on competitiveness of EU firms as
opposed to firms established outside the EU, e.g. what impact it has on the global
competitive position of EU firms, if it influences and to what extent the withdrawal
of certain products or services from the market, if it leads to new or the closing
down of business and if some products/ businesses are treated differently from
others in a comparable situation.

(E) Quantitative evidence of the impact of the diversity of rates, exemptions and
schemes applied to goods and services in the EU under the current VAT system on
the job creation, value added, economic growth, welfare gain, consumption, labour
market, national revenues, and the proper functioning of the internal market.

(F) Analysis in the more general context of the welfare and equity impacts of the VAT
system. In particular, a number of derogations applied by the member states have
been introduced for reasons of social justice (i.e. redistribution of income) or for
historical reasons (grandfathering clauses). A question to be answered in this
context is whether the redistribution effect has been achieved, if any, by applying
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specific elements of the VAT system. Also, the share of the exempt, zero, reduced
and standard rate in the total theoretical tax revenue should be estimated.

(G) Evaluation of the welfare impact of the multiple-rate VAT system. In particular, the
evaluation should examine the economic effect of the adjustments in the VAT rates
on real relative price changes.

The chapters of this report are broadly (though not precisely) organised in line with
these seven elements. At the start of each chapter we note which element(s) the chapter
addresses; we also note which of the 12 evaluation questions the chapter helps to
address, though individual chapters are not structured as head-on our answers to
individual questions: answers to several of the questions are spread across chapters.
Chapter 1 summarises the findings of the report as a whole.
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1 Executive Summary (IFS)

In the 1960s, the member states of the EU pioneered the use of VAT in place of the
variety of turnover tax systems then in operation. Over the years, VAT has become a
major source of revenue for all member states and by 2009 it raised €784bn annually —
6.6% of the EU’s GDP and 17.3% of all taxes raised.

Clearly, how well VAT works is a question that matters, especially as VAT is
considered as a tool for the fiscal consolidation taking place (or due to take place)
across much of Europe. The bigger VAT is, the more important it is to design it well.
And conversely, whether VAT works well has an important bearing on the question of
whether it is the right tax to use to raise further revenue.

VAT has many desirable properties in principle. It should not distort saving and
investment decisions, production patterns, trade and competitiveness — though it is
unlikely to raise the long-run growth rate. Although VAT taxes final consumption in a
rather roundabout way (it is levied on all transactions, with registered businesses able to
reclaim VAT paid on inputs), this has advantages: sellers do not have to distinguish
between businesses and final consumers, and it reduces the potential and incentive to
evade tax. These desirable properties are mostly displayed by the EU VAT regime in
practice as well: there is much to be said in its favour.

However, the EU VAT system also has a number of weaknesses. This is, in part,
because the economic environment in which VAT operates has changed a great deal
since the main features of the regime were put in place. The nature of business activities
has evolved. International trade has expanded dramatically — particularly in difficult-to-
tax services — and internal frontiers within the single European market were abolished
in January 1993. Technology has changed both how taxes can be operated and the
nature of what is to be taxed. Over the last two decades, piecemeal policy responses
have sought to improve the functioning of the VAT system in the face of these
developments but have left many fundamental problems unaddressed. A more radical
remodelling of the VAT system could address the significant limitations of the current
regime and allow VAT to fulfil its potential as the economically efficient tax it can, in
principle, be. Moreover, experience in New Zealand and other countries demonstrates
that such reform is possible. With its December 2010 Green Paper, the European
Commission has initiated a debate on more comprehensive reforms aimed at making
the EU VAT system simpler, more robust and more efficient.

A retrospective evaluation of elements of the EU VAT system



14

To facilitate this process, this report is directed at a retrospective evaluation of the
consequences, in economic terms, of the functioning of the most pertinent elements of
the current EU VAT system. To make policy decisions, it is necessary to compare
alternatives: both different possible designs of the VAT, and VAT as compared with
other taxes. We leave the design and analysis of alternative policies to future studies.

But what are the main weaknesses and problems with the current EU VAT regime?

Exemptions are the most obvious and probably the most economically damaging.
Where they exist, VAT is no longer a tax on final consumption, as intended. This
results in significant distortions to decisions by firms of whether to self-supply or
purchase goods and services from the market, and to competition between exempt and
non-exempt firms and between different EU countries, and, last but not least, in an
increase in compliance and administrative costs for those firms that have to allocate
input tax between exempt and taxed transactions. Through these mechanisms,
exemptions reduce productivity and output, impede the Single Market and reduce the
international competitiveness of important European industries. For instance, if
financial services firms could reclaim VAT on their inputs, the cost of financial services
to businesses would be reduced by around 3-5% in the four biggest euro-area countries
(France, Germany, Italy and Spain), leading to an increase in their international price
competitiveness of 0.16%, on average. Reducing the extent of exemptions would also
have a double dividend for governments: extra revenues that could be used to reduce
the rate of VAT or other taxes, reduce borrowing or increase spending.

Albeit to a lesser degree, the extensive use of reduced rates also causes problems. Zero
and reduced rates can be progressive and can be used to encourage use of socially
desirable goods and services. But because of the structure of VAT, they are rarely well-
targeted tools to use for either of those aims. Furthermore, they increase the complexity
of the system — thereby increasing administrative costs, litigation costs and compliance
costs — and distort households’ spending patterns, reducing welfare. Indeed, our
estimates show that it would be possible, in principle, to abolish zero and reduced rates
of VAT and compensate all households and still have revenue left over. In practice, it
would not be possible to compensate all households exactly, but changes in direct tax
and transfers can be used to ensure poor households and other vulnerable groups are
compensated, on average.

In part because there are multiple rates, the complexity of the VAT regime, along with
variations across the EU in how it operates, continues to create substantial compliance
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costs. This is particularly the case for small businesses, which is why substantial VAT
registration thresholds are one form of VAT exemption we do think is justified — they
reduce burdens on the smallest businesses. Considerable complexity is also created for
those wishing to trade across borders, although we welcome moves to simplify the
VAT treatment of trade in services. Particularly worrisome are the many differences
across member states in VAT-related administrative procedures: on average, a firm
trading in two EU15 members would have to deal with 11 such differences. Such intra-
EU differences form a source of trade costs that hamper the development of the internal
market and discourage cross-border trade. Our estimates suggest that a 10% reduction
in differences in VAT procedures could boost intra-EU trade by up to 3.7% and GDP
by up to 0.4%, although we consider these estimates very much upper bounds of the
true effects. Harmonising procedures and limiting differences in VAT rates, and more
generally reducing compliance costs, look like worthwhile goals.

Finally, the level of evasion remains a concern. The ‘VAT gap’ — the gap between
actual VAT revenues and what they would have been with full compliance — is big,
estimated at an average of 12% of liabilities in 2006. Clearly, most VAT is evaded
through transactions in the shadow economy that are not reported, followed by frauds
based on reducing the reported level of taxable sales or on exaggerating claims for
refunds of VAT paid on business inputs. Contrived insolvency fraud is also a problem,
although recent measures have reduced its extent. It is unlikely that shadow economy
fraud will be reduced by applying lower rates to the transactions that are not reported,
because it remains attractive to evade the associated income tax.

While most VAT fraud is domestic, cross-border trade is associated with particular
forms of fraud, notably missing trader intra-Community (MTIC) fraud. This arises
because of the break in the VAT ‘audit trail’ that occurs at the border, and the zero-
rating of exports. Possible strategies for tackling such problems range from making
more use of ‘reverse charging’ (whereby buyers rather than sellers are responsible for
reporting the tax due) to, more radically, moving away from the zero-rating of exports
towards a system such as the ‘VIVAT’ in which a uniform rate is applied to all
business-to-business transactions. Because compliance costs are already high for cross-
border trade, distorting trade and reducing GDP as we saw above, efforts should be
made to ensure that moves to increase compliance do not increase these further; this
makes increased cooperation, data-sharing and joint anti-fraud operations between
revenue authorities in different member states a first priority.

A retrospective evaluation of elements of the EU VAT system



16

One good measure of the extent of departures from a simple uniform VAT is the VAT
revenue ratio, which tells us that actual VAT revenues in 2008 were only 58.1% of
what they would have been if all consumption had been successfully taxed at the
standard VAT rate, or 85.4% of what they would have been if all consumption by
households had been successfully taxed and no government consumption had been
taxed. This shows that, taken together, exemptions, reduced rates and various forms of
non-compliance significantly reduce the amount of VAT that is raised.

We now go on to look at each of these features and problems, and several others.

Taxation of trade and the internal market (Chapter 3)

Broadly speaking, a destination-based VAT — one in which the VAT levied on goods
and services depends on the country in which they are consumed — should not distort
trade patterns within the European single market, since items are taxed at the same rate
regardless of their origin. But applying the destination principle can be problematic,
leading to distortions to trade and potentially higher compliance costs.

Developments in product markets (such as digital downloads), the abolition of intra-EU
border controls in 1993, and the fact that the VAT treatment of services has been
brought more into line with the VAT treatment of goods, have reduced the significance
of differences between goods and services for tax policy. Increasingly, the central
distinction is instead between business-to-business (B2B) and business-to-consumer
(B2C) trade.

For most B2B trade, a zero rate of VAT is applied to exports, with imports subject to
the VAT applicable in the importing country. In principle, this application of the
destination principle avoids distorting trade patterns.

Trade in services has traditionally been more problematic for the VAT system.
Complex and varied ‘place of supply’ rules designed to ensure the proper levying of
taxes acted as a significant discouragement to trade by increasing compliance costs.
They also made it more likely that they will be interpreted and applied differently in
different countries, giving rise to the potential for double or zero taxation where both or
neither country claims taxing rights over the supply; rules intended to prevent this exist,
but there is evidence in the legal literature that these have not always worked in a
satisfactory way. Fortunately, these problems have been significantly reduced by
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reforms in the last two years that mean a large majority of B2B services are now taxed
in the customer’s location at the VAT rate applicable at that location.

The major downside of zero-rating exports and taxing imports — the approach now
applied to most B2B services as well as goods — is that it breaks the VAT ‘chain’ (the
collection of VAT in parts from traders throughout the supply chain), opening up
enforcement risks. Measures taken to mitigate this enforcement risk have helped limit
the tax fraud that would otherwise take place, but are one of many causes of higher
compliance costs of doing business across borders, creating a barrier to trade. Given
this, it is unlikely to be the case that the present set-up represents best policy: whilst it is
beyond the scope of this report to suggest alternative policies, we note that many
proposals exist, including improved cross-border audits and radical ones such as the
‘VIVAT’ (which would establish a common EU VAT rate for B2B trade).

B2C trade falls into two broad categories, each of which has its own difficulties.

Cross-border shopping, small-scale distance-selling and some B2C services are taxed in
the supplier’s location. In these cases, consumers’ ability to choose between suppliers
charging different VAT rates can potentially give rise to economically inefficient
outcomes, with resources wasted as consumers’ choices — and therefore competition
between firms and firms’ location decisions — are driven by tax rather than commercial
considerations. However, because of the relatively small flows of trade involved, the
economic cost is likely to be fairly small. Furthermore, it is not clear to us that existing
arrangements could be improved: charging customers the VAT applicable in their
country of residence would greatly increase compliance costs and be impractical to
enforce, particularly in the case of cross-border shopping.

Distance sales above the destination country’s distance-selling threshold (either
€35,000 or €100,000), and some B2C services, are taxed according to the customer’s
location. This is useful and prevents the biggest revenue losses and distortions that
could result if all B2C sales were taxed in the supplier’s location. However, the need for
sellers to register for VAT in all member states to which they make substantial sales
does add to the compliance burden for businesses selling across borders. The distance-
selling regime can also be difficult for governments to enforce, since the tax authorities
in the destination country (to whom the VAT is due) have no jurisdictional power over
suppliers in other member states.
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VAT exemptions and the taxation of small businesses (Chapters 3 and 11)

Exemptions, by which VAT is not charged on sales but also cannot be reclaimed on
input purchases, run wholly counter to the logic of VAT as a consumption tax and are
highly economically inefficient in a number of respects:

e They result in B2C sales being undertaxed and B2B sales being overtaxed.

e They give firms an incentive to supply their own inputs (or vertically integrate)
rather than buy them, so as to reduce the amount of irrecoverable input VAT they
face.

e They create distortions in competition when exempt firms compete with non-
exempt firms, or when competing exempt firms in different EU countries face
different costs as a consequence of being charged different VAT rates on their
inputs.

e ‘Partial exemption’ — a widespread situation whereby some of a firm’s activities are
exempt and some are not, leading to a need to allocate inputs between the exempt
and the non-exempt activities — causes particular problems, adding to firms’
compliance costs in determining correct allocations and creating tax avoidance
opportunities (and corresponding anti-avoidance work for governments). The
variation across countries in methods for allocating inputs can also have trade-
impeding effects by increasing the costs of cross-border sales.

Despite these problems, large areas of economic activity are exempt or (equivalently)
outside the scope of VAT. The effective exemption of much of the public sector and of
services in the public interest is a clear weakness of the EU VAT regime, with little
justification (if such services are seen as socially desirable, they can be supported in
less economically damaging ways).

The exemption of financial services is similarly damaging, and financially costly
(estimated at around €11bn of forgone VAT revenues for the UK alone). VAT increases
their production costs, putting EU financial firms at a competitive disadvantage
compared with the financial services sector outside the EU, and has a cascading effect,
increasing other domestic and export prices. Input—output calculations for the four
biggest EMU countries (France, Germany, Italy and Spain) show that non-recoverable
VAT increases the costs of intermediate inputs to the financial services sector by 6.9%
on average. Allowing financial services firms to recover the VAT on their inputs would
therefore make EU firms more competitive: by cutting the cost of producing financial
services, we estimate that it would reduce the price of financial services by 3—5% in the
four biggest euro-area countries with consequential price reductions for other sectors
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using financial services as inputs. Overall, these four countries would see their terms of
international price competitiveness improve by 0.16%. It is beyond the scope of this
study to suggest specific reforms, but we note that there are a number of serious and
credible proposals for bringing financial services into VAT (or an equivalent tax).

Of the major areas where VAT exemption is applied, the most defensible is the VAT
registration threshold applied to small businesses. Despite the disadvantages of
exemption, substantial registration thresholds are probably a price worth paying for
avoiding disproportionate administrative and compliance costs for small businesses.
There may also be a case for applying simplified flat-rate schemes to small businesses;
however, the case for some other small business regimes currently in operation seems
less compelling. Optional schemes invite traders to see which option is better for them
by calculating their liabilities under both scenarios, potentially combining maximum
effort (and hence compliance costs) by the trader as they make the calculations and
maximum revenue loss for government. Graduated thresholds can easily complicate
rather than simplify the system and such a scheme in Finland does not appear to have
significantly reduced the barrier to growth caused by VAT registration.

Costs of administration and compliance (Chapter 4)

Evidence on the cost to government of administering VAT is very limited: the only
figure we have been able to find is for the UK, at 0.7% of VAT revenue. However,
there is broad agreement in the literature that more complex legislation (e.g. many
exemptions, rate differences and special schemes) increases costs, as does having
onerous procedural requirements (e.g. more frequent returns). Having many small
clients also raises costs in relative terms, which is one reason why significant VAT
thresholds are a good idea (see above).

The cost to business of complying with VAT obligations has been more extensively
studied and documented. Compliance costs are substantial according to most studies,
but the range of estimates is wide. Early studies for the UK, Australia and New Zealand
reported compliance costs between 2% and 9% of VAT collected; more recent
estimates range from a low of 0.3% reported in a study of Denmark, to as high as 8% or
even 25% of VAT collected, as shown in studies of Croatia and Slovenia. One problem
in drawing broad conclusions is that part of this variation reflects different
methodologies used in the studies. However, some cross-country studies do exist and
these show that compliance costs vary substantially, with them being particularly high
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in the EU’s newer members. Compliance with consumption taxes (mainly VAT) takes

less time — and is presumably less costly — in countries where:

e VAT is administered by the same tax authority as the corporate income tax;

e online filing and payment are in place;

e VAT returns are required less frequently and require less information and
accompanying documentation;

e rule changes are less frequent.

There is a strong consensus in the literature that, because much of the cost of complying
with VAT is fixed (i.e. incurred regardless of the level of sales), compliance costs are
relatively more burdensome for small businesses. Quantification of this is scarce, but
one study of Croatia (admittedly not yet an EU member) found that compliance costs
represented 3.9% of turnover for unincorporated businesses but only 1.5% of turnover
for firms with more than six employees.

Compliance costs are also particularly high for cross-border trade — though some of the
reporting requirements associated with trade would be needed even in the absence of
VAT itself. To date, there is little convincing quantification of the compliance costs of
doing business across borders, but indirect estimates of their effects on trade are
discussed further below (see The effects of VAT and VAT compliance costs on trade).

Existing estimates do not give any indication that the compliance costs of VAT are
falling over time, though it may be that the effects of e-filing and other initiatives are
not yet visible in the data.

VAT fraud and evasion (Chapter 4)

The ‘“VAT gap’ — the gap between actual VAT revenues and what they would have
been with full compliance — is big, estimated at an average of 12% of liabilities in 2006.
It should be stressed, however, that not all of the VAT gap is due to outright fraud: it
also includes non-payment arising from innocent error, legitimate tax avoidance
measures or business failure.

The literature suggests that levels of compliance are associated with a number of
‘behavioural’ or ‘institutional’ factors that bear on a tax based on voluntary compliance:
compliance is higher where the public have greater trust in institutions, corruption is
lower, and the courts and legal process work efficiently. There is also evidence that
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compliance rates are associated with ‘policy’ factors, with some evidence that
compliance is higher where there are fewer VAT rates and where VAT rates are lower.

While most VAT fraud is domestic, cross-border trade is associated with particular
forms of fraud, notably missing trader intra-Community (MTIC) fraud. This arises
because of the zero-rating of exports and the break in the VAT audit ‘trail’ that occurs
when the taxing jurisdiction cannot verify transactions before import or after export.
Possible strategies for tackling non-compliance in the cross-border context range from
increasing cooperation between revenue authorities in enforcement and audit
procedures to making more use of ‘reverse charging’ (whereby buyers rather than
sellers are responsible for reporting the tax due) or, more radically, moving away from
the zero-rating of exports towards a system such as the ‘VIVAT’ in which a uniform
rate is applied to all B2B transactions.

There is a natural link between tackling non-compliance on the one hand and
compliance burdens and administrative costs on the other: governments adopt onerous
reporting requirements and enforcement activities largely in order to ensure
compliance. We find that countries that impose higher compliance burdens actually
tend to have more non-compliance. This most likely reflects the fact that countries with
large VAT gaps feel the need to take more stringent and burdensome anti-fraud action.
We believe more detailed research on the working of particular anti-fraud policies is
required.

The extent of differences in VAT rates and administration (Chapter 5)

The extent of diversity in VAT policy and procedures across member states, one driver
of compliance costs, can be characterised by calculating ‘VAT regime dissimilarity
indices’. These are summary indicators that capture, for each pair of EU countries, the
bilateral differences across many different aspects of national VAT regimes, including
VAT rate structure, implementation regulations and the efficiency of the VAT regime.

One important conclusion from this work is that differences in the rates of VAT applied
to different goods and services are a relatively small component of the overall
differences in the VAT systems of member states. In one way, this is reassuring: the
limits on how rates can vary that are part of the EU VAT Directives may be leading to a
degree of harmonisation and simplification. But, market pressures from cross-border
shopping may also limit how much VAT rates can differ across countries.
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There are, however, many differences across member states in VAT-related
administrative procedures. Such intra-EU differences could form a source of trade costs
that hamper the development of the internal market and discourage cross-border trade.
Out of 30 different administrative and procedural VAT rules included in the index, an
average of 11 differ between each EU15 country pair. By contrast, the countries that
joined the EU in the major enlargement in 2004 have fewer administrative differences
in their VAT regimes than the EU1S5 countries. A possible reason is that these countries
were able to start a VAT system from scratch and have chosen to adapt best-practice
procedures from the EU15 countries. A similar assessment and adoption of best practice
by older EU members would lead to a significant simplification of rules, reducing
cross-border compliance costs and potentially boosting intra-Community trade.

The effects of VAT and VAT compliance costs on trade (Chapters 6 and 7)

National differences in VAT regimes can affect trade in the Single Market by
increasing the costs of border-crossing trade flows relative to domestic sales, e.g.
through the need to familiarise and comply with different procedures by country. Such
costs are likely to bear relatively heavily on small and medium-sized businesses which
may only be trading small volumes, creating a real market-entry barrier and anti-SME
bias in intra-European trade. They may also distort and complicate firms’ decisions of
whether to export or set up local subsidiaries, which is likely to be a particular problem
for firms that organise complex trade networks in intermediate goods. Finally, VAT
regime differences can affect consumers’ decisions. Cross-border shopping and
distance-selling mean that consumers can take advantage of lower rates of VAT in other
countries, especially in border regions. And, more generally, exemptions and variation
in VAT rates can affect what consumers buy by changing relative prices differently in
different countries.

Whilst we are unable to distinguish between these separate effects in our quantitative

analysis, we can and do investigate how trade flows are related both to the dissimilarity

indices described above and to VAT compliance costs. Allowing for other factors such

as proximity and shared language, we find that higher trade volumes are associated

with:

e similarity in administrative procedures and in the VAT rates applied to specific
goods and services;

e the destination country imposing fewer VAT regulations beyond those required by
EU law;

e the destination country imposing larger compliance burdens in other respects;

A retrospective evaluation of elements of the EU VAT system



23

e the origin country imposing larger compliance burdens.

We do not find all these results plausible. Remember that we are assessing statistical
relationships which need not imply causal relationships. It may be that some
characteristic, which we cannot control for, helps to determine both VAT policy and
trade patterns independently: e.g. that certain kinds of country are disposed both to
adopt certain kinds of policy and to trade with each other.

Using some of the more plausible results of this estimation, we can simulate the effects

of changes in VAT policy on trade, GDP and consumption, assuming that the

relationships we observe are causal. We find that:

e removing all VAT obligations beyond EU requirements would increase intra-EU
trade by 2.6%, GDP by 0.2% and consumption by 0.2%;

e a 10% reduction in the dissimilarity of general VAT obligations would increase
intra-EU trade by 3.7%, GDP by 0.4% and consumption by 0.3%;

e a 50% reduction in the dissimilarity of rates for specified goods and services would
increase intra-EU trade by 9.8%, GDP by 1.1% and consumption by 0.7%;

e moving to identical VAT rates across countries on specified internationally-traded
services would increase intra-EU trade by 6.5%, GDP by 0.7% and consumption by
0.5%.

We believe these are likely to be overestimates since they assume causality is all one

way (from VAT to trade patterns). To help give a sense of plausible magnitudes of the

effect of VAT compliance costs on trade, we consider two further simulations that do
not suffer this problem and that show the effects of eliminating all VAT compliance
costs under illustrative assumptions as to their size. These show that:

e if the VAT compliance costs associated with intra-EU trade were equivalent to 1%
of firms’ sales, eliminating them would increase intra-EU trade by 4.3%, GDP by
0.4% and consumption by 0.3%;

e if VAT compliance costs were 3% of turnover, eliminating them would increase
intra-EU trade by 13.3%, GDP by 1.4% and consumption by 1.0%.

It is also possible to assess the impact of compliance costs on the international price
competitiveness using a different model. Our analysis is confined to the four largest
EMU countries, and finds that complete elimination of compliance costs would reduce
the price of tradable goods by 0.9% in France, 0.7% in Germany, 1.3% in Italy and
1.7% in Spain, although this effect may reduce in the long run as exchange rates adjust.
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Clearly, VAT policy could potentially have quite significant effects on trade patterns
and the wider economy. In principle, harmonising procedures and limiting differences
in VAT rates, and more generally reducing compliance costs, therefore look like
worthwhile goals.

VAT, external competitiveness and macroeconomic performance (Chapters 7 and
11)

Shifting from personal or corporate income taxes towards greater use of consumption
taxes such as VAT can affect competitiveness. Since standard income taxes reduce
incentives to save and invest and therefore reduce capital accumulation in the economy,
moving to VAT leads to a rise in overall productivity and an improvement in
competitiveness even after prices and exchange rates have adjusted. But there is no
compelling reason to believe that shifting the tax mix towards VAT should increase the
economy’s long-run growth rate.

However, in the short run — before prices have time to adjust fully — a shift between
different tax bases can have larger and somewhat different effects on trade and
economic performance. In this report, we use the Prometeia international
macroeconomic model to examine the short-run macroeconomic effects of a shift of 1%
of GDP towards VAT instead of personal income tax, corporate income tax or
employer social security contributions (SSCs). We find that such a shift could have
significant short-run effects not only on the EU’s terms of trade and trade balance, but
also on GDP, consumer prices, employment and the public sector budget balance. Shifts
from income tax and SSCs have the most beneficial impacts on GDP and employment,
whilst shifts from corporate income tax improve public finances the most. However,
over time as prices and exchange rates adjust, we would still expect the predictions of
theory — essentially, that greater use of VAT will encourage investment and boost
output slightly, but have no direct effect on competitiveness — to hold.

Existing simulations based on ‘general equilibrium’ modelling — including studies
undertaken for the European Commission using the QUEST model — support these
theoretical predictions. Cross-country studies also provide some evidence that a greater
reliance on VAT acts to increase the level of GDP. However, the results of general
equilibrium models are sensitive to the particular assumptions made (e.g. how wages
are determined). In our own analysis, we are able to replicate the findings of the cross-
country studies, but there is good reason to believe that these estimates are biased.
Using more robust methodologies, we do not detect an effect of more reliance upon
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VAT on the level of GDP, but that may be because our models are too demanding of
the limited data available. So while we are unable to find clear evidence that shifting
the tax mix towards VAT does increase GDP, nor can we rule it out. The impact of
VAT on unemployment is also unclear, and we can find no evidence of an impact on
aggregate consumption.

As far as aggregate tax revenues are concerned, in line with similar studies, we find no
robust evidence that adopting a VAT is associated with an increase in overall tax
revenues. Nor do we find robust evidence that increasing use of VAT leads to an
increase in overall tax revenues. Finally, we estimate that a 1 percentage point increase
in the standard rate of VAT is typically associated with an increase of only 0.4
percentage points in the amount of VAT actually collected as a proportion of
consumption. This is a reminder of the importance of reduced rates, exemptions and
non-compliance; but more than that, since 0.4 is somewhat below the average VAT
revenue ratio in the EU, it implies that increases in standard rates of VAT tend to be
accompanied by falls in the VAT revenue ratio.

How does VAT affect prices? (Chapter 8)

Economic theory predicts that a number of factors should affect the extent to which
firms pass on VAT into consumer prices, including the competitiveness of markets and
the responsiveness of demand and supply to prices. Pass-through of a VAT change for a
specific good is likely to be less than that for a broad-based VAT change, since a
change that applies only to a narrow category of goods opens up more possibilities of
substitution towards other goods.

All this implies that it should be possible to observe a wide range of price responses to
VAT rate changes. Existing empirical work and new case studies included in this report
broadly bear this out and find support for the predictions of theory. Estimates of pass-
through vary widely (from 0% to 163%), as expected. Pass-through tends to be nearer
100% in more competitive markets and for more broad-based VAT changes. The long-
run extent of pass-through seems to be achieved rather quickly — after the first few
months there is little sign that prices adjust any further, and in some cases prices may
adjust even before a reform is implemented. There is some evidence that short-run pass-
through may be higher for tax rises than for tax cuts.
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VAT rates and structure (Chapters 9 and 10)

Reduced rates of VAT and, in certain countries, zero rates are pervasive features of the
European system of VAT — though the extent to which they are used varies widely
between countries. The principal motives for using reduced (and zero) rates are to help
poorer households and to change behaviour in ways perceived to be desirable. In both
cases, we find that VAT rate differentiation can help to achieve these objectives, but it
is usually an inefficient means of doing so.

While VAT rate differentiation can be progressive, other taxes and transfers can target
the rich and the poor more directly, achieving more redistribution for a lower cost.
Hence, the case for reduced (and zero) rates of VAT on items such as food and
domestic energy for redistributive purposes is weak. Similarly, the particular features of
VAT mean that it is rarely well targeted for encouraging the use of ‘socially beneficial’
goods and services. Reduced rates of VAT can only encourage purchases by final
consumers, when often business use of the goods in question can be equally beneficial
(such as for environmental products); and the encouragement provided is proportional
to price, when often the benefit from consumption is no greater for more expensive
varieties of the good in question. Specific subsidies may be better targeted.

We find reduced rates of VAT for ‘labour-intensive services’ more justifiable. Many of
these services are substitutes for do-it-yourself (DIY) home production. Taxation in
general creates distortions that encourage households to rely more than they otherwise
would on such DIY and to buy less from, and work less in, the market economy.
Reduced rates of VAT can be used to offset these distortions and can therefore boost
productivity and formal economic output. They may also reduce the incentive to evade
VAT (by reducing the gain from doing so) in activities that are generally seen as
particularly liable to evasion (e.g. paying a painter or plumber in cash with no receipt),
although the concurrent evasion of the income tax may be a more important factor.

However, having different VAT rates for different products adds to the complexity of
the system. Firms face extra compliance costs (and governments extra administration
costs) to ensure that products are correctly categorised; particular problems occur at
boundaries between products, where uncertainty and litigation are common results.
More zero- and reduced-rated outputs mean a higher chance that deductible VAT on
firms’ input purchases exceeds the VAT due on their sales, with the resulting refunds a
notoriously difficult administrative area. And greater rate differentiation within
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countries means greater disparities between countries as well, with implications for
distorting trade patterns of the kind already discussed.

Furthermore, reduced rates of VAT distort households’ spending patterns and tend to
reduce welfare. We estimate the effect of reduced and zero VAT rates on welfare for
Belgium, Germany and the UK, putting to one side the issue of the effects of VAT on
work and DIY. We find that while removing all zero and reduced rates and using the
revenue to reduce the main rate would, on its own, be regressive, the fact that
consumption decisions would be less distorted means that governments could, in
principle, redistribute the gains of the winners to the losers and still have revenue left
over. That is a measure of the economic efficiency loss associated with VAT rate
differentiation. We estimate this ‘surplus’ revenue — the welfare gain — at €0.17bn (or
€0.74 per week per household) in Belgium, €5.8bn (or €3.10 per week per household)
in Germany and €1.3bn (or €1.07 per week per household) in the UK. While the
modelling is not robust enough to justify putting too much emphasis on these exact
numbers, the results demonstrate that reduced rates of VAT, taken together, do reduce
overall welfare. There are better and less damaging ways to redistribute and to
encourage use of socially desirable goods and services, although reduced rates for
labour-intensive services and others that can encourage work (e.g. for childcare) do
look justifiable despite the costs.

Final thoughts

This summary provides the key findings and assessments of a major evaluation of the
existing EU VAT system. Reading it, one may be struck by the number of faults and
issues we highlight. We do not want to be relentlessly negative: virtually all taxes have
problems, distort firm and consumer behaviour to some extent, and entail costly
compliance burdens. The idea of a consumption tax that underlies and is largely
embodied in the EU VAT system is a good one: such a tax is efficient, and avoids
distorting business decisions and the internal market. However, there are significant
shortcomings with the existing system. Exemptions, a proliferation of reduced rates,
and significant variation in rules and procedures across countries increase compliance
costs for businesses, distort trade and business and consumer choices, and reduce
productivity and GDP. Assessing how to address these problems and choosing the most
efficient and cost-effective solutions lie beyond the scope of this retrospective
evaluation. But it is our view that there is considerable scope for beneficial policy
development, and we hope that by providing evidence of the main problems with the
existing system, this study can help that process.
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2 Introduction: VAT in the European Union (IFS)

This chapter contributes towards answers to the following evaluation questions in the

project Terms of Reference:

4) What are the cost and impacts of the current exemptions for the tax revenue,
the businesses and final consumers? What percentage of the member states' total

consumption is VAT-exempted?

) What are the cost and impacts of the current diversification of the VAT rates,
including the reduced VAT rates, on compliance for businesses in particular for cross
border transactions and on collection/control costs? What percentage of the member

states' total consumption is subject to reduced VAT rates/ standard VAT rate?

Summary

e VAT is a significant source of revenue in all EU member states, accounting for
6.6% of the EU’s GDP and 17.3% of all taxes raised across the EU as a whole. It is
a central plank of policy at both EU and national levels.

e As a consumption tax, VAT has important economic advantages: in broad terms, it
avoids discouraging saving and investment, and it avoids the economic inefficiency
associated with taxing inputs to the production process.

e The fractional collection mechanism by which VAT is collected — collecting the tax
from traders throughout the supply chain in proportion to the value added at each
stage of production — also has significant practical advantages.

e Member states’ choice of standard VAT rate and use of zero and reduced rates is
somewhat restricted by EU rules. Nevertheless, national governments retain — and
use — considerable discretion over their VAT rate structures. Exemptions are very
different from zero and reduced rates since (contrary to the basic thrust of VAT) tax
paid on inputs to production cannot be reclaimed.

e Owing to the combination of varying use of reduced rates and exemptions and
varying degrees of non-compliance, the relationship between the standard rate of
VAT and the revenue yield varies widely across countries.
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e Taxing goods and services in the country where they are consumed (rather than
where they are produced) helps to avoid distorting competition between firms in
different countries. However, a number of complications mean that the impact of
VAT on the functioning of the internal market might not be as benign as this broad
description suggests.

2.1 Introduction

VAT is a central plank of policy at both EU and national levels. All EU member states
must operate a VAT as a requirement for membership, and it raises large amounts of
revenue in all of them. Uniquely among the major taxes, many of the rules for how
VAT works are set out in common at the EU level, now predominantly in Council
Directive 2006/112/EC of 28 November 2006 on the Common System of Value Added
Tax — sometimes abbreviated to CVSD’ or RVD? and often known simply as ‘the VAT
Directive’— although some derogations from the common rules are in place for
individual member states, and many aspects of policy are left to member states’
discretion.

This chapter provides an overview of VAT in the EU. We begin by describing the
significance of VAT in revenue terms. The rest of the chapter then describes the basic
properties of VAT, moving from the general to the specific. Section 2.3 describes the
key economic properties of consumption taxes in general; section 2.4 explains how
VAT implements a consumption tax, while section 2.5 discusses rate structures and
exemptions before touching briefly on non-compliance. Finally, section 2.6 lays the
ground-work for understanding cross-border aspects of VAT. In the course of the
chapter, we highlight issues that are examined in depth in the remainder of this report.

2.2 VAT as a source of revenue

VAT is one of the main sources of government revenue in all EU member states.
Across the EU as a whole, VAT brought in €783.7 billion of revenue in 2009, 6.6% of
the EU’s GDP and 17.3% of all taxes raised.

But while VAT exists in all 27 EU member states, it plays a far bigger role in some than
in others (see Table 2.1). In 2009, VAT accounted for over 30% of Bulgaria’s tax

7 For ‘Common VAT System Directive’ (see eg de la Feria, 2009).
8 For ‘Recast VAT Directive’ (see eg Terra and Kajus, 2011) — ‘recast’ because the 2006 directive largely
recast material previously contained in the old First and Sixth VAT Directives.
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revenue, but less than half that proportion in Italy and Spain; it accounted for more than
10% of GDP in Denmark, with that measure of importance again lowest in Italy and
Spain at 5.7% and 4.1% of GDP respectively.

Table 2.1. VAT revenue across the EU, 2009

Country € billions % of total tax revenue % of GDP
BE 23.6 16.0 7.0
BG 3.2 31.2 9.0
Cz 9.8 20.7 7.1
DK 22.5 21.0 10.1
DE 177.7 18.7 7.4
EE 1.3 25.2 9.1
IE 10.2 22.7 6.4
EL 14.9 21.1 6.4
ES 434 13.5 4.1
FR 129.4 16.3 6.8
IT 86.5 13.2 5.7
CY 1.5 26.0 9.1
LV 1.1 22.5 6.0
LT 2.0 25.2 7.4
LU 2.4 16.7 6.2
HU 7.8 21.3 8.4
MT 0.5 22.9 7.8
NL 40.1 18.4 7.0
AT 22.2 18.9 8.1
PL 23.1 234 7.4
PT 12.0 23.0 7.1
RO 7.9 24.8 6.7
SI 3.0 224 8.4
SK 4.2 23.3 6.7
FI 15.0 20.3 8.8
SE 28.2 20.7 9.7
UK 90.4 16.6 5.8
EU-27 (weighted) 783.7° 17.3 6.6
EU-27 (unweighted) ' 21.0 7.4

*Total VAT revenue across the EU, corresponding to an average of €29.0 billion per country.

Source: European Commission (2011a)

The fact that the arithmetic (unweighted) averages of these figures across the 27
member states are significantly higher than the GDP-weighted averages (equivalent to
the percentages for the EU as a whole) indicates that VAT typically plays a greater role
in the smaller countries of the EU than in the larger countries.
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In absolute (cash) terms, of course, the reverse is true: much more revenue is raised in
the larger countries. 62% of the €784 billion of VAT revenue collected across the EU in
2009 was raised in the four largest economies — Germany, France, the UK and Italy —
with Germany alone bringing in nearly a quarter of EU-wide VAT receipts.

Figure 2.2. Average VAT revenues across the EU-27 since 2000
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Figure 2.2 shows that the average revenue yield of VAT was broadly stable over the
course of the 2000s, with only a slight rise in the mid-2000s before falling back again.
However, EU-wide revenue data are only available up to 2009. Standard VAT rates —
which were also stable up to 2008 — have risen since then in the wake of the recent
financial crisis, increasing from an average of 19.4% in 2008 to 20.7% in 2011 (Figure
2.3). 16 of the 27 EU member states now have higher standard VAT rates than they did
in 2008. Governments across Europe seem to be looking to VAT to contribute to the
fiscal consolidations that have suddenly become a high priority. We hope that this
report helps policy-makers and others to understand better the advantages and
disadvantages of VAT as a source of revenue. We also hope that it can contribute to
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reforms that improve the design of VAT — and the higher rates of VAT become, the
more important it is that it be designed well.

Figure 2.3. Average standard VAT rate across the EU-27 since 2000
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2.3 Taxing consumption

VAT is essentially a tax on consumption expenditure. A pure consumption tax has
important economic advantages. In particular, while (like other taxes) it discourages
work, it avoids two distortions created by other taxes.

First, taxing only final consumption means that no net tax is levied on intermediate
inputs (purchases made by firms for their business). This is crucial for preserving
production efficiency: in other words, for ensuring that there is no unutilised scope for
the economy to produce more of one good without having to produce less of others,
which would clearly be wasteful.

People’s welfare depends on the goods and services they consume. Governments might

have reasons for wanting to influence how much of different goods and services people
consume; but those goods and services should still be produced as efficiently as
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possible. Since the prices of final consumption goods can be influenced directly by
adjusting tax rates on the final product, taxes on intermediate inputs cannot be helpful:
they may affect the prices of the final consumption goods they are used to produce; but
since the prices of consumption goods can be influenced more directly by setting tax
rates on different goods and services, using taxes on intermediate inputs is an inefficient
tool to use. If, left to themselves, firms would produce goods and services in the
cheapest, most efficient way possible, all that taxes on intermediate inputs can achieve
is to distort firms’ choices of how to produce goods and services away from the most
efficient way.®

In cases of market failure, firms’ private choices of how to produce things might not be
efficient, and therefore taxing intermediate inputs might be desirable: for example,
environmentally harmful carbon dioxide emissions ought to be discouraged by taxation
(or equivalent) whether generated by final consumption or in the production process.
Notwithstanding such exceptions (which are often dealt with by separate measures
outside the VAT system), the general case for avoiding taxation of intermediate inputs
remains a powerful one. The fact that VAT generally does avoid taxation of
intermediate inputs — in marked contrast to the ‘multi-stage’ (or ‘cascade’) taxes which
it replaced in many countries — is therefore a strength. Later in this chapter we will
encounter the one area where VAT does tax intermediate inputs: exemptions,
considered in depth in the next chapter.

The second major advantage of consumption taxes is that they avoid discouraging
saving and investment. Only money that I spend is taxed; earnings that I save and invest
are not taxed until I come to spend them (and any returns earned in the meantime) later.
Most economists regard avoiding discouragement to saving and investment as
desirable, though there is considerable debate around this.!® The fact that VAT does not
discourage saving and investment stands in stark contrast to personal and corporate
income taxes (and capital gains taxes). Though often with major exceptions, standard
income taxes are typically charged on the full income from savings and investments.!!

° Diamond and Mirrlees (1971).

10 Major recent contributions to this debate include Mirrlees et al (2011), Banks and Diamond (2010) and
the associated commentaries by Hall (2010), Kay (2010) and Pesticau (2010), and Auerbach (2009)

1 Corporate income taxes typically give some allowance for the depreciation of capital assets, but not a full
deduction for the cost of capital, which would be the equivalent of what VAT does and is what would be
needed to avoid discouraging investment.
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Note too that, unlike systems which tax labour earnings but simply exempt investment
income (or tax it at a reduced rate), VAT does not provide scope for avoiding tax by
converting labour income into capital income — the source of major practical difficulties
in direct tax systems across Europe and the world. This is because income from
whatever source is taxed equally when it is spent. Thus people who earn exceptional
returns to their savings (whether through luck, skill or devices to convert labour income
into capital income) do pay more tax on those returns. Disincentives to save are instead
avoided by declining to levy tax up-front on earnings that are saved rather than spent,
targeting those whose decision whether to save or spend is marginal (and so whose
incentives matter) rather than those whose prospect of earning exceptional returns
means that they would save in any case. '

So far we have discussed the properties of an idealised ‘pure’ consumption tax from the
point of view of economic efficiency. In practice VAT does exhibit these properties to a
large degree, but not entirely. And to assess other aspects such as the distributional
impact of VAT we must consider its rate structure. To identify more specific properties
of VAT we must look at how VAT actually works.

2.4 How VAT works?®3

VAT taxes all sales, whether wholesale or retail, but allows registered traders to deduct
the tax charged on their inputs. It is therefore a tax on the value added at each stage of
the production process. Since the value of the final product is the total of the value
added at each stage of production, the tax base—total value added—equals the value of
final sales. Consequently, the tax is in effect imposed on the value of the final product
but is collected in small chunks from each link in the supply chain. VAT charged on
sales to registered traders who sell on an item or use it in production can be reclaimed
by the purchaser; only VAT on retail sales cannot be reclaimed. VAT therefore taxes
only final consumption and leaves production decisions undistorted.

It is worth illustrating how the system works with a very simple example.'* Suppose
firm A makes a sale to firm B for €100 plus 20% VAT—€120 in total—remitting the

12 The importance of combining the non-taxation of amounts saved with this taxation of ‘excess’ returns is
emphasised by Mirrlees et al (2011).

13 Parts of the descriptions in this and the following section draw heavily on work done previously by one
of the present authors and published in Mirrlees et al (2011).

14 The example illustrates the ‘invoice-credit’ method of implementing a VAT. This is universally used in
the EU (and in most of the rest of the world), though there are other ways in which a VAT can be
implemented.
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VAT to the tax authorities.” Firm B uses what it has bought to make products worth
€300; €60 VAT is due when these products are sold to firm C, but B can also reclaim
the €20 VAT charged on its inputs. And, similarly, C can in turn reclaim the €60 VAT
on its input purchases. Firm C, a retailer, sells its products to final consumers—
households—for €500 plus €100 VAT.

Table 2.2 illustrates the VAT payments in this simple supply chain from two
perspectives which bring out the two key features of VAT. The top panel shows the
VAT payments associated with each transaction. When firm A makes a €100 sale to
firm B, A charges €20 VAT on the sale, but B can reclaim the same €20, so there is no
net revenue raised from the transaction. Similarly, the €60 VAT due on B’s sale to C is
reclaimed by C. Only sales to final consumers generate a net VAT liability, and the
total revenue raised is 20% of the value of this final consumption. No net tax is levied
on intermediate inputs; the pattern of activity in the supply chain generating the final
product is irrelevant to the tax burden, and so is not distorted.

Table 2.2. A simple supply chain with 20% VAT

VAT charged VAT reclaimed Net VAT

on sales on input liability
purchases

Analysis of transactions

Sale from firm A to firm B for €100° €20 €20 €0
Sale from firm B to firm C for €300” €60 €60 €0
Sale from firm C to consumer for €500° €100 €0 €100
Analysis of firms

Firm A €20 €0 €20
Firm B €60 €20 €40
Firm C €100 €60 €40

* Price excluding VAT, which is shown separately in the next column.

The bottom panel of Table 2.2 shows the VAT remitted by each firm. Firm A makes
sales of €100 plus VAT with no purchased inputs in our example, so it simply remits

15 VATis usually expressed in tax-exclusive terms: a 20% VAT rate means that liability is 20% of the
price excluding VAT (20% of €100 = €20). This is unlike income tax, for example, which is expressed in
tax-inclusive terms: as a percentage of income including (i.e. without deducting) the tax itself. A 20% tax-
exclusive rate is equivalent to a 16.7% tax-inclusive rate (16.7% of €120 = €20).
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the €20 VAT on the sale. Firms B and C each add €200 to the value of the goods, and
so each has a net liability of 20% of that (€40). B transforms €100-worth of inputs into
€300-worth of outputs, so deducts €20 input VAT (20% of €100) from its €60 output
VAT (20% of €300), remitting a total of €40. C is liable for €100 output VAT on its
€500 sales, less €60 input VAT on its €300 purchases, also remitting €40 in total. Each
firm pays 20% tax on the value it adds; in other words, responsibility for remitting the
€100 tax on the total value of the final product is divided across the supply chain in
proportion to the value added at each stage.

An alternative, which achieves the objective of taxing only final consumption but
without dividing liability across the supply chain in this way, would be to make a legal
distinction between wholesale and retail sales and tax only the latter. This is the
approach of the retail sales tax (RST) which currently operates in most states of the US.
This would appear more straightforward, and means that only firms selling to retail
customers (firm C in our example) need face the cost of complying with the tax.

The fact that VAT is collected ‘fractionally’ rather than as an RST is an important
administrative feature, but it should not affect the ultimate economic incidence of the
tax. It is a basic tenet of the economics of taxation that changing the legal identity of the
taxpayer should not change who ultimately bears the burden of a tax, at least in the long
run. Prices are determined by supply and demand; if the identity of the taxpayer
changes, prices will adjust so that the price paid by the buyer and the price received by
the seller remain unchanged. In the example above, if Firm A and Firm B know that the
government is going to take €20 of VAT from A and redistribute it to B, the sale will
simply take place at a (tax-inclusive) price €20 higher to reflect that. In other words,
Firm A charges €100 + VAT regardless of whether the VAT is zero or 20%, thus
undoing the redistribution — B pays A the VAT that must be remitted, safe in the
knowledge that he can reclaim the VAT from the government. The result will be no
different from the case where no VAT is levied until final sale; only the net VAT levied
on the final product has any economic (as opposed to administrative) effect.

That does not mean that VAT will necessarily always be passed on in full to consumers:
it is possible that firms will hold down consumer prices and that the burden of VAT
will therefore be passed on to workers (in lower wages) or shareholders (in lower
profits) at some earlier stage in the supply chain. The degree to which VAT is passed
through to consumers is the subject of Chapter 8 of this report. But in the long-run the
degree of pass-through should be the same for a VAT as for an RST.
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While the economic effects of a VAT and an RST are the same, VAT has significant
administrative advantages.

First, drawing the distinction between wholesale and retail sales is difficult in practice.
An RST requires sellers to establish whether their customers will use their products for
business or consumption. But there is little incentive for sellers to draw the distinction
correctly, making misclassification and significant loss of revenue possible. In contrast,
VAT requires buyers to establish whether they have used their purchases for business
rather than consumption. Since only registered traders deduct VAT on their purchases,
misclassification of purchases as inputs rather than consumption would normally
require people to register for VAT and commit outright fraud. Despite taking a less
direct approach than the RST to taxing only final consumption, VAT is more likely to
be successful in achieving this goal."®

More importantly, dividing VAT liability across all links of the supply chain means that
any one trader evading VAT escapes with only the tax due on the value added in that
part of the supply chain, not the VAT due on the whole value of the product. This
lessens the incentive for traders to attempt evasion. Traders’ claims for deduction of
input VAT also require an output VAT invoice from their supplier, so traders buying
inputs have an incentive to ensure that their supplier invoices the VAT in full (if not
necessarily remitting it to the authorities). If the supplier does not do so, the input buyer
ends up paying both parties’ VAT liabilities—which is undesirable for the input buyer,
but at least means that the government gets the revenue it is due. The symmetric
invoices—each claim for input VAT can be checked against the supplier’s recorded
output VAT—also provide a useful audit trail for the government.

Only traders making sales above a threshold determined by each member state are
obliged to register for VAT."7 Unregistered traders are for the most part treated like
final consumers. This means they are largely ignored for VAT, and spared the hassle of

16 Distinguishing between business expenditure and consumption expenditure is not always
straightforward under a VAT, as for example when a firm buys gym memberships for its employees or
when a self-employed person buys a computer for personal as well as business use. These blurred
borderlines—unlike the more mundane monitoring problem discussed in the text—create difficulties for
VAT and RST equally, and indeed for other taxes too: there are close parallels between these boundary
issues and the difficulties in identifying work-related expenses for income tax purposes.

17 Firms making acquisitions from other countries in excess of the registration threshold must also register;
and firms making distance sales to a member state in excess of that country’s distance selling threshold
(different from the main registration threshold) must also register there. The precise rules about
registration, as well as the thresholds themselves, vary between member states.
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complying with VAT obligations: no VAT is due on their sales, and they cannot
reclaim VAT on their input purchases. This is in effect a form of VAT exemption, and
it is to such features of VAT systems that we now turn.

2.5 Standard rates, reduced rates, zero rates and exemptions

EU law requires all EU member states to apply a standard rate of at least 15%.'8 In fact,
only two member states — Luxembourg and Cyprus — currently have a standard rate that
low. The average standard rate is currently 20.7%, with three countries — Denmark,
Hungary and Slovenia — applying a standard rate of 25% (see Figure 2.4).

Figure 2.4. Standard VAT rates across the EU, 1 July 2011 (%)
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Source:
http://ec.europa.eu/taxation_customs/resources/documents/taxation/vat/how_vat works/rates/vat_rates_en.
pdf.

In practice, many goods and services are not subject to VAT at the standard rate. Some
are subject to reduced rates, some are zero-rated, and some are exempt.

18 This 15% minimum is currently due to expire on 31 December 2015. The VAT Directive mandated a
15% minimum standard rate up to 31 December 2010; Article 97 of the Directive was amended by
Council Directive 2010/88/EU of 7 December 2010 to extend this provision to 31 December 2015.
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Member states may apply one or two reduced rates of not less than 5% to goods and
services listed in Annex III of the VAT Directive.” The list of goods and services to
which reduced rates may be applied has in fact become longer over time as certain
labour-intensive services (and other similar locally supplied services) have been
included.?* Member states may also apply reduced rates to electricity and natural gas, to
imports of works of art, collectors’ items and antiques, and to plants and similar items.?!
Under the provisions of the VAT Directive, services supplied electronically may not,
however, be taxed at reduced rates.

In addition to these provisions for all member states, a number of provisions allow a
subset of member states to maintain reduced rates on a ‘transitional’ basis pending the
adoption (which shows no sign of happening) of a ‘definitive’ VAT regime. Member
states may apply a reduced rate to items not listed in Annex III of the VAT Directive if
they were doing so at 1 January 1991, though this reduced rate must be at least 12% (a
‘parking rate’) unless the rate that applied at 1 January 1991 was below 5% (a ‘super-
reduced’ rate) or zero.2 Where member states were applying a super-reduced or zero
rate to certain goods (whether or not listed in Annex III) on 1 January 1991, they may
continue to do so provided that these concessions were legal and “adopted for clearly
defined social reasons and for the benefit of the final consumer”.?> Member states may
also apply super-reduced (though not zero) rates to items listed in Annex III if they had
to increase their standard rate of VAT by more than 2 percentage points (from its 1
January 1991 level) on 1 January 1993, when the 15% minimum standard rate was
introduced.” Finally, a number of very specific provisions apply to particular goods and

19 Articles 98 and 99 of the VAT Directive. The goods and services covered by Annex III are set out in
section 10.2 of this report.

20 Permission to apply reduced rates to labour-intensive services was originally introduced in 1999
(Directive 1999/85/EC) on an experimental basis for a maximum of three years from 1 January 2000 to
31 December 2002, then extended to 2010 (Directive 2006/18/EC). Finally, in 2009 Directive
2009/45/EC made the provision permanent and integrated the list of relevant services into the Annex III
list.

21 Articles 102, 103 and 122 of the VAT Directive.

22 Articles 113 and 118 of the VAT Directive.

23 Article 110 of the VAT Directive.

24 Article 114 of the VAT Directive. Those member states may also apply super-reduced (though not zero)
rates to children’s clothing and footwear and to housing (Article 114); and member states that applied
reduced rates to those goods at 1 January 1991 may continue to do so (Article 115).
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services and/or particular places, ranging from bridge tolls in the Lisbon area to food
and pharmaceuticals in Malta.?s

Taken together, these provisions do represent real restrictions on member states’ ability
to apply zero and reduced rates, and particularly to introduce new ones. Nevertheless,
the boundaries they provide leave considerable scope for using reduced rates, and some
more limited scope for the retention of zero rates in certain member states. And within
the set boundaries, national governments can choose which of the permitted items to
apply reduced rates to and at what rates, and have discretion in interpreting which
specific goods and services are deemed to fall into the categories listed in Annex I1I. As
a result, the use of zero and reduced rates varies greatly across the EU. Table 2.3 shows
the rates used in each member state, though this is of limited value without also
knowing which rates apply to which goods and services, which cannot be summarised
so briefly.2

Figure 2.5 shows what shares of the total tax base were subject to different rates in 2000
(sadly, the most recent internationally comparable data we could find). Overall, two-
thirds of the then EU-15 countries’ tax base was standard-rated; one quarter was subject
to reduced rates, 9% to super-reduced rates and 6% to zero rates. Denmark’s standard
rate covered, and still covers, almost all taxable (including zero-rated) expenditure —
indeed, it is the only EU country to have no reduced rate at all, though even there a zero
rate applies to newspapers. At the other extreme, the standard rate covered less than
half of the tax base in Spain and Luxembourg. Only in the UK and Ireland were
significant proportions (19% and 12% respectively) of the tax base subject to zero
rates.?’

Consequences of the use of zero and reduced rates are discussed in several parts of this
report. Chapter 6 estimates their effect on trade patterns — and hence GDP and
consumption — particularly via their implications for the compliance costs of doing
business in different member states. Chapter 9 estimates their distributional effects and

25 Articles 105 and 111(c) respectively of the VAT Directive. However, some other very specific
provisions were temporary arrangements for the new accession countries and have now expired.

26 A summary of which rates currently apply to different goods and services across the EU is available at
http://ec.europa.cu/taxation_customs/resources/documents/taxation/vat/how_vat_works/rates/vat_rates e
n.pdf.

27 Note that VAT-exempt spending does not count as part of the tax base and is therefore not included in
Figure 2.5.
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their impact on households’ spending patterns and welfare. Chapter 10 assesses their
advantages and disadvantages as tools for achieving different objectives.

Table 2.3. VAT rates in place across the EU, 1 July 2011

Zero rate Super- . Standard

Country in place? reduced rate Reduced rate  Parking rate rate
BE Yes - 6/12 12 21
BG No - 9 - 20
Cz No - 10 - 20
DK Yes - - - 25
DE No - 7 - 19
EE No - 9 - 20
EL No - 6.5/13 - 23
ES No 4 8 - 18
FR No 2.1 5.5 - 19.6
IE Yes 4.8 9/13.5 13.5 21
IT Yes 4 10 - 20
CY No - 5/8 - 15
LV No - 12 - 22
LT No - 5/9 - 21
LU No 3 6/12 12 15
HU No - 5/18 - 25
MT Yes - 5/7 - 18
NL No - 6 - 19
AT No - 10 12 20
PL No - 5/8 - 23
PT No - 6/13 13 23
RO No 5 5/9 - 24
SI No - 8.5 - 20
SK No - 10 - 20
FI Yes - 9/13 - 23
SE Yes - 6/12 - 25
UK Yes - 5 - 20
Source:

http://ec.europa.eu/taxation_customs/resources/documents/taxation/vat’how_vat works/rates/vat_rates_en.
pdf.

A retrospective evaluation of elements of the EU VAT system




42

Figure 2.5. Shares of tax base subject to different rates, 2000
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Notes: ‘Other’ category is mainly flat rate schemes for farmers. Reduced and parking rates in Ireland (both
12.5%) not identified separately. Zero-rated share for the UK likely underestimated because traders only
engaged in zero-rated activities in the UK are not obliged to register for VAT.

Source: Mathis (2004).

VAT exemption is rather different from zero- and reduced-rating. The distinction
between zero-rating and exemption is that zero-rating allows registered traders to
reclaim the VAT on any inputs used in the production process.”® As a consequence,
there is no component of taxation in the final price of a product that is zero-rated. In
contrast, goods and services that are exempt are not subject to VAT when sold, but the
producer of an exempt product cannot reclaim the VAT paid on purchases of inputs.
The VAT on inputs means that the sale price does include a component of taxation, so
is higher than it would be with zero-rating. If a good or service is zero-rated, then it is
subject to VAT, but the VAT rate is 0%. If it is exempt, then its production is in effect
ignored completely for VAT, with no VAT charged on sales or credited on inputs.

28 Indeed, zero-rating is formally referred to as “exemption with deductibility of VAT paid at the preceding
stage”, though zero-rating is the term in common parlance.
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To illustrate the distinction, let us return to the example in Table 2.2. If we now suppose
that firm C’s output is zero rated, it need not add €100 VAT to the €500 price of its
sales, but it can still reclaim the €60 VAT charged on its purchase from firm B. Thus C
in effect reclaims the VAT remitted further up the supply chain (€20 by A and €40 by
B) and charges no VAT on its own sales. Production in this case is entirely VAT free
and the consumer pays a price unaffected by VAT.

Exemption is different. It means that sales are not subject to VAT but, in contrast to
zero-rating, the firm cannot reclaim the VAT paid on its inputs. If firm C is selling
VAT-exempt goods, it would charge no VAT on its sales but would not be able to
reclaim the €60 VAT paid on the inputs it purchased from firm B. Although C’s outputs
no longer bear VAT, its production costs are now €60 higher, perhaps passed on in a
higher price to the consumer. With a final product worth €500, this €60 irrecoverable
input VAT represents an effective tax rate of 12%. It should be clear, then, that the
effective rate of VAT on the final product depends on the proportion of total value that
is added before the exempt link in the supply chain.”® The effective VAT rate will
normally be below the standard rate, but by differing amounts depending on the
structure of the supply chain.

Although exempt goods and services bear less than the full rate of VAT, exemption is
very different from a reduced rate of VAT. For one thing, exemption is not always more
generous than taxation. Where exempt goods and services are sold directly to final
consumers, this lower effective rate of VAT is payable instead of the standard VAT rate
on those sales. But where exempt products are sold to other VAT-registered businesses,
the irrecoverable input VAT comes on top of the VAT that will be charged on sales to
final consumers by businesses further down the supply chain.

If, in our example, it were firm B’s output that was exempt from VAT, the €20 VAT on
A’s sale to B would now be irrecoverable. Crucially, the fact that €60 VAT would no
longer be levied on B’s sale to C is irrelevant since C could have recovered it anyway;
and C’s sale to final consumers would be subject to VAT. So the overall VAT payable
on this chain of production would be increased by the €20 irrecoverable input VAT;

29 Specifically, the effective rate of VAT as a fraction of the full rate is equal to the share of value added
before the exempt link. In our example, the goods are worth €300 by the time C acquires them, and the
final product is worth €500, so the effective VAT rate is 60% (300 + 500) of the full 20% rate, or 12%.

A retrospective evaluation of elements of the EU VAT system



44

coming on top of the €100 already due on C’s sale to final consumers, this means that
the final product bears more than the full VAT rate.”

Whether exemption is more or less generous than applying the standard rate thus
depends on whether the exempt products are sold to final consumers—in which case the
lack of output VAT outweighs the irrecoverable input VAT—or to other businesses—in
which case any output VAT would have been recoverable anyway, so the irrecoverable
input VAT is a pure extra cost.

Articles 131 to 137 of the VAT Directive provide for exemption from VAT for a
number of activities in the public interest (such as medical care and education) and for
other reasons (such as the technical difficulty of taxing financial services). In addition
to this, exemption applies de facto to activities which fall outside the scope of VAT, of
which two examples are particularly noteworthy. First, much of the public sector is
outside the scope of VAT because its activities are not considered to be ‘business’. And
second, member states may choose to allow (or compel) traders whose turnover is
below some threshold not to register for VAT; unregistered traders are not considered
to be ‘taxable persons’ and neither charge VAT on their sales nor reclaim it on their
inputs: in effect, they are exempt. Exemptions are widely considered to be one of the
most problematic features of VAT in the EU. We consider them in depth in the next
chapter, and they recur in our analysis of intra-EU trade in Chapter 6 and EU firms’
external competitiveness in Chapter 7.

We have been unable to find estimates of what proportion of total consumption is VAT-
exempt (or equivalent) — indeed, given the nature of some of the major categories of
exemption (e.g. unregistered traders), the data requirements for producing such
estimates would be daunting.

One measure of the overall extent of deviations from uniformity is the VAT Revenue
Ratio (VRR), the ratio of actual VAT revenues to the VAT that would have been raised
if either (a) all consumption or (b) all consumption by households (as opposed to
government) were successfully taxed at the standard VAT rate. Table 2.4 shows

30 In this case, the share of value that is added before the exempt link in the supply chain is 20% (the €100
value of B’s inputs is 20% of the €500 value of the final product), so the effective tax rate generated by
the irrecoverable input VAT is 20% of the standard 20% rate, 4%. Coming on top of the standard 20%
VAT charged on the sale to final consumers, this makes a total effective VAT rate of 24% on the €500
pre-tax price of the final product: €100 output VAT and €20 irrecoverable input VAT making €120 in
total.
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estimates of the VRR on both these measures in 2008. 3' The (unweighted) average
VRR is 58.1% as a fraction of total consumption or 85.4% as a fraction of household-
sector consumption. This implies that a 1 point increase in the standard rate is
associated with an increase in the share of VAT revenues in total consumption and
household sector consumption of 0.58 and 0.85 percentage points, respectively.
However, it is the degree of variation across countries that is striking, with the lowest
VRRs in the EU (found in Italy and Greece, on both measures) being less than half of
the highest (Cyprus and Luxembourg). The VRRs are slightly smaller in countries that
apply a higher standard rate (see the small correlations in Table 11.3, later in the
report).

31 The VRR is defined as RV /[(C — RV)t], where RV denotes the actual VAT revenue collected. In the tax
base of the first measure, C denotes total final consumption expenditures. In the second measure, C is
restricted to final consumption expenditures by households. The standard VAT rate is denoted by ¢. Data
on RV and C are taken from OECD Revenue Statistics and National Accounts. Data for non-OECD
members are supplemented from Eurostat. Standard VAT rates ¢ come from European Commission
(2011b) and OECD (2011). The EU figure is an unweighted average among countries.

A retrospective evaluation of elements of the EU VAT system



46

Table 2.4. VAT revenue ratios and VAT gaps across the EU

C . VRR for total VRR for household VAT 2006
ountry consumption, 2008 consumption, 2008 gap,
Austria 61.2% 89.4% 14%
Belgium 48.7% 75.7% 11%
Bulgaria 76.9% 100.6% P
Cyprus 100.2% 133.8% —
Czech Republic 58.9% 88.8% 18%
Denmark 61.9% 107.3% 4%
Estonia — - 8%
Finland 58.0% 93.1% 5%
France 48.8% 73.4% 7%
Germany 55.0% 77.3% 10%
Greece 44.4% 58.0% 30%
Hungary 56.8% 86.0% 23%
Ireland 54.3% 81.8% 2%
Italy 40.7% 56.5% 22%
Latvia 48.9% 66.9% 22%
Lithuania 57.9% 77.6% 22%
Luxembourg 93.0% 153.9% 1%
Malta 57.3% 81.1% 11%
Netherlands 59.9% 102.2% 3%
Poland 49.5% 67.6% 7%
Portugal 52.1% 72.6% 4%
Romania 56.3% 74.5% —°
Slovak Republic 53.5% 73.7% 28%
Slovenia 67.6% 96.7% 4%
Spain 45.2% 63.2% 2%
Sweden 58.3% 102.6% 3%
United Kingdom 46.3% 66.5% 17%
EU average 58.1%° 85.4%° 12%°

* Data not available.

® Not EU members at the time.

¢ Unweighted average among countries for which data available

4 Weighted average among countries for which data available

Sources: VRRs: calculations by CPB Netherlands — see section 11.6 for original data sources. VAT gaps:
Reckon LLP (2009).

Importantly, though, the VRR not only reflects the effects of zero rates, reduced rates
and exemptions; it also captures the extent to which VAT revenues fall short of their
theoretical ideal because of non-compliance: outright fraud, greyer areas such as failure
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to take due care, or innocent error.3? While most evasion is domestic and consists of
simple expedients such as underreporting sales on one’s VAT return, it has risen up the
agenda at an EU level because of the growth in the phenomenon of missing trader intra-
Community (MTIC) fraud following the abolition of the EU’s internal frontiers. To
focus in on non-compliance, Table 2.4 also shows estimates of the “VAT gap’ — the gap
between actual VAT revenues and what they would have been with full compliance —
for 2006. Again the degree of variation is striking — estimated VAT gaps range from
1% in Luxembourg and 2% in Ireland to 28% in the Slovak Republic and 30% in
Greece — and there is a strong correlation between those countries with a high VAT gap
and those countries with a low VRR.?

While the average VAT gap showed little trend between 2000 and 2006, the average
VRR increased slightly during the same period, suggesting that VAT bases were
broadened somewhat.’* VAT fraud and VAT gaps are discussed further in Chapter 4,
while VRRs feature in the analysis of Chapter 11.

2.6 International trade and compliance costs

VAT is generally levied on a ‘destination basis’ — that is, goods traded across borders
are taxed in the country where they are consumed (the destination country) rather than
where they are produced (the origin country), and at the destination country’s tax rate.
This is consistent with VAT being conceived of as a tax on consumption, rather than on
production. It also helps to ensure that households and firms face the same tax rate on
their purchases regardless of where they buy the goods, and therefore avoids
inefficiently distorting competition between producers in different countries and
resulting production patterns (although it can lead to an inefficient pattern of
consumption across countries).

In practice, things do not work quite so smoothly, for several reasons.
e First, not all goods and services are taxed on a destination basis, especially those
sold directly to final consumers.

32 Bad debts can also reduce the VRR. Note that the irrecoverable input VAT entailed by exemption acts to
increase the VRR.

33 Among those countries for which estimates of both VRRs and the VAT gap are available, the correlation
coefficient between the VAT gap and the VRR for total consumption is -0.40, and that between the VAT
gap and the VRR for household consumption is -0.51.

34 Data not shown, but sources as for Table 2.4. The comparison of trends over time is somewhat
complicated by the fact we are comparing a weighted average with an unweighted average.
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e Second, where the items traded are VAT-exempt, the amount of irrecoverable input

VAT embedded in the price will depend on the country of origin.
Third, even where neutrality is theoretically achieved, in practice the burden of
complying with VAT obligations is higher when trading across borders than when
trading domestically, so firms are not quite competing on a level playing field and
trade is impeded. This is a particular issue for small firms, which face much bigger
compliance costs relative to their size.

e Fourth, the main mechanism for implementing destination-based taxation — zero-
rating exports and taxing imports — involves breaking the ‘VAT chain’: the
fractional collection of VAT through the supply chain, the advantages of which
were described above.

These issues are analysed in Chapter 3. Chapter 4 then discusses the issues of
compliance costs and of breaking the VAT chain in more detail; Chapters 5 to 7
undertake new quantitative analysis of how features of the VAT system affect intra-EU
trade and EU firms’ competitiveness vis a vis the rest of the world.
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3 VAT, production efficiency and the internal market (IFS®)

This chapter contributes towards answers to the following evaluation questions in the

project Terms of Reference:

(1) To what extent does the current VAT arrangements for cross border supplies of goods
and services maximise the potential of a genuine EU single market for businesses and customers
(for both businesses and private individuals)? What is the range of GDP loss that could be
attributed to the special rules, obligations and risks associated to EU trade? What are the
related administrative burdens and collection costs? What are the main reasons for any

infringements and/or fraudulent activity and their extent at EU level?

(3)  What are the cost and impacts®® (positive, negative, intended, unintended) of the
current restrictions applied to the right to deduct VAT including through the determination of
the deductible proportion (businesses carrying on exempt and taxed activities, linked to question
4) for the tax revenue (estimates of the additional tax revenue for member states), the businesses
(estimates of the VAT actually borne) and the customers? Is non-deductible VAT on business

inputs the most appropriate/efficient way of taxing such businesses?

(4) What are the cost and impacts of the current exemptions for the tax revenue, the

businesses and final consumers?

(7)  To what extent does the current VAT framework for small businesses help to create the
right conditions for them to grow and prosper in the single market? To what extent and how do
the different cost factors of the VAT (i.e. compliance costs and other effects of the VAT regime)

impact them?

35 With additional contributions — particularly the Finnish case study at the end of Section 3.4 — from
ETLA. Parts of this chapter draw heavily on material previously written by two of the present authors and
published elsewhere: specifically, in Crawford, Keen and Smith (2010), Mirrlees et al. (2011) and Smith
(1996).
For example, impacts on (distortion of) competition, consumption patterns (distortion and/or
deflection of trade), etc;

36
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(8) To what extent does the current VAT acquis applied on services provided

internationally guarantee adequate taxation (no double taxation or tax avoidance)?

(10) To what extent do the current derogations, exemptions and options continue to be
relevant as compared with the needs they aim to satisfy? Do the benefits they bring validate the

cost?

It addresses the following specific elements mentioned:

(A) The evaluation should provide estimates of the total volume and value of domestic and
cross-border (intra-EU and extra-EU) transactions carried out by pan-European enterprises
and estimates of the administrative burden and compliance cost as a percentage of the total
administrative burden and in euros. It should also enlighten estimates of differences in price-
setting mechanisms between pan-European (linked) companies and businesses that are

independent from each other, with a view of potential differences in VAT revenues collected.

(B) Analysis of the aspects of non-distortion of competition in the EU, including in cross-
border relations. In particular, the evaluation should analyse in detail the impact of the VAT
system and of the unequal treatment of intra-EU supplies as compared to domestic supplies on
the internal market, e.g. if and to what extent it leads to a change in consumer choice, higher or
lower prices, the creation of barriers for new suppliers and service providers, the facilitation of
anti-competitive behaviour or emergence of monopolies, market segmentation, etc. It should
also look at the impact it has on trade barriers and if it provokes relocation of economic

activities.

(C) The analysis set out in point (B) above should cover both B2B and B2C transactions, and
notably the specific regimes (distance selling, supplies of new means of transport, intra-
Community acquisitions by non-taxable legal persons or taxable persons without a right of

deduction) which have been introduced in 1993 in order to avoid distortions of competition
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resulting from the differences in VAT rates.

Summary

There is a tension between the fundamental principles of neutrality — that similar
activities should be taxed similarly so as to minimise inefficient distortions to
behaviour — and subsidiarity — that decisions should be decentralised to the lowest
possible administrative level. Given that different countries choose to apply
different VAT rates, achieving neutrality in cross-border trade can be difficult.

The tax regime for business-to-business (B2B) trade in goods — and since 1 January
2010 for most services as well — achieves neutrality towards production decisions
by application of the destination principle, under which tax is levied at the rate
applicable in the customer’s country, regardless of the origin of the goods.
However, in the absence of physical border controls, the implementation of the
destination principle by zero-rating cross-border sales and requiring purchasers to
account for VAT on their acquisitions instead breaks the VAT ‘chain’ (by which
VAT is collected in fractions from traders in proportion to the value added at each
stage in the supply chain), increasing the risk of non-compliance as discussed in the
next chapter.

Business-to-consumer (B2C) trade is smaller in magnitude, but poses greater
challenges for achieving neutrality because the destination principle is more
difficult to implement. In some cases — notably cross-border shopping and those
B2C services which are taxed according to the seller’s location — consumers’ ability
to choose between suppliers charging different VAT rates can potentially give rise
to economically inefficient outcomes, though it is not clear that this problem is
severe in practice. In other cases — notably distance selling — the principal problem
is the need for sellers to register for VAT in all member states to which they make
sales above the distance-selling threshold (either EUR 35 000 or EUR 100 000) of
the member state concerned, which creates a burden for those selling across borders
which is not shared by those trading purely domestically.

VAT exemptions violate neutrality in a fundamental way, creating numerous

distortions — including distortions to competition between exempt firms in different
member states — and are anathema to the logic of VAT as a consumption tax. The
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wholesale exemption (or equivalent) of financial services and of large swathes of
public services and the public sector seem likely to be extremely damaging, though
quantifying the harm done is difficult.

e Substantial VAT registration thresholds, despite entailing the disadvantages of
exemption for unregistered firms, are probably a price worth paying for avoiding
disproportionate administrative and compliance costs for small businesses.
However, the case for some other small business regimes in operation, such as
graduated thresholds and optional flat-rate schemes, seems less compelling. The
high compliance costs of trading across borders relative to trading domestically —
particularly acute for small firms — is another impediment to the efficient
functioning of the internal market, the effects of which we attempt to quantify in
later chapters.

3.1 Introduction

Consumption taxes in principle have many desirable economic properties, as discussed
in Chapter 2. VAT as currently applied in EU member states exhibits these properties to
a large degree, yet it has features which affect business decisions in a way that distorts
the pattern of production and inefficiently hampers the effective functioning of the
internal market.

Some distortions to patterns of economic activity arise specifically from the tax
treatment of cross-border transactions: from the destination principle as applied in
practice with exceptions and special regimes. That is the subject of section 3.2.

Imperfections in the operation of the internal market do not only arise from the
treatment of trade specifically, however. Some features of existing VAT regimes that
apply more generally can nevertheless cause particular problems in the context of
transactions between member states. Of particular concern in this are exemptions,
limitations to the scope of VAT and other limitations on the right to deduct input VAT.
In section 3.2 we discuss the problems that irrecoverable input VAT cause even in a
purely domestic context; but the same problems also impede the effective functioning
of the internal market.

VAT registration thresholds are, of course, one form of exemption. But the regimes

applied to small firms raise other concerns as well. We will consider how effective
VAT thresholds and other special regimes applied to small businesses (eg flat rate
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schemes and graduated thresholds) are likely to be at limiting VAT compliance costs.
We will also consider the disincentive for firms to grow above the threshold. For small
businesses in particular, unequal costs of making intra-EU supplies as compared to
domestic supplies are an important barrier to the effective operation of the internal
market created. These unequal costs can arise from the operation of mechanisms for
taxing trade specifically — through zero-rating exports and taxing imports®’ or through
reverse charging, for example — or they can arise simply from having to comply with
more than one member state’s VAT regime when operating in more than one country.
All those issues which apply only, or especially, to small businesses are addressed in
Section 3.3.

Quantitative evidence on the importance of these barriers to the functioning of the
internal market is scarce. The literature review in Chapter 4 confirms that most existing
studies are not focussed on the questions we are addressing here (differentiating
compliance costs between domestic and intra-EU transactions, for example): the kind of
detailed data that would be required simply do not exist. However, the new quantitative
analysis by CPB in Chapter 5 is explicitly tailored towards providing indicators that can
assist in an assessment of how far compliance costs are an obstacle to the functioning of
the single market, and Chapter 6 explores what can be learned from this.

3.2 Taxation of intra-EU trade

The openness of member states' national markets within the EU single market means
that the VAT systems of EU member states have to cope with a high proportion of
transactions which cross internal frontiers, as well as imports and exports beyond the
EU area (Table 3.1).

This is particularly true of sales of manufactured goods, where almost 40% of output is
exported”®. As Table 3.1 shows, about 70% of these exports are to other member states
(intra-EU25 trade, as it was in the data at that time), and the remainder outside the EU.
By contrast, a relatively small proportion of services output is exported — less than 6%.

37 Throughout this report we follow common parlance in using ‘exports’ and ‘imports’ to refer to any cross-
border supply, although in EU law these terms strictly refer only to transactions with parties outside the
EU, while intra-EU transactions are referred to as ‘dispatches’ (or ‘removals’) and ‘acquisitions’
respectively.

38 Data on industrial output and on trade transactions are normally derived from different sources, which
are not directly comparable. This comparison of trade volumes with output for both goods and services is
drawn from page 9 of the special Eurostat report, published in 2007: European Union international trade
in services, Analytical Aspects, data 1997-2005.
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As Table 3.1 shows, intra-EU trade constitutes a smaller proportion of total services
exports (57%) than of exports of manufactured goods.

Table 3.1 Cross-border transactions in the EU single market, 2005

bn EUR
Intra-EU25 trade Extra-EU25 trade
All goods (SITC 0-9)
Exports 2164 1072
Imports 2092 1184
Manufactured goods (SITC 5-8)
Exports 1751 921
Imports 1674 774
Services
Exports (credits) 536 406
Imports (debits) 521 349

Note: Export and import figures for intra-EU25 trade differ due to factors relating to definition, reporting,
timing and statistical coverage.
Source: Eurostat trade statistics

Significant changes to the economic environment in recent years have brought
international tax issues ever more to the fore. For EU member states, the most
important of these was the completion of the single European market in January 1993,
which directly affected the operation of the VAT system. The completion of the single
market also contributed to the wider impact of globalisation in increasing trade.
Particularly marked have been the very large increase in cross-border trade in services
and the birth and rapid expansion of e-commerce, both more difficult to tax than
traditional trade in physical goods.

While there were frontier controls, the VAT policies of member states were, to a very
large extent, their own concern. Differences in VAT rates had no impact on the
competitive position of national firms, since national VAT was refunded when goods
were exported, and they had little impact on individual purchasing in other member
states, since the travellers' allowances for tax-paid goods were small. Within the
constraints governing the coherence of the overall system provided at the time by the
VAT Sixth Directive and other EU law, member states could set VAT rates, and
administer and enforce the tax, largely independently of what was happening elsewhere
in the EU.
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With the abolition of frontier controls, the insulation of domestic VAT policy ended,
and member states' VAT policies affect the interests of other member states in two
respects. First, with free movement of goods by individuals, there is now more scope
for individual cross-border shopping, to take advantage of rate differences between
member states. Second, without border controls, member states have lost one control
instrument. Effective enforcement requires more cooperation than when border controls
were available as a control option.

There is a tradeoff of some considerable importance between the objectives of
‘subsidiarity’ and ‘neutrality’ in the design of the EU's VAT system.

Subsidiarity is the principle that decisions should be decentralised to the lowest possible
administrative level (member states or even sub-national administrations rather than the
EU). Other things being equal, it would be desirable not to constrain more than
necessary member states' powers to choose VAT rates. In the case of the harmonisation
of indirect taxes, however, considerations relating to the internal market provide an
important qualification to the general principle of subsidiarity governing the division of
powers between the EU and lower levels of government. Article 113 of the Treaty on
the Functioning of the European Union provides that indirect tax legislation is to be
harmonised where this is needed to ensure the establishment and functioning of the
internal market and to avoid distortion of competition.

It is, in general, a good objective for taxation that it should not induce changes in
taxpayer behaviour solely for tax reasons. This objective has been reflected in the
concept of ‘neutrality’ — taxing similar activities similarly — which has proved a
powerful organising concept in the economic assessment of tax reform (Kay and King,
1990; Leape, 1990; OECD, 2011; Mirrlees et al., 2011). It clearly relates closely to the
more fundamental notion of economic efficiency: where differentials in tax treatment
induce large changes in private sector behaviour, this is likely to be an indication that
the system involves correspondingly large ‘distortionary’ or ‘deadweight’ costs of
raising revenues. Other things (such as considerations of equity and administrative cost)
being equal, a good tax system will tend to be one which raises the required revenues
whilst imposing the least disturbance on private sector decisions and behaviour. And in
general neutral systems will also tend to fare well in terms of equity (since, almost by
definition, it avoids arbitrary differentials in the treatment of similar activities) and
administrative costs (since defining and policing indistinct boundaries is one of the
most costly aspects of tax administration).
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One area in which neutrality is important is in relation to location decisions and the
pattern of competition between businesses in different member states. It has been a
fundamental principle of the EU's internal market policies that competition between
businesses in different member states should reflect their underlying efficiency and
natural advantages; it should not be influenced by government policies, whether in the
form of tariffs, non-tariff barriers, subsidy, or discriminatory taxation. The concept of
the "level playing field", which has been a regular theme in discussion of internal
market policy, has its economic justification not as a matter of sporting fairness, but a
statement of the conditions required for neutral taxation, and neutral, non-distortionary,
policies more generally.

So what impact do differences in VAT rates between member states — characteristic of
the principle of subsidiarity — have on the neutrality of the VAT system in terms of its
impact on the market for goods and services? It is worth considering goods and services
separately, and also the effect on purchases by registered businesses and by consumers
separately. Although border controls within the EU were abolished to facilitate free
movement of goods and services and create a level playing field between firms
operating across member states, their abolition nevertheless created new challenges
both for B2B and B2C trade.

Trade in goods

B2B trade in goods

As far as business purchasing decisions are concerned, neutrality has, to date, been
assured by the operation of a VAT system consistent with the destination principle.”

“The terms "destination” and "origin" principle are being defined here in terms of the conventional usage in
the economics literature on sales taxation. As Messere (1994) pointed out, three aspects of the tax treatment
of an international transaction are potentially of interest: (i) Which country's tax rates determine the final tax
burden and the total revenue raised from production and sale of a good? (ii) Which country benefits from the
revenues? (iii) Which country collects the tax? In the current EU VAT system, all three coincide. The tax
rate of the importing country determines the final tax burden levied on a good traded between member
states, and the total revenue raised; this revenue accrues to the importing country; and the importing country
levies the tax. In some of the alternatives to the current system, the three criteria diverge. Where this
happens, the destination principle is defined here by the first criterion: in other words, it holds if the final
burden of tax on an international transaction, and consequently the aggregate revenue, is governed solely by
the tax rates ruling in the importing country. This corresponds to long-standing usage in the economics
literature. It will be noted, however, that in recent years there has been an increasing tendency outside the
economics literature, and particularly in EU policy discussions, to use the terms "destination" and "origin" to
reflect the country collecting the tax; this has led to some confusion about the economic attributes of
different systems.
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Under the destination principle the tax burden on a particular sale reflects the country
where the goods are being sold, rather than the country or countries where the goods
were produced. Danish bacon sold in British supermarkets bears a VAT rate of zero, the
British rate of VAT on food, rather than the Danish rate of 25 per cent. This has been
achieved up until now by, in effect, zero-rating exported goods, so that no trace of the
VAT rate of their country of production remains when they are exported, and the
burden of tax then reflects only the VAT rate of the country of final sale. As a result,
the VAT system exerts a neutral effect on intra-EU transactions between VAT-
registered traders.* The British supermarket buying bacon can choose between Danish
and British suppliers on the basis of their prices excluding VAT, and the VAT rates in
Britain and Denmark do not distort the supermarket's decision.* The main features of
VAT systems that breach this neutrality for B2B transactions are exemptions and other
limitations on the right to deduct, discussed in the next subsection.

However, while neutrality might in principle be maintained by the destination basis,
implementing destination-based taxation in the absence of border controls is
problematic. At present, the VAT system ensures that goods are taxed only in the
country of consumption by zero-rating exports (thus freeing them of all VAT levied on
the supply chain up to that point) and subjecting all imports to tax. In the EU prior to
1993, this involved the use of border controls to monitor exports and imports. But the
abolition of physical checks at frontiers means that it is no longer possible to apply at
borders the tax adjustments that are fundamental to the operation of the destination
principle. Instead, firms acquiring goods from another country account for VAT on
these purchases in their VAT return, usually reclaiming it as input VAT at the same
time (assuming they have the right of deduct their input VAT — see the discussion of
exemptions in the next section): a system sometimes called ‘deferred payment’
(Cnossen, 1983). With VAT on the acquisition ‘cancelling out’ their deductible input
VAT, these firms are left responsible for remitting net VAT on the full value of their
output sales (less any domestic inputs), rather than merely for the value they have added
themselves. Thus the ‘VAT chain’ — the usual fractional collection mechanism

40 There can be some cash-flow advantage to importing rather than buying inputs domestically, depending
on the timing of VAT payments and recovery, but this advantage is likely to be small.
"It should be noted that, although the destination principle secures this outcome, there are also circumstances
in which taxes levied on the origin principle would also be neutral in this sense, even if tax rates differ
between member states. These circumstances are, however, limited: the conditions are set out by Lockwood,
De Meza and Myles (1994).
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described in the previous chapter — is broken. The enforcement problems this creates,
and possible ways to deal with them, are discussed in Chapter 4.

B2C trade in goods

Purchasing by private individuals and by entities that are not registered for VAT is
treated differently from purchasing by VAT-registered businesses. There are essentially
two ways such purchases can happen: an individual can buy goods in one country and
transport them home to another country themselves (cross-border shopping); or an
individual can buy goods from a supplier in another country — usually by mail-order or
on the internet — who transports the goods to them (distance selling).

As far as individual cross-border shopping is concerned, if two countries set different
tax rates on a product, then, when there are no borders (and so no way to enforce limits
on what individuals can bring home from abroad having paid tax only at the foreign-
country rate), consumers can purchase the product in the country with the lower rate of
tax and ship it home. The freedom to purchase abroad gives individuals an opportunity
not open to businesses - to gain genuine benefit from purchasing in lower-tax member
states. This form of cross-border shopping is clearly an inefficient outcome, for several
related reasons. First, journeys undertaken by individual consumers simply in order to
save tax are wasteful in terms of time and transport resources. Second, competition
between firms selling similar products in different places (particularly either side of a
border) is distorted, and mobile firms’ location decisions may be correspondingly
distorted. And third, cross-border shopping undermines attempts by countries to
maintain independent tax policies. There is pressure on each country to reduce the rate
of tax — a form of ‘race to the bottom’.

A notable exception to this is the special regime applied to purchases of new motor
vehicles, which are always taxed in the customer’s country of residence. This creates
slightly different problems — it is one of the rare occasions where an individual can face
the compliance cost of accounting for VAT, in this case when she brings the car back
into her home country, and there is additional paperwork for the seller to complete as
well — but it succeeds in removing the incentive to buy vehicles from low-tax regime.

New motor vehicles aside, cross-border shopping is clearly an area where the current
VAT regime creates problems. However, how important this problem is depends on the
extent to which cross-border shopping is actually a viable option for consumers. Clearly
the sheer inconvenience of travelling to another country to make small-scale purchases
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for personal use limits the relevance of concerns over cross-border shopping. There are
some borders where VAT differentials may give rise to an appreciable level of
cross-border shopping, particularly for small but valuable products and when the
difference between VAT rates in the two countries is large.*> But it is generally an issue
of lesser importance than the VAT treatment of transactions between businesses.

A special regime applies to distance selling which avoids many of the problems
associated with cross-border shopping. If a trader’s distance sales to a particular
member state exceed that member state’s distance selling threshold (generally either
€35 000 or €100 000),* the trader must register for VAT in the destination country and
account for VAT (at the destination country rate) there. Thus such sales are destination-
based and there is no tax reason for customers to prefer suppliers in one country to
another: in principle neutrality is achieved. The main disadvantage of this regime is that
firms making substantial sales to several countries must register and account for VAT
in each of them. The compliance cost of doing so, especially given the differences in
VAT regimes between countries with which the trader must become familiar, can be a
significant barrier faced by firms making distance sales from another country relative to
purely domestic firms supplying the same market. The distance selling regime can also
be difficult for governments to enforce, since the tax authorities in the destination
country (to whom the VAT is due) have no jurisdictional power over suppliers in other
member states.

There are exceptions to this distance-selling regime — notably for goods which the
supplier is contracted to assemble or install (which are taxed where the assembly or
installation takes place), and for second-hand goods, artworks and antiques (which are
taxed in the country of origin). But for the most part the distance-selling regime avoids
the problems associated with cross-border shopping — where sales are above the
distance-selling threshold.

Firms making distance sales below the distance selling threshold can choose whether to
register and account for VAT voluntarily in the destination country or whether to

42 For studies of cross-border shopping and examples of where it is significant, see Bygra et al, 1987;
Fitzgerald et al, 1988; Bode et al, 1994; Fitzgerald et al, 1995; Ratzinger, 1996; European Commission,
1997; and Copenhagen Economics, 2007.

3 A full list of current distance sales thresholds is available at
http://ec.curopa.cu/taxation_customs/resources/documents/taxation/vat/traders/vat community/vat in_ec
_annexi.pdf. Distance sales of goods subject to excise duties require the seller to register for VAT in the
destination country regardless of the value of sales.
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charge and account for VAT in the origin country — in effect treating them like
domestic sales. This is clearly an attractive position for the trader, who can take into
account both the additional compliance cost of registering in the destination country
and any difference in VAT rates between the two countries in deciding which option is
more beneficial. But it can also re-introduce distortions, depending particularly on the
tax rate in the destination country. Abstracting (for simplicity) from the compliance
costs aspect, it is clear that:

e Firms selling to the EU member state that applies the lowest VAT rate on their
product (Luxembourg, say) will prefer to account for VAT in Luxembourg,
regardless of which country they are selling from. Thus sellers from all countries
will charge the same VAT rate (that applied in Luxembourg) and consumers face
an undistorted choice.

e Firms selling to the EU member state that applies the highest VAT rate on their
product (Denmark, say), on the other hand, will prefer to account for VAT in their
‘home’ country, where the VAT rate is lower. Firms making low-value distance
sales to Denmark from low-tax countries then have a competitive advantage over
other firms (those making low-value distance sales to Denmark from low-tax
countries, those making distance sales to Denmark above the Danish distance-
selling threshold, and domestic Danish firms) which must charge a higher rate of
VAT. Thus distortions similar to those associated with cross-border shopping are
re-introduced — indeed, the problems are potentially greater since the customer does
not face the cost of transporting the goods themselves.

Thus the optional regime creates greater problems for distance selling to high-tax

countries than for distance selling to low-tax countries. However, the presence of

distance-selling thresholds necessarily limits the potential scale of this distortion.

Trade in services

The EU VAT regime was originally set up to deal with a traditional model of trade in
physical goods, for which the notion of a trade transaction can generally be defined
clearly in terms of the physical movement of the taxed commodities, and the discussion
so far in this chapter reflects that. Yet international trade in services has grown much
more rapidly than trade in goods in recent decades, placing increasing strain on some
aspects of current consumption tax legislation and procedures in the EU and elsewhere.
Services involve no physical movement of products, making it much Iless
straightforward to define transactions to which the tax provisions relating to
international trade should apply. Many of the problems that arose in the VAT treatment
of traded services can be traced to the lack of a fully systematic and uniformly applied
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definition of the ‘place of supply’ — clear principles for where taxation should take
place. Some services were taxed on the basis of the place of the supplier, others on the
basis of the place of consumption; further complexity arose through the use of proxies
(such as the place of establishment, or the place of performance) to define the place of
either production or consumption of certain services. The main concerns were that some
transactions might end up untaxed or taxed twice, and that loopholes might be
extensively exploited in the organisation of international services businesses. Similar
anxieties have arisen about the continuing viability of consumption tax systems in the
face of the rapid growth of e-commerce. This has undermined national regulation and
taxation in certain areas (such as gambling services), and turned some readily taxed
goods (records and video-tapes, for instance) into hard-to-tax quasi-services (digital
downloads).

Data on the main categories of services exports, and their scale, are summarised in
Table 3.2.

Table 3.2 Intra-EU and Extra-EU trade in services, 2005

Intra-EU Extra-EU exports
exports of of services
services

bn EUR bn EUR
Transport services 104 103
Shipping and sea transport 36 56
Passenger shipping 2 1
Freight shipping 28 49
Other shipping 7 6
Air transport 33 36
Passenger air transport 21 21
Freight air transport 3 6
Other air transport 10 9
Other transport services 35 11
Travel 162 71
Other services 266 230
Communications services 17 7
Construction services 9 11
Insurance services 13 6
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Financial services 41 35
Computer and information services 31 17
Royalties and licence fees 15 23
Other business services 125 117
Personal, cultural & recreational. 6 5
Misc government services 9 8
Total Services Exports 536 406

Source: Eurostat "European Union International Trade in Services"

B2B trade in services

The choice of regime for taxing intra-EU supplies of services matters less for B2B
transactions than for B2C transactions, since for transactions between registered traders,
any tax paid is recovered later through the natural mechanism of the VAT (assuming, as
current EU rules seek to ensure, that recovery operates effectively across any borders
that the transaction spans), and there is no advantage (apart from second-order cash
flow considerations) to purchasing from a lower-taxed source.

However, the sheer complexity of the rules has itself been an impediment to the
functioning of the internal market. The cost of establishing the appropriate treatment
adds to the other compliance costs faced by businesses considering selling to other
countries over and above the costs for conducting purely domestic transactions. As de
la Feria (2009) puts it:

companies engaging in intra-community trade experience serious difficulties
in determining whether they are the entity liable to pay tax, and if so, in which
member state...Determining the applicable place of supply rule can be time-
consuming, separating between supplies subject to different rules even more
SO.

Furthermore, the complexity of the rules has created scope for different applications
and interpretations in different countries — notably, but not exclusively, in determining
which category of service a particular supply falls into (especially when services are
‘bundled’ together), and therefore which place of supply rule applies. Such differences
in interpretation not only add further to the compliance costs facing would-be traders;
they can also result in double (or zero) taxation of the sale in question. Provisions exist
to try to avoid cases of double or zero taxation: the ‘use and enjoyment’ clause of the
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VAT Directive allows member states to treat the place of supply as being wherever the
‘effective use and enjoyment of the service’ takes place, rather than following the usual
rules, in order to avoid double or zero taxation (or other distortions to competition). Yet
this is far from a fully satisfactory solution, not least because the concept of ‘use and
enjoyment’ is itself ill-defined, giving rise to fresh interpretive uncertainty.*

These problems, however, have been significantly reduced by changes to the place of
supply rules for B2B services which came into effect in January 2010 and January
2011. The key change is that, from January 2010, the default place-of-supply rule (i.e.
the place of supply for all services not covered by other specific rules) has changed
from being the supplier’s place of establishment to being the customer’s place of
establishment. Some B2B services (notably telecoms and broadcasting) had already
been taxed according to the customer’s place of establishment, and a number of rules
for specific categories of services which had previously been taxed on a different basis
were also changed to bring them into line with the new default rule.*s The result is that
the large majority of B2B services are now taxed on the same basis, namely the
customer’s place of establishment. This is a significant simplification and provides a
somewhat more consistent and coherent approach to taxing services.

There remain significant exceptions to this standard treatment, generally for services

closely associated with a particular location. The most important such exceptions are:

e Services related to land and immovable property (a broader category than it sounds,
encompassing not only repairs, plumbing, etc but also hotel accommodation and
services provided by estate agents, architects, surveyors, property managers, etc),
which are taxed where the property is located;

e Restaurants and catering, which are taxed where the service is carried out;*

e Admission fees for -cultural, artistic, sporting, scientific, educational and
entertainment events, which are taxed where the event takes place;

e Passenger transport, which is taxed according to the location of the transport (i.e.
proportionally to distance travelled in each country);

e Short-term vehicle hire, which is taxed where the vehicle is provided.*’

4 De la Feria (2009) discusses these problems in depth.

45 These include ancillary transport services (such as loading and unloading) and cultural, artistic, sporting,
scientific, educational and entertainment services, which until January 2011 had been taxed where the
activities took place; and valuation and work on moveable property, which until January 2010 had been
taxed where the activities were physically carried out.

46 This is in itself a change: before January 2010 these were taxed in the supplier’s place of establishment.

47 Again, these were taxed in the supplier’s place of establishment before January 2010.
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Such exceptions contribute towards significant complexity that remains, but the
problem is somewhat reduced.

While the new rules achieve somewhat greater consistency in the treatment of different
services, the choice of the customer’s place of establishment as the standard basis of
taxation has some administrative disadvantages. Where the place of supply is the
customer’s place of establishment and the supplier has no establishment in that country,
the system is implemented by ‘reverse charging’. The sale is zero-rated, with the seller
remitting no VAT; instead, the customer accounts for VAT on the acquisition in the
destination country (at the destination-country rate), usually reclaiming it as input VAT
at the same time (assuming they are entitled to full deduction of VAT). This is
essentially the same system as already applied to cross-border B2B supplies of goods,
as described above, and has the same downside of breaking the VAT chain.

However, this must be set against the considerable advantages of basing the place of
supply on the customer’s location. It ensures that revenue accrues to the ‘right’
government — that in the country of consumption — with no need for revenue
reallocation between countries to achieve that. It reduces the number of occasions on
which traders must apply for refunds from countries in which they are not established —
an especially onerous compliance burden and one where the refunding government has
little incentive to be co-operative.*

B2C trade in services

For B2C sales, distortions arise if some final consumers face different tax rates for
similar products. For services, distortions would arise through the equivalent of cross-
border shopping or distance selling: in other words, the possibility that a consumer
might be able to obtain equivalent services from suppliers located in different member
states, and these might, under some definitions of the place of supply, be taxed
differently. Unlike for sales to registered traders, this is a fundamental neutrality issue
because the VAT charged on cross-border sales cannot be reclaimed as input VAT.

48 On the difficulties associated with claiming refunds from foreign revenue authorities, see Harrison and
Krelove (2005) and OECD (2010). A new ‘one stop shop’ system for dealing with refunds of this type
within the EU was introduced on 1 January 2010, replacing paper applications made direct to each
refunding government with an electronic system through which applicants can make all refund
applications through their home-country government’s portal. This was partly intended to reduce the
burden on applicants, although any such potential gains have so far been overshadowed by major
practical problems associated with the introduction of the new IT systems in the member states.
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As with cross-border shopping for goods, the practical significance of the problem, in
terms of the risk of significant economic distortion, varies considerably between
products. At one extreme there are services which are effectively different if they are
performed in different locations. Examples include passenger transport (a tram journey
in Brussels is no use to the Madrid commuter trying to get to work), service performed
on fixed property (by a plumber, for example), and various entertainment services (a
cinema ticket in Stockholm is not a close substitute for a ticket for the identical film in
Rome). At the other extreme there are services (including most e-services) where the
location of the supplier is irrelevant to the performance of the service, and where a
private customer could, in principle, purchase the service from a supplier in another
member state without any penalty in terms of cost, inconvenience, or quality as
compared with the equivalent domestic supply.

For the first group of services, the location of the customer coincides with the location
of the supplier when the service is performed, and defining the place of supply as either
would have an equivalent effect on economic efficiency. Problems of distortion in
purchasers’ decisions arise only if the place of supply is defined in terms of the location
of the supplier, and if this can differ from the location of the customer. For this second
group of services the definition of the place of supply is an issue of much greater
significance for economic efficiency. For these services, distortion in sales to final
consumers (and B2B sales to exempt traders) can be avoided only by taxing where the
customer is located. Yet reverse charging the customer is clearly not an option for B2C
trade, and requiring sellers potentially to deal with all 27 member states’ tax authorities
seems undesirable even if sellers are in a position to identify their customers’ location
(a serious problem for digital services, for example, although the development of geo-
location software is making it easier for suppliers to know where their customers are
located). As the European Commission note, these problematic cases have become
more prevalent over time:

the realities of the Internal Market, globalisation, deregulation and technology
change have all combined to create enormous changes in the volume and
pattern of trade in services. It is increasingly possible for a number of services
to be supplied at a distance.®

Under current EU rules, the default place of supply for B2C services is the supplier’s
place of establishment (and there are no proposals for this to change as it has for B2B

4 European Commission (2003), p.2.
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services). However, there are numerous exceptions to this, which collectively cover
quite a large proportion of B2C service provision. All the special rules listed above for
particular B2B services apply to similar B2C services too (services related to
immovable property, restaurants and catering, cultural admissions, passenger transport
and short-term vehicle hire). In addition, a number of other services are specified as
being taxed where the activities take place, including valuation or work on moveable
property, ancillary transport services, and cultural, artistic, sporting, scientific,
educational and entertainment services (i.e. the services themselves and their
organisation etc, not just admissions). These exceptions to the default rule mostly —
though not always — serve to ensure that the tax rate that applies is that of the country
where the consumer enjoys the service: so if the consumer wants the service there, she
has no choice between suppliers charging different VAT rates. A supplier who is not
based there — a firm supplying entertainment or architecture services to customers in
several countries, for example — bears the burden of registering and accounting for
VAT in each destination country.

What of the more troublesome cases where services are supplied at a distance? Some of
these fall under the default rule, and can lead to distortions equivalent to cross-border
shopping: thus while taxing hairdressing in the supplier’s place of establishment is
unlikely to cause problems, taxing services such as bookkeeping or legal advice in the
supplier’s place of establishment opens up scope for customers to shop around between
countries for a supplier able to offer a lower price because they charge less VAT — and
consequently for suppliers to establish themselves in low-tax member states, and for
firms established in more than one member state to issue invoices from a low-tax
country. This is in fact not an issue for supplies to customers outside the EU, because
special provisions define the place of supply for many such services to non-EU
customers to be the destination country so that suppliers charge no EU VAT (this
includes advertising, consultancy, transfers of intellectual property, engineering, law,
accountancy, financial services, hire of movable property other than vehicles, gas and
electricity distribution, electronically supplied services, telecoms and broadcasting).

However, for certain increasingly important types of service that are supplied at a
distance — telecoms, broadcasting and electronically supplied services — the place of
supply rules are due to change. Currently taxed in the supplier’s location (creating
potential distortions which should by now be familiar), from 1 January 2015 intra-EU
B2C supplies of these services will be taxed in the customer’s location. The problem of
suppliers having to register separately in multiple destination countries is to be
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mitigated by the introduction of a ‘one stop shop’,*® whereby suppliers will register for
VAT in a single member state and remit all the VAT due to that country’s government
(but at the destination country’s VAT rate); the revenue will then be redistributed to the
revenue authorities in the countries of consumption on a formula basis.

As with trade in goods, it is clear that the treatment of B2C sales creates greater
difficulties than B2B sales; yet as with trade in goods, the preponderance of trade is
B2B, and the relevance of problems with B2C trade remains, for now, somewhat
limited by their relatively small scale.

3.3 Exemptions and the scope of VAT

VAT exemption means that sales are not subject to VAT but the firm cannot reclaim
the VAT paid on its inputs. The effective rate of VAT on the final product depends on
the proportion of total value that is added before the exempt link of the supply chain.’!
The effective VAT rate will normally be below the standard rate, but by differing
amounts depending on the structure of the supply chain.

Although exempt goods and services bear less than the full rate of VAT, exemption is
very different from a reduced rate of VAT. For one thing, exemption is not always more
generous than taxation. Where exempt goods and services are sold directly to final
consumers, this lower effective rate of VAT is payable instead of the standard VAT rate
on those sales. But where exempt products are sold to other VAT-registered businesses,
the irrecoverable input VAT comes on top of the VAT that will be charged on sales to
final consumers by businesses further down the supply chain, so that the final product
bears, in effect, a tax burden that is more than the VAT rate applicable to the final sale.

Whether exemption is more or less generous than applying the standard rate thus
depends on whether the exempt products are sold to final consumers—in which case the
lack of output VAT outweighs the irrecoverable input VAT—or to other businesses—in
which case any output VAT would have been recoverable anyway so the irrecoverable
input VAT is a pure extra cost.

30 In fact this is an extension of the existing one stop shop arrangement for non-EU suppliers making B2C
sales of electronic services to EU customers, which has been in place since July 2003.

31 Specifically, the effective rate of VAT as a fraction of the full rate is equal to the share of value added
before the exempt link.
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Exemption is anathema to the logic of the VAT. It breaks the chain of tax and offsetting
credit, leading to distortions of production patterns since taxes on produced inputs
cannot be reclaimed. Production efficiency is of paramount importance in tax design
(Diamond and Mirrlees, 1971); it is therefore one of the cardinal principles of tax
design that intermediate inputs to production should not be taxed. The Australian
description of exempt activities as ‘input-taxed’ is a good one and immediately draws
attention to the inefficiencies that can be created.

We noted above that the effective tax rate entailed by exemption is related to the share
of total value that is added before the exempt link in a supply chain. But this share is
not fixed, so there is an incentive to minimise it. Exemption creates an incentive to
‘self-supply’ or ‘vertically integrate’—that is, it encourages firms producing VAT-
exempt outputs to undertake as many links of the supply chain as they can themselves
to ensure that value added at intermediate stages is not taxed. So, for example, firms
whose outputs are VAT-exempt have a strong incentive to supply their own security
services, technical support, cleaning services etc rather than contract them out and face
irrecoverable VAT bills. Exemption can create distortions in competition when exempt
firms compete with non-exempt firms — favouring exempt over non-exempt firms when
selling to final consumers, and favouring non-exempt over exempt firms when selling
to other traders — or when competing exempt firms in different EU countries face
different costs as a consequence of being charged different VAT rates on their inputs.>

Finally, exemption can create additional administration and compliance burdens (and
opportunities for tax avoidance) through the need to allocate input VAT between
taxable and exempt outputs (credit being available for the former but not the latter) for
producers selling both. Such instances of ‘partial exemption’ are widespread — financial
institutions, for example, typically engage in a mixture of exempt and non-exempt
activities — and are particularly problematic because there is significant diversity in the
methods chosen by different member states to calculate how much input VAT should
be deductible. This adds to the aforementioned problem of high compliance costs for
firms trading in multiple countries

While the total cost of these complexities and distortions is hard to ascertain, they are
likely to be substantial. Indeed Maurice Lauré, nicknamed ‘father of the VAT’ for

32 Dietl et al (2011) provide a formal analysis of the effect of VAT exemptions on competition — especially
where exempt and non-exempt traders compete — and of how the effects depend on factors such as firms’
cost structures and the share of their sales which are made to registered traders.
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developing the first fully fledged VAT system (introduced in France in 1954), went so
far as to describe exemption as ‘the cancer of the VAT system’.** Given this, the natural
question to ask is: why is it used? Here we consider the arguments in the most
important areas, beginning with public services and the public sector, and then turning
to look at financial services. The following section considers the other major category
of (de facto) exemption: businesses below the VAT registration threshold.

The public sector and services in the public interest

The exemption for services in the public interest such as health, education, postal and
cultural services seems to stem from a view that is somehow obviously inappropriate to
tax them. If this view reflects distributional concerns, then the arguments set out later in
this report (Chapter 10) that it is the distributional effect of the overall tax and transfer
system that matters and that using other parts of the tax and transfer system to achieve
redistribution may be more efficient, apply with even more force to exemptions than
they do to the zero-rating and reduced-rating discussed in that chapter given the
additional distortions created by exemption. And even if there is some other compelling
reason why public services should be treated preferentially, it is far from clear why this
preferential treatment should take the form of exemption, which, as we have argued, is
far more damaging than, say, applying a zero or reduced rate because of the problems
of cascading that arise.

The exemption for services in the public interest is closely related to the effective
exemption applied to many public sector bodies. But the two are not the same, and the
relationship between them is becoming more important and more complicated as
various forms of privatisation, liberalisation, outsourcing and public-private
partnerships increase private sector involvement in the provision of public services and
blur the boundaries between the two sectors. To some extent what we have is a VAT
system which has just not adapted with the economy. Blurred boundaries between
public and private sectors lead to arbitrary differences in the tax treatment of similar
organisations doing similar things. If public and private sector bodies are competing,
they might not do so on a level playing field: public sector bodies may have an
advantage in providing services to final consumers or to other exempt bodies because of
the lack of output tax, whereas private firms’ ability to recover input VAT may give
them an advantage in providing services to taxable firms.

33 Cited in European Commission (2010b).
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When public-sector bodies are selling something—whether or not in competition with
private firms—it might be thought that charging VAT is equivalent to simply adjusting
the price: after all, passing the VAT on to the tax authorities is merely a transfer from
one government agency to another, which could (at least in principle) be offset by
adjusting the funding of the agency concerned. However, this is not always true: if a
public-sector body is selling something (e.g. parking spaces) that is used both for
consumption and as a business input, then charging VAT is not equivalent to a price
adjustment as businesses could reclaim the VAT whereas households (and indeed
exempt bodies paying for the parking space) could not. Since only final consumption
should be taxed, prices ought to be higher for households than for businesses. The VAT
mechanism achieves this, whereas a price adjustment cannot.

Finally, regardless of whether their outputs are sold or provided free to users, exempt
public sector bodies have an incentive to self-supply rather than purchase taxed goods
and services from private-sector suppliers.

Such distortions suggest that the effective exemption applied to the public sector is a
significant weakness of the EU VAT regime.** The question is therefore whether VAT
could be extended to the public sector in a way which eliminates or at least reduces
these distortions. Close examination of options for reform is beyond the scope of this
evaluation, but we note that several studies have suggested how this could be done and
the benefits it would have,”® and Australia and New Zealand provide practical
examples.

Financial services

When I open a current account at the bank, I do so in part because the bank will store
my money more safely than leaving it under the mattress. They will also give me a
cheque book and a debit card which enable me to withdraw and spend my money at
will without needing to carry the cash around with me; and they will save me the
trouble of finding someone who can put my money to productive use until I need it.

34 Rules are in place at the EU level and in some member states to mitigate some of the distortions, in effect
by moving away from exemption. For example, some activities of public sector bodies are classed as
‘business activities” and taxed; and exemption does not apply where it is deemed that it would lead to a
significant distortion of competition. The UK has a special scheme which refunds input VAT to some
public sector bodies (notably local authorities). However, the scope of these provisions is far from
complete and in practice many distortions remain.

35 Aujean, Jenkins and Poddar (1999); Genser (2005); Copenhagen Economics and KPMG (2011).
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Often they will give me car breakdown cover or discounts on rail tickets as well. These
are all services I consume.

If the bank charged me explicitly for these services, this would be straightforward: they
would be selling me a money storage facility, a debit card, a borrower-finding service,
and car breakdown cover, and VAT could be charged on the sale. But they do not.
Instead they give me a low interest rate on my account. If I open a savings account
which does not provide instant access to my funds and all the other perks, the bank will
pay me a somewhat higher rate of interest.

Meanwhile, if I wish to borrow money, the bank will charge me interest at a much
higher rate, reflecting the fact that, rather than doing me the service of storing and using
funds I have but don’t immediately need, the bank is now doing me the service of
finding and providing funds I need but don’t immediately have. It is through such
interest rate ‘spreads’—the interest rate charged to borrowers in excess of that given to
savers—that the bank covers the cost of providing its services and makes profits.

Standard VATSs cannot cope with this. Borrowers and savers are not explicitly buying
financial services from the bank, so there is no sale on which VAT must be charged. To
date, most governments around the world, including the whole of the EU, have resigned
themselves to this, and have exempted financial services from VAT. Exemption is seen
as taxing what can be taxed: anything the bank purchases from registered traders to
enable it to provide its services bears VAT that the bank cannot reclaim, so the
government gets some revenue, paid for by customers if the bank passes on this VAT in
its interest rates.

But exemption taxes only the value of the inputs the bank purchases; it does not tax the

additional value added by the bank through the labour and ingenuity of bankers in

transforming those inputs into the services I enjoy. And we have already discussed the

other problems caused by banks’ inability to reclaim VAT on their inputs:

e over-pricing of financial services provided to other businesses, which ought not to
bear any tax;
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e a bias towards sourcing financial services (and anything produced using them) from
countries which have lower VAT rates or which have a narrower (i.e. more
generous) interpretation of what are non-creditable inputs;

e difficulty identifying which inputs are attributable to exempt activities, where firms
undertake a combination of taxable and exempt activities (as financial institutions
typically do);

e a bias towards minimizing the use of taxed inputs—specifically, towards the use of
zero-rated inputs and towards vertical integration as banks do as much as possible
in-house (provide their own cleaning and security services, for example) to avoid
paying VAT on purchased inputs.

These are serious problems, though their significance is difficult to quantify.

In revenue terms, it is theoretically ambiguous whether VAT exemption yields more or
less revenue than full taxation: it depends whether the VAT forgone by not taxing B2C
financial services is more or less than the VAT collected on non-creditable inputs to
both B2B and B2C financial services (in other words, whether the ‘over-taxation’ of
B2B financial services outweighs the ‘under-taxation’ of B2C services). Empirical
estimates of the revenue impact of VAT exemption are scarce, but available studies
seem to agree in finding that exemption costs money relative to a position of full
taxation. Genser and Winker (1997) estimated a cost of DM 10 billion (€5 billion) for
Germany; for the EU as a whole, Huizinga (2002) estimated that the cost was €12
billion. More recently, tentative estimates by the UK government imply that exempting
financial services costs about £10 billion (€11 billion) in the UK alone (with a 20%
VAT rate),”’ although around a third of this is recouped through insurance premium tax,
a tax currently levied on insurance premiums as a proxy for VAT which could be
abolished if insurance were subject to a cash-flow VAT (or equivalent) along with other
financial services.

Note, however, that these revenue figures are not a good guide to the scale of the
problem caused by the current exemption: it is the net revenue effect of under-taxing
financial services to households and over-taxing financial services to businesses. The

6 There is also a bias towards sourcing financial services from countries which in effect zero-rate exports
of financial services. Services provided across borders within the EU are not zero-rated in this way,

however.
57
Source: authors’ calculations using HMRC Statistics table 15.1 (http:/www.hmrc.gov.uk/

stats/tax_expenditures/table1-5.pdf), adjusting the 2010-11 estimate to reflect the fact that the VAT rate
was 17.5% for part of that fiscal year and 20% for the rest.
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revenue effects of these offset each other, but both are distortions in their own right.
Two common complaints are that it has been too cheap and easy for households to
borrow, but too expensive and difficult for businesses to obtain finance. VAT
exemption contributes to both of these. More relevant than the net revenue
consequences of exemption is the extent of taxation of inputs, since it is that which
creates the distortions associated with exemption. Chapter 7 of this report includes
estimates of the extent of irrecoverable input VAT in the financial sector in the four
biggest EMU countries, finding it ranging between 2.1% of the value of the financial
sector’s output in Spain and 4.3% in France. None of this, however, quite captures the
harm caused by distortions such as the bias towards vertical integration, the problems of
partial exemption, and so on.

Financial services are VAT-exempt not because of doubts over the problems it causes
but largely because, for the reasons explained above, they have been perceived as
technically difficult or even impossible to subject to VAT. This argument already sits
somewhat uneasily with actual policy developments. Exemption of financial services is
not, in fact, mandatory: member states can choose to allow financial firms an ‘option to
tax’ (i.e. the firms can opt to be subject to taxation rather than exempt), which a few
countries have chosen to implement in various ways; moreover, the European
Commission has proposed that it should be mandatory to make this option available to
financial firms in all member states. An option to tax financial services suggests a belief
that taxation is possible in some way, although it is not clear quite what method is
envisaged and practice in those countries which offer an option to tax is diverse.”® As
with public services and the public sector, detailed examination of alternatives to
exemption is beyond the scope of this study. Yet despite the difficulty of applying the
usual invoice-credit mechanism of VAT to financial services, we note that proposals
have been made for systems that are economically equivalent to applying VAT,
including cash-flow taxation, Tax Calculation Accounts and some variants of the
Financial Activities Tax.® In light of the recent (and ongoing) financial crisis, the
Commission began to explore a number of options for taxing the financial sector,
including the possibility of a Financial Activities Tax (European Commission, 2010c);
as this report was being finalised, the Commission brought forward proposals for a
Financial Transactions Tax (European Commission, 2011), which (unlike a Financial
Activities Tax) bears little relationship to a VAT.

38 De la Feria and Lockwood (2010) survey practice on the existing option to tax and analyse the European
Commission’s proposals for reform.

39 See Chapter 8 of Mirrlees et al (2011) and references therein for a description and discussion of these
alternative proposals.
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3.4 Compliance costs and small businesses

The VAT registration threshold is, of course, a form of exemption. Registration for
VAT is optional for traders with sales below this threshold (except in the Netherlands,
where voluntary registration by firms below the threshold is not permitted). Firms
choosing not to register do not remit VAT on their sales, nor can they reclaim VAT on
their input purchases, so they are in effect VAT-exempt. However, many firms with
turnover below the threshold choose to register, because if they don’t they cannot
reclaim VAT paid on inputs. For firms selling mostly to registered traders, any output
VAT charged is unimportant because their customers can reclaim it anyway, whereas
irrecoverable input VAT could be a significant extra cost. So voluntary registration can
often make sense for such firms—although they must also take account of the
compliance costs entailed by being registered for VAT.

It is these compliance costs, and the corresponding administrative costs to government,
that provide the rationale for a threshold of this kind. This rationale is much stronger
than that for the other exemptions discussed above. The costs of ascertaining VAT
liabilities, record-keeping, and so on are substantial, and particularly important for
small businesses since many of these costs are fixed rather than proportional to turnover
while the revenue at stake is small. Below we discuss how these considerations should
be weighed against the disadvantages of exempting small firms in order to ascertain the
optimal threshold, but it seems almost indisputable that there must be some level below
which it is simply not worth the hassle of collecting tiny amounts of revenue. Various
member states also use other schemes to minimise administration and compliance costs
for small businesses, and we discuss the two main ones — simplified flat-rate schemes
and (more unusually) graduated thresholds — below.

Before considering these detailed design issues, however, it is worth emphasising the
importance of compliance costs for small businesses in the context of the EU’s internal
market.

A crucial barrier to the effective operation of the internal market created by VAT is the
cost to firms of complying with VAT obligations, and specifically unequal costs of
making intra-EU supplies as compared to domestic supplies. These can arise from the
operation of mechanisms for taxing trade specifically — through zero-rating exports and
taxing imports or through reverse charging, for example — or they can arise simply from
having to having to comply with more than one member state’s VAT regime when
operating in more than one country.
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Indeed, it is sometimes easier to trade with firms in non-EU countries than with firms in
other EM member states. An exporter of goods to a non-EU country merely needs to be
able to prove the goods were exported, which can be based on straightforward Customs
certification and paperwork. However, selling goods to another member state requires
that the firm be responsible for ensuring that the customer is a valid registered taxable
person in that state. This can bring its own risks, especially for smaller firms that do not
trade much outside their own country.

All else equal, compliance burdens are likely to be felt more keenly by small firms than
by large firms. Compliance costs can have both transaction-related (‘variable’) and
‘fixed’ components. It is the fixed element that makes compliance costs a particular
barrier to trade for small firms, but both elements may, potentially, distort the patterns
of activity and trade.

Transaction-related compliance costs could operate as an impediment to trade if the
tax compliance costs on trade transactions are greater than the compliance costs on
purely domestic transactions. Much of the ‘1992 programme’ of measures to complete
the internal market of the Community was motivated by a concern that border
formalities could increase the costs to a firm of doing business in other member states
in the European market; indeed, there was a concern that on occasions member states
may have employed frontier bureaucracy as a form of trade protection against products
from other member states. In order to remove the opportunities for such non-tariff
barriers to arise, the 1992 programme abolished internal frontier formalities. In its
original proposals for the VAT mechanism to operate after 1992, the Commission
would have gone further than this, and would have also put in place a VAT mechanism
for cross-frontier transactions which was as close as possible to that applying to
domestic sales, in order to minimise the possibilities that any significant difference in
compliance costs could arise between the two types of transaction. In practice, however,
the measures adopted for the post-1992 VAT regime apply very different procedures to
trade within, and trade between, member states. To the extent that the procedures
applying to trade between member states involve higher compliance costs on each
transaction than on corresponding transactions within a single member state, the tax
system may discourage complete integration of the European market.

‘Fixed” compliance cost differences may also arise, and could also segment the

European market by discouraging entry by firms into export markets in other member
states. The notion of fixed compliance costs covers those aspects of the administrative
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burden which firms bear which are not related to the volume of taxed transactions, but
which are incurred in making any taxed transactions of a particular sort. In this way, tax
compliance costs could function as an "entry fee" to exporting, which must be paid in
order to export at all, or to export at all to a particular market. They may include the
initial costs of training and tax advice which an exporter must bear before being able to
enter a new market, and the ongoing annual burden of dealing with tax authorities in
more than one member state. Such costs could inhibit the entry of new firms into
exporting, and may be particularly damaging in the case of smaller firms seeking to
make the transition from a business orientated purely to the domestic market to one
trading throughout Europe. They could thus distort both the pattern of trade, and the
size structure of industry, by favouring larger firms, for whom the fixed compliance
cost burden is a smaller proportion of total costs.

It is important to note that the origin of fixed costs — and the problems they create —
stem as much from uncertainty and the costs of ascertaining obligations as from
actually filling in paperwork. To appreciate the nature of the problem, consider a small
business in a provincial town, which one day receives a phone call from a firm in
another EU member state who wishes to place an order. The trader is delighted to
receive the call, but is immediately apprehensive about accepting the order. First of all,
she does not know which tax regime would apply to the supply. Would it be taxed in
her country or in her customer’s country? Would she have to register for VAT in the
destination country, and would that depend on whether sales to customers in that
country alone exceeded that country’s registration threshold? If the destination
country’s VAT regime is relevant at all, what VAT rate applies to her products in that
country? What paperwork would she have to complete, and would her record-keeping
have to change from what she already did for domestic VAT purposes?

Not only does our would-be exporter not know the answers to these questions (and
many more); her regular tax advisor — a high street accountant accustomed to dealing
only with domestic tax — does not know either. Moreover, neither of them knows quite
where to find out. Their domestic tax authority does not consider it their concern; the
tax authority in the foreign country may have a website, but they do not know where to
find the relevant information, and indeed the website or paper literature may be in a
language they do not understand (even a different alphabet). The best way to find out
the VAT implications of accepting this order may well be to approach a firm of tax
advisors with greater specialist knowledge, but this is likely to be expensive.
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All of this is before the would-be exporter has even found out what the VAT
implications of accepting this order would be, let alone actually incurred any actual
additional costs of selling her products abroad. Even before considering the costs of
actually complying, the costs of merely ascertaining her obligations must be considered.
And at the time she receives the phone call, she may have little idea what the costs (in
time and money) of finding out the VAT implications of this sale would be. The sheer
uncertainty might be enough to dissuade her from accepting the order, to choose to
‘play safe’.

These problems stem from several sources acting in combination.

e The costs will be greater, the more complex the tax regimes (extensive rate
differentiation, complex place of supply rules, special schemes, etc)

e The costs will be greater, the more different the regimes in different member states
(in terms of compliance obligations, rate structures, difference in application and
interpretation of EU provisions, etc).

e The costs will also depend on the actual tax treatment of international trade, since
that will affect, for example, whether she does indeed need to deal with the tax
authorities in the destination country.

The costs of ascertaining obligations are largely fixed costs - indeed, to a considerable
extent one-off costs, incurred the first time a firm trades with a partner in another
member state - and they are therefore overwhelmingly more important for small
businesses. Such costs would then tend to discourage intra-EU trade by smaller firms.

Data on trading activity by firm size is not collected systematically by all EU member
states. But some member states do compile statistics, in some cases based on data
derived from the operation of the VAT system. Data from this source for Germany are
presented in Table 3.3. These statistics do not separately distinguish trade flows by
trading partner, so concern total trade, rather than just intra-EU trade, but they are
nonetheless of interest in the current context.

It is worth noting, initially, the very large number of small firms, and their relatively
small overall turnover. Firms in the two lowest size classes (with annual turnover below
€100,000) account for half of all the firms (49.3%), but a total turnover of only €75bn,
1.5% of the total turnover of all firms shown.

The proportion of firms which are exporters is very much lower among small firms than
among larger firms. Fewer than 5% of firms in the two smallest size classes are
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engaged in any exporting at all, compared with 11 per cent of firms overall, and more
than 40% of firms with an annual turnover in excess of €1 million. The export turnover
of the 1.5 million firms in the two smallest size classes is of almost trivial economic
significance, less than €650m (less than one tenth of one per cent of all firms' exports).
Nevertheless, those small firms that do participate in exporting have quite substantial
levels of exports in relation to their turnover - more than 20% of turnover in the lowest
two size classes, a higher percentage than in medium-sized firms, and broadly equal to
the export share for exporting firms as a whole. Although by no means a conclusive
demonstration, the pattern of exporting behaviour observed in this table strongly
suggests that small firms encounter ‘fixed entry cost’ barriers to exporting that are
proportionately more significant than for larger firms. These fixed entry costs may arise
from a range of sources, including unfamiliarity with markets, legal requirements, the
fixed cost of a local presence, and also possibly the additional tax compliance costs
involved when the firm embarks on exporting.

Table 3.3 Firm size and exporting, Germany, 2009

Size class Number  Turnover % of firms Exports as %  Exports as %
(in 1000 of firms  (bn EUR) which of turnover of turnover,
EURs) (1000s) export exporters only
17.5 - 50 912 29 2.7 0.7 24.5
50-100 635 46 4.7 1.0 20.0
100 - 250 685 109 8.2 1.4 16.6
250 - 500 351 124 14.3 22 14.6
500 - 1000 232 163 21.9 3.2 14.2
1000 - 2000 143 201 30.9 4.7 15.0
2000 - 5000 99 305 433 7.6 17.0
5000 - 10000 37 255 56.2 11.3 19.8
10000 - 25000 24 365 65.3 14.2 21.5
25000 - 50000 9 307 73.2 17.4 23.7
50000+ 10 2994 78.8 21.6 25.1
All firms 3135 4898 11.1 16.8 23.9

Source: IfM Bonn, based on Statistisches Bundesamt, Umsatzsteuerstatistik 2009
The UK’s Office of Tax Simplification recently investigated the scope for simplifying

the taxation of small businesses, and concluded that international trade is a major
source of complexity facing them: “it has traditionally been assumed that only large
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businesses carry out international trade and so find themselves liable to register for
VAT in other countries; this is clearly not the case from our research” (Office of Tax
Simplification, 2011). In any case, international trade being dominated by large firms
does not indicate that the small business problem is unimportant: most trade could be
conducted by large firms precisely because small firms are deterred, which (if true)
would indicate that the problem was severe.

Quantifying the differential compliance costs and their effects is hard. The 1996
Commission 'definitive regime' proposals stated that “according to some estimates, the
average costs [of transactions between member states| can be five or six times greater
than those of a domestic transaction”.®® These estimates are now somewhat dated
(developments in IT and the accession of new member states must surely make a
substantial difference), but do give a feel for possible orders of magnitude, and again it
is worth emphasising that the differential is likely to be much higher for small firms
than for large ones. VAT compliance costs undoubtedly account for a significant part —
though far from all — of the differential costs of trading with other member states rather
than domestically. Chapter 5 of this report constructs indicators of the complexity and
dissimilarity of VAT regimes, and Chapter 6 assesses their effects on trade patterns and
other economic outcomes.

The choice of registration threshold

The level of VAT registration threshold varies widely between member states. In some
countries firms must register almost as soon as they have any turnover at all. At the
other extreme, the UK’s registration threshold of £70,000 per year (in 2010-11) is so
high that most businesses are outside the VAT net: the UK government estimates that
2.9 million small businesses are not registered, compared to a total of 1.95 million
businesses registered for VAT®'—although since they are by definition small, the
unregistered businesses account for only a small minority of sales and revenue. Some
member states — France, Germany and Ireland — apply lower rates to firms supplying
services than to firms supplying goods, because those supplying services typically
require far fewer inputs to production, so a given level of turnover is typically
associated with much higher value added for them than for firms supplying goods.®

% European Commission (1996), p.12. We have been unable to establish the original sources of these
estimates.

" HM Treasury (2010), paragraph 4.9.

2 For rather different reasons, Slovenia applies a lower registration threshold to non-profit and charitable
organisations.
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The benefits of exempting small firms from any sales tax system are the saving in costs
of tax administration for the authorities, and of compliance costs borne by the private
sector. These costs are likely to include a significant fixed element for each firm taxed,
and for the smallest firms this fixed cost is likely to be large relative to the tax that
would be collected from the firm. Exempting small firms from the VAT system reduces
the number of firms that have to be taxed very sharply - and hence makes a significant
saving in the costs of tax administration and compliance - while forgoing little in terms
of tax revenue. Because of the residual effective tax burden on these firms, arising
from unrecovered VAT on purchased inputs, the net revenue loss is even smaller.

Exempting small firms from the VAT system may forgo little revenue, while making a
large saving in the costs of operation. However, the balance between cost savings and
revenue loss shifts when larger firms are considered; the revenue forgone would exceed
the costs of taxing the firm. At some intermediate point an optimal VAT threshold can
be identified, at which the cost savings and revenue losses just balance out.

The optimal turnover threshold for VAT registration has been discussed by a relatively
small research literature. Keen and Mintz (2004) present a straightforward assessment
of the optimal threshold following the above logic, which defines and calculates the
optimal registration threshold in the following way:

At optimal threshold, the costs and benefits of a marginal change in the threshold will
be exactly balanced. A marginal reduction in threshold would gain additional revenue,
but would add an equivalent amount to the costs of administration (for the revenue
authorities) and compliance (for firms). The benefits and costs of a marginal reduction
in the threshold can be written as:

(D-1)tVZ = DA + C

Where D is the marginal cost of public funds, A and C are administrative costs borne by
the revenue authorities and compliance costs borne by firms respectively, t is the VAT
rate, Z the turnover threshold, and V the share of value-added in turnover. The role of V
should be noted. It reflects the fact that firms below the registration threshold cannot
claim back the VAT paid on purchased inputs. Value added by the firm is the difference
between its gross turnover and its purchased inputs. The higher is the level of taxed
input purchases relative to the firm's sales, the lower is V and the lower is the next
revenue loss from exempting the firm's sales from VAT.
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The expression above can then be rewritten to give the formula for the optimal
threshold Z*
Z¥* =[DA+C]/[(D-1)tV]
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Table 3.4. Calculation of the optimal VAT threshold for EU member states.

Rate of VAT Optimal VAT
threshold - base
case
(annual turnover in

Euros)
Belgium BE 21 66,000
Bulgaria BG 20 70,000
Czech Republic  CZ 20 70,000
Denmark DK 25 56,000
Germany DE 19 73,000
Estonia EE 20 70,000
Greece EL 23 61,000
Spain ES 18 78,000
France FR 19.6 71,000
Ireland IE 21 66,000
Italy IT 20 70,000
Cyprus CY 15 93,000
Latvia LV 22 63,000
Lithuania LT 21 66,000
Luxembourg LU 15 93,000
Hungary HU 25 56,000
Malta MT 18 78,000
Netherlands NL 19 73,000
Austria AT 20 70,000
Poland PL 23 61,000
Portugal PT 23 61,000
Romania RO 24 58,000
Slovenia SI 20 70,000
Slovakia SK 20 70,000
Finland FI 23 61,000
Sweden SE 25 56,000
United Kingdom UK 20 70,000
EU-27 average 20.7 67,000
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Table 3.4 illustrates the application of this formula by calculating optimal VAT
thresholds for each member state, on the basis of some simple representative
assumptions about key parameter values. Updating the estimates of administrative and
compliance costs from Cnossen (1994), we assume that the administrative costs per
firm are €135 per annum and compliance costs per firm are €675. The tax rate is
assumed to be the standard VAT rate applicable in each country, and the estimates in
Table 3.4 assume that V is 0.3, a figure that might reasonably reflect the position of a
manufacturing firm (with a relatively high ratio of purchased inputs to turnover). D, the
marginal cost of public funds, is assumed to take the relatively low value of 1.2,
meaning that the distortionary cost imposed on the economy if an additional Euro is
raised in taxation adds a further 20 cents to the cost of the Euro. Studies giving
evidence on the value of D are rather rare, but few would indicate a value lower than
this, and some analysts would argue that the distortionary cost of taxation is
substantially higher. On the basis of these assumptions, the optimal VAT threshold
would range from €56,000 to €93,000 across EU member states, with an average of
€67,000.

Table 3.5 then shows how this calculation is affected by changes in the assumed
parameter values, summarised in terms of the effect on the EU average optimal
threshold. A substantially more pessimistic assessment of the distortionary costs of
taxation would imply a much reduced VAT threshold (since the forgone VAT revenue
is much more valuable when raising taxes from alternative sources would impose high
distortions). Higher administrative and compliance costs would increase the optimal
threshold (since this would reduce the number of firms incurring these costs). A higher
value of V, such as would be appropriate, for example, for firms producing labour
intensive services, would substantially reduce the optimal threshold, since the lower
level of purchased inputs to their production activities will reduce the effective rate of
tax that would be borne by the sales of firms below the VAT threshold. The powerful
impression conveyed by the Table 3.5 is of the sensitivity of the ‘optimal’ threshold to
these uncertain parameters, which suggests that such calculations should be treated with
caution.
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Table 3.5. Sensitivity of the optimal VAT threshold for EU member states to parameter

values.
EU average optimal
threshold values
(annual turnover in
Euros)
Base case 67,000
As base, but with more distortionary tax system (MCPF=2) 15,000
As base, but for labour intensive services 29,000
As base, but with 50% higher VAT costs 101,000
As base, but with 33% lower VAT costs 45,000
As base, but with national VAT rates two points lower 76,000

Over and above the factors included in the Keen and Mintz formula, exempting small
firms has all the downsides of exemption generally discussed above, and the threshold
itself brings additional distortions, including:

creating an incentive for traders to remain below the turnover threshold. Firms can
influence their turnover in several ways, and the distortions implied vary
consequently. Some of the methods can be classified as fraud, e.g., underreporting
the sales, failure to register and misclassification of commodities (Keen and Smith,
2007). Fraud reduces VAT revenues and distorts competition. Another type of
reaction is just to limit the growth of the taxed sales, for example, by redirecting
production to less taxed goods or by scaling down investment and marketing
expenditure. The firms could also be artificially split, when the turnover seems to
exceed the threshold. This last phenomenon has been detected in Japan (Onji,
2008).

giving retailers below the threshold an unfair competitive advantage over taxed
retailers. The extent of this will depend on the share of labour input into production,
which differs in various industries.

These additional effects are difficult to quantify. There are not many studies that look
for optimal registration thresholds. Keen and Mintz note that small firms are likely to
bunch just below the VAT threshold due to the fixed elements in the compliance costs
and the high marginal costs involved when crossing the line. These costs are high
because the whole turnover becomes liable to taxation when the firm is registered.
Bunching reveals that the turnover shown by these firms is likely to be lower than
optimal. However, their formula discussed above does not include these distortionary
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effects. Both Keen and Mintz (2004) and Zee (2005) consider how allowing for such
distortions might change the optimal threshold. Unfortunately this discussion leads to
no clear practical guidance as to how the calculation of the optimal threshold should be
adjusted to reflect these effects, as their numerical simulations show ambiguous effects.

Simplified flat-rate schemes

Another route, used in many countries, to minimising administration and compliance
costs is to apply a simplified scheme to small businesses.®® These simplified schemes
often involve levying tax as a flat-rate percentage of turnover rather than on value
added calculated transaction-by-transaction.

For example, such a scheme has existed in the UK since 2002 for small firms (those
with non-exempt sales below £150,000, excluding VAT, in 2010-11), which have had
the option of using a simplified flat-rate VAT scheme. Under the flat-rate scheme firms
pay VAT at a single rate on their total sales and give up the right to reclaim VAT on
inputs. The flat rate, which varies between 4% and 14.5% depending on the industry,®
is intended to reflect the average VAT rate in that industry after taking into account
recovery of VAT on inputs, zero- or reduced-rating of some outputs, and so on. This
scheme has problems. By disallowing the recovery of VAT on inputs, it distorts
production decisions in the same way as exemption. The differentiation of rates
between 55 categories of industry creates distortions and policing problems at the
boundaries between them. Insofar as such schemes achieve genuine simplification for
affected small businesses, there is clearly a trade-off to be made, like with the
registration threshold, between simplicity and neutrality.

However, the UK scheme has a second feature which is similarly instructive: it is
optional. The schemes in place across EU member states vary in that regard. Where
such schemes are optional, they naturally encourage firms to estimate (at least roughly)
their liability under both regimes to see which is lower—indeed tax advisors often insist
on doing both sets of calculations for fear of being found negligent if clients choose the
wrong option. This therefore increases compliance costs—ironic when the scheme
exists precisely to reduce them—as well as ensuring the maximum revenue loss for the
government.

3 In some countries such schemes apply to certain sectors, such as agriculture, irrespective of size.
% This is the range of rates from January 2011, when the main VAT rate rises to 20%.
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Whether the benefits of simplified flat-rate schemes outweigh the costs is difficult to
say. But although firms are likely to prefer optional schemes (since, unlike compulsory
schemes, they cannot lose), it does seem clear that from society’s point of view optional
schemes are less likely to be a welcome feature of member states’ VAT regimes.

A graduated threshold: a case study of Finland (ETLA)

The Finnish VAT regime was reformed at the beginning of 2004. Before that, the VAT
registration threshold was annual turnover of 8500 euros. If turnover exceeded this
amount, all sales of the firm became liable for taxation. The reformed scheme
introduced a sliding scale of tax rates when turnover exceeded 8500 euros but was less
than 20 000 euros. The upper limit was raised to 22 500 euros from the beginning of
2005.

Tax relief = VAT paid — [(turnover — lower limit) x VAT paid]/(higher limit — lower
limit)

When turnover exceeds 22 500 euros, the formula produces a negative tax relief, but
then it is not applied. Another case where the VAT relief is not applied is when VAT
paid is negative, i.e. when the taxpayer is entitled to a VAT rebate. If the yearly
turnover of a registered firm is less than 8500 euros, the tax relief granted is the total
VAT paid. The idea of introducing a sliding threshold was originally presented by the
Federation of Finnish Enterprises and supported by the Tax Working Group appointed
by the Prime Minister’s Office (Prime Minister’s Office (2003)).

In the Bill presented to Parliament (Government of Finland (2003)), the Finnish
Government justified the reform by arguing that a fixed threshold hinders the growth of
firms and increases the size of the informal economy. Figure 3.1 shows that before the
reform the firms’ turnover did, indeed, bunch strongly under and near the threshold of
8500 euros. The data includes both registered and unregistered firms.
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Figure 3.1. Frequency distribution of firms by turnover class of 500 euros in 2003 in
Finland.
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Source: Rauhanen and Ventoklis (2011).

Evaluation of the reform

The Government Bill included an impact assessment of the reform. According to this
assessment the reform increases entrepreneurship and especially the number of self-
employed persons. The estimated number of tax-payers affected was nearly 80000 and
the aggregate annual tax foregone was expected to be about 36 million euros
(Government of Finland (2003)). The loss of VAT revenue turned out to be
substantially overestimated, since the actual tax foregone in 2006 was 16 million euros
(Rauhanen and Ventoklis (2008)).

Rauhanen and Ventoklis (2011) evaluated the economic impact of the reform. The
econometric study asked how the turnover of micro firms responded to the reform. For
registered firms below the 8500 euro threshold, the relief was (perhaps surprisingly)
associated with an increase in sales. But there was also (and more importantly) a
disappointing result, since it seems that the relief has not encouraged the non-registered

A retrospective evaluation of elements of the EU VAT system



&9

firms to register and grow. The method used was to compare the pre-reform and post-
reform behaviour of firms affected by the policy to the behaviour of the unaffected
control group of firms (the ‘difference-in-differences’ estimator).

The data available was comprehensive including (1) income tax declarations and
financial statements of all firms, (2) surveillance declarations (including paid tax by tax
rate) of all VAT registered firms for the period 2002 to 2007; and (3) information on
VAT relief decisions for the period 2004 to 2007 (firms have to apply for VAT relief at
the end of the year and the decisions made on these applications are registered). To
avoid selection bias the data was divided to 2-year panels, which were estimated
separately. For longer time series a bias is possible, since only some of the firms
continued to operate in the following year and the survival is positively correlated to the
growth of sales.

In the first analysis carried out the treatment group was the firms who had a turnover
between 100 - 8500 euros and were voluntarily registered. The control group was the
firms with turnover higher than 8500 euros, but lower than 20 000 euros (therefore
obliged to register). The dependent variable was log of sales and the explanatory
variables were time and treatment dummies and their interaction term and sales, legal
type, industrial sector and geographical location of the firm at the start year.

The estimation results show that the treatment group already had higher growth rate
before the reform, but the difference increased markedly after the reform. This is not
straightforward to interpret. Some of these firms were voluntarily registered because
their inputs include more VAT than sales. These firms did not benefit from the reform.
Part of the firms sold to other registered companies. In that case the reform reduced the
current effective VAT rate to zero. It also created an incentive to increase sales above
the threshold by providing a lower average VAT rate until the higher limit was reached.

A second analysis concentrated on firms closer to the registration threshold (turnover of
7000-8500 euros vs. turnover of 8500-10 000 euros). It produced lower coefficients and
less statistical significance. The third and fourth estimation sets were otherwise similar
to the first and second, but now the data also covered non-registered firms. Including
these firms lowered even more the estimated coefficients and reduced the statistical
significance. This was interpreted to show that the growth of the non-registered firms,
which was slower before the reform, stayed so after the reform.
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Figure 3.2. Unregistered firms in 2002-2007, frequency distribution of firms with turnover
between euro 500 and euro 12 000, by turnover class of euro 500.
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Figure 3.2 shows what happened to the bunching of the firms. It seems that the share of
the non-registered firms just below the threshold is lower after the reform, but the
cluster is still high. A closer look shows that the bunch is caused by entrepreneurs and
self-employed persons (Rauhanen 2002), who can adjust their sales, or venture into tax
fraud.

One striking anomaly is that many of the firms eligible for the VAT relief did not apply
for it. Only 31 percent of the firms that were eligible 2004 applied and received the
VAT relief. One explanation may be the small size of the relief. It was 617 euros on
average for those firms that did not tap it and 10 per cent of the reliefs would have been
less than 100 euros.

Rauhanen and Ventoklis (2011) discuss the possible reasons for the firms staying
unregistered. One is the compliance costs involved. The study of Niinikoski et al.
(2007) finds that the average yearly cost for a registered firm was 389 euros in 2007.
The compliance costs for small firms were reduced from the beginning of 2010. The
firms with turnover less than 25 000 euros can now report and account for their VAT
yearly instead of monthly.
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Conclusions from the case study

This case study analysed the reactions of firms to a recent change in the design of the
VAT registration threshold in Finland. There are many kinds of actions firms are likely
to take when turnover approaches the VAT registration threshold in order to avoid the
compliance cost involved in crossing the threshold. The consequent behavioural
distortions may have economic costs both in terms of a loss in VAT revenue and in
terms of the decisions as to how much the firms produce, what they produce and
whether the products are exported. Also the choices of consumers are distorted.

Tax data reveals that bunching has decreased each year after the reform, but there is
still a large number of non-registered firms who seem to restrict their turnover just
below the registration threshold of 8500 euros. One reason behind this is the
compliance costs involved in paying VAT and in applying the tax relief. Especially in
the Finnish case, where the threshold is fairly low, the importance of the fixed costs is
likely to be large. The reform itself increased compliance costs, since the relief has to
be applied. The studied group consists of micro firms and therefore such explanations
as insufficient information about the reform may also play a role.

Is it possible to draw more general conclusions from this case study? It seems that
compliance costs are important for small firms, as expected. There are also indications
that the registered and non-registered firms have different initial ambitions towards
growth. The effectiveness of tax incentives remain limited for those firms which are not
growth-oriented.

On the basis of the Finnish experience, the introduction of a sliding VAT rate schedule
is not the right solution for micro firmsthat are trying to avoid the compliance costs by
not registering their businesses. The measure is likely to help some of the voluntarily
registered firms to grow, but in the Finnish case, where the upper limit of the schedule
is low, the real growth effects are not likely to be large.
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4 The costs of VAT: a review of the literature (CASE)

This chapter contributes towards answers to the following evaluation questions in the

project Terms of Reference:

(1) To what extent do the current VAT arrangements for cross border supplies of
goods and services maximise the potential of a genuine EU single market for businesses
and customers (for both businesses and private individuals)? What is the range of GDP
loss that could be attributed to the special rules, obligations and risks associated with
EU trade? What are the related administrative burdens and collection costs? What are
the main reasons for any infringements and/or fraudulent activity and their extent at
EU level?

(2) To what extent is the current method of collecting VAT efficient, effective and
robust, e.g. in terms of minimising the compliance cost for the enterprises and

maximising the tax revenue for national administrations whilst preventing fraud?

) What are the cost and impacts of the current diversification of the VAT rates,
including the reduced VAT rates, on compliance for businesses, in particular for cross
border transactions, and on collection/control costs? What percentage of the member

states' total consumption is subject to reduced VAT rates/ standard VAT rate?

(6) To what extent and how do the different cost factors of the VAT (i.e.
compliance costs and other effects of the VAT regime) impact the medium/large and

pan-European businesses?

(7) To what extent does the current VAT framework for small businesses help to
create the right conditions for them to grow and prosper in the single market? To what
extent and how do the different cost factors of the VAT (i.e. compliance costs and other
effects of the VAT regime) impact them?
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9) What are the cost and impacts of the current national VAT arrangements

applied in the member states on the bona fide traders in the context of VAT fraud?

It also contributes towards the following specific element:

(A) The evaluation should provide estimates of the total volume and value of domestic
and cross-border (intra-EU and extra-EU) transactions carried out by pan-European
enterprises and estimates of the administrative burden and compliance cost as a
percentage of the total administrative burden and in euros. It should also enlighten
estimates of differences in price-setting mechanisms between pan-European (linked)
companies and businesses that are independent from each other, with a view of

potential differences in VAT revenues collected.

Summary

This chapter provides a review of published economic literature on the definition and
measurement of compliance costs for taxation and regulation in general (with emphasis
on VAT and on the European Union), as well as of VAT evasion and fraud.

e The first section focuses on the administrative and compliance costs of VAT and
related taxes, and discusses existing estimates of the level and structure of such
costs. It begins by clarifying the sometimes confusing terminology found in the
literature (e.g., compliance vs. administrative costs), and proceeds to review older
and more recent estimates of costs borne by the public and private sectors. The
main conclusions are as follows:

1. With regard to administrative costs (those costs that are borne directly by
the public sector, and indirectly by all taxpayers), the review shows
considerable variation of overall tax administration costs among EU
countries, suggesting the potential for efficiency improvements in at least
several of them. However, little specific information is currently available
to single out VAT costs, as most administrations are not organised by
single tax, but rather by functions that cover a multiplicity of taxes. While
the complexities of the tax systems undoubtedly add to the administrative

A retrospective evaluation of elements of the EU VAT system



97

costs (including VAT), most likely other country-specific factors contribute
to country differences.

2. With regard to compliance costs (those that are directly borne by VAT
registered traders), over the past ten years or so the Standard Cost Model
(SCM) has quickly become the standard-bearer among practitioners and
policymakers to assess such costs and to set policy goals. While the SCM
is not immune from criticism (having been criticised, for instance, for
concentrating only on a subset of costs, for lack of consideration of market
failures and imperfections, or for its assumptions of a “normally efficient”
firm, etc), it has helped produce several country and global studies that
allow comparisons over time and across countries. The general conclusions
are that, in the EU as well as in the many other countries that have adopted
VATs, (i) compliance costs are high and significant for individual
businesses (but with estimates of the overall burden at the country level
varying considerably in different studies depending on country
circumstances and methodologies. Early studies for the UK, Australia and
New Zealand reported compliance costs between 2 and 9 percent of VAT
collected; more recent ones, applying the SCM methodology, ranged from
the low of 0.3 percent reported in a study of Denmark, to as high as 8§ or
even 25 percent of VAT collected, as shown in studies of Croatia and
Slovenia); (i) compliance costs are regressive, in the sense that small
businesses are more than proportionally burdened by compliance
requirement (three times higher, for instance, in the case of Croatia); and
(ii1) compliance costs are not falling over time in the absence of policy
action. Time and further research will tell what effects will be of the
increasing adoption of e-filing procedures, and of the aggressive
programmes of burden reduction initiated in a number of countries.

The chapter also reviews compliance burdens linked to intra-EU trade and related
reporting requirements, and concludes that these requirements present specific
challenges, which are not borne by taxpayers which do not engage in cross-border
trade. Specific burdens have been addressed over time with the extension of e-
filing systems and other simplifications. It should be borne in mind that the
burdens are also the results of the EU policy objective to monitor intra-EU trade
through Intrastat, which now piggy-back on the VAT reporting requirements, but
would obviously continue to exist even in the absence of a VAT. Further research
is however warranted in this respect, given the most recent technological advances
in data reporting that could be captured by up-to-date surveys.
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In the second section, the chapter takes stock of the existing quantitative and
theoretical literature with regard to VAT evasion and fraud, with specific focus on
EU countries. VAT evasion is a well-recognised phenomenon, with the most recent
estimates of non-compliance putting the revenue loss for different EU countries in a
(wide) range of some 2 to 30 percent of potential revenues, with an overall average
of about 12 percent.

Several reasons help explain VAT fraudulent practices. VAT specific and EU
general policies have been recognised as major determinants of the compliance and
enforcement environments that facilitate the emergence of fraud. Institutional
factors include (i) the choices of base, rates, exemptions, zero rating, registration
and return filing thresholds, rules on VAT refunds and the existence of parallel
small taxpayers regimes; and (ii) two broadly recognised general EU policy
principles that affect VAT fraud: the intra-European single market in force since
1993, and the application of the subsidiarity principle to tax administration which
generates a second layer of differentiation in the actual application of the laws.
Behavioral econometric studies point to variables such as the VAT burden, the trust
in institutions and the prevalence of corruption, which can be construed to proxy
the attitude of the taxpayer community vis-a-vis the state.

Overall, this literature review points to several avenues for further research that
might help policymaking, for instance in the better understanding of administrative
costs for VAT (e.g., by applying the SCM model to tax administrations and related
services); the effect of the increasing prevalence of e-reporting on compliance
costs, particularly for intra-EU trade; and the trade-offs between the added
compliance costs of (more) enforcement efforts and the revenue losses associated
with laxer attitudes, just to cite three important examples.

4.1 Introduction

In the province of Germany it is quite clear that goodness and respect for
religion are still to be found in its peoples ... When these republics have need to
spend any sum of money on the public account ... each person presents himself to
the tax collectors in accordance with the constitutional practice of the town. He
then takes an oath to pay the appropriate sum, and throws into a chest provided
for the purpose the amount which he conscientiously thinks that he should pay;
but of this payment there is no witness save the man who pays.
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Machiavelli N, The Discourses, ed. Bernard Crick (Penguin Books, 1983),
pp. 244-45.

Curiously, this rather imaginative description of Germany in the 16™ century has a 20"
century parallel in the vision of the libertarian thinker Ayn Rand (The Virtue of
Selfishness, New York, Signet, 1964, p. 117):

In a fully free society, taxation —or, to be exact, payment for government services
—would be voluntary. Since the proper services of a government — the police, the
armed forces, the law courts — are demonstrably needed by individual citizens
and affect their interests directly, the citizens would (and should) be willing to
pay for such services, as they pay for insurance.

In both these visions of an ideal, law-abiding society — one of a (probably imaginary)
past and one of a (probably unrealisable) future — people would voluntarily pay the
taxes they owe, and the task of the revenue administration would be little more than to
provide the facilities for citizens to discharge this responsibility. Alas, no such country
exists, nor—despite what Machiavelli may have thought—has it ever existed.

Compliance with tax laws does not occur without effort: it must be created, cultivated,
monitored, and enforced in all countries. In economic terms, of course, effort is just
another word for cost, and tax compliance costs have been a concern for centuries. One
of Adam Smith’s famous ‘canons’ of taxation, for instance, was that “(e)very tax ought
to be levied at the time, or in the manner in which it is most likely to be convenient for
the contributor to pay it.”s

Although a few early attempts were made to measure the cost of tax compliance (e.g.
Haig (1935)), the “father” of modern compliance cost studies was undoubtedly Cedric
Sandford, who amongst many other works on the subject (e.g., Sandford 1973, 1994)
produced the first detailed study of the costs of VAT (Sandford et al. 1981). In this
report, we review much of the modern literature on compliance costs with particular
attention to the costs associated with VATs, with particular reference to the existing
VATs in the EU. We also consider some aspects of VAT fraud and non-compliance, as
set out in the terms of reference.

5 Smith, Wealth of Nations, quoted in http://www.progress.org/banneker/adam.html
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This chapter is organised as follows. Section 4.2 provides a review of concepts with
regard to different aspects of administrative and compliance costs; Section 4.3 reviews
quantitative estimates of such costs; and Section 4.4 provides a discussion of non-
compliance and fraud in the European VAT context, including available quantitative
estimates, proposals for reform to reduce fraud, and some suggestive evidence on the
trade-off between compliance costs and fraud.

4.2 Definition and Measurement of Compliance Costs

In recent years, a substantial body of literature has been devoted to the definition and, in
many cases, the quantification of the costs of complying with taxation and with
regulation in general. In the last decade or so, particularly but not exclusively in the
European Union, an increasing proportion of this literature has taken the form of cost
estimates based on the Standard Cost Model (SCM). As discussed below, the SCM is
in effect a representation of a subset of the broader concept(s) used earlier in the
broader Tax Compliance Cost (TCC) literature. This section provides a brief overview
of the different concepts of burdens, drivers and methodologies found in both the SCM
and the broader TCC literature. While these concepts are generally applicable to all
taxes, we highlight VAT-specific issues when appropriate.

The Costs of Tax Compliance

A number of important definitional issues need clarification when approaching taxation
compliance costs, particularly in view of not only the shifting debates within the EU but
also the increasing use of the Standard Cost Model and related approaches recently
popularised through such other influential publications as the World Bank’s Paying
Taxes 2011.

In a recent thorough review of the compliance cost literature, Evans (2008) provides a
clear and broad definition of terms with respect to the costs of taxation:

“Modern taxation systems have the capacity to impose a heavy burden on
taxpayers, and particularly on small business taxpayers. That burden typically
consists of three elements. In the first place there are the taxes themselves (...)
Secondly, there are the efficiency costs (variously referred to as deadweight
losses or excess burden), involving tax-induced market distortions. And finally
there are the operating costs of the tax system: the costs to the government
(ultimately borne by taxpayers) of administering and collecting the taxes
(usually referred to as ‘“administrative costs”), and the costs expended by
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taxpayers in complying (or sometimes not complying) with their tax obligations
(usually referred to as “compliance costs”).”

Evans (2008) goes on to note that “in addition to this generally accepted hard core of
compliance costs, there are a number of other costs that need to be considered. For
example, there is little doubt that there will always be a measure of psychological cost
that is induced by the operation of the tax system. Taxpayers suffer stress, anxiety and
frustration as a result of attempting to comply with their tax obligations. Unfortunately,
no studies have yet managed to successfully quantify these psychological costs,
although research in this area is now taking place.” For this reason, we will not pursue
this strand of the literature further in the present review, although James and Edwards
(2010) list several interesting examples of behavioural and experimental research which
appear to offer some promise of future practical relevance (e.g. Coleman et al. 2003). In
particular, it is perhaps worth noting that at least one such study (Hasseldine and
Hansford, 2002) suggests that psychic costs are positively associated with financial
costs of compliance.

In most of the tax compliance cost (TCC) literature surveyed by Evans (2008) (and
catalogued extensively by James and Edwards, 2010) the term administrative costs
refers to the public budgetary costs associated with collecting taxes (including, of
course, VAT). Confusingly, however, in such SCM-based studies as SCM Network
(2005), this term has the very different meaning of the direct resource costs imposed on
taxpayers, assuming full compliance with the law.

Equally confusingly to those familiar with the TCC literature, the SCM studies
introduce the term administrative burden (AB) to mean those costs that are directly
attributable to the various “information obligations” imposed on taxpayers by such
regulations as VAT law and procedures, as distinguished from the costs — e.g. of
registering a business -- necessary for simple “business as usual” (BAU) operation.
Thus defined, “administrative burden” is of course a major component, but not the
whole, of the “compliance costs” imposed by VAT on the private sector as discussed
and measured in the broader TCC literature. That literature often considers not only the
compliance costs imposed on the private sector by taxation but also the public sector’s
administrative costs. While in some instances administrative and compliance costs may
be substitutes and in other instances complements, both constitute real resource costs --
the “operating costs” -- of a given tax system, and should be properly accounted for.
Table 4.1—drawn largely from Sandford, Godwin and Hardwick (1989)—may help the
reader disentangle the overlapping but distinct measurement approaches found in the
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compliance literature. Most of the concepts listed in the table are discussed further in
the next section.

Table 4.1
Compliance and Administrative Costs
Operating costs = Administrative + Compliance costs

A. Administrative (or ‘enforcement’) public sector costs

1. Budgetary costs of revenue department(s)

2. Costs incurred by other departments in providing information
3. Judiciary and other costs related to dispute resolution

4. Interest costs (of ‘loans’ extended by legal lags in collection)

B. Compliance costs incurred by private sector

1. Direct costs incurred by taxpayers or ‘taxpayer costs’(time, labour cost, expert
advice, other)
(a) in complying with legal obligations (“involuntary” or unavoidable costs)
(b) in tax planning and attempting to evade (“voluntary” or avoidable costs)
(c) psychic costs (stress, anxiety, frustration)
2. Costs incurred by third parties (information providers, voluntary helpers)

C. Possibly offsetting compliance ‘benefits’ to private sector

1. Management benefits (from improved accounting required for tax purposes)
2. Cash flow benefits (the private sector side of A.4)

D. Net compliance costs = B-C (in addition, some costs may be reduced to the extent
they are tax deductible)

Comments:

[1] The SCM model essentially attempts to measure Bl(a) — which it calls
“administrative burden” — distinguishing it from what is rather confusingly called
“administrative cost”, by which is meant the ordinary costs of running a business as
opposed to the narrower concept of the costs of complying with the specific
‘information obligations’ imposed by a particular law.

[2] Since there may be substantial ‘start-up’ costs for both the public and private sectors
when tax laws and procedures are changed and even the initial operating costs may be
reduced (‘learning effect’) over time, it is sometimes important to distinguish initial
from ongoing costs.
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Cost Drivers: Administrative and Compliance Costs

Taking as given the standard (OECD 2011) definition of administrative costs as the
resources devoted by governments to administer and enforce taxes and regulations
(including VAT),% a number of studies over time have looked at what makes countries
more or less efficient and effective in these tasks. OECD (2011) provides a detailed,
and often quantitative, comparison of tax administration practices in EU member states,
among others. Unfortunately for our purposes, though understandably, since modern
tax administrations are organised not by tax but by function, increasingly with some
segmentation of key taxpayer groups (such as large businesses), none of this
information is provided on a ‘tax’ (e.g. VAT) basis. In any case, valuable as they are,
the OECD data can only be used for comparative purposes with great care owing to the
many comparability problems that remain to be sorted out.

For a first attempt to incorporate some of this information in a more systematic cross-
country study, see Slemrod and Robinson (2010). In recent years, a number of attempts
have been made to compare such costs, mainly in developing countries, as discussed by
Gallagher (2005). In addition, careful studies have been made of the operational
efficiency of tax offices in a number of countries such as Belgium (Moesen and
Persoon 2002).¢

Although conceptually quite distinct, administrative costs and compliance costs share
certain “drivers”: for example, more complex regulations increase the burden on
taxpayers and generally also require higher managerial resources on the part of
enforcement agencies. However, the burden on the two sides of the process—the taxer
and the taxed—is likely to be quite uneven, may differ sharply in different sectors, and
at different times and, in the case of VAT, may depend to a considerable extent on such
features as rate structure, thresholds, integration with other business taxes, etc.
(Cnossen 1994, Evans 2003). Among the ‘drivers’ of administrative costs — and to a
considerable extent of compliance costs also — identified in the literature are:

1. The complexity of legislation (the number of ‘lines’ to be drawn — exclusions,
exemptions, deductions; rate differences; goods/services distinctions, etc.;

% The most useful general discussion of defining administrative costs probably remains that of Sandford,
Goodwin and Harwick. (1989).

67 Other relevant country studies of aspects of this issue, with varying degrees of sophistication, include
Hunter and Nelson (1995) on the United States, Klun (2003) on Slovenia, Serra (2005) on Chile, Forsund
et al. (2006) on Norway, and von Soest (2007) on Zambia.
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frequency and nature of changes; costs involved in explaining legislation, making
rulings and determinations, etc.). Distinguishing set-up (initial, implementation)
costs of changes in these factors from on-going recurrent costs is not always easy.

2. Procedural requirements—the number of returns®; requirements for supplementary
documentation; treatment of cross-border transactions; and, of course, registration.
The latter is an especially key factor in VAT because possession of a VAT number
carries with it the potential to, in effect, write a payment order on the Treasury
without the Treasury approving it or even being aware of it.

3. The size and nature of clientele (number of taxpayers; structure of economy and of
business sector; the importance of B2B (transactions between VAT registrants)
relative to B2C (transactions with non-registrants); cross-border transactions; size
of threshold). In this connection, note that there are ‘marginal costs’ associated
with the growth of the taxpayer population as well as with policy and procedural
changes, and that these categories should in principle be distinguished.

4. The difficulty of verifying ‘self-assessed’ information, which varies with such
factors as the size of the informal sector; the extent and nature of links between
formal and informal sectors; ‘border effects’ on information flows; the extent to
which efforts are made with respect to verification and chasing down suspect
cases®; extent of e-invoicing; and the role played by tax professionals — accountants
in particular.

Compliance Costs and the Standard Cost Model (SCM)

There is also debate about what should be included in the measurement of tax
compliance costs. Tax compliance costs are those costs “incurred by taxpayers, or third
parties such as businesses, in meeting the requirements laid upon them in complying
with a given structure and level of tax” (Sandford, Godwin and Hardwick, 1989, p. 10).
Paraphrasing Evans (2008), while this is an area in which there will always be debate, it
is possible to identify a “hard core” of costs that are indisputably part of the costs of
complying with tax requirements. Typically these will include:

% For example, the “barriers to business” studies of the World Bank place considerable weight on the
number of returns.

9 To illustrate, business surveys (such as KPMG 2010)) often find that the highest and most troublesome
operating costs are those associated with audit. Interestingly, OECD (2011) shows that such costs are
equally prominent on the other side of the taxing equation.
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e the costs of labour/time consumed in completion of tax activities. For example, the
time taken by a business person to acquire appropriate knowledge to deal with tax
obligations such as VAT; or the time taken in compiling receipts and recording data
in order to be able to complete a tax return;

e the costs of expertise purchased to assist with completion of tax activities
(typically, the fees paid to professional tax advisers); and

e incidental expenses incurred in completion of tax activities, including computer
software, postage, travel, etc.

Involuntary vs. voluntary costs

Evans (2008) also notes that there is contention over other aspects of the precise
boundaries of compliance costs. For example, compliance costs are sometimes divided
into computational (unavoidable or involuntary) and tax planning (avoidable or
voluntary) costs (a distinction first made by Johnston (1963)). Many tax lawyers and
policy-makers continue to insist that only computational costs constitute legitimate
measures of tax compliance costs, and some attempts have been made to disentangle
the two (Pope, Fayle and Chen, 1991).

However most major modern studies (for example, Sandford, 1973; Sandford, Godwin
and Hardwick, 1989; Allers, 1994; Evans, Ritchie Tran-Nam and Walpole, 1997) have
not distinguished computational and tax planning costs in their estimates of compliance
costs — if only for the obvious reason that it is often almost impossible to disentangle
the one from the other. Moreover, as noted by Slemrod and Sorum, “both kinds of costs
are real resource costs of collecting the taxes” (1984, p. 461). Despite these sound
comments, the SCM approach does attempt to distinguish these costs essentially, as
discussed further below, by assumption.

Social vs. private (taxpayer) costs

Evans (2008) also points to the distinction between what have variously been termed
total, gross or social compliance costs and net or taxpayer compliance costs (Allers,
1994; Evans, Ritchie, Tran-Nam and Walpole, 1997), i.e. the costs to the economy vs.
the costs directly borne by taxpayers. Social compliance costs tend to be less than
taxpayer compliance costs for two reasons:
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e In the first place there are various offsetting benefits that may be generated for
taxpayers as a result of compliance with their tax obligations. These include, fairly
obviously, certain cash flow benefits that may arise as a result of the timing
difference between receipt of funds and payment of tax relating to those funds.
Most modern empirical studies quantify the value of these benefits with some
certainty. Less obviously, managerial benefits may also occur as a result of tax
compliance. For example, better accounts and record keeping may lead to improved
business decision-making and reduce the costs of audit for small businesses,
resulting in lower accounting fees. Two major studies in the UK attempted,
somewhat imprecisely, to quantify the managerial benefits generated for business
taxpayers, and concluded that the value of these managerial benefits can be quite
significant (Sandford, Godwin, Hardwick and Butterworth, 1981, p. 96; National
Audit Office, 1994, pp. 19-20).

e Secondly, net taxpayer costs — though not social costs — may be reduced to the
extent that they are deductible in computing income tax liability. The tax
deductibility of business taxpayer compliance costs has also been taken into
account in a few of the major studies but not in most. The three major studies that
appear to have factored in a value for the tax deductibility of certain compliance
costs are those conducted by Johnston (1963), Allers (1994), and Evans, Ritchie,
Tran-Nam and Walpole (1997).

The Standard Cost Model

The Standard Cost Model (SCM), developed in the 1990s in the Netherlands and
quickly became the standard bearer of the definition of compliance costs for
practitioners, particularly in Europe. The spread of the reach of the SCM is little short
of phenomenal. Its features are discussed in a “manual” now widely in use among
practitioners (see International Working Group on Administrative Burdens (2004)).
Other useful references include Wegrich (2009), from which Box 4.1 is adapted, as well
as a very vibrant on-line debate, best represented perhaps by the network Standard Cost
Model, which maintains a growing website community of practice at
http://www.administrative-burdens.com/.

As Box 4.1 discusses, the SCM per se did not introduce particularly innovative
concepts or techniques to estimate compliance costs by taxpayers. Its strength, which
makes it so appealing to spontaneous replication across many administrations and
professional circles, lies in its accounting-like methodology, which promises to quantify
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costs based on an assumed real-life simulation of what it takes to comply with legal and
administrative whims. In some countries, as discussed in the next section, this
approach has produced apparently precise estimates of costs of regulation and taxation
(among which VAT features prominently), which have then been used to set the stage
for a public debate on creating better business environments. The SCM is also at the
root of the World Bank’s Paying Taxes (2011) methodology, as we discuss later, and
this methodology may, over time, produce even more powerful effects on public policy
debate, as have the more general indicators and rankings included in the Bank’s broader
Doing Business (2011) studies.

In addition to being restricted to a subset of compliance costs, the SCM is not immune
from other criticism. In particular, Weigel (2008) has argued that the model is deficient
for a number of reasons:

1) the lack of explicit consideration of the market failures which gave rise to
information obligations, which may lead to economically flawed results
because the simulation assumes that the costs attributable to the IOs may be
eliminated with no detriment to the efficiency or coverage of the tax;

ii) the disregard of other market imperfections that permit strategic actions
that may lead to errors in the assessment of tax obligations;

iii) The disregard of the variation in costs of compliance by assuming a
“normally efficient” firm—a methodology that to some extent makes the
overall result of the exercise almost arbitrary, and certainly far from
statistically representative;

iv) Finally, other reasons may lead different firms to perform differently (such
as those suggested by the theory of X-inefficiency), so that the reactions of
firms to changes in the reduction of compliance burdens may be quite
different from those suggested by the SCM numbers (and presumably
desired by policy makers).
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The SCM policy template was developed starting in the early 1990s in the Netherlands (cf.
WIFO-CEPS 2006; OECD 2007). The perception of increasing regulatory burdens was a recurring
theme on the public sector reform agenda in the Netherlands (Larsen 2006; Toonen and van den
Ham 2007). The idea of measuring and quantifying regulatory burdens was part of this debate.
However, earlier attempts to measure overall costs of regulation were frustrated by the perceived
complexity of such an approach, and also by difficulties in accounting for benefits of regulations.

Rather than developing increasingly complex solutions to these problems, policy development
was guided by the idea of reducing complexity by focusing the measurement on a specific
component of regulatory costs, namely what came to be defined as administrative costs (see text
discussion for semantic differences with earlier literature). Administrative costs in the SCM are
defined as those parts of the regulatory (or compliance) costs that are imposed on firms by specific
information obligations (IOs) included in laws or secondary legislation. Administrative costs thus
defined are then distinguished from so-called substantial compliance costs, i.e costs attributable to
compliance with regulatory standards (such as emission standards). While the boundary between
administrative and substantial costs is difficult to draw and those two types of regulatory costs are
clearly related, the key idea is to quantify those costs that are easy to measure in order to permit the
setting of quantitative targets for reducing administrative burdens.

The method for measuring administrative costs was developed by research organisations and
consultancies over a decade and tested in various pilots. Unlike approaches assessing administrative
costs accumulating in companies by focusing on single regulations, the main idea of the SCM is to
start from information obligations included in legislation, calculate the time (hence: costs) of work
needed in a company to comply with this obligation, and then sum up the number of ‘cases’
(frequency of occurrence and number of companies affected by the information obligation). The
total cost calculated for all the individual information obligation of a regulation is regarded as the
quantification of the administrative cost of this regulation. While the calculation of the costs of
complying with information obligations is based on information gathering activities, such as
interviews or, in some cases, actual time measurement (stopwatch approach), the tool is not meant
to present either an exact measurement or a representative sample of the actual costs of compliance
for companies. Rather, the idea is systematically to assess what the costs would be in a ‘standard’
process of compliance with the information obligation. Experiences with the measurement
exercise, the development of databases etc. and comparative ‘benchmarking’ are said to enhance
the precision of the assessment. Nevertheless, the quantification remains a proxy of a cost
measurement that is supposed to allow tracking change (as well as benchmarking across
jurisdictions) over time and hence evaluate the effectiveness of reduction measures. The method
does not account for different administrative implementation styles of regulations in terms of over-
or under-enforcement by agencies, and of course takes no account of any possible benefits from the
regulations, e.g., by improving management’s information on operations.

Diffusion of the SCM policy template in Europe

From its very inception, the SCM has enjoyed almost unparalleled popularity among both
practitioners and policymakers, and consequently it has rapidly spread as the standard tool for
quantification of costs of taxation and regulation, particularly in the EU. Taking for instance the
starting point as 2003 when the Netherlands carried out the SCM baseline measurement (accounting
for all regulations as by end of 2002), by 2004, only two other countries were engaged in any
activity of administrative costs measurement and reduction. However, by the end of 2007, 15 out
of 29 EU-25/EFTA member states had developed such programmes (with two further countries
having expressed the general plan to engage in SCM measurement exercises). Almost all EU-15
member states have adopted this approach. Moreover, so have two larger EFTA countries (Norway
and Switzerland). As yet, however, smaller EU-15 member states, most of the new member states
of the 2004 enlargement and the two small EFTA countries have done relatively little along these
lines. Still, the scope of diffusion in western Europe is striking — all larger western European
countries are involved in some kind of emulation of the SCM policy template. Interestingly (but
beyond the scope here), South Africa was the first non-European country to adopt the SCM
approach, and other non-European countries (Australia, Canada, US, Australia, New Zealand) are
involved in the OECD’s project related to the SCM method (Red Tape Scoreboard, OECD 2007).

A retrospective evaluation of elements of the EU VAT system




109

4.3 Estimates of Compliance and Administrative Costs

With the observations just discussed on concepts and definitions, we now review in turn
evidence on administrative and compliance costs.

Administrative Costs

Administrative costs imposed on the public sector by VAT are largely captured in the
budgetary allocation of the revenue department(s). The OECD (2011), in its biannual
publication on comparison of tax administration performances, provides detailed
country-by country data on budgetary allocations for different tax administration
(though not divided by tax, something which is obviously very difficult to quantify with
precision). Figure 4.1 provides a snapshot for 2009, the latest comparable data period
(note that Greece does not report such data).

Figure 4.1. Tax administration budgetary allocations
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Thus defined, tax administration costs in the EU averaged 0.29 percent of GDP, ranging
from a minimum of 0.12 percent in Estonia to 1.3 percent of GDP in Cyprus (an outlier,
with the second-highest country being Hungary with 0.34 percent of GDP). Although
the OECD study warns of the pitfalls of international comparisons of such ratios, it also
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provides data on other measures of administrative efficiency of such expenditures, such
as the ratio of expenditures to tax collections.

Of course, not all administrative costs are attributable to VAT. On the other hand there
are additional administrative costs that can and should also be taken into account e.g.,
other government departments, judiciary, etc.”” It should also be mentioned that
budgetary numbers often do not convey the economically relevant facts: for example,
many countries do not charge appropriate ‘rents’ for the office facilities used by tax
agencies to the budgets of those agencies and capital outlays (e.g. not simply buildings
and computers but also such outlays as training costs and ‘taxpayer services’) are
seldom depreciated appropriately from an economic perspective. In sum, it appears that
as yet no attempt has been made to develop as detailed an approach as the SCM to
allocating the costs of tax departments to the various ways and amounts in which real
resources are devoted to either on-going VAT activities or the impact of changes in
legislation or procedures.

Partly because of the increasing extent to which tax administration is organised by
function rather than by tax, little information on administrative costs by tax is available
In the UK, however, a recent report shows that the cost of administering VAT in that
country is 0.7 percent of VAT revenues.” Occasionally other countries’ budgets, annual
reports, etc. provide information on the estimated costs of changes in various aspects of
VAT administration.” As an example, the recent incorporation of the provincial sales
tax into the national VAT system was reported in the budget of the province of Ontario
to reduce the province’s administrative costs by $500 million in 2010-11: although no
details were reported, it is likely that this outcome reflects the fact that the new tax,
unlike the previous provincial sales tax, would be administered at no cost to the
province by the Canada Revenue Agency.”

Overall, in this area what has been done in terms of understanding of and estimating
administrative costs appears to have been governed far more by the availability of data
than by any rigorous consideration of what should be done to obtain the most useful or

70 See for one such wider approach Vaillancourt, Clemens and Palacios (2008), for Canada.

71 See p. 13 of http://www.hmrc.gov.uk/about/annual-report-accounts-1011.pdf

72 For a detailed consideration of comparative information on the costs and requirements of administering a
tax system, including a VAT, see Australian Government (2007), a research guide which compares
approaches to information management, risk management and internal organisations among several large
administrations (Australia, Canada, United States, the “OECD model”, etc.).

73 See http://www.fin.gov.on.ca/en/budget/ontariobudgets/2010
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relevant measures for the purpose at hand. Of course, this is both understandable and
acceptable; but perhaps more thought should be given to how we might obtain the
‘correct’ economic information or at least to thinking about the possible extent and
direction in which the numbers we do have might be altered if we were able to take
such information—even if it proves unattainable in practice—into account.

Estimates of Compliance Costs

The SCM approach

The spread of the SCM discussed above has produced a flurry of estimates of
compliance costs by countries, some of which are based on very detailed analyses of
business processes and obligations resulting from tax legislations and other regulations.

KPMG (2006) reports a detailed study of the “administrative burden” (compliance
burden in our terminology) for a number of tax and other obligations for the UK for the
year 2005. According to the study, the total compliance burden can be quantified at
£5.1 billion (or about 0.42 percent of GDP), of which costs attributable to VAT would
amount to about £1 billion, or 0.08 percent of GDP. The report also provides estimates
of costs based on types of obligations, as well as on the size of the business units. As is
typical in such studies, smaller businesses (if subject to VAT obligations) are reported
to bear a disproportionately large share of the total burden.

SCM Network (2005) reports estimates of what it labels the “administrative burden of
VAT” calculated using the SCM methodology for four countries (Denmark,
Netherlands, Norway and Sweden) and based on the structure of VAT as of 2003 for
each country. As shown in Table 4.1, this SCM concept is roughly equivalent to what
other studies term compliance costs (i.e. those costs incurred directly by taxpayers) and
we therefore use the term “compliance costs” for consistency and simplicity. According
to this study, compliance costs on businesses (per average business unit) range from a
low of Euro 180 in Denmark (which, multiplied by the number of businesses reported
by the study, yields a “total cost” amounting to 0.3 percent of VAT collections, or 0.03
percent of GDP), to a high of Euro 807 for the Netherlands (for a total of 2.17 percent
of VAT collections and 0.17 percent of GDP), with Norway at Euro 430 (0.64 percent
of VAT collections and 0.06 percent of GDP) and Sweden at Euro 344 (0.75 percent of
VAT collections and 0.07 percent of GDP). The authors advance a number of
explanations for this wide range. Inspection of the rate structure, filings, thresholds,
registration requirements etc. reveals a number of differences across countries that
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without pointing to a single culprit, give food for thought. For instance, it is notable
that Denmark is the country of the group with the least differentiation in rates, so that
the other countries’ businesses are burdened with somewhere between 2 and 48 extra
hours per year for the administration of multiple rates. Similarly, Denmark’s filing
procedures are more lenient than in Norway or Sweden, again resulting in cost
advantages for Danish businesses. For example, a business with limited liability and a
turnover of 200 000 euro must file four times per year in Denmark, six times per year in
Norway and 12 times per year in Sweden. The differences between the countries can
also be seen by looking at the proportion of businesses in each respective country that
file different number of times per year. 44 percent of the businesses obliged to pay
VAT in Sweden file 12 times per year, in Denmark the same proportion is only 10
percent.

For SCM studies of the new EU members and candidate countries, see Klun (2003) for
Slovenia, and Blazi¢ (2004) on Croatia. The latter specifically addresses the issue of
regressivity of taxation (and of VAT in particular). It finds that VAT compliance costs
amount to 3.9 percent of turnover for individual entrepreneurs, while falling to 1.5
percent for firms with more than 6 employees. The study comes to the conclusion that
“The regressive effect of tax compliance costs is proven in the case of Croatian small
business (businesses that pay personal income tax), even with respect to micro
businesses. In the cost structure the time cost, predominantly the owner’s time, is
predominant” (Blazi¢ 2004, p. 15). The study produces an overall estimate of the VAT
burden in the range of 16-25 percent of VAT collections, an astoundingly high figure
attributed to the still-recent introduction of VAT when the study was conducted.

Another approach to the use of the SCM (again, not limited to VAT taxation) concerns
the performance of public institutions in reducing the cost of doing business through
streamlined/reduced/abolished regulation. As an example, see Agence pour la
Simplification Administrative (2009), which reports on detailed cost reductions by
government departments in Belgium, in the context of a multi-year programme for
simplification (no such studies seem to have concentrated on VAT). ™

The World Bank/International Finance Corporation (IFC) (in collaboration with
PriceWaterhouse Coopers/PWC) has developed and publicised an ambitious and wide-

74 For a discussion of the potentials for application of the SCM to the case of Italy, see Cavallo et. al.
(2007).
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ranging effort to quantify compliance costs using the SCM methodology.” The main
value added from this work comes from the comparability of results across countries,
and over time. The methodology employed produces cost estimates in the form of man-
hours required to fulfil different types of tax obligations. It thus shares with other SCM
studies the shortcoming of not estimating actual as opposed to theoretical costs. Nor
does it yield cost estimates that can be related to tax avoidance or tax evasion activities.
Paying Taxes is not concerned at all with administrative costs as discussed in the
preceding section. It does, however produce figures on consumption tax compliance
burdens (of which VAT is the overwhelming component) that are, by design,
comparable, as shown in Figure 4.2.

Figure 4.2. Consumption tax compliance burdens
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As one can see, the Paying Taxes methodology results in a tremendous range of
“potential” burden to taxpayers (and by extension to the national economy) from
compliance with taxation requirements, with some of the more recent members

5For the latest Paying Taxes 2011 Report, see
http://www.doingbusiness.org/~/media/fpdkm/doing%?20business/documents/special-reports/paying-
taxes-2011.pdf. Also available on the website are a number of more detailed country studies, e.g.
Ukraine, Armenia, South Africa.
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imposing very high hourly requirements (Bulgaria being a stupendous outlier), and the
more advanced/older member economies being at the low end of the spectrum.”

The Paying Taxes 2011 study also offers six general lessons and one interesting
observation on the relative importance of the drivers for compliance costs (in terms of
time requirements), based on the universe of all the 145 countries where VAT (or a
VAT-equivalent tax) is present. These lessons are:

1) It takes less time on average when VAT is administered by the same tax
authority as corporate income taxes (a similar lesson on the benefits of
different taxes being administered by the same authority is drawn by a
recent World Bank study on costs and benefits of integrating tax
administration (World Bank 2010));

ii) It takes less time on average in countries where business uses online filing
and payment (see on this OECD (2010), esp. Tables A8 and A12);

iii) The frequency at which VAT returns are required impacts the time to
comply;

iv) The more information is required in the VAT return, the more time is
needed”’;

v) The requirement to submit invoices or other documents with the return
adds to compliance time;

vi) Changes to the rules and regulations can increase compliance time.

An interesting observation is that there is a positive correlation between the VAT
compliance burden and the time delay in receiving a VAT refund.

76 Note also that the data for the Netherlands in Figure 2 is sharply lower than the one reported by the just-
quoted SCM study: this is a reflection of the simplification programme embarked upon in 2005 by the
Dutch authorities, which has resulted in steadily declining hours for complying with taxes as documents
by the various Paying Taxes reports.

"7 To cite a rather old example (Bird 1999), in the early 1990s at around the same time the VAT return in
the UK, a country with perhaps the most complex VAT in the EU in some respects, was simplified to one
page, Poland, then a relatively new VAT adopter, increased the number of items required on VAT forms
from 61 to 105 on a form that called for 12 separate arithmetical manipulations. The design of tax forms
— the direct interface (whether in paper or web form) between taxpayers and the administration — and in
particular not asking for information that is not directly relevant and is seldom used, remains an important
and too often inadequately considered driver of compliance costs.
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Comparison between SCM measures and the TCC literature

The definition of compliance costs by Evans (2008) cited earlier in many ways
approximates more or less what the SCM administrative cost measure attempts to
measure through its survey-cost allocation procedure. In addition, however, as
mentioned above taxes may occasion both psychic and social costs that are obviously
not included in such measures. Such costs, however, seem sufficiently politically
relevant to be recognised in some EU-related work in general terms as costs of
irritation or perceptual aspects of taxation that should be taken into account in
developing ways of redressing problems with the present VAT system. Obviously,
such “soft” notions are difficult to quantify and even harder to interpret meaningfully.
A more important difference between most compliance cost studies and the SCM work
mentioned earlier is that the latter explicitly excludes three components of compliance
cost included in most other studies in the TCC literature:

e costs (and benefits) not directly reflected in outlays or attributable to simply being
in business rather than being taxed,

e costs incurred by others than direct taxpayers,

e and costs related to activities facilitating not tax payment but tax non-payment
through (legal) tax avoidance or (illegal) tax evasion.

The first of these exclusions is presumably in accordance with the mandate of the EU
studies to measure the direct administrative burden—as defined earlier—on taxpayers.
While the EU studies do clearly try to disentangle fax compliance costs from business-
as usual or core accounting costs they inevitably do so, as did earlier studies (like
Plamondon 1993) on the basis of expert judgments that are inherently rather arbitrary.
On the other hand, this approach deliberately omits some relevant resource costs (and
benefits) of VAT compliance. Again, most of these factors were set out fairly clearly in
the pioneering book by Sandford et. al. (1981) such as the opportunity cost of cash-flow
benefits (and costs) and the possible managerial benefits accompanying the
requirement for better accounting in a VAT system. Evans (2008) refers to estimates
including such factors as estimates of ‘social’ rather than ‘taxpayer’ costs.

One reason such omissions matter is because they may affect the significance of the
results emerging from the SCM approach. As an illustration, note that the cash-flow
aspects of public and private costs do not cancel out because the two sectors can borrow
at different rates. Moreover, within the private sector any gains from such interest-free
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loans are presumably much more valuable to smaller businesses facing higher
borrowing rates. Smaller firms are also of course those most likely to gain from having
‘better accounting’ practices forced upon them for tax compliance purposes. Both these
factors may to some extent mitigate the market regressivity of the “gross” VAT
compliance costs reported in most studies.

A point that is not often mentioned in the literature is also related to the nature and size
of businesses. Consider two businesses, both of equal size but one engaged in
manufacturing and one in services. Both have the option (common in many countries)
of paying a ‘presumptive’ (flat-rate output tax) or being in the VAT system. The
service business, which purchases little from other firms, has little to gain by recouping
input VAT and, if it is mainly B2C, much to gain by being subjected to a lower output
tax (and of course even more if it is completely outside the system, e.g. in the informal
sector). The manufacturing business by definition is more dependent on purchased
inputs and is also more likely to sell to e.g. distributors rather than final consumers
directly. Hence it has much more B2B on both sides of the sales-purchase journal. Its
calculations in choosing to opt out of VAT are thus more difficult than those of the
service firm and depend in part on how its payment terms to its suppliers and its
customers are related to each other and to the payment (and grace) periods of the VAT
system as well as on the relative compliance costs of the full VAT vs. the simplified
systems provided in most EU countries for small businesses. In principle, if small
manufacturers sell mainly to VAT registered firms, they would presumably choose to
register voluntarily even if their level of operation is below the VAT threshold.
However, in countries with large and persistent ‘informal’ sectors, in which
considerable trade takes place among non-registered firms, the choice may be much less
clear.

Cross-Border Transactions in the EU and Compliance-Administrative Burdens

As discussed, the theoretical literature and some empirical evidence point to the
multiplicity of requirements of VAT (as for other taxes and administrative rules) as a
direct driver of the compliance costs firms have to bear (and, to some extent, also of the
costs borne by tax administrations). Multiple VAT rates and exemptions oblige firms
to keep more complex accounting codes and records. Furthermore, EU-based taxpayers
face additional burdens when they engage in international trade, both intra-EU and
outside the EU. In addition to having to comply with domestic regulations, exporters to
other EU members have to accommodate importing countries’ specific sets of rules
affecting their cross-border. Differential requirements for dealing with different tax
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administrations are the determinants of the intra-European-generated additional
transaction costs: to take an extreme example, even a small number of transactions with
a country can impose a large cost, if it obliges a firm to set up and maintain a separate
accounting code and recording system. So long as the application of the VAT rules
across the 27 member States varies, small businesses will undoubtedly continue to have
considerable difficulty in understanding, let alone complying with, intra-EU trade. For
such firms, intra-EU trade may thus be at least as burdensome, and perhaps even more
so, than trading with countries outside the EU. Unfortunately, there appears to be little
empirical evidence bearing on this issue

The introduction of the Single Market, as discussed in Section 3.2, was meant to result
in a reduction in compliance costs from intra-EU trade, chiefly through the abolition of
customs declarations.” Verwaal and Cnossen (2002) have however argued that the
statistical requirements that were put in place to allow identification of VAT-taxable
transactions and to help record trade among member states (the Intrastat system) have
resulted in a substantial burden for exporters, which they estimate at 5 percent of the
value of trade, with wide variation according to size (and country). Interestingly but
not surprisingly, the availability of e-filing systems is a major reducer of compliance
costs.” These findings (based on a survey conducted in 1996) are quite sobering
compared to previously-published studies, such as the 1997 assessment by the
European Commission (Commission of the European Communities (1997)) which
argued that compliance costs for firms engaging in intra-EU transactions had been
reduced by approximately two-thirds. Unfortunately, again there seems to hve been
little subsequent empirical examination of these questions. A partial exception is the
European Tax Survey of 2004 (Commission of the European Communities, 2004a).
This work consisted of a survey of roughly 700 European enterprises subject to VAT
taxation, and some of which engaging in intra-European trade. It found that “VAT
compliance costs appear particularly high for companies that undertake activities in

78 We can also surmise that, following the adoption of the Single Market, administrative costs for national
tax agencies may have increased as tax administrations had to quickly provide access to the new ex-post
filing and IT systems to deal with the new procedural dimensions of the tax. But again, no cost
accounting of tax administrations was found in the literature to substantiate or refute this hypothesis.

7 Firms engaging in EU trade beyond certain thresholds are expected to file EC Sales lists for VAT
purposes. These lists include details on individual transactions and VAT identifiers of corresponding
traders, and are to be used by tax authorities of the trading countries to verify the legitimacy of the VAT
claims that may arise (see the following discussion on the problem of Carousel Trade). These Sales Lists
can be filed, depending on the individual countries, manually, electronically or via the internet. See for an
example of the UK system:

http://customs.hmrc.gov.uk/channelsPortal WebApp/channelsPortal WebApp.portal?_nfpb=true& pagelab
el=pagelmport_InfoGuides&propertyType=document&id=HMCE_PROD_ 009770
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other EU member states without having a permanent establishment there and companies
that incur VAT on inputs in other EU member states”—this being a subset of all
companies engaging in intra-EU trade. However, due to the nature of the survey
instrument, it was difficult to point to specific factors, other than “administrative
complexity” that could be addressed by policy.

Verwaal and Cnossen indeed offered policy suggestions (including the abolition of the
Intrastat System for VAT-liable persons with intra-EU transactions, and a system of
compensation for firms with small amount of intra-EU transactions). The EU, in turn,
modified the Intrastat system in 2004, with a view to making it more transparent (but
not, apparently, less onerous for firms), see European Parliament (2004). In the
absence of follow-up surveys, it is difficult to gauge the extent to which the Verwaal
and Cnossen findings have been superceded by the subsequent reforms in
administrative requirements.

It should also be noted that at least some of the compliance costs identified by Verwaal
and Cnossen are not directly related to the existence of the VAT per se, but rather to
statistical requirements which presumably might exist even in the absence of a VAT
(though linked to VAT reporting in the present institutional context). There is an
interesting perspective on the issue of the statistical burden coming from Intrastat itself:
“For all trade operators involved, Intrastat meant a lighter workload compared with the
previous system before 1993 where any intra-Community trade transaction had to be
declared and presented to Customs. But in these times the respondents were often not
aware of the fact that their reporting obligations for foreign trade statistics were fulfilled
when lodging a Customs declaration. With the introduction of the Intrastat system the
statistical reporting burden became apparent.” (European Commission —Eurostat
(2007))

Overall, there is surprisingly little recent empirical evidence on the actual compliance
costs borne by firms in EU countries attributable to cross-border trade within the EU or
with non-EU countries. As an example, the SCM (and Paying Taxes) studies typically
do not consider firms engaged in exporting activities. Although extending coverage to
such firms would raise no new conceptual problems, it could be potentially costly to
implement, since cross-border costs may vary from country to country (both within the
EU and outside).
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Private sector contribution to compliance, compliance costs and VAT fraud analysis

It is appropriate in our review to touch even briefly on an important (and growing)
element in compliance (and fraud analysis) practice--the presence of private-sector
advisors. Casual web searches reveal substantial offerings by practitioners. Indeed,
judging from the great amount of possibly good advice found on the Web, the
“compliance market” is probably larger than the “fraud market’s.

The compliance market offers complete and partial solutions to compliance and
compliance costs by making available compliance alternatives claimed to be both legal
and more efficient. For example, SAP’s well known Integrated Management
Information System (IMIS) offers a VAT add-on to SAP®!, fusing VAT compliance
with accounting compliance. Others--such as IBM--have developed VAT country-
specific software and made it part of their IMIS®2. Still others have developed parallel
systems like central banking transactions that may in the end be useful for VAT
tracing®. Finally, the private sector offers ethical perspectives on compliance and
fraud®. This work complements and broadens some of the perspectives of the studies
commissioned by the EC from other private tax advisory firms.

What do the Studies Show?

Table 4.2 (based largely on Evans 2003, supplemented with additional studies from
Vaillancourt, Clemens and Palacios (2008) and augmented with the SCM VAT studies
discussed above) gives a bird’s eye picture of existing quantative studies of VAT-
related compliance costs for various classes of taxpayers in a number of countries. All
these studies (along with those earlier reviewed by Cnossen (1994)), agree to varying

80 An alternative interpretation might perhaps be that the prevalence of private providers of tax advice on
how to comply may reflect to some extent the inadequacy of — or lack of trust in — official advice: to the
extent there is any truth in this argument, increased private compliance costs are clearly to some extent at
least substituting for public administrative costs, although no one seems to have considered seriously the
costs and benefits of such a substitution (though see the general considerations in Shaw, Slemrod and
Whiting (2010)).

81 A turn-key solution to overcome the pitfalls and shortcomings within SAP’s VAT determination and
reporting logic. http://www.meridianglobalservices.com/vat-add-on-for-sap/

82 IBM - Sterling Commerce June 24, 2010 http://eeiplatform.com/2350/survey-companies-risk-fines-for-

non-compliance-with-cross-border-invoicing-regulation/

http://www.europa-

nu.nl/id/vil6ib65lmzi/nieuws/nadere_toelichting_op_enkele_europese?ctx=vg9pk7ho53zu

8 Clients: Increased emphasis on corporate compliance. Calling time on international bribery. Clifford
Chance. Available at:

http://www.cliffordchance.com/about_us/annual reviews/annual review_2010/clients/calling_time on_int
ernational_bribery.html

83
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extents with three ‘big lessons’ put forth by Evans (2008), which apply to all
compliance costs and certainly to those associated with VAT:

1. Compliance costs are high and significant
2. Compliance costs are regressive
3. Compliance costs are not falling over time

Regarding the first conclusion, Evans (2008), referring to overall taxation, sums up by
saying that “the studies suggest that compliance costs of such taxes are typically
anywhere between two percent and ten percent of the revenue yield from those taxes;
up to 2.5 percent of GDP; and usually a multiple (of between two and six) of
administrative costs.” Thus, as shown in Table 4.2, Sanford et. al. (1981) and Sanford
et. al. (1989) estimated costs equivalent to 9 and 3.7 percent of VAT collections for the
UK, Pope, Fayle and Chen (1993) showed compliance costs of over 2 percent of
collections for the Australian WST, and Hasseldine (1995) estimated VAT compliance
costs of 7.3 percent of revenues in New Zealand. The picture is more mixed for more
recent studies, particularly those using the SCM methodology. As discussed above and
also shown in Table 4.2, we find studies at the lower end of the spectrum indicated, and
some that are much higher. Witness for instance the notably low estimates, as a
percentage of GDP and of VAT revenue, for Denmark (SCM 2005) at 0.3 percent, but
also the considerably higher estimates for Slovenia (Blazic 2004) and Croatia (Klun
2003) (respectively 25 percent and 8 percent of VAT collections), and presumably for
Bulgaria and other new member states, based on the “hourly burden” data of the Paying
Taxes study discussed above. This wide spectrum of estimates most likely reflects
different country circumstances and, as discussed, the different methodologies applied
by authors at different points in time.

On the whole, as one might expect, the extant studies also suggest that administrative
costs are absolutely and relatively less burdensome than compliance costs. Those
studies that do address administrative costs suggest that they rarely exceed one percent
of revenue yield, and more usually come in well below one percent. As noted, few
reliable estimates can be obtained for VAT administrative costs only.

The regressivity of the compliance burden of taxation, and VAT in particular, which
can be taken as definitively established in the literature, in particular stems from the
large diseconomies of scale involved in complying with tax requirements, together with
the learning curve effect that militates strongly against small firms (Evans 2008, see
also DeLuca et. al. (2007) for the USA, etc.). To quote Cnossen (1994), “...all studies
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emphasise that the compliance costs of the VAT, as a percentage of sales, fall with
exceptional severity on small businesses.” Of course, as has also been shown in the
literature, much the same can be said with respect to most if not all taxes since most
involve some fixed costs, and such costs invariably decrease as the size of a business
expands.

And finally, Evans (2008) makes the strong point that compliance costs are perceived to
be an on-going cause for concern, and a problem not improving over time. It is
interesting to note, however, that several of the studies surveyed here in the spirit of the
SCM, and applied to specific strategies of burden reduction by national governments
and EU member states perhaps give hope of the possibility of seeing a reduction in such
burdens (witness the Belgian case cited above, as well as the indications for the UK,
Denmark, the Netherlands). Given that many such programmes of burden reduction
have only recently been put into operation, time will tell whether they can be successful
and successfully sustained.
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Table 4.2: Summary of major published studies of VAT taxation operating costs since 1980
(An extended and updated table from Evans, 2003)

European Studies

2. () 600 (b) 800
3. (a) 262 (b) 197
4. (a) 44% (b) 25%

Year of Author(s) Country Taxes studied 1. Methodology Major outcomes
publication (population 2. Sample frame
(Year(s) studied) 3. Respondents
under 4. Response rate Compliance costs Administrative costs
review)
1981 Sandford, Godwin, UK Value added tax 1.Documentary analysis for Gross compliance costs for VAT estimated as £392m in 1977-78, and administrative costs
(1978-1980) [Hardwick & (UK VAT administrative costs; for £85m.
Butterworth registered traders compliance costs (a) postal Total operating costs of c. £480m represented 11% of VAT revenue; VAT compliance costs
and their survey, followed by (b) “exceptionally regressive in their incidence” (and administrative costs also likely to be
advisers) telephone and personal regressive);
interviews and (c) interviews cash flow benefits (£73m) and managerial benefits (difficult to quantify) exacerbate
with advisers (sample and the regressiveness; net compliance costs affected by size of firm, sector (relatively lower
responses not published for compliance costs in primary production and higher in financial and services sector), payment or
this element) repayment situation
2.(a) 9,094 (b) 445
3.(a) 2,799 (b) 263
4. (a) 31% (b) 59%
1989 Sandford, Godwin & UK Value added tax 1. Postal survey Aggregate compliance costs were £791m Administrative costs of £220m in 1986-87
(1986-87) Hardwick (UK VAT registered 2.3,000 (3.69% of revenue yield) and cash flow were 1.03% of revenue yield
traders) 3. 680 benefits (disproportionately enjoyed by larger
4.24% firms) were £580m; net compliance costs were
1% of revenue yield; compliance costs
very  regressive; compliance costs fallen since
1977-78
1989 Bannock & Albach UK & Germany Value added tax 1. Postal survey (a) UK and Dissatisfaction with VAT system was Not addressed
(1987) (UK and (b)Germany, with very limited much greater among smaller firms in the UK than
German telephone follow up (15 calls in | in Germany, and compliance costs for
businesses) each country) smaller traders were significantly higher in the

UK than in Germany
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1994 National Audit UK Value added tax 1.Update of earlier VAT Compliance costs of VAT were £1.6b offset Administrative costs were £399m
(1992-93) Office (UK VAT traders) surveys conducted by by compliance benefits (cash & management)
Sandford et al (1981 & of £750m; compliance costs regressive
1989)
2. Not relevant
3. Not relevant
4. Not relevant
2002 Hasseldine & UK Value added tax 1. Postal survey Increased compliance costs are associated Not addressed
(2000) Hansford (business taxpayers) 2.6,232 with increased turnover, newly registered
3.1,449 businesses, increased complexity and perceived
4.23% psychological costs; no significant differences in
pattens of core compliance costs and planning
costs; businesses with computerised systems
faced relatively higher compliance costs than
businesses with manual procedures
2002 Verwaal and Netherlands VAT, Trade 1. Postal Survey of firms Statistical requirements for intra-EU trade Not addressed
Cnossen statistical requirements| 2.2998 linked to VAT reporting system impose on
3.642 average a 5 percent cost on firms with wide
4.21.5% variation. E-filing contributes to reduce costs.
2003 Klun Slovenia Value Added tax Compliance costs between 1.7 and 2.5 percent Not addressed
of GDP.
2004 Blazic Croatia Taxation for small | 1.  Interviews Total compliance cost 0.8 percent of GDP. Not addressed
businesses (including Total compliance cost for VAT 0.2 percent of
VAT) GDP.
2004 Commission of the EU VAT and other 1. Survey of 700 VAT compliance costs appear particularly Not addressed
European Communities taxes enterprises high for companies that undertake activities in
other EU member states without having a
permanent establishment there and companies that
incur VAT on inputs in other EU member states.
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2005 SCM Network Denmark, Value Added Tax SCM methodology CC (percent of GDP): Not addressed
Netherlands, Norway,
Sweden Denmark 0.03%
Netherlands 0.17%
Norway 0.06%
Sweden 0.07%
2006 KPMG UK Value Added Tax SCM Methodology The “administrative” (compliance) burden of Not addressed
(together with UK tax regulation is £5.1 billion. VAT accounts
assessment of overall for £1 billion, or 20 percent of total. (respectively
administrative burden) 0.3 and 0.1 percent of GDP).
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North American Studies

Year of Author(s) Country Taxes 1. Methodology Major outcomes
publication (population studied 2. Sample frame
(Year(s) studied) 3. Respondents
under 4. Response rate Compliance costs Administrative costs
review)
1993 Plamondon Canada Goods and 1. Interviews (face to face) Compliance costs were not as high as Not addressed
(1993) (Canadian services conducted by previous studies had shown, but were
small tax accountants with regressive; businesses using computers for
businesses) questionnaire accounting routines had compliance costs 20% to
2.200 40% lower than those operating manually
3.200
1993 General Accounting USA Value added tax 1. Estimate of administrative Not addressed Recurrent administrative costs of a value
(1995) Office (US) (Federal costs of a value added added tax would be between US$1.22b and
administration) tax US$1.83b, with 70% of those costs related to
2. Not relevant audit work; transitional costs of introducing a
3. Not relevant value added tax would be US$800m; costs
would vary with key design features of the tax,
4 Not relevant and a simple single rate, broad-based VAT
would minimise administrative costs
1995 Plamondon Canada (Canadian small Goods and 1. Interviews (face to face) Small businesses were not using the Not addressed
(1995) businesses) services tax (Quick conducted by Quick method of accounting for GST due to a
method of accountants with lack of awareness; those who knew of it but did
accounting for questionnaire not use it were not overly concerned about
GST) 2.200 compliance costs; savings in tax were more
3.200 important than savings in compliance costs
2008 Government Australia, New Zealand, VAT Mixed methodology Some available data indicate a VAT may be
Accountability Office Canada, France, United less expensive to administer than an income tax.
(Us) Kingdom
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Australasian and South East Asian Studies

Number (ABN), Pay
As You Go (PAYG)
and Business Activity
Statement (BAS)

taxpayersappeared tosuffer substantial
psychological costs during the transitional period

Year of Author(s) Country Taxes studied 1. Methodology Major outcomes
publication (population 2. Sample frame
(Year(s) under studied) 3. Respondents
review) 4. Response rate Compliance costs Administrative costs
1993 Pope, Fayle & Chen Australia Wholesale sales 1. Postal survey Net compliance costs of WSI were $201m, Not addressed
(1990-91) (Australian tax 2.2,467 or 2.1% of revenue yield; compliance costs
businesses) 3.593 were highly regressive; WST generated a cash
4.24% flow cost overall rather than a benefit
1995 Hasseldine New Zealand Goods and 1. Postal survey Compliance costs amount to 7.3 percent of Not addressed
Services Tax (GST) VAT collecations
2002 Rametse & Pope Australia Start -up costs of 1. Postal survey Estimated GST start-up compliance costs Not addressed
(1998-2000) (Western the Goods and 2.3,199 for small businesses were AUD$7,600; this
Australian business Services Tax (GST) 3.868 included owner/manager time of 131 hours; start -
taxpayers) 4.27% up costs were considerably higher than official
government estimates
2002 Tran-Nam & Glover Australia Transitional costs 1. Case study Small businesses incurred net transitional Not addressed
(Jun 1999 - Jun (small of the Goods and 2.31 compliance costs of AUDS$4,853 (mean) or
2001) business Services Tax (GST), 3.31 AUDS$2,393 (median); (median was preferred); in
taxpayers) Australian Business 4. Not relevant addition to monetary costs, small business
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Concluding remark

While it is difficult to summarise the lessons of the vast literature just briefly reviewed,
perhaps one quote from the recent Mirrlees Review is appropriate to end this section:

“Administrative and compliance costs depend on a wide range of factors, including the
complexity of the tax, characteristics of the tax base, structure of tax rates, frequency of
reform, and organisation and efficiency of the tax authority. Taxes should therefore be
kept as simple and stable as possible. In other areas, there is a trade-off between
administrative and compliance costs: for example, whether it is the tax authority or
taxpayers who have responsibility for calculating tax liability. Providing help and
guidance increases administration costs, but reduces compliance costs.” (Shaw et. al.,
2010).

4.4 Compliance Costs and Non-Compliance

“Missing Trader Intra-Community (MTIC) VAT fraud is a large-scale
organised criminal attack on the EU VAT system. The most serious form of
the fraud — known as carousel fraud — involves a series of contrived
transactions within and beyond the EU, with the aim of creating large
unpaid VAT liabilities and fraudulent VAT repayment claims.”®s

Overview

A large and growing literature has focused in recent years on the increasing evidence of
VAT-associated fraudulent practices in the EU. This is a major concern for businesses
that see themselves at a competitive disadvantage, as well as national and EU policy
makers, as evidenced in recent communications on the matter (Commission of the
European Communities (2007)). This section reviews several contributions to the
debate on evasion and fraud, and places them in the context of the discussion on
compliance and administrative costs reviewed in the previous sections.

VAT fraud was recognised by the EC as an objective problem and made part of the EC
strategy in 2003. In 2007 the fight against VAT fraud became a major concern of EC
strategic thinking. The recognition of VAT fraud as “large-scale organised criminal

85 Measuring Indirect Tax Losses—2007 HM Revenue and Customs, available at
http://s3.amazonaws.com/zanran_storage/www.hmrc.gov.uk/ContentPages/13568349.pdf
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attack on the EU VAT system” as defined in the British report cited above signals both
awareness and a notion of magnitude.

The literature points to several institutional reasons to explain VAT fraudulent practices
(in addition to the behavioural variables which we will review below in the econometric
studies of the VAT gap). VAT specific and EU general policies have been recognised
as major determinants of the compliance and enforcement environments that facilitate
the emergence of fraud®. These include (i) parametric issues on base, rates,
exemptions, zero rating, registration and return filing thresholds, refunding of VAT
specific rules and the existence of parallel small taxpayers regimes; and (ii) two broadly
recognised general EU policy principles that affect VAT fraud: the intra-European
single market in force since 1993, and the application of the subsidiarity principle to tax
administration which generates a second layer of differentiation in the actual
application of the laws (See Keen and Smith (2007) and Cnossen (2009)).

VAT parametric issues

The parameters of individual countries’” VAT systems can create a number of fiscal
complexities and risks to VAT compliance attitudes. This can result from either the
way in which bases, taxpayers and rates are defined or the way in which the compliance
process is structured. Purchases and refund entitlements, for instance, are a most
important matter in the case of intra-EU trade fraud.

This type of VAT fraud emphasised in the recent EU literature occurs when registered
sellers charge VAT and buyers request a refund or simply include the input VAT in
their declarations and the seller does not declare and pay the tax. Bogus traders, in fact,
issue what are in effect deferred “cheques” or payment orders in the form of invoices
that may be used as input credits in a future VAT return and may even generate refunds
from countries’ treasuries; then they simply disappear (see Cnossen (2009) and
Harrison and Krelove (2005)). See Table 4.3 for information on VAT refund practices
from the latter paper).

8 The claim of VAT advocates about “self-enforcing” in the early stages of VAT implementation around
the world (1960s through 1980s) was questioned by Hemming and Kay (1981) in the early 80s. Michael
Keen and Stephen Smith (2007) rejected it because of the implicit assumption that both buyer and seller
were compliant taxpayers. These authors questioned the claimed “self-enforcing” feature of VAT because
of another possible outcome: both seller and buyer gain the tax by cheating in a context of poor targeting
and control. For this reason the argument is illusory.
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Table 4.3. Harrison and Krelove

VAT Refunds: A Review of Country Experience

Based on a survey of tax-administrations in 36 countries around the world

Refund Levels

In many countries, levels exceed 40% of gross VAT collections.

40% of survey respondents repay a third or more of gross VAT collections.
Countries with refund levels under 20% are mostly in Africa, Asia and
Latin America.

Within regions, refund levels are similar among countries with similar VAT
systems and economic conditions.

Time frame for
refunding tax
credits

In most developed countries, refunds are paid within four weeks of a refund
claim being made.

In developing and transitional countries, it often takes several months and
sometimes more than a year to process refund claims. This can seriously
undermine the competitiveness of the export sector.

Notwithstanding that most countries have statutory deadlines for making
refunds, these are often not met by tax authorities.

Reasons for
delaying payment of
refunds

Prevalence of fraudulent claims and differences in strategies to cope with
them:

O In less advanced tax administrations: Pursuance of time-
consuming and labor-intensive processes to verify claims before
approving refunds.

0 Effective and efficient tax administrations: Refund related fraud is
tackled as part of a broader VAT-compliance strategy based on
risk management principles and limit pre-refunding verifications
to high-risk claims.

When state budgets are under pressure and tax collection targets are not
being made. This happens when administrations lack suitable forecasting
and monitoring systems to anticipate refund levels and do not set aside
sufficient funds.

Although these delays are more likely in transitional or developing
countries, it is not confined to them.

VAT refund
abuse and fraud

All countries report VAT refund abuse, but most have difficulty estimating
the scale of associated revenue losses.

While the nature of VAT refund abuse is similar across countries, the
environment in which it occurs and the approaches to counteract it vary
between countries.

VAT refund abuse is only a component of VAT fraud; in many countries
audit resources focus mainly on VAT refunds and do not pay adequate
attention to other related risks.

Strategies for
controlling late
payment of refunds

90% of the countries reported that their tax authorities are bound by law to
making refunds within a prescribed timeframe, generally 30 days.

40% go further, providing by law for interest to be paid on late refunds.
These measures also demand safeguards from fraudsters, which range from
providing tax officials with statutory powers to conduct audits and
verification checks to requiring security or bank guarantees from traders
who seek refund. In 60% of surveyed countries there is a mandatory carry-
forward period to limit the number of refund claims.

List of countries that responded to the survey: Algeria, Azerbajan, Bolivia, Bulgaria, Cambodia,
Cameroon, Canada, Chile, Colombia, El Salvador, France, Hungary, Indonesia, Ireland, Italy,
Kazakhstan, Kenya, Latvia, Mexico, Mongolia, Morocco, Mozambique, Netherlands, New Zealand,
Pakistan, Peru, Poland, Romania, Russia, Singapore, Slovak Republic, South Africa, Sweden, Tanzania,

Ukraine, United Kingdom

Similar frauds may also happen within a country, particularly in the presence of a large
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informal sector in which difficult-to-track sellers issue invoices and disappear (see
Ainsworth (2008) for some Canadian examples) In a recent careful micro-econometric
study in Brazil, de Paula and Scheinkman (2009) have shown that there are ‘networks’
of evaders who deal with each other so that when ‘holes’ appear in the VAT chain,
whether as a result of legislation (exempt sectors like transport in Mexico) or
administrative problems--whether arising from ‘informality’ domestically or cross-
border trade as discussed below—they may spread and eat away more and more of the
potential tax base over time unless corrected.

Cross-border transactions in a free movement environment

Intra-European free-trade free-movement rules break the domestic VAT chain on
exported goods to other member countries. This generates a VAT collection loss in
exporting countries (through the rebate mechanism) but leaves destination countries
completely open to the behaviour of the taxpayer importing the goods (Cnossen 2009).
Cnossen and other authors point to lack of proper tax administration, enforcement and
audit practices and/or capacities (see for instance the thorough review reported in GAO
(2008).)

In intra-EU transactions a common type of fraud involves the trading of VAT rebate
rights in the so-called Carousel (see box 4.2, reproduced from Smith (2007)). The
Carousel, the most distinctive fraud for VAT, is a false claim for creditable VAT paid
on inputs or, most dramatically, for a refund based on the zero-rated of exports, which
breaks the VAT collection chain at a vulnerable point, the border between domestic and
foreign tax administrations. Carousel fraud exploits the combination of the zero-rating
of exports and the deferred payment situation of VAT periodic return procedures (See
Keen and Smith 2007, p. 13).

An operational challenge these authors identify relates to VAT refunds: enforcement
has to find an appropriate balance between lax and stringent attitudes toward refunds,
because erring either way creates problems. If too lax, there is too much incentive for
fraud, but an excessively stringent attitude creates high costs and may end up turning
the VAT into a tax on production and exports, defeating its economic purpose?’.
Harrison and Krelove (2005) provide estimates on percentage of refunds over gross

87 This conundrum is well recognised by the European Commission, see for instance the 2007 document:
“It should be kept in mind that all measures that are discussed in the context of the fight against VAT
fraud have to respect other EU policies, and in particular the general target of the European Council to
achieve, by 2012, a reduction by 25% of the existing administrative burden (...)” p. 6.)
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VAT collections. A strategy to help lessen this problem is called the “gold card
scheme” which promises businesses with good compliance records prompt refund

payment.

Box 4.2. The basic carousel fraud: an illustration

Country A

Company B
(missing teader)
Purchaszes goods from A m

mmother member state.
Pays no VAT on purchase
since expott by A is zero-
rated.

Charges VAT onszaleto C.

Dizzppears without
remitting the VAT to
revenue suthority.

Company C
(“buffer’)

Buys goods from B =t
VAT-melusive price, and
sells to D, chargmg VAT,
C may be wholly unawars
of the frand.
There may be multiple
buffer companies between
Eand D, someor all of
which may be honest

CompanyD

Pays VAT on purchass
from C.

Exports goodsto Am
anpther member state and
claims 2 refimd for VAT
on exported goods.

In effact, reclzims the
VAT notpaid by B.

Another EL member siafe

Company A
Exports goods to B in
Country A, Export sale is
VAT zero-rated.
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Application of the subsidiarity principle in a world with different capacities of tax
administrations

Albeit in a different context, Casanegra (1990) once stated that “tax administration is
tax policy”. This point seems particularly relevant for the multi-country membership of
the European Union. Given the subsidiarity principle, the administration of taxes
differs among member countries in many respects. Each manages different control
systems, there is diversity (and lack of connectivity) of IT systems and, in general,
different levels of awareness, institutional and political capacities. This creates
opportunities for skilled would-be evaders®.

The EU approach to solve this problem has been to establish institutional capacities on
two levels to address limitations selectively. First, member country tax administrations
were supported by the EC Fiscalis programme during 2003-2007, which funded
seminars, exchange and study visits for different tax officials. “One of its major
objectives is to make possible for the Acceding Countries to adopt as soon as possible
the same level of cooperation and to reach the same level of control efficiency as the
current member states”. In addition, the EC has also provided centralised information
availability for the normal functioning of tax administration.

Quantitative evidence of evasion and fraud®

Quantitative evidence of VAT fraud critically depends on availability of data pertinent
and such data are lacking for both the core issues identified by Keen and Smith above
and the Reckon Report discussed below.

8 This results in mistrust among administrations. In 2004, for example, European Commission (2004)
finds worrying that legislation on secrecy regarding certain tax information still existed, which posted a
major obstacle to effective administrative cooperation against fraud. Three years later, the European
Commission (2007) still talks of the necessity of further cooperation between member states. “Allowing
tax authorities of other member states automated access to non-sensitive data would eliminate the costs of
human intervention in the member state holding this information in cases of routine requests for
information.” (European Commission 2007, p. 8)

8 European Commission 2004, p. 9

% Note that the present discussion does not in any way imply that such problems are greater with VAT
than with other taxes, direct or indirect. Indeed, although we do not attempt to review here the extensive
theoretical and empirical literature of tax fraud and evasion in general, our impression from experience in
a number of countries at different degrees of development is that on the whole fraud and evasion are
generally relatively more important problems with respect to income taxes.
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A sense of aggregate numbers

The following quote provides a sense of the scale and dynamics of the VAT fraud
phenomenon:

“Tax fraud is a major economic challenge for the EU. In a 2006
memorandum, the European Commission estimated the level of overall
tax fraud at 2 to 2.5% of GDP, amounting to as much as €200-250
billion at the EU level. However, there are no firm figures on the scale
of tax fraud, given the illicit nature of the activity and that few member
states release data on the subject.

The International VAT Association, a leading body on international
VAT issues, voiced concern in a 2007 report that “European VAT
fraud is growing at an alarming rate.” In the same report, it further
comments that “suppression of fiscal borders in the EU has allowed
businesses to purchase goods and services cross-border without being
charged VAT.”

The British Institute for Fiscal Studies reported in 2007 that UK
VAT revenue losses for 2005-2006 topped £12.4 billion (€15 billion),
or 14.5 percent of potential VAT revenues. Her Majesty's Revenue and
Customs estimated that so-called missing trader inter-community
(MTIC) or ‘carousel’ VAT fraud represented “less than a quarter of
these losses” but that these had increased “rapidly despite its best
efforts.” The Commission published an estimate which put carousel
fraud in the UK in 2006 at “between €1.5bn and €3bn a
year...represent[ing] about 1.5 to 2.5 percent of the total UK VAT
receipts.”

The new Commission initiative follows proposals made last year to
speed up information exchanges between EU countries to fight cross
border fraud (EurActiv 19/03/08)”. 91

Measurement

The most comprehensive recent report attempting to quantify fraud and evasion in the
EU is the so-called “Reckon Report” (Reckon LLP 2009). This report was
commissioned by the European Commission Directorate-General for Taxation and

91 http://www.euractiv.com/en/enterprise-jobs/commission-fight-vat-fraud-schemes/article-184681
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Customs Union and produced by Reckon LLP. The study quantifies and analyses the
VAT gap in each EU member state over the period 20002006, comparing the accrued
VAT receipts with a theoretical net VAT liability. This net liability is calculated by
identifying the categories of expenditure that give rise to irrecoverable VAT and
combining them with appropriate VAT rates.

The document stresses the distinction between VAT gap and VAT fraud; though related
they are not interchangeable or equivalent measures. Discrepancies between these two
measures can arise because the VAT gap might include non-payment arising from
innocent error or grey areas such as failure to take due care as well as from deliberate
fraud. Moreover, in some instances it might include VAT not paid as a result of
legitimate tax avoidance measures. Since the VAT gap is estimated on the basis of
national accounts data, it depends on the quality of such data. Finally, the VAT gap
measure does not make any allowance for VAT that would not be collected in any case,
e.g., due to insolvencies. The report also cautions that a short-coming of the top-down
approach used to obtain the VAT gap (i.e. comparing the total accrued tax receipts with
a theoretical tax liability derived from general economic data), is that it does not help
much in identifying what sectors and types of business are more suitable/prone to VAT
fraud. On the other hand, note that no member state appears to have objected to the
findings of the Reckon report, which provides some indirect evidence that the figures
shown in the report are not implausible.

The aggregate behaviour of the VAT gap and the VAT gap as a share of theoretical
liability was found to be as follows (Tables 4.4 and 4.5):
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Table 4.4. Aggregate estimates of the VAT gap, 2000-2006 (EUR billion)*?

2000 2001 2002 2003 2004 2005 2006
EU-10 6.5 83 83 7.6 8.6 81 79
EU-15 844 96.2 989 101.1 103.6 105.2 98.8
EU-25 90.9 1045 107.1 108.7 1123 1133 106.7
Note: EU-10 and EU-25 exclude Cyprus. Non-Euro currencies converted to EUR using the average exchange rate in each

Year.

Table 4.5. Aggregate estimates of the VAT gap as a share of theoretical liability, 2000-2006
(EUR billion)*

2000 2001 2002 2003 2004 2005 2006
EU-10 20% 22% 20% 19% 19% 16% 14%
EU-15 12% 13% 13% 14% 13% 13% 12%
EU-25 13% 14% 14% 14% 14% 13% 12%

Note: EU-10 and EU-23 exclude Cyprus.

These “top-down” estimates of the VAT gap for individual countries show few
common trends across the 24 member states studied. However, several member states
joining the EU in 2004 show a greater decline in the estimated VAT gap between 2004
and 2006. Although not all these numbers may be fully comparable over either time or
space, all the estimates come from a single study using a single methodology, so the
broad thrust of these declines appears to be genuine—perhaps reflecting to some extent
the effort to gain fiscal efficiency and the VAT legislation reforms that this new
affiliation implied (see Figure 4.3).

92 Reckon LLP (2009), p. 8.The definition of EU-10, EU-15 and EU-25 is as follows: EU-25: member
states in the analysis, although data from Cyprus was not included. (Austria, Belgium, Cyprus, Czech
Republic, Germany, Denmark, Estonia, Greece, Spain, Finland, France, Hungary, Ireland, Italy,
Lithuania, Luxembourg, Latvia, Malta, The Netherlands, Poland, Portugal, Sweden, Slovenia, Slovakia,
and the United Kingdom.)

EU-10: member states that joined the EU in 2004, although data from Cyprus was not included. (Thus the
Czech Republic, Hungary, Poland, Slovakia, Slovenia, Latvia, Lithuania, Estonia, Cyprus, and Malta)

EU-15: member states in 1995. (Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland,
Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United Kingdom.)

93 Reckon LLP (2009), p. 9.
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Figure 4.3. Comparison of estimated VAT gap in 2000 and 2006
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The report also provides a useful overview of the existing econometric literature on
VAT fraud for the EU, whose findings can be summarised as follows.

Christie and Holzner (2006) and Keen and Smith (2007) note the shortage of empirical
work on the determinants of the VAT gap, reflecting the difficulty of measuring such
VAT non-compliance. On the basis of their own estimation of non-compliance, (based
on a top-down methodology as adopted by Reckon LLP) Christie and Holzner (2006)
proceed to identify its determinants, through an elaborate econometric analysis on a
panel data set of compliance rates (for VAT and for other taxes as well). In their
preferred estimation, they identify the following effects on VAT compliance: “(a) a
higher weighted average VAT rate reduces VAT compliance (more specifically, a one
percent increase in VAT rates leads to a 0.2 percent decrease in the compliance rate);
(b) greater judicial and legal effectiveness increases VAT compliance; (¢) countries
where citizens want more power for local authorities (which is, according to the
authors, a proxy for tax morale) tend to have lower levels of VAT compliance; and (d)
countries with a large proportion of GDP from travel revenues tend to have higher
levels of observed VAT compliance.”

94 Reckon LLP (2009), p. 13.
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In an earlier study, Agha and Houghton (1996), making use of a cross—section of VAT
compliance rates for 17 OECD member countries in 1987 built from national accounts
data, undertook an econometric analysis of these determinants. They concluded that:
“(a) a higher VAT rate is associated with lower VAT compliance; (b) the number of
VAT rates negatively affect the level of VAT compliance; (¢) VAT compliance
increases the longer VAT has been in operation; and (d) smaller countries (in terms of
population) tend to have higher levels of compliance.”

Otranto, Pisani and Polidoro (2003) study the determinants of VAT fraud in Italy,
showing a positive relationship between VAT evasion and GDP, a measure of fiscal
burden, and the ratio of value added and gross profits to GDP.

Keen and Smith (2007) report on different measures of non-compliance and fraud
numbers in different countries, attempting to ascertain whether noncompliance under
VAT is notably more or less than under other taxes. For this they use data from HMRC
in the United Kingdom, both top-down (VAT gap estimate around 13 percent, its
highest point in the years after abolition of border controls which gave more
opportunities for fraud) and bottom-up approaches (in this approach, the MTIC fraud
appears from trade data to have grown significantly in the last years, through trade
data). Comparing these figures with those found in the Gebauer and Parshe (2003)
study, they find the latter are much lower than the official ones for the same years.

The Reckon (2009) report itself conducts a series of econometric tests of
“determinants” of VAT gaps, utilizing a number of structural indicators of EU
economies and policies. The variable found to have the strongest relationship with the
size of the VAT gap is connected with the perceived level of corruption in the country:
lower perceived corruption is associated with a lower VAT gap. Surprisingly, the report
also claims that once measurement errors in the estimation of the theoretical liability are
taken into account by using an instrumental variable regression, no statistically
significant relationship between the VAT gap and the VAT burden can be found—in
marked contrast to the results reported quite consistently by the other studies cited here.
Presumably such factors as the different macroeconomic conditions prevailing in in
different countries at different times may account for some of these differences, but
considerable work clearly remains to be done on this subject.

95 Reckon LLP (2009), pp. 48.
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Studies that have concentrated on the estimation of the compliance gap include Agha
and Haughton (1996) and Silvani and Brondolo (1993). Others have studied
determinants of revenue productivity (Ebrill et. al. (2001), Aizenman and Jinjirak
(2005). The measure is the VAT Revenue Ratio (VRR), defined as the ratio of VAT
revenue to aggregate consumption, divided by the standard rate of VAT: under a
uniform single rate VAT, perfectly enforced, the VRR would be unity. However, since
the ‘gap’ thus measured reflects both the aggregate compliance level and the coverage
of the VAT base, it is difficult to use for comparative purposes in this paper.

Summing up, the econometric evidence cited in the studies above is subject to
considerable uncertainty in view of the non-observable nature of non-compliance itself
(despite the ingenuity of different authors in coming up with plausible estimates). Most
early studies pointed to a positive relationship between the tax burden and VAT
evasion—the Reckon study being the outlier in this respect. More recently, institutional
variables—capturing culture and attitudes towards the state—have begun to appear in
such studies, with results suggesting that countries with better citizen-state relations
tend to have higher tax ratios than those in which unhappy citizens are less prone to
fulfil their obligations®. But again, it is hard to tell how robust these results are in view
of the non-observable nature also of such institutional variables (or for that matter, to
gauge the direct tax policy implications of their messages). To our knowledge, to date
no such studies have focused on the implications, if any, of such cultural factors with
respect to VAT compliance specifically.

Searching for Solutions: Anti-fraud strategies

There is an extensive bibliography identifying and looking for solutions to the problems
caused by VAT fraud both at the EU and the individual country levels. Again, different
stakeholders bring to the discussion a substantial amount of ideas and improvement
proposals. The process has become quite open because the EC, in the context of
shaping the antifraud strategy, established participatory mechanisms to identify and/or
clarify issues before entering into the definition of the problem and formulation of a
possible solution.””

% For an exampple, see Bird, Martinez-Vazquez and Torgler (2008).
7 Communication From The Commision To The Council, concerning some key elements contributing to
the establishment of the VAT anti-fraud strategy within the EU 2007
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Systemic Changes

Four basic strategic ideas of change are on the table and discussed in academic and
policy circles: VIVAT, Reverse Charges, Origin-not-destination VAT and maintain and
improve current system. We review these approaches briefly here. First, however, we
note a number of variations that have been proposed but have not been part of the
intense ongoing debate: a “Compensating VAT” or C-VAT® and Dual VAT.”

In parallel, there is also a private-public dialogue that promotes Web-based IT
strengthening in a broader way to practically eliminate the time lags (deferred
declaration and payment) with measures and private-public shared systems coordination
and cooperation. These types of activities—of which e-filing and e-invoicing are
crucial components—would include stand-alone information flows on key matters
defined in such a way as to disallow cheating occasions. This type of automation
would improve the general security of refund transactions and simultaneously reduce
compliance costs.

There is also a set of notions to be incorporated as operating principles in the laws, such
as the principle of joint liability suggested by Pashev '%:

Despite its bad reputation, the principle of joint liability appears an important
element of the overall strategy to combat network fraud. Of course it needs to be
optimised in the direction of more impartial implementation, so that it targets
better the fraudsters rather than compliant traders that have been caught
unwittingly in the fraudsters’ network. The principle of joint liability is a serious
test of the professionalism and integrity of the revenue administration and law
enforcement as the market links in one chain compliant traders and fraudsters.
Therefore it may be applied only through a state-of-the-art system of risk
management. It needs to identify the risk sectors and goods and equip the audit
and law enforcing units with the relevant databases on technology processes,
production capacities, and price calculations...

BC-VAT—proposed by McLure (2000) elaborating on an earlier Varsano proposal for coordinating VAT
of the Brazilian states. Note, however, that the recent discussion about the possibility of imposing a
common rate on intra-EU sales is similar to an important element of the CVAT proposal.

% ‘Dual VAT’ comes in two varities in Canada, one in the Province of Quebec and the other in five other
provinces, while four provinces do not impose any VAT (Bird and Gendron 2010)

100 pashev, Konstantin V. (2007): Countering Cross-Border VAT Fraud: The Bulgarian Experience,
Journal of Financial Crime, Vol. 14, No. 4
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In simple terms, a joint liability law would make sellers liable for what may happen
to the tax they credited to their intra-Community purchasers. While this proposal may
seem rather bold, it can be likened to the treatment of innocent parties entering in
business with fraudsters. Given the existence of web-based support to establish the
registration of intra-EU traders, the risk involved with missing traders is substantially
reduced. Nonetheless, as recommended by the author, care should be taken in the
implementation of the policy.

VIVAT (Viable Integrated VAT)

“The easiest way to think of the VIVAT proposal is as a common VAT
rate for the whole EU, plus member-specific sales taxes charged at the
point of final sales. The choice of the common rate (and exceptions) needs
to be discussed, but for the moment just suppose that it is set at the
minimum VAT rate that EU members are allowed to charge, namely 15%.

Under VIVAT, the de-tax-and-re-tax procedure is eliminated for
business-to-business transactions since the de-taxing rate and the re-taxing
rate are identical. This simultaneously reduces the incentive for, and the
cost of, missing trade frauds (i.e. it attacks element (C) of the ABCs of
VAT fraud). For the crooks, this goes a long way towards spoiling the
fruit of fiscal fraud since they would have already paid 15% VAT on the
imported goods. For the governments, the same fact caps the maximum
loss. That’s the good part as far as fraud prevention is concerned.”*!

VIVAT would eliminate zero-rating and would establish a uniform EU rate for all
goods traded among registered merchants. Member countries remain with the power to
set the final rate to the consumer through a Retails Sales Tax, which in the end would
establish the effective product/service rate. See details as explained by Cnossen in Box
4.3.

Box 4.3 VIVAT2

In the belief that the alleged break-in-the-VAT-collection chain threatens VAT’s integrity,
Keen and Smith (1996) have made an imaginative, high-profile proposal for a viable
integrated VAT (VIVAT), which would consist of the following elements.

e An EU-wide uniform (dual) VAT rate, administered by member states, on all
intermediate (non-retail) transactions between VAT registered traders, within and
between member states. Accordingly, interstate exporters would be taxed and interstate
importers would be allowed a credit at the same uniform rate.

101 Baldwin (2007) http://www.voxeu.org/index.php?gq=node/275
102 Cnossen (2009)
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e A clearing mechanism for payments from net exporting states to net importing states,
based on export and import statistics (derived from VAT returns!) and allocated to
member states on the basis of consumption statistics. This would ensure the
maintenance of the destination principle, except for cross-border consumer purchases.

e A surtax on retail sales to consumers (in essence, a retail sales tax) for member states
wishing to collect more revenue than accruing to them under the EU-rate.

e Retention of the special schemes for distance sales and means of transport, but perhaps
not for exempt entities since their inputs would be taxed at the uniform rate, standard or
reduced, applicable to cross-border purchases.

o Sellers to separate sales into three categories: (a) sales to registered persons within the
EU subject to the EU-rate, (b) sales to unregistered persons within the EU (in- as well
as out-of-state) subject to the higher member state rate, and (c) sales for export outside
the EU, subject to the zero rate.

e A single agency to handle interstate trade, which would reduce administrative and
compliance costs.

Reverse Charges

Germany and Austria proposed to the EU the use of reverse charges as a way to control
and limit VAT fraud. As Baer and Ter-Minassian (2006) put it:

“Given the difficulties that the German and Austrian authorities have been
facing in controlling businesses engaging in carousel fraud, in 2006 they asked
the European Commission for permission to deviate from the “transitional”
VAT system; as part of their requests they provided estimates of their VAT
revenue losses.'”® Austrian officials gauged their overall losses at 4.4% of
annual VAT revenue, but did not provide an estimate of the proportion
attributable to carousel fraud. The German authorities estimated that the
missing-trader type fraud accounted for two percent of annual VAT
receipts.'*”

The introduction of reverse charges is equivalent to shifting VAT liability from
suppliers to purchasers. It is the equivalent to a single-stage RST. “The main difference
with a conventional RST would be that the proposal envisages the retention (and

103 The German and Austrian authorities proposed adopting the “reverse charge” mechanism for the VAT.
This is discussed in greater detail in section 4.7 of this paper.

104 Communication from the Commission to the Council, Commission of the European Communities,
COM (2006) 404 final, Brussels, July 19, 2006.
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intensification) of the cross-checking properties of a non-tax-invoice-based VAT”
(Cnossen 2009, p. 25).

Origin Principle VAT

The establishment of an origin principle VAT “under which the value added up to the
export stage would be taxed in the member state of production and imports” (Cnossen
2008, p. 6), instead of the destination principle, also emerged as a possibility which is
mentioned but does not seem to have general appeal.

Tax Administration Improvement and International Cooperation

The reverse charge approach in effect displaces the legal VAT payer to the country of
destination. In contrast, the VIVAT approach, apparently anticipating inadequate
operational capacity in (some) such countries, proposes a substitutive approach,
imposing the major (EU standard) tax in the origin country but leaving the imposition
of the ‘destination’ (retail) portion of the tax up to the destination country. In both
cases, neither any (non-existent) EU tax administration nor any individual country
administration really has to attempt to track and control borderless transactions started
in a different member country.

This is why Cnossen contends that:

“... exporter rating and reverse charging do not obviate the need for
auditing domestic and cross-border transactions. Proper domestic and
multi-jurisdictional audit, on the other hand, would obviate the need for
costly design changes whose reporting requirements might be just as or
more burdensome than the requirements under deferred payment. The
legal and administrative-cooperation arrangements appear sufficient for
the time being to tackle cross-border VAT evasion. The problem is that
member states should make better use of them and be more willing to
assist other member states in their endeavour to catch VAT evaders. Of
course, even if this would be done — and it should be — fraud should still
be listed along with death and taxes as events that are certain.” Cnossen
(2008, p. 36).

“Secondly, under VAT, invoices establish a country-specific audit
trail throughout the entire production-distribution chain.’ In the case of
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cross-border trade, however, this trail does not start before import and
ends with export. (Cnossen 2008 It’s the Audit Trail, Stupid.)”

Proponents of maintaining and deepening tax administration improvements are
concerned with actual delivery of improvements. While VIVAT would take away part
of the current country tax administration from each and every country, implementing
the ongoing strategy would complement (rather than substitute) member countries’ tax
administrations through training, sharing of experience and information that addresses
critical gaps of individual administrations.

Inasmuch as the perception is that the proposal is perceived as redistributing
bureaucratic powers, there will be a fiscal federalism problem. In Baer’s and Ter-
Minassian’s words:

“Tensions between the application of national vs. EC tax rules has
implications for the tax administration’s ability to enforce compliance with
the tax laws”

Summary

The literature shows that VAT fraud is neither new in Europe nor in the other 150-some
countries where it exists. Although MTIC/Carousel fraud is not unique to Europe, '%, it
has almost certainly been facilitated by the current situation in the EU with the free
intra-European market being combined with separate VAT administration at the
country level and no overriding EU mechanism to back up those administrations. These
conditions facilitate the MTIC/Carousel, which is evidently a EU specific form of
carousel. Other countries — notably Canada (Bird and Gendron 2010) but also to a
limited extent Brazil and India (Bird 2010) — administer, with varying degrees of
success, subnational VATs in an essentially borderless environment. However, in all
these federal cases, the subnational VATs are backed up to a greater or lesser extent by
an overriding federal VAT. Lack of data does not allow us to gauge whether the
phenomenon is growing, but this is perhaps the major risk to be assessed in a country
and a Community perspective.

The diversity of compliance cultures can be tackled by introducing throughout the EU
modern managerial and IT concepts to all tax administrations. Culture-related concepts

105 Actually, as Bird and Gendron (2007) emphasise, similar frauds can and do exist, though admittedly less
visibly, with any sales tax in the (inevitable) absence of perfect tax administration.
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like corruption and the informal sector start to appear in papers referring to newcomers
like Bulgaria where clearly the compliance culture is new but inherits patterns of
conduct of the previous system.

In Closing - VAT Compliance Costs and Fraud: Is There a Link?

As was pointed out in the previous discussion, examination of proposals to reduce VAT
evasion suggests that there might be a trade-off between the desire to minimise fraud
and evasion (for VAT as well as for any other tax) and the desire to avoid imposing
excessive burdens on taxpayers, either via increasing administrative/control regulations,
or (in the case of VAT) by changing features of the tax that deny its theoretical
economic advantages over other forms of taxation. Many in fact fear that increasing
administrative and compliance burden might be subject to a “Laffer Curve” effect,
namely that excessive burdens may lead taxpayers to increase tax evasion, for example
by escaping from the formal sector altogether, or by increasing the resources devoted to
“defeating the system’!%

This literature review has not uncovered rigorous testing of the hypothesis that
increasing compliance burdens affects VAT fraud in either direction. However, a
compilation of data discussed in this report (namely, the Reckon estimates of the VAT
gap and the World Bank’s/PWC’s Paying Taxes estimates of compliance burden does
show an intriguing correlation (see fig. 4.4): fraud appears to be directly related to the
compliance burden. While fig. 4.4 is merely suggestive, and on close inspection it is
dominated by the high administrative burdens in new member states, which also suffer
from large VAT gaps (and where the causality is hard to ascertain without further
investigation), it certainly points to the fact that it might be productive to pursue this
line of research, most probably through a variety of survey instruments, and with
appropriate country specificity.

106 See however the interesting discussion on the use of professional services to reduce tax liabilities in
Eichfelder, Sebastian and Michael Schorn (2009).
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Figure 4.4. Compliance burden vs. VAT gaps
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5 Compliance costs and dissimilarity of VAT regimes (CPB)

This chapter contributes towards answers to the following evaluation questions in the

project Terms of Reference:

(1) To what extent do the current VAT arrangements for cross border supplies of
goods and services maximise the potential of a genuine EU single market for businesses
and customers (for both businesses and private individuals)? What is the range of GDP
loss that could be attributed to the special rules, obligations and risks associated to EU
trade? What are the related administrative burdens and collection costs? What are the
main reasons for any infringements and/or fraudulent activity and their extent at EU

level?

(6) To what extent and how do the different cost factors of the VAT (i.e. compliance
costs and other effects of the VAT regime) impact the medium/large and pan-European

businesses?

9) What are the cost and impacts of the current national VAT arrangements

applied in the member states on the bona fide traders in the context of the VAT fraud?

Summary

This chapter presents the indicators that will be used (in the next chapter) to assess the
impact of the current VAT systems in the European Union on intra-EU trade in goods
and services. These indicators are also informative in their own right, quantifying the
extent of differences in VAT regimes across the European Union.

e The current VAT system in the European Union leaves considerable operational
and administrative freedom to national governments. This means that, despite
European co-ordination on the basic structure of the VAT system, the situation is
still such that firms operating in the internal market have to deal with a complex
and heterogeneous patchwork of different national VAT rules.

A retrospective evaluation of elements of the EU VAT system



156

e This could negatively affect the level of cross-border trade and direct investment in
the internal market. Dealing with different national VAT systems may create a
fixed-cost trade barrier, because of the costs involved for the trading firms in
adapting to other countries” VAT regimes. Such fixed-cost trade barriers could have
a negative impact on participation in trade, particularly for small and medium-sized
enterprises. In order to detect whether these effects are important, we need
indicators that capture the degree of heterogeneity in national VAT regimes.

e This chapter develops quantitative indicators that are comprehensive enough to pick
up all the aforementioned types of impacts, yet are flexible enough to allow a fine-
grained decomposition that allows us to identify key VAT areas with a large
internal market impact. Two types of indicators are proposed: VAT-regime
dissimilarity indices, and national level indices for specific VAT elements.

e The main indicators are the VAT-regime dissimilarity indicators. National VAT
regimes have various aspects and functional domains that can be numerically
compared across countries. The VAT regime aspects that we subject to inter-
country comparison include rate structures, the heterogeneity of administrative
procedures, and the compliance cost burdens created by national VAT regimes.
Each of these aspects is split into a number of functional domains.

e The VAT dissimilarity indicators are calculated for all 676 (=26x26) bilateral
country pairs in the EU. The VAT dissimilarity indicators are calculated per
country pair in order to allow maximum accuracy in detecting the VAT influences
on bilateral trade between member states.

e The VAT dissimilarity indicators are comprehensive, covering 116 comparison
elements per member state. The indicators can be decomposed for finer-grained
regulatory VAT domains, thus allowing us to detect which elements of the intra-EU
VAT heterogeneity have the largest trade impact.

e Over the past 20-30 years the older EU member states (EU15) have not achieved
convergence in their administrative VAT procedures. It is noteworthy that the
accession countries that joined the EU after 2004 have less administrative
differences in their VAT regimes than exist between the EU15 countries.

e This chapter complements the VAT dissimilarity indicators with a set of indicators
that proxy per member state (as opposed to per country pair) the level of VAT-
related compliance costs, VAT complexity, and the impact of VAT on small and
medium-sized firms.

e If there were a clear ranking of countries on the basis of the VAT-related burden for
individual firms then we would expect a high correlation between the individual
country indicators. However, we find that the country rankings for the individual-
country items differ considerably. It means that there is no uniform, unequivocal
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ranking possible for the VAT-related burden for individual firms. It further means
that no single indicator can be considered as a pars pro toto for the remaining
country indicators.

5.1 Introduction

As described in Chapter 2, VAT in the European Union is the result of a combination
of EU-wide rules and the policies of individual member states. Within the constraints of
the VAT Directive, national governments retain considerable discretion over VAT rate
structures and administrative procedures. The VAT Directive identifies a number of
VAT implementation options, from which member states have made their choices.
Some EU member states have however added elements to their domestic VAT regimes
that go beyond the implementation options stated in the EU Acts on VAT.!"” The result
is that the EU as a whole operates with a complex and heterogeneous patchwork of
different national VAT rules.

A core element of the European Union is its single market programme for trade in
goods and services. The question asked here is: to what extent does the heterogeneity in
national VAT regimes affect the operation and development of intra-EU trade flows.
This is to be tested by gravity analysis of bilateral trade flows in the union. For this
purpose we need quantitative indicators that document the differences between the
VAT regimes of the EU member states. Chapters 5 and 6 of the study set out to
quantify whether and how the national difference in VAT regimes influences the
operation and development of the Single Market in goods and services.

VAT-related obligations have been identified as an important source of compliance
cost burden for European firms, because of their pervasive role in everyday
transactions.'® Table 5.1 indicates 25 priority areas in the VAT legislation by their
contribution to the compliance cost burden of European companies. Eight of these
priority areas specifically pertain to border-crossing activities. However, in the
imaginary case that the EU would have one unified VAT regime, there would also be
an compliance cost burden impact on the behaviour of individual firms.'” The fact that

107 ¢f. Annacondia and Van der Corput (2010).

108 ¢f. High Level Group of Independent Stakeholders on Administrative Burdens (2009), and
http://ec.europa.eu/enterprise/policies/better-regulation/administrative-burdens/priority-
areas/tax/index_en.htm; Ministry of Finance, et al. (2005); Diemer (2010); Skatteverket (2006), Verwaal
and Cnossen (2002).

109 Chapter 3 discusses the distortionary impacts that arise from the tax treatment of cross-border
transactions.
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VAT-related administrative obligations result in real administrative costs for firms, says
nothing about the impact of the national differences in VAT regimes on intra-EU trade.

The European Commission (2003) in its Internal Market Scoreboard reports: “In
November 2000 a Commission survey showed that 26% of businesses considered
difficulties related to the VAT system and VAT procedures to be an obstacle to doing
business in the Internal Market. In September 2001 a further survey showed that VAT
payments and refunds were rated third among regulatory burdens that are the most
costly for companies. The multiplicity and complexity of the VAT requirements in the 15
member states, combined with difficulties in obtaining foreign refunds leads to
substantial costs and represents a real barrier to cross border activities.”

Table 5.1 Top 25 administrative burdens for firms associated with the VAT Directive,
prioritised according to their level of cost, their complexity, and their burden potential

Rank| Type of information obligation Prioritisation
1 VAT bookkeeping in sufficient detail for inspection by tax authorities A
2 Issuing of an invoice HoEE
3 Taxable persons providing intra-community supplies oAk
4 Storage of invoices for inspection oAk
5 Notification of the start of working activity as a taxable person HoHk
6 Application for a VAT refund ok
7 Submission of a periodical VAT return oAk
8 Provision of proofs of exemption on exports *ok
9 Submission of an intra-community acquisitions listing *ok
10 | Submission of a summary annual VAT return ok
11 | Guaranteeing authenticity of origin and integrity of content of e-invoices *
12 | Formalities relating to the exportation of goods *
13 | Submission of VAT returns for the intra-community acquisition of goods N
other than means of transport and excise goods

14 | Notifications relating to storage *
15 | Storage data guaranteeing authenticity, integrity and legibility of invoices *
16 | Obtaining an import certificate for the purpose of import VAT deductions *
17 | Notification of change or cessation of working activity as a taxable person *
18 | Notification of cessation of conditions of exemption for EC acquisitions *
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19 | Keeping separate accounts for special margins and other transactions *

20 | Obtaining certificates of VAT taxable status in order to qualify for refunds *

21 | Delivery of certificates attesting that no transactions have been performed
for which a business can be held liable for VAT

22 | Keeping a register of shipments without transfer of ownership *

23 | Keeping accounts of intra-EU transfers of movable tangible property *

24 | Submission of a VAT return in case of intra-community acquisitions of
new means of transport

25 | Obligations related to intra-community supplies of new means of transport *

Source:http://ec.europa.eu/enterprise/policies/better-regulation/administrative-burdens/priority-areas/tax/index_en.htm

We distinguish four channels through which national differences in VAT regimes
can have an impact on trade flows in the internal market:

a) Border-cost effects. Different VAT regimes in EU member states may create
additional trade costs for border-crossing trade flows. Exporting firms selling their
products in another member state incur additional costs for having to deal with different
administrative procedures by country, country-specific VAT rates that must be
incorporated in sales promotion activities, cost in relation to familiarising themselves
and adapting to country-specific VAT refund rules and administrative practices. These
requirements may form the source of real business costs. We therefore expect that the

degree of differences in the VAT regimes of two member states has a negative
impact on their bilateral trade.

b) Impact on the choice of foreign supply modes (exports versus setting up a local
subsidiary).""® Differences in VAT rates, in administrative thresholds, refunding
practices, and in the efficiency of national VAT authorities could affect a firm’s choice
between serving a foreign market through exports or through FDI. The fixed or variable
costs of dealing with a foreign country’s VAT regime could tip the balance in such
strategic firm decisions. This seems of particular importance for firms that organise
complex trade networks in intermediary goods.

¢) Impact on structure of demand. VAT rates, VAT exemptions and the compliance
cost burden associated with a national VAT regime may have domestic price and
volume effects that also affect the structure of a country’s foreign trade. The application

110 Specifically for services trade we must consider a wider trade concept than standard cross-border trade.
The WTO definition of services trade includes trade through ‘commercial presence’ (services sales in
another country through a local subsidiary of a services multinational firm) and services provision
through temporary stay of employees abroad.
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of multiple VAT rates and exemptions affect the structure of relative prices in a
country. This may push up the demand for low-rated or exempted goods and services,
while putting a brake on the demand for other items. Trade-distorting effects could
easily arise when neighbouring or distance-trading member states apply different VAT
rates for similar goods:

(i) Border regions in the member states with the higher VAT rates may
experience stronger effects, as consumers in border regions buy in the country
that has the lowest VAT rates;

(i1) Industries that provide services or goods that are easily traded over large
distances (books, software, electronic products, online music services and other
media carriers, some services) may find themselves put in disadvantaged
positions when other member states provide these goods against reduced VAT
tariffs.!!!

d) Impact on the export participation decision of firms due to VAT-related costs that
are not scale-neutral. Some of the administrative procedures associated with VAT rules
create one-off, fixed setup costs. It means that such costs are more or less independent
of firm size, and hence, press relatively more heavy on small and medium-sized
enterprises (SME)."? The VAT regulations are quite complex in some countries. SME
companies may lack the knowledge required to use the correct policies, time schedules
and rates for all their transactions. The onus rests on firms to conduct their VAT affairs
properly, certainly because countries apply financial and even criminal sanctions for
failing to do so. Dealing with foreign VAT authorities and different VAT rules thus
tends to be a real market-entry barrier for SME companies. Often this barrier can only
be surpassed by using expensive tax advice.!> Compared with a system of uniform
European VAT rules, the persistence of national VAT regimes might create an anti-
SME bias in intra-EU trade participation.

This chapter develops quantitative indicators that are comprehensive enough to pick
up the effects of all the aforementioned types of impacts, yet are flexible enough to
allow a finer-grained decomposition that allows identification of key VAT-regulation
areas with a large internal market impact. We found that both purposes can be served

T ¢f Copenhagen Economics (2007, Chapter 4).

112 ¢f. Skatteverket (2006: 43, 55-57). Most likely, the very small companies just above the VAT threshold

bear the heaviest burden in tems of administrative burden costs (e.g. Ministry of Finance et al., 2005;

CapGemini, Deloitte & Ramboll Management, 2009).

13 <4 complicated VAT system is good for lawyers and other advisers, but it is bad for business” (De Witt,
1995: 49).
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with two types of indicators: VAT-regime dissimilarity indices, and national level
indices for specific VAT elements. Both approach routes are explained below.

5.2 VAT regime dissimilarity indices

National VAT regimes have various aspects, functional domains and sub-domains
that can be numerically compared across countries. The VAT regime aspects that we
put to inter-country comparison include: the complexity of VAT rates structure,
administrative procedures, and the compliance cost burden created by the national VAT
regime. Each of these aspects is split in a number of functional domains. For instance,
the comparison of administrative procedures is based on the following functional
domains: registration thresholds, refunding thresholds, Intrastat reporting threshold,
border-crossing aspects, requirements for storage of invoices, filing and payment
deadlines, timing of invoicing, structure of penalties and Intrastat statistical reporting
obligations. For each of these functional domains, a number of specific VAT items are
used. The structure of the comparison is shown in Table 5.2. The comparison is quite
comprehensive and includes no less than 116 different VAT elements per country.

The bilateral differences by VAT regime aspect are summarised in six VAT
dissimilarity indices (shown by their abbreviation) and one umbrella indicator, named
HV_ALL. The later includes the information of all 116 regulatory VAT elements.
These indicators are used in the next chapter to test for their trade impact.

How national VAT regimes affect individual firms is not only determined by the
structure of formal regulations, but also by the efficiency of the national tax apparatus.
We have therefore complemented the comparison with a number of items that may
proxy the national differences in administrative and regulatory efficiency. For these
items we derive a specific VAT dissimilarity index (HVADREG), as shown at the
bottom of Table 5.2.

Table 5.2 also shows that the dissimilarity indices are decomposable, i.e. when we
would find a significant trade affect for a particular VAT aspect, we may dig deeper to

find out which VAT domain drives the trade results.!4

Calculating of the bilateral VAT dissimilarity indices per country pair

114 Because the VAT dissimilarity indices are averages over a number of specific VAT elements, we can
only dig deeper through more detailed indicators if enough comparison items are available, over which
the average is calculated, otherwise the representativeness of the index drops.
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VAT regime dissimilarity indices are summary indicators that capture the degree to
which two EU member states differ in their policies (or practices) for a specific domain
of their VAT regimes. The full procedure for calculating the indices and their properties
is explained in Annex A. This section presents only the main elements.

The VAT dissimilarity indices are specific for each country pair. So, for instance for
Estonia, we calculate a specific dissimilarity index Estonia-Poland, Estonia-France,
Estonia-Italy, etc. The underlying idea is that VAT-related trade barriers for firms in a
country differ by trade origin and by trade destination. As a consequence of the bilateral
nature we get per country 26 different bilateral indices. In total that yields 676 country-
pair-specific dissimilarity indicators.

The CPB-developed VAT dissimilarity indices aggregate the information of both
numerical and qualitative comparison items.115 Per VAT comparison item we assess
whether a country pair had an identical regulation or not. If the two countries are not
identical, the item gets a dissimilarity score of 1, and a 0 otherwise.116 Afterwards we
sum the scores over all comparison elements per VAT domain and divide by the
number of non-blank scores, to arrive at the bilateral dissimilarity index for the relevant
VAT domain. The score is always between 0 and 1. The closer it is to 1, the more the
two countries differ. When the score is 0, the two countries have identical policies in
place with regard to the VAT domain that is being compared.

115 Similar indices have been developed by CPB in order to analyse the potential impact of the EU Services
Directive (cf. De Bruijn et al. 2008; Kox et al. 2004, 2006;) and have more recently been adopted by the
OECD Trade Division (cf Nordas et al. 2009, Kox et al 2007) to study the impact of heterogeneous
regulation on OECD services trade..

116 For comparison items that allow us to distinguish a yes-no answer, the application of the dissimilarity
score is straightforward. For items of numerical nature we do not want very small differences to result in
a score of 1. We therefore follow a coarse-graining procedure for numerical comparison items by
reducing the possible scores into 3-6 numeric intervals. The standard is 3 numeric intervals, but this is
widened to a maximum of 6 if the distribution of country scores is very skewed. The procedure is
explained further in Annex A.
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Table 5.2 Composition of VAT dissimilarity indices by VAT aspects and functional domains

VAT regime functional VAT domains abbre- No. of separate
aspects viation for VAT elements
index used for calcu-
lating index per
domain
Overall structure * General structure of VAT rates 9
and complexity of * VAT exemptions applied 10
VAT regime * Domestic VAT rate variability
* Distinctive national VAT legislation 4
Total HVGEN 26
General * VAT registration thresholds
administrative * Border-crossing aspects
procedures VAT * VAT Refunding thresholds
* Optimal reverse charge, contracting party 11
liability, postponed accounting imported goods
* Excess input tax 2
* Requirements on storage invoices 2
* Filing and Payment deadline, penalties 5
* Intrastat reporting thresholds, penalties 3
* Timing invoicing 2
Total HVADM 39
Administrative * Aggregate AB measures for VAT 3
burden measures * AB measures for specific VAT items 7
related to VAT Total HVAB_ 10
VAT rates applied | * Specified goods, partly tradable a) 8
for specified goods | * Specified services, mostly non-tradable 11
and services Total HVSRAT 19
VAT rates on specified internationally traded goods HVTG 18
VAT rates on specified services subject to international trade b) HVTS 7
All VAT domains, all aforementioned items of VAT regimes HVALL 116
PM: General administrative and regulatory efficiency HVADREG 11

Note: Annex B of the report provides more detailed information on the individual comparison items and

the data sources from which the relevant information has been derived.
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The dissimilarity indices are built up in a hierarchical way. The HVALL
dissimilarity index is a comprehensive ‘“umbrella’ index. It covers all bilateral
comparison items for the EU VAT regimes. As a consequence it is strongly correlated
with all other dissimilarity indices, as Table 5.3 shows. Each of the other indices
measures bilateral heterogeneity in a different VAT domain. The pair-wise correlation
of these other indices is rather low, so that they can be applied simultaneously in the
regression analysis. This does not hold for the two indices that measure the dissimilarity
with respect to the VAT rate structure of internationally traded goods (HVTG ) and
services (HVTS ). The fact that these indices have a high mutual correlation follows
from the fact that the VAT rates for traded goods and services generally do not diverge
much.

Table 5.3 Correlation analysis VAT dissimilarity indices, EU27, 2008

HVALL | HVTGEN | HVTG | HVTS | HVADM | HVSRAT
HVALL 1.00
HVTGEN | 0.56 1.00
HVTG 0.60 0.03 1.00
HVTS 0.60 0.23 0.47 1.00
HVADM 0.47 0.23 0.05 0.37 1.00
HVSRAT | 0.34 0.36 -0.19 0.15 0.07 1.00

Note: Variables and their names are defined in Table 5.2. Source: own calculations CPB.

The VAT dissimilarity indices are symmetric between both compared countries. If the
index has a high value (close to 1), this says that VAT-related adaptation costs could
play a role as trade barrier between two countries. But because of its symmetry, it does
not tell us in which trade direction (imports or exports) the trade barrier is largest.
Normally this is not a problem in empirical trade analysis, because we have to choose
beforehand whether we consider trade from the import side or from the export side. If
the VAT dissimilarity index turns out to be statistically significant and negative in
import regressions then we know that VAT-related adaptation costs hamper import
trade.

As can be read in the technical annex (Annex A), we have deliberately assigned equal
weights for all numerical and qualitative comparison items, because this gives maximal
transparency. Though an equal-weights scheme is in itself also a subjective choice, we
think that at this stage it is better to avoid making hidden political judgements. Our
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method is however very flexible and it would be quite easy to add an ‘expert weights’
vector with which we weigh all bilateral differences.!'” However, the achievement of an
undisputed expert-weights vector is a process that would require much more effort than
is possible in the context of the present study.

Summing up, the VAT dissimilarity indices are comprehensive proxies for fixed or
variable VAT-related adaptation costs for firms trading with other EU member states.
The index summarises the degree of bilateral disparity in national VAT regimes. And as
such, this may help to explain why we find strong or, conversely, limited trade between
different country pairs.

5.3 Complementary indicators of VAT-related trade costs

Each cross-border transaction requires firms (or establishments of firms) on both sides
of the border, importing firms and exporting firms.''® For policy reasons it is important
to know whether exporters or importers are most affected by the adaptation costs.
Complementary indicators may help to answer that question. VAT dissimilarity indices
do not say which of both countries has the most strict, complex and inefficient VAT
regime. It is useful therefore to complement the VAT dissimilarity indices with
indicators that quantify the level of VAT-related costs and/or compliance cost burden
per country rather than per country pair.

Table 5.4 includes factors that, according to the literature, may be a nuisance for
trading firms or that may proxy VAT-related administrative burden costs for firms:
variation in national VAT rates (variation coefficient); national VAT requirements that
go beyond EU requirements; VAT items that increase the within-country compliance
cost burden; and specific VAT-related administrative burden for small- and medium-
sized enterprises (SME).

17 Cf. for example the procedure chosen by the OECD to add expert weights in the construction of their
comparative indicators for national product-market regulation (Nicoletti, Scarpetta and Boylaud, 2000).
118 And, of course, vice versa for trade regressions using the export side.
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Table 5.4 Indicators for VAT-related costs and administrative burden per country

Comparison item Measurement Expected trade impact | Variable

Complexity of VAT Coefficient of variation of VAT Higher trade costs cov_rate

structure in a country rates across 25 goods/services

Non-EU elements in No. of national VAT obligations Higher trade costs nonEUobl

national VAT legislation going beyond EU requirement

Non-EU elements in % of estimated VAT admin. Higher trade costs nonEU_ab

national VAT legislation burden due to national obligations
beyond EU VAT requirements

VAT-related entry costs for | Primary VAT registration If low : more burden regcutoff

SME companies threshold (in 1000 E); for SME

VAT-related burden for Threshold for annual VAT refund | If high: more waiting anrefund

SME companies (in 1000 E) costs for SME

VAT-related burden for Threshold for quarterly VAT If high: more waiting qtrefund

SME companies refund (in 1000 E) costs for SME

Compliance cost burden Obligatory storage of invoices (in | If high: more adm. inv_yrs
years) burden

Compliance cost burden VAT filing deadline (in days) If low: more frequent | filedays

adm. burden

Compliance cost burden Adm. burden costs VAT as % of | Measure of tax abvat_rev
national VAT revenue inefficiency

Compliance cost burden Adm. burden costs of VAT as % | If high: more adm. abvat_gdp
of GDP burden

Compliance cost burden Estimated avg. adm burden costs | If high: more adm. logabfirm
per firm (total of 5 categories, burden
expressed in log)

Compliance cost burden Number of export documents If high: more adm. no_expdoc
needed for standard export event | burden for exporters
(WB)

Compliance cost burden Number of import documents If high: more adm. no_expdoc
needed for standard import event | burden for importers
(WB)

Compliance cost burden No. of separate tax payments; If high: more frequent | antaxpmt
includes corp. & inc. tax (WB) adm. burden

Compliance cost burden firm time needed for tax If high: more adm. antaxtime

payments (hours) (WB)

burden
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If there were a clear ranking of countries on the basis of the VAT-related burden for
individual firms then we would expect a high correlation between the individual
(complementary) indicators. Apparently, there is not such a clear country ranking.
Table 5.5 shows the correlation between the country scores for the complementary
indicators.

The correlations are highest for items that represent administrative burden indicators of
VAT. However, most correlation coefficients are quite low, meaning that the country
rankings for these items are very different. So, the complementary indicators do not tell
one story: the country ranking differs strongly by comparison item.""” Due to this
finding, it is not allowed to pinpoint a single country indicator that can reliably serve as

.. o4 120
as a pars pro toto for the remaining country indicators.

Table 5.5 Correlation analyis of complementary indicators for VAT-related costs and
administrative burden per country , 2006-2008, 27 EU member states

cov_ | non- | non- | reg an_ qt_ inv_ | file abvat | abvat | log antax no_
rate EU EU_ | cut- re re yrs days | _ _ ab pmt time exp
obl ab off fund | fund rev gdp firm doc

nonEUobl 0.13

nonEU ab -0.01 0.15

regcutoff 0.11 | -0.02 | -0.03

anrefund -0.10 | -0.15 0.04 | -0.02

qtrefund -0.16 | -0.14 | 0.01 | -0.12 | 0.77

inv_yrs 0.01 0.18 | 022 | 0.07 | -0.18 | -0.16

filedays -0.28 | -0.58 | -0.25 | -0.10 | 036 | 0.36 | -0.29

abvat_rev -0.31 | -0.12 | 0.14 | -0.16 | -0.19 | -0.29 | -0.17 | 0.16

abvat_gdp -0.18 | -0.18 | -0.08 | -0.30 | -0.28 | -0.21 | -0.12 | 0.33 | 0.82

logabfirm -0.07 | 0.09 | 0.62 | -0.21 0.05 0.00 | 035 | 0.04 | 051 0.52

antaxpmt -0.28 | 0.10 | -0.09 | 0.09 | 0.04 | 0.00 | -0.02 | 0.03 | 0.04 | -0.23 | -0.21

antaxtime -0.07 | -0.07 | -0.04 | -0.09 | 043 | -0.03 003 ] 025| 040 | 0.08 | 0.13 0.04

no_expdoc -034 | 016 | 042 | 0.07 | 0.13 | -0.05 | -0.11 | -0.07 [ 039 | -0.02 | 0.18 | 0.30

no_impdoc | -0.46 | 0.08 | 0.14 | 0.05 0.24 | -0.07 | -0.01 0.06 | 0.38 | -0.03 0.07 | 0.22 0.82

119 Section 2.3 presents similar results by country.

120 On the positive side, we may infer that different level indicators can be jointly used in the gravity trade
regressions without the estimation results and thir interpretation being hampered by multicollinearity
issues.
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5.4 Some descriptive results for both types of indicators

In this section we show some descriptive results for the VAT-regime dissimilarity
indicators and for the complementary country indicators. Table 5.6 describes the results
for the dissimilarity indicator HVADM, which deals with VAT-related administrative
procedures. The indicator is calculated on the basis of some 30 different comparison
items for most country pairs. The dissimilarity index equals on average 0.38 for the
EU1S5 countries, which means that on average more than 11 out of the 30 administrative
and procedural VAT regime elements differ between each EU15 country pair.

Most of the older EU member states introduced their VAT system in the 1970s.
Table 5.6 implies that over the past 20-30 years these older EU member states,
apparently, have not been able to converge their administrative VAT procedures.'?' The
ten member states that joined the EU in 2004 (EU16 24) have less mutual
administrative differences in their VAT regimes than the EU15 countries have among
each other. A possible reason is that these countries were able to start a VAT tax system
from scratch and have chosen to adapt best-practice procedures from the EUILS
countries.'??

The first column of Table 5.6 indicates the mean dissimilarity that each member state
had with the 26 other EU countries. Ireland had on average the most differences (0.44)
with the rest of the EU, while Poland (0.28) had the lowest mean difference. These are
averages, however. The second data column provides for each country the standard
deviation around this mean. The UK for instance has a dissimilarity mean of 0.43 and a
standard deviation of 0.11, which indicates that the UK’s bilateral dissimilarities with
most other countries range between 0.54 (=0.43+0.11) and 0.32 (=0.43-0.11). The two
last columns show, per member state, the countries with which their administrative
VAT procedures differ, respectively, the least and the most. The UK has the smallest
differences with Malta and the largest differences with Bulgaria.

Table 5.7 shows that the ‘old” EU15 countries are much more dissimilar in their VAT
rates than the 10 accession countries. Finally, Table 5.8 shows the main results for the
other dissimilarity indices, including the umbrella index HVALL . The latter displays a
relatively small variation between the countries. Tables 5.9 and 5.10 are different. They
present the national level indices that may proxy elements of trade costs and
administrative burdens for firms.

21 Cf. Vos et al. (1994); Somers (1995); De Witt (1995).
122 Cf. Van der Corput (2004).
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Table 5.6 HVADM: Dissimilarity index for administrative VAT procedures, 2008

Reference mean standard avg. no. of smallest largest HVADM
country HVADM deviation bilateral HVADM dissimilarity
dissimilarity bilateral data points dissimilarity with:
with EU27 HVADM with:

AT 0.42 0.07 32 FR (0.29) IT (0.52)
BE 0.35 0.09 31 EE (0.21) SI (0.56)
BG 0.42 0.10 30 LU (0.24) UK (0.71)
CY 0.31 0.11 30 EE (0.14) AT (0.48)
CZ 0.35 0.09 28 RO (0.15) EL (0.53)
DE 0.38 0.09 29 SK (0.24) BG (0.59)
DK 0.41 0.08 29 LT (0.21) FR (0.53)
EE 0.31 0.11 29 IT (0.11) AT (0.52)
EL 0.39 0.09 32 LU (0.17) UK (0.55)
ES 0.36 0.10 29 IT (0.19) BG (0.50)
FI 0.33 0.07 30 CY (0.20) UK (0.45)
FR 0.37 0.06 31 SK (0.24) DK (0.53)
HU 0.30 0.09 30 PL (0.10) SI (0.47)
IE 0.44 0.07 28 LT (0.31) ST (0.63)
IT 0.33 0.11 29 EE (0.11) AT (0.52)
LT 0.31 0.07 29 HU (0.17) AT (0.43)
LU 0.37 0.09 32 EL (0.17) UK (0.60)
LV 0.36 0.09 31 HU (0.16) DE (0.53)
MT 0.32 0.10 29 EE (0.15) BG (0.52)
NL 0.39 0.07 30 RO (0.28) ST (0.50)
PL 0.28 0.06 31 HU (0.10) SI (0.40)
PT 0.35 0.10 31 CY (0.16) UK (0.50)
RO 0.31 0.10 28 CZ (0.15) IE (0.52)
SE 0.41 0.07 30 PL (0.29) IE (0.61)
SI 0.43 0.10 30 LU (0.25) IE (0.63)
SK 0.30 0.07 31 PL (0.19) IE (0.45)
UK 0.43 0.11 29 MT (0.24) BG (0.71)
EU15 0.38 0.08 30 IT (0.11) UK (0.71)
EU16_24 0.33 0.09 30 PL (0.10) ST (0.63)

Variables and their names are declared in Table 5.2. Country codes are standard EU abbreviations for

member states. Source: own calculations. Detailed tables available on request.
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Table 5.7 HVSRAT: Dissimilarity index of domestic VAT rates, EU25, 2008

Reference mean standard avg. no. of smallest largest HVSRAT
country HVSRAT deviation bilateral HVSRAT dissimilarity
dissimilarity bilateral data points dissimilarity with:
with EU27 HVSRAT with:

AT 0.43 0.13 18 CZ (0.26) BE (0.74)
BE 0.75 0.08 17 ES (0.58) IE (0.84)
CY 0.37 0.15 18 LT (0.16) BE (0.74)
cz 0.44 0.38 18 HU (0.00) PL (1.00)
DE 0.41 0.12 18 SK (0.26) IT (0.74)
DK 0.36 0.14 18 MT (0.16) BE (0.74)
EE 0.33 0.17 18 MT (0.11) BE (0.84)
EL 0.33 0.15 18 SI (0.11) BE (0.79)
ES 0.44 0.11 18 PL (0.21) LU (0.63)
FI 0.42 0.13 18 DK (0.21) BE (0.74)
FR 0.53 0.11 18 PL (0.32) BE (0.79)
HU 0.33 0.19 18 SI (0.05) BE (0.79)
IE 0.41 0.17 18 EE (0.16) BE (0.84)
IT 0.59 0.13 18 SE (0.32) IE (0.79)
LT 0.33 0.17 18 LV (0.11) BE (0.84)
LU 0.49 0.09 18 EL (0.32) BE (0.68)
LV 0.36 0.17 18 LT (0.16) BE (0.84)
MT 0.30 0.18 18 HU (0.05) BE (0.84)
NL 0.47 0.10 18 UK (0.32) IT (0.68)
PL 0.39 0.15 18 ES (0.21) BE (0.79)
PT 0.47 0.12 18 IE (0.26) BE (0.79)
SE 0.46 0.10 18 UK (0.32) BE (0.68)
SI 0.35 0.18 18 HU (0.05) BE (0.79)
SK 0.41 0.14 18 SI (0.21) IT (0.74)
UK 0.40 0.13 18 EL (0.26) BE (0.84)
EU15, avg. 0.46 0.12 18 EL (0.11) BE (0.84)
EU1624, avg 0.36 0.19 18 CZ (0.00) PL (1.00)

Variables and their names are declared in Table 5.2. Country codes are standard EU abbreviations for

member states Source: own calculations. Detailed tables available on request.
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Table 5.8 Other bilateral dissimilarity indices for EU VAT regimes, EU27, 2008

reference mean dissimilarity with EU27 variation coefficient of dissimilarity
country (standard deviation / mean)
HVTGEN | HVALL | HVTG_ | HVTS_ | HVTGEN | HVALL | HVTG_ | HVTS_
AT 0.56 0.49 0.55 0.67 0.22 0.17 0.58 0.34
BE 0.58 0.51 0.53 0.59 0.17 0.13 0.59 0.40
BG 0.56 0.51 0.55 0.49 0.28 0.19 0.62 0.65
CY 0.49 0.50 0.87 0.79 0.26 0.14 0.19 0.27
(074 0.45 0.46 0.58 0.55 0.28 0.15 0.49 0.35
DE 0.51 0.46 0.53 0.66 0.26 0.18 0.52 0.36
DK 0.51 0.54 0.96 0.76 0.26 0.14 0.19 0.28
EE 0.53 0.44 0.64 0.47 0.22 0.20 0.48 0.55
EL 0.50 0.50 0.57 0.57 0.24 0.14 0.47 0.39
ES 0.54 0.54 0.80 0.83 0.19 0.11 0.23 0.21
FI 0.48 0.47 0.76 0.46 0.23 0.12 0.25 0.47
FR 0.49 0.47 0.54 0.53 0.21 0.14 0.52 0.30
HU 0.41 0.42 0.54 0.50 0.24 0.18 0.59 0.45
IE 0.59 0.51 0.58 0.67 0.17 0.09 0.44 0.29
IT 0.50 0.51 0.58 0.57 0.22 0.12 0.50 0.41
LT 0.52 0.50 0.67 0.44 0.23 0.16 0.44 0.55
LU 0.50 0.53 0.88 0.68 0.18 0.09 0.19 0.32
LV 0.42 0.45 0.67 0.50 0.28 0.19 0.44 0.37
MT 0.50 0.46 0.67 0.47 0.24 0.21 0.44 0.77
NL 0.47 0.47 0.55 0.68 0.27 0.15 0.50 0.33
PL 0.54 0.50 0.78 0.55 0.17 0.11 0.23 0.36
PT 0.50 0.50 0.61 0.51 0.18 0.12 0.38 0.38
RO 0.41 0.42 0.53 0.47 0.30 0.21 0.57 0.77
SE 0.50 0.55 0.96 0.77 0.22 0.12 0.19 0.26
SI 0.42 0.48 0.59 0.64 0.25 0.16 0.50 0.37
SK 0.53 0.46 0.53 0.63 0.23 0.18 0.56 0.50
UK 0.50 0.50 0.74 0.51 0.22 0.18 0.31 0.37
EU15 0.52 0.50 0.68 0.63 0.21 0.13 0.36 0.33
EU16 24 0.48 0.47 0.65 0.55 0.24 0.17 0.42 0.44

Variables and their names are declared in Table 5.2. Country codes are standard EU abbreviations.

Source: own calculations. Detailed tables available on request.
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Table 5.9 Selected complementary indicators for VAT-related firm costs by country,

2006-2008
C(:::lgy cov_rate no(ﬁ)]?U filedays | regcutoff anrefund | qtrefund | antaxpmt | no impdoc, | no_expdoc,
2006 2007 2008 2008 2008 2008 2008 2008 2008
AT 0.25 5 45 30 36 360 22 5 4
BE 0.34 16 20 6 25 200 11 5 4
BG . 3 45 26 256 511 17 7 5
CY 0.38 4 40 16 26 205 . . .
CZ 0.44 5 25 40 31 61 12 7 4
DE 0.28 8 10 18 25 200 15 5 4
DK 0.45 5 25 7 25 189 9 3 4
EE 0.34 1 20 16 26 192 7 4 3
EL 041 7 20 10 25 200 21 6 5
ES 0.36 6 20 0 25 201 8 8 6
FI 0.34 0 45 9 25 200 20 5 4
FR 0.48 7 15 76 25 200 19 5 4
HU 0.30 6 20 20 28 203 14 7 5
IE 0.72 7 19 70 25 200 9 4 4
IT 0.46 7 16 0 25 200 15 4 4
LT 0.34 7 15 29 29 204 15 6 6
LU 0.62 6 15 10 25 200 . . .
LV 0.34 3 25 14 31 207 7 6 5
MT 0.00 0 45 37 23 188 . . .
NL 0.48 2 30 1 25 200 9 5 4
PL 0.53 6 25 14 25 200 40 5 5
PT 0.56 4 40 10 20 160 8 5 4
RO . 6 25 35 . . 108 6 5
SE 0.37 3 26 3 51 406 2 3 3
ST 0.39 4 30 25 50 210 22 8 6
SK 0.00 6 25 45 25 198 31 8 6
UK 0.54 2 30 86 24 198 8 4 4

The variables themselves have been described in Table 5.4 . Country codes are standard EU abbreviations for member states.
Sources. cov_rate : own calculations based on data from European Commission (2006); nonEUobl: data from CapGemini,
Deloitte & Ramboll Management (2009); filedays, regcutoff, anrefund, qtrefund: data from van der Corput and Annacondia
(2008); antaxpmt : data from Djankov et al. (2008); no_expdoc, no_impdo: data from World Bank Cost of Doing Business

database.
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Table 5.10 Selected national level variables for VAT-related administrative burden for
firms, 2007-2008

country abvat_rev abvat_gdp nonEU _ab logabfirm | inv_yrs antaxtime | antaxpmt
code 2007 2007 2007 2007 2008 2007 2007
AT 7.3 0.52 2.1 7.88 7 170 22
BE 7.9 0.57 1.3 7.86 7 156 11
BG 6.4 0.27 7.2 8.17 5 616 17
CY 12.0 1.00 0.2 8.13 7 . .
Cz 134 0.48 0.4 7.88 10 808 12
DE 6.3 0.42 44 7.98 10 196 15
DK 3.4 0.44 0.0 7.44 5 135 9
EE 10.7 0.53 0.0 7.64 7 81 7
EL 17.5 0.98 33 8.47 6 264 21
ES 17.6 0.93 6.1 8.03 4 298 8
FI 8.7 0.77 0.0 8.02 6 269 20
FR 6.2 0.49 1.2 7.71 10 132 19
HU 16.6 0.72 0.4 7.57 5 340 14
IE 5.3 0.44 2.2 7.73 6 76 9
IT 11.0 0.68 6.1 8.41 10 340 15
LT 15.2 0.53 54.5 9.75 10 166 15
LU 8.2 0.50 8.3 8.38 10 .. ..
LV 8.0 0.33 14.2 6.91 5 279 7
MT 28.7 1.50 0.0 8.69 6 . .
NL 7.0 0.54 0.2 7.68 7 180 9
PL 214 091 1.7 7.77 5 418 40
PT 17.6 1.22 7.1 8.81 10 328 8
RO 7.8 0.24 0.5 7.15 7 202 108
SE 6.2 0.68 0.0 7.85 10 122 2
SI 8.5 0.53 0.1 7.70 10 260 22
SK 8.8 0.29 1.9 7.58 10 325 31
UK 4.4 0.28 0.1 7.06 6 105 8

The variables themselves have been described in Table 5.4 . Country codes are standard EU abbreviations

for member states. Sources. abvat rev, abvat _gdp, nonEU ab and logabfirm: data and calculations based

on data from CapGemini, Deloitte & Ramboll Management (2009); inv_yrs: data from van der Corput and

Annacondia (2008); antaxpmt and antaxtime : data from Djankov et al. (2008).
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Annex A. Methodology for constructing dissimilarity indicators

An indicator of the dissimilarity of different countries’ VAT regimes has to address the
multi-dimension problem that is inherently present in comparing different institutional
VAT settings. There are several dimensions in which the relevant national VAT
regulations may differ between countries. The bilateral VAT dissimilarity index may
grasp how much national VAT policy differences between to trading countries differ.

A.l. Desired properties of the VAT dissimilarity indicator

The indicator should preferably be a decomposable, bilateral quantitative index.
Moreover, since we cannot — and do not want to — judge the appropriateness of
individual VAT policies in individual countries, the VAT dissimilarity index and the
way it is aggregated should therefore be independent of judgements on specific policy
items. The indicator should have the following seven properties: (a) increase in the
degree of VAT regime differences, regarding regulation contents and implementation
form; (b) allow aggregation over multiple dimensions with respect to which regulation
items may differ; (c) yield a single numerical indicator; (d) be specific for each country
pair; (e) allow aggregation independent of a set of subjective weights; (f) be
independent of judgements on a priori criteria about specific VAT policies in countries,
no matter whether these criteria are subjective or based on specified objective; and
(g) be decomposable with respect to specified VAT regulation aspects.

A.2. VAT dissimilarity analysis based on qualitative policy data

The basic principle of the VAT dissimilarity indicator is that multiple-dimension
qualitative policy information is reduced to dimensionless binary information. The
latter can be aggregated to heterogeneity indicators that satisfy the seven criteria
specified in the preceding section.

Specific for each country pair

Let there be some regulation attribute R for which it can unequivocally be assessed
whether or not it applies in a country. This gives logical information: Re {1,0}, so that
regulation attribute R can also be used to compare two countries. For any two countries
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(i and j) dissimilarity indicator h§ has the value of / when both countries are dissimilar

with respect to R, and 0 in the opposite case. The dissimilarity indicator hif is specific

for each possible country pair. For n countries we have:

hé? € {1,0} for Vi,jc(l,..,n) (1)

From a perspective of informational content, not all dissimilarity indices are interesting.

Trivial are the cases of self-similarity (hijf,hf}) and the cases of bi-directional

similarity, i.e. h,-f Ehﬁ-. The pair-wise comparisons can be gathered in a nxn

dissimilarity matrix H*. Weeding out the cases of self-similarity (matrix diagonal) and
bi-directional similarity (below diagonal) we get a dissimilarity matrix with many blank
elements. For a case of four countries (a,b,c,d) the dissimilarity matrix for regulation
attribute R looks like:

R R R R R R R

haa hba hca hda : hba hca hda

R R R R R R
HR _ hah hbb hcb hdb = | : hcb hdb 2
R R R R R @)

hae hp e hy N

R ;R R R
haa Moa Peq Maa

The system can easily be expanded from single-attribute indicators to a system dealing

with multiple regulation attributes. Suppose countries are compared over a set of Ry

(s=1,2,..,m) different regulation attributes, resulting in m dissimilarity indicators for

each country pair. This produces a n*xm dissimilarity matrix #*. After again weeding
out the informational redundancies the matrix in the four-country case reads as:

Rl Rl Rl R2 ;R2 R2 Rm  pRm  ,Rm
pRl pRU R R G R2 R ke R R
Rl R R2 ,R2 Rm Rm

H® = hoy gy - hy gy e o hy Ry 3)
th th _____ hRm
e oy S . hy

How large should m be? A single policy attribute for which we compare two countries
is just a sample for policy heterogeneity. We are not interested in this particular policy
item as such. Rather, we consider it as a specimen from which we can derive that the
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two countries could have structural or pervasive policy differences in place. With m
close to unity it is more likely that the policy-difference picture blurred by incidental
sampling errors. One then may easily find average heterogeneity values that are either
close to zero or close to unity. Using a larger number of observations diminishes the
probability of sampling errors with respect to structural policy differences between
countries. Structural (dis)similarities in policy are asymptotically approximated by a
larger number of regulation attributes. In practical terms, by considering more than -
say- hundred different policy attributes, it is very unlikely that we only get an incidental
or atypical picture of bilateral policy differences.

Aggregation possible over multiple dimensions

Matrix H® reduces the dimensions of regulation attributes R, to m dimensionless
numbers that can be aggregated in several directions: per country pair, across countries,
across subsets of regulation attributes.

Yield a single numerical indicator

Average bilateral VAT dissimilarity per country pair over the m-dimension set R
regulation attributes is:

m
HG = % Zhlj'“ Vi jis=Ll..m “4)
r

The elements of the set h,-f ¥ are either zero or one, so that: 0 < H G,fs <1. If the indicator

is close to unity, both countries have very dissimilar policies. Matrix H® may also be
used to identify countries with strongly diverging policies vis-a-vis all other countries.
This is measured by the country deviancy indicator. For country i it can be defined as:

220 )
Jj s

The country deviancy indicator can if necessary be expressed in relative terms by
normalising it with the average for all countries. Note that two countries with a low
score on the deviancy indicator do not necessarily have similar policies, since the
indicator just registers the existence of regulation differences, not the actual content of
regulations.

DVl_Rs —

1
n.m
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Decomposable with respect to specified VAT regulation areas

Finally, matrix H® can be used to calculate average heterogeneity across any preferred
subset of the R, regulation vector, or for any sub-set of countries.

Increase in the degree of regulation differences

So far we dealt with binary regulation attributes that either apply or do not apply in a
country: R; €{1,0}. In principle any regulation could be described in binary terms, but

this may either be too unpractical due to the required amount of detailed taxonomic
work, or simply because the necessary regulation data are not available for international
comparison. Many comparison items are of a more complex nature than simple yes-no
questions, meaning that difference between countries can only be described in terms of
distinct implementation modes. This can be labelled categorical regulation information.
The actual implementation of a regulation is grouped into a limited number of discrete
and mutually exclusive implementation modes. Consider regulation attribute Rp that
can be implemented in & different modes (p;,p,,..,px), so that for any country i we may
find k+1 different values for Rp: R,i€{0,p;,p>...pr} as Figure 1 shows. The case of
binary policy attributes is a special case, with k=1.

Figure Al. Dealing with categorical VAT regulation attributes (discrete categories)
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The introduction of multiple implementation modes increases the number of possible
regulation differences. The likelihood that two countries have different policies in place
increases. Assume that countries are independent and that the presence of a certain
regulation attribute in one country has no impact on its presence in the other county
(random draw). For any country i we may find k+/ different policies'? in place (0,R,,
R,...R,). Hence, for any pair of countries 2(k+/) different VAT regulation
combinations are possible. The probability of each combination is [2(k+1)]” ’. Since
there are k+/ different policies, the probability that we find identical policies in both
countries is: (k+7)”. The probability that we find different (heterogeneous) VAT
regimes is:
k
Rp _ —
Pr( hy" =1 ) 1 (6)

The heterogeneity indicator increases in k&, the number of allowed VAT regulation
modes. E.g. for k=1, k=5 and k=9 the probabilities are 0.5, 0.8 and 0.9. Especially for
continuous numerical variables & goes to infinity. It is useful therefore to apply a
coarse-graining procedure that reduces the numerical variety by distinguishing a
discrete number of numerical intervals. At the end of this annex, we describe the
decision rules for the coarse-graining procedure that was applied applied in the
construction of the VAT disimilarity indicators.

Multiple implementation modes magnify the VAT-regime dissimilarity matrix H™ to
dimensions n’xmxg, where g is the maximum number of implementation modes that
holds for any of the regulation attributes. Regulation attributes for which it holds that
g>k will effectively be represented in the matrix by blank elements for the
implementation modes {k,..,g}. In the summary indicators we can correct for the
number of blanks in the relevant rows or columns.

After adding the implementation modes as comparison dimensions, the country
deviancy indicator becomes:

Rps 1 LA Rps
PR N I @

123 Including the possibility that a particular country has no VAT regulation in place for a particular policy
item.
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Aggregation independent of subjective weights

The heterogeneity indicator HG?S is based on an unweighted average over all relevant

regulation attributes. This has the advantage that the composite heterogeneity indicator
is not based on subjective information elements. In the paper to be produced we will
illustrates through an example how the bilateral VAT dissimilarity indicator is
calculated and aggregated.

Independent of pre-defined judgements on specific policies

VAT dissimilarity indices and country deviancy indicators are dimensionless numbers.
They give no information about the nature of the dissimilarity itself, nor on the question
whether a player is high/low, strict/lenient or intensive/extensive with regard to a
particular VAT regime characteristic. The indicator is primarily a frequency count for
bilateral policy differences. It can be decomposed for policy differences in specific
VAT domains. If one is interested in these aspects, the indicators will have to be used in
combination with a dimensioned level indicator. The main text proposes a number of
level indicators of VAT-related trade costs and administrative burden for firms that may
help to identify - for each country pair - which of both is the one where trade costs and
VAT-related administrative burdens are probably lowest. It should be realised however
that even for a given country pair this hierarchy may differ by VAT comparison item.

A.3. Coarse-graining procedure applied for numerical variables

Some variables used for calculating the VAT dissimilarity indices have a continuous
numerical value, e.g. the sales threshold for being eligible for quarterly VAT refund,
with sales measured in thousand euros. Continuous numerical variables, by their nature,
can have lots of different values. It would make no sense that all different values of a
numerical variable, irrespective of their size magnitude, are regarded as a VAT-regime
heterogeneity element. To avoid that we may classify, per numerical comparison item,
all numerical values into a limited number of intervals. E.g. for a variable that across
member states differs between 0 and 20, we might choose for four intervals (less than 1,
1-8, 9 to 15, above 15). This reduces the potential heterogeneity scope for this variables
to just four differnet country scores. This variety-reducing method for continuous
numerical variables redistributes all numerical differences to minimally three and
maximally six different intervals, depending on the distribution characteristics of the
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actual country scores. The same decision rule decides for the choice between either 3, 4,
5 or 6 intervals for a particular numerical item:

. Per variable we first determine the maximum range that contains all numerical
values in the sample.

. The range is divided by the standard deviation, yielding a value K.
. The next step takes care of the higher moments of the distribution by a correction
factor £ that corrects for the relation between the mean and the standard

deviation. The correction factor is calculated as: g = 1_M—_O'2 in which M
(0-M)

is the mean value and o is the standard deviation. The denominator is squared so

that it is always positive for values ¢ # M.

Now it is possible to determine the potential number of different value intervals for that
numerical variable, using a lower threshold of three categories and a ceiling of
maximum six categories:

Z=6 if [int(K.E)|> 6
Z =|int(K.E)|>6 if 3<l|int(K.E)<6
zZ=3 if [int(K.E)<3

This coarse-graining procedure is applied individually for each continuous numerical
variable. Subsequently, for all countries the continuous variable is re-coded according
to the number of intervals Z.
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Annex B. Items used for construction of dissimilarity indices

Used for Comp | Description Nature Source endnote
indicator: arison no.(at no.
item bottom)
no.
HVGEN 1 Standard VAT rate level 7
HVGEN 2 Using reduced rates? Y/N 7
HVGEN 3 Reduced VAT rate 1 level 7
HVGEN 4 Multiple reduced rates? Y/N 7
HVGEN 5 Reduced VAT rate 2 level 7
HVGEN 6 Does super reduced rate exist? Y/N 7
HVGEN 7 Super-reduced VAT rate level 7
HVGEN ) Does Parking VAT rate exist? Y/N 7
HVGEN 9 Parking VAT rate level 7
HVGEN 10 Regional exemptions within Y/N 1 a
country?
HVGEN 11 No. of goods to which parking level 1
rates apply
HVGEN 12 No. of services to which parking level 1
rates apply
HVGEN No. of goods & serv. categories to level 1 b
13 which super reduced rates apply
HVGEN No. of categories goods & level 1
14 services to which zero rate
applies
HVGEN Exemptions on Leasing & letting YIN 7
15 of immovable property?
HVGEN 16 Exemptions on financial services? Y/N 7
HVGEN Exemptions on supply of other Y/N 7
17 buildings than new buildings?
HVGEN Exemptions on land other than Y/N 7
18 o
building land?
HVGEN Full zero rate on provisions of Y/N 7

19 supplies and fuel to sea vessels,
recue vessels and war vessels?

HVGEN Variability of standard VAT rates level own_calc c
20 across 7 tradable services (CoV)

HVGEN Variability of standard VAT rates level own_calc d
21 across 18 tradable goods (CoV)
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Used for Comp | Description Nature Source endnote
indicator: arison no.(at no.
item bottom)
no.
HVGEN Variability of standard VAT rates level own_calc e
22 across 25 tradable goods/services
(CoV)
HVGEN Number of national VAT level 16 f
23 obligations going beyond EU VAT
requirements (options identified in
EU Act)
HVGEN Number of national VAT level 16 f
24 oblig_ations going b_eyon_d_ EU_
requirement (NOT identified in EU
Act)
HVGEN Number of EU VAT requirements level 16
25 NOT transposed in national tax
law
HVGEN 26 Country's legal origin categ 17,18 g
HVADM 27 VAT registration threshold? YIN 2
HVADM 28 Multiple VAT regist. thresholds? Y/N 2
HVADM 29 VAT registration threshold 1 (in level 2
1000 euros 2006)
HVADM 30 VAT registration threshold 2 level 2
(euros 2006)
HVADM 31 Distance-selling threshold (in level 7
1000 euros)
HVADM 32 Intra-Commun. Acquisition level 7
threshold (in 1000 euros)
HVADM 33 Does threshold retail export Y/N 7
scheme exist (Y/N)
HVADM 34 Threshold retail export scheme (in level 7
1000 euros)
HVADM 35 Threshold for annual refund of level 7 h
VAT (in 1000 euros)
HVADM 36 Threshold for quarterly refund of level 7 h
VAT (in 1000 euros)
HVADM Optional reverse charge: Y/N 7 i
37 assembly and installation supplies
HVADM Optional reverse charge: services Y/N 7 i
38 connected to immovable property
HVADM Optional reverse charge: hiring- Y/N 7 i
39 out of means of transport
HVADM 20 Optional reverse charge: work on Y/N 7 j
movable goods
HVADM a1 Optional reverse charge: All other YIN 7 i

supplies
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Used for Comp | Description Nature Source endnote
indicator: arison no.(at no.
item bottom)
no.
HVADM Are suppliers in EU member Y/N 7 k
42 states obliged to appoint a VAT
representative? (Y/N)
HVADM Is voluntary appointment of VAT Y/N 7 k
43 representative for EU suppliers
unconditio-nal? (Y/N)
HVADM Voluntary appointment of VAT Y/N 7 k
44 representative for EU suppliers?
(YIN)
HVADM 45 Contracting partner's joint and YIN 7 I
several liability? (Y/N)
HVADM Is contracting partner's joint and Y/N 7 I
46 several liability conditional? (Y/N)
HVADM Can excess input tax be carried Y/N 7 m
47 forward unconditio-nally?
HVADM 48 Conditional carry forward of YIN 7 m
excess input tax?
HVADM 49 Immediate refund of excess input Y/N 7 m
tax?
HVADM 50 Conditional refund possible of Y/N 7 m
excess input tax?
HVADM Postponed accounting VAT YIN 7 n
51 . b
imported goods possible?
HVADM Postponed accounting VAT Y/N 7 n
52 imported goods only conditionally
possible
HVADM 53 Storage of invoices: general YIN 7
storage period (in years)
HVADM 54 Storage of invoices: do Y/N 7
exceptions exist for firms?
HVADM 55 Filing deadline (in days) level 7
HVADM 56 Do interim payment deadlines Y/N 7
exist?
HVADM Penalty for late submission of Y/N 7 o]
57 VAT return by VAT-due firms?
HVADM Maximum penalty for late or level 8
58 incorrect submission of VAT
return as percentage of VAT
amount due
HVADM Maximum penalty for late or level 8
59 incorrect submission of VAT

return in euros
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Used for Comp | Description Nature Source endnote
indicator: arison no.(at no.
item bottom)
no.
HVADM Intrastat reporting thresholds for level 8
60 . ;
arrivals (in 1000 euros)
HVADM Intrastat reporting thresholds for level 8
61 | dispatches (in 1000 euros)
HVADM Maximum penalty for late or level 8
62 missing Intrastat declaration (in
1000 euros)
HVADM 63 Time limit for the issue of VAT YIN 7 p
invoices ?
HVADM Time limit for the issue of VAT Y/N 7 p
64 invoices, goods (in weeks)
HVAB_ Administrative burden costs of level 16, own q
65 VAT as % of national VAT income calc
(measure of VAT tax efficiency)
HVAB _ Administrative burden costs of level 16, own q
66 | VAT as % of GDP cale
HVAB_ Share (%) of administrat. burden level 16, own f
67 due to national obligations beyond calc
EU VAT requirements
HVAB _ Average per firm of total level 16, own r
68 administrative burden of VAT- calc
related software (in euros)
HVAB_ Avg. tot. admin. burden p.firm for level 16, own r,s
69 inspectable VAT bookkeeping (in calc
euros)
HVAB Avg. tot. admin. burden p.firm for level 16, own r,t
70 submission of a periodical VAT calc
return (in euros)
HVAB_ Avg. tot. admin. burden p.firm for level 16, own r, u
71 submission of an intra-Community calc
sales listing (in euros)
HVAB Avg. tot. admin. burden p.firm for level 16, own r
72 the issuance of a VAT invoice (in calc
euros)
HVAB_ 73 No. of separate tax payments level 17,19 Y
(number)
HVAB_ 74 Time required for complying with level 17,19 w
tax payments (hours)
HVSRAT 75 Foodstuffs level 1
HVSRAT 76 Water supplies level 1
HVSRAT 77 Pharmac level 1
HVSRAT 78 Medical equipm. disabled persons level 1
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Used for Comp | Description Nature Source endnote
indicator: arison no.(at no.
item bottom)
no.
HVSRAT 79 Books level 1
HVSRAT 30 Newspapers level 1
HVSRAT 81 Periodicals level 1
HVSRAT 82 Agricult. inputs level 1
HVSRAT 81 Passeng. transport level 7
HVSRAT g2 | Admission to cult. services level 1
HVSRAT 83 Pay / cable TV level 1
HVSRAT 84 Writers / composers level 1
HVSRAT 85 social housing level 1
HVSRAT 86 hotel accomod. level 1
HVSRAT 87 Admiss. sporting events level 1
HVSRAT 88 use of sport facilities level 1
HVSRAT 89 social services level 1
HVSRAT 920 medic. & dental care level 1
HVSRAT 91 Waste collecttion level 1
HVTG_ 92 Spirits level 1
HVTG_ 93 Wine level 1
HVTG_ 94 Beer level 1
HVTG_ 95 Mineral water level 1
HVTG_ 26 Electricity level 1
HVTG_ 97 Cut flowers level 1
HVTG_ 98 Plants for food production level 1
HVTG_ 99 Children clothing and footwear level 1 X
HVTG_ 100 | Adult clothing level 1
HVTG_ 101 | Adult footwear level 1
HVTG_ 102 | Tobacco level 1
HVTG_ 103 | HiFi- video appliances level 1
HVTG_ 104 | CD/ CDRoms level 1
HVTG_ 105 | Household electrical appliances level 1
HVTG_ 106 Pesticides, plant protection level 1

materials
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Used for Comp | Description Nature Source endnote
indicator: arison no.(at no.
item bottom)
no.
HVTG_ 107 | Fertlizers level 1
HVTG_ 108 | Petrol (unleaded) level 1
HVTG_ 109 | Motor vehicles level 1
HVTS Intra-EU and internat. rail level 1
- 110
transport
HVTS_ 111 Intra-EU and internat. road level 1
transport
HVTS_ 112 | Phone/fax /telex, etc level 1
HVTS_ 113 Passenger domest. rail transport level 1
HVTS Construction work on new level 1
- 114 o
buildings
HVTS_ 115 | Travel agencies level
HVTS 116 Treatment of waste and waste level 1 y
water
HVADREG 117 Procedures for starting a business level 17
(number)
HVADREG Time procedures for starting a level 17
118 )
business (days)
HVADREG Cost of regulation-related level 17
119 | procedures for starting a business
(% of inc. p. capita)
HVADREG Min. capital for starting a business level 17
120 . ;
(% of inc.p. capita)
HVADREG No. of documents required for level 17
121
export (humber)
HVADREG 122 | Time for approval of export (days) level 17
HVADREG 123 No. of documents required for level 17
import (humber)
HVADREG 124 | Time for approval of import (days) level 17
HVADREG 125 No. of procedures for enforcing of level 17
contracts
HVADREG 126 Time required for enforcing of level 17
contracts (days)
HVADREG 127 Cost of enforcing of debt contract level 17

(% of debt)
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Data sources 2008 (or closest available year) for the comparison items

Source no. Reference

1 EU,ECFIN-TAXUD, VAT rates applied in the member states of the
European Union, DOC/1829/2006, European Commission 2006.

5 Annacondia, F. & W. van der Corput, 2008, VAT registration threshold in
Europe, Internat. VAT Monitor, Nov/Dec 2008, 453-457

3 Int. VAT Monitor, Sixth VAT Directive text 1 Jan 2006, IBFD, Amsterdam

4 W.v.d.Corput and F Annacondia, 2007, VAT Compass 2007, IBFD,
Amsterdam 2007

5 Practical information on European VAT, International VAT Monitor, IBFD ,
Jan/Febr 2006.

6 Annacondia, F. & W. van der Corput, 2005, VAT registration threshold in
Europe, Internat. VAT Monitor, Nov/Dec 2005, 434-436

7 W.v.d.Corput and F Annacondia, 2008, VAT Compass 2008, IBFD,
Amsterdam 2008

8 Ernst & Young, 2008, The 2008 worldwide VAT and GST guide, Ernst &
Young UK

9 W. v.d. Corput, 2004, VAT Options exercised by the New member states,
International VAT Monitor , Sept/Oct. 2004, 318-332.
Eurostat/ European Commission, 2010, Taxation trends in the European

10 Union - data for the EU member states, Iceland and Norway, 2010 edition,
Eurostat/ European Commission

11 F. Annacondia & W. v.d. Corput, 2005, Overview of general turnover taxes
and tax rates, VAT Monitor, Marc/April 2005, 1-11

12 Practical information on European VAT, International VAT Monitor, IBFD
Jan/Febr 2004.

13 R.Vos, N. Lawrence & D. Jordorson (eds.), 1994, Tolley's VAT in Europe,
Nexia International, Tolley: Croydon.
J. Somers (ed.), 1995, VAT & sales taxes worldwide - a guide to practice

14 and procedures in 61 countries, Ernst & Young International, London: John
Wiley & Sons.

15 I. Desmeytere, 2003, VAT registration in Europe, VAT Monitor, May/June
2003, 197-209.
CapGemini, Deloitte & Ramboll Management, 2009, Final report:
Measurement data and analysis, Report on Tax Law (VAT) Priority Area,

16 ) : : . 4
EU Project on baseline measurement and reduction of administrative costs
(ENTR/06/061), March 2009, Brussels.

17 World Bank, Cost of Doing Business Database, World Bank.

18 Djankov, S., R. La Porta, F. Silanes, and A. Schleifer, 2003, Courts, The
Quarterly Journal of Economics, May 2003.

19 Djankov, S. et all., 2003, Paying Taxes, World Bank Cost of Doing

Business project and PriceWaterhouseCooper, Washington 2008..
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End notes to the comparison items

a

For parts of the country that also form part of the EU and
where the country has the jusrisdiction.

List is non-exhaustive according to data source.

Calculated as Coefficient of Variation of VAT rates for all 7 listed traded services
categories.

Calculated as Coefficient of Variation of VAT rates for all 18 listed traded good
categories.

Calculated as Coefficient of Variation of VAT rates for all 25 listed traded good
and services categories.

Refers to national VAT requirements that are not stated in the EU Acts on VAT.

Similarity of a country pair's legal origins can influence a firm's costs of dealing
with legal conflicts with foreign government related to VAT issues.

Minimim numbers, applies to non-resident traders.

Optional reverse charge mechanism applicable to supplies made by non-resident
suppliers.

Optional reverse charge mechanism applicable to supplies made by non-resident
suppliers. Does not include services rendered to customers identified for VAT
purposes in another member state.

Where non-resident suppliers are liable to pay the tax, member states may allow
them to appoint a tax representative as the person liable for payment of the tax
("voluntary representation”) .

Where non-resident suppliers are liable to pay the tax, Memer States may
provide that, in addition to the supplier's tax representative, some other person,
usually the customer, may be held jointly and severally liable for the payment of
the tax (Art.21.3 of the Sixth Directive; art 205 of Directive 2006/112).

When for a given tax period, deductible input taxes exceed output tax, member
states may require that the excess is carried forward to following tax period(s).

Regarding imported goods, member states may provide that (in designated
circumstances) VAT on importation does not need to be paid to the customs
officials at the time the goods are released from customs control or periodically
("on deferred terms") but instead by the person for whom the goods are
destined, through the latter persons'periodic VAT return ("postponed
accounting").

This indicator refers to a specific fine or penalty. Apart from that, most countries
charge a penalty interest rate on the amount due.

member states may impose time limits for the issue of invoices, counting from
the date on which the taxable event occurs.

Administrative Costs can be split in 'businesss-as-usual’ costs (arising from
information costs that firms would collect even in the absence of a specific
legislation) and 'administrative burden’ (information costs arising from a specific
legal or regulatory obligation).
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Average administrative burden per firm (across all firm size classes) for "VAT
bookkeeping in sufficient detail for inspection by tax authorities” (in euros). For
the countries for which the detailed adm. burden indicators were not measured in
the source document (16), we take the value for France as the starting point for
extrapolation to the orher EU countries. We used the actually measured
countries in source(16) to calculate the optimal weight algorithm, with France as
point of departure. The optimal weights, showing the smallest average deviations
from the actual values were obtained by the use of the following weights: (1.5 / 2)
times the difference with France with respect to subindicator 66; (0.1 / 2) times
the difference with France with respect to subindicator 65; (0.1 / 2) times the
difference with France with respect to subindicator 74; and (0.3 / 3) the
difference with France with respect to subindicator 67.

Average administrative burden per firm (across all firm size classes) for for "VAT
bookkeeping in sufficient detail for inspection by tax authorities" (in euros).

Each member state has its own unique process for submission of VAT return.
"Every taxable person shall submit a VAT return setting out all the information
needed to calculate the VAT amount taxable, the VAT amount deductible, as
well as, [..] the total amount on which VAT is chargeable and deductible, as well
as the value of any VAT exempt transaction".

"Every taxable person identified for VAT purposes shall submit a recapitulative
statement of the acquirers identified for VAT purposes to whom he has supplied
goods [..], and of the persons identified for VAT purposes to whom he has
supplied goods which were supplied to him by way of intra-Community
acquisitions [..]".

World Bank/ Price Waterhouse, " Paying Taxes", World Bank Cost of Doing
Business 2007: The tax payments indicator reflects the total number of taxes and
contributions paid, the method of payment, the frequency of payment and the
number of agencies involved for this standardised case during the second year
of operation. It includes payments made by the company on consumption taxes,
such as sales

tax or value added tax. The number of payments takes into account electronic
filing. Where full electronic filing is allowed and it is used by the majority of
medium-sized businesses, the tax is counted as paid once a year even if the
payment is more frequent.

World Bank & PriceWaterhouse, "Paying Taxes", World Bank Cost of Doing
Business 2008: Time is recorded in hours per year. The indicator measures the
time to prepare, file and pay (or withhold) three major types of taxes and
contributions: * corporate income tax,

« value added or sales tax, and

« labour taxes including payroll taxes and social contributions.

Preparation time includes the time to collect all information necessary to
compute the tax payable. If separate accounting books must be kept for tax
purposes — or separate calculations made — the time associated with these
processes is included. This extra time is included only if the regular accounting
work is not enough to fulfil the tax accounting requirements. The time estimated
also does not include the time spent developing the entries on tax for inclusion in
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the statutory accounts. Filing time includes the time taken to complete all
necessary tax forms and to make all necessary calculations and submissions.
Payment time is the hours needed to make the

payment online, or at the tax office. Where taxes and contributions are paid in
person, the time includes delays while waiting. This payment time can also
include analysis of forecast data and associated calculations if advance
payments are required.

In case of Poland: baby clothing.

y In case of DE and IE : two tariffs (only lowest mentioned.
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6 VAT compliance costs and trade (CPB)

This chapter contributes towards answers to the following evaluation questions in the

project Terms of Reference:

(1) To what extent does the current VAT arrangements for cross border supplies of
goods and services maximise the potential of a genuine EU single market for businesses
and customers (for both businesses and private individuals)? What is the range of GDP
loss that could be attributed to the special rules, obligations and risks associated to EU
trade? What are the related administrative burdens and collection costs? What are the
main reasons for any infringements and/or fraudulent activity and their extent at EU

level?

(4) What are the cost and impacts of the current exemptions for the tax revenue,
the businesses and final consumers? What percentage of the member states' total

consumption is VAT-exempted?

() What are the cost and impacts of the current diversification of the VAT rates,
including the reduced VAT rates, on compliance for businesses in particular for cross
border transactions and on collection/control costs? What percentage of the member

states' total consumption is subject to reduced VAT rates/ standard VAT rate?
(6) To what extent and how do the different cost factors of the VAT (i.e. compliance
costs and other effects of the VAT regime) impact the medium/large and pan-European

businesses?

9) What are the cost and impacts of the current national VAT arrangements

applied in the member states on the bona fide traders in the context of the VAT fraud?

It addresses the following specific elements:
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(B) Analysis of the aspects of non-distortion of competition in the EU, including in
cross-border relations. In particular, the evaluation should analyse in detail the impact
of the VAT system and of the unequal treatment of intra-EU supplies as compared to
domestic supplies on the internal market, e.g. if and to what extent it leads to a change
in consumer choice, higher or lower prices, the creation of barriers for new suppliers
and service providers, the facilitation of anti-competitive behaviour or emergence of
monopolies, market segmentation, etc. It should also look at the impact it has on trade

barriers and if it provokes relocation of economic activities.

(B) The analysis set out in point (B) above should cover both B2B and B2C
transactions, and notably the specific regimes (distance selling, supplies of new means
of transport, intra-Community acquisitions by non-taxable legal persons or taxable
persons without a right of deduction) which have been introduced in 1993 in order to

avoid distortions of competition resulting from the differences in VAT rates.

Summary

This chapter presents an analysis of the impact of VAT policies in EU member states on
trade in goods and services and how the resulting changes in trade affect GDP and
consumption. We use the indicators described in Chapter 5 to estimate the impact of
VAT compliance costs and dissimilarity in VAT regimes on aggregate trade between
pairs of countries. For trade in services we distinguish three types of trade flows: Total
services, Travel, and Other business services.

The regression results only capture the direct (partial equilibrium) effects of VAT
policy on trade and do not take into account trade diversion and other indirect effects.
For this reason, we have used the estimated direct effects in simulations with the

computable general equilibrium model WorldScan.

We performed four simulations with WorldScan based on these regression results:
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1. Removal of national obligations that go beyond EU VAT requirements. Simulation
results indicate an increase of 2.6% in intra-EU trade and a rise in real GDP and
consumption of 0.2% for the members of the EU.

2. Reduction of 10 percent in the dissimilarity of the general VAT administrative
procedures between countries. This scenario yields a rise of 3.7% in intra-EU trade,
while real GDP and consumption increase by 0.4% and 0.3%, respectively.

3. Reduction of 50 percent in the dissimilarity between countries in terms of the VAT
rates they apply to specified goods and services (not simply the standard VAT
rate).'* Here, intra-EU trade gains 9.8%, real GDP rises by 1.1%, and consumption
by 0.7%.

4. Removal of differences in VAT rates on specified services that are subject to
international trade.'? In this scenario, we find increases of 6.5% in intra-EU trade,
0.7% in real GDP, and 0.5% in consumption for the EU27.

We thus find indications that harmonisation of VAT rates and procedures might bring
gains in trade, GDP, and consumption. For trade in services, our regression results
indicate that differences in VAT rates and procedures have a positive effect on trade,
especially in the category Other business services. Possible explanations for this result
are that a part of services trade is due to tax avoidance and that dissimilarity in VAT
regimes makes it attractive for firms to open a foreign subsidiary to be more cost-
effective. Services traded between subsididaries of multinationals can be used to
implicitly allocate profits to the country with the most favourable tax regime (see also
the discussions in Chapter 3 and Chapter 11 of this report). Results for trade in Travel
services are similar to the results for trade in goods.

The results reported above are likely to overstate the true effects of VAT harmonisation
due to methodological limitations, however: the estimated effects of VAT reforms
described above assume that it is the features of the VAT system that are causing the
associated trade patterns. There are two other strong possibilities. One is reverse
causation: it may be that countries choose to adopt VAT rates and rules that are similar
to those of their main trading partners, for example. The other is common causation: it

124 These goods and services are a group that are often subject to reduced rates: foodstuffs, water supplies,
pharmaceuticals, medical equipment for disabled persons, books, newspapers, periodicals, agricultural
inputs, passenger transport, admission to cultural. services, pay / cable TV, writers / composers, social
housing, hotel accomodation, admission to sporting events, use of sports facilities, social services,
medical and dental care, and waste collection.

125 These services are: Intra-EU and international rail transport, Intra-EU and international road transport,
phone/fax/telex etc, passenger domestic rail transport, construction work on new buildings, travel
agencies, and treatment of waste and waste water.
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may be that other characteristics, not allowed for in the estimation, help to determine
both VAT policy and trade patterns independently: for example, that certain kinds of
country are disposed both to adopt certain kinds of policy and to trade with each other.
As robustness checks, we therefore conduct two additional simulations with WorldScan
based on assumed levels of compliance costs.

We also find that:

5. Removal of all VAT compliance costs on intra-EU trade assuming that compliance
costs are 1 percent of a firm’s sales. This scenario shows increases of 4.3% in intra-
EU trade and 0.4% in GDP.

6. Removal of all VAT compliance costs on intra-EU trade assuming that compliance
costs are 3 percent of a firm’s sales. Intra-EU trade is expected to rise by 13% in
this scenario, while GDP increases by 1.4%. These outcomes can be considered to
be plausible upper-bound estimates of the impact of removal of VAT compliance
costs as they do not rely on potentially biased regression results.

6.1 Introduction

Gravity analysis is the standard econometric technique that is used for identifying the
determinants of bilateral trade flows (Anderson and Van Wincoop 2004). The core
empirical contribution of gravity analysis is that the size of a trade flow is related to the
sizes of both the importing economy and the exporting economy. Many other indicators
have been included successfully in later studies, making the gravity equation the
workhorse of empirical international economics.

We focus on compliance costs of VAT regulation. For trade in goods, the destination
principle ensures that foreign firms face the same VAT rate as domestic firms in the
internal market. As such, differences in VAT rates will not affect the destination
countries chosen by the exporter. Even though the destination principle ensures that
differences in VAT rates do not distort the choices of exporters, this does not hold true
for differences in VAT compliance costs. Differences in VAT compliance costs across
countries might affect the behaviour of exporting firms in a similar way as differences
in transport cost do: Firms have an incentive to export to countries that have similar
VAT procedures because exporting to these countries requires less administrative
expenditure.

For trade in services the destination principle does not always apply. In particular, the
destination principle does not apply to most services traded in category Travel as this
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category primarily contains goods and services bought abroad by travellers. For this
reason we include the differences in tax rates between the exporting and the importing
country in the regressions for services trade.

A limitation of the regression analysis is that we only have data on VAT compliance
costs indicators for a single year. Consequently, our results might pick up the effects of
variables that are correlated with VAT compliance costs, but that are not included in the
analysis. Another estimation problem is that countries have an incentive to harmonise
VAT regulation with their largest trading partners, such that it might appear that VAT
harmonisation leads to large trade flows, while the causation might run in the other
way.

The regression results are used as the starting point of four simulations by the
computable general equilibrium model WorldScan. These simulations show, among
other things, how GDP is affected by VAT harmonisation. Given the estimation
problems mentioned above, these WorldScan simulations are likely to be based on
biased estimation results. In order to illustrate how more plausible magnitudes of the
effect of VAT compliance costs on trade 