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I. Introduction 

In the period leading up to the start of the Single Market on lst January 1993, considerable 
uncertainty reigned as to whether the abolition of tax controls at internal borders would also mean 
the end of “duty free”’. 

It was the opinion of the Commission at the time that continuing duty free for travellers between 
Member States would be incompatible with the Single Market. In reply to parliamentary 
questions*, the responsible Commissioner, Christiane Scrivener, observed that: 

“to allow tax-pee sales for intra-Community journeys would not only imply the retention 
of some kind offontier controls but would continue to distort the market in relation to 
g& bought, to d@erent modes of tramport and to drf fent  routes using the same means 
of transport. ” 

Later in 1990 the Commissioner went further. Again replying to a parliamentary question3, she 
gave the opinion that duty-free would automatically end on 1’‘ January 1993 as a result of 
legislation abolishing the concepts of exports and imports in relation to intra-Community trade. 

“Ta-pee shops operate by virtue of the fact that the goods they sell are regarded as 
being exportedpom a Member State and are thus relieved of tax at that stage. .. . rf 
there are no longer to be such exports there will no longer be any possibility for them 
to sell tax-pee. ’’ 

As the end-l992 deadline approached, however, this view was increasingly challenged. The 
International Duty Free,Cor&ederation4, in particular, mounted a vigorous campaign to retain 
duty-free on internal journeys. While accepting that 

“at some future stage in [the] process towards full European integration, intra- 
Community duty-free will end ’’ 

it also observed that 

“the point when the need for abolition outweighs the benefits of retention will not have 

I For a definition of “duty free”, see next chapter 

Written questions 603/90 from Mr. VERWAERDE and Mr. RAFFARIN, and 780190 
from M r .  BOGE 

’ Written question 2289/90 from Mr. PATTERSON 

A body established in June 1988. 
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been reached by 315‘ December I992 ”.’ 

A h l l y  integrated Single Market, it pointed out, would not have been achieved by 1993: there 
would, notably, have been no harmonisation of VAT and excise duty rates. Duty free shopping 
was “a signrfjcant and integral part of the revenue andpricing structure of European air and 
sea transport”. Its abolition would have disruptive effects for business and travellers, which 
“cannot be proper& assessed or justified at this time”. It would also be “a great pity” if ending 
duty-free were “the most visible achievement of the Single Market” 

Finally, the Confederation contested the Commission’s view that retaining duty-free also meant 
retaining border controls. The industry had 

“devised a system of control at point of sale ... which is capable of being applied easily 
under the supervision of the Jiscal authorities throzrghout the Community .. . . .” 

In November 1990 the European Parliament voted its opinion‘ on the “removal of fiscal frontiers” 
Directive (COM(97)322), which covered changes to the Community VAT system. A 
parliamentary amendment’ proposed that 

“the economic andsocial implications of the completion of the internal.market for tax-jiree 
sales” should be “determined through a report undertaken by the Commission and 
presented to the Council and the Ezrropean Parliament’. 

In response, Commissioner Scrivener confirmed that a study would be carried out in relation to 

“all the professions that might be affected by the opening of the frontiers” 

This was later confirmed more specifically by the Commission. In May 1991, for example, 
Commissioner Scrivener stated in a written answer’ that: 

“The Commission agreed with the wish of the European Parliament concerning a s t u 4  
on the social and regional conseqzrences of the abolition of the fiscal borders, and most 
of all the tax-fiee shops, in the areas involved”. 

IDFC paper, 1990 

Report by Mr. FUCHS (for adopted text, see OJ C324/97 of 24.12.90) 

’ Amendment 3 1 tabled by M r .  COX and M r .  WIJSENBEEK, proposing new recital 46. 

* To written question 340/91 from Mr. VANDEMEULEBROUKE 
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In June 1991, Parliament also voted its opinion' on the draft Directive covering the "general 
arrangements for products subject to excise duty" (COM(90)0431). Among the amendments 
adopted was one tabled by Mr METTEN on behalf of the Socialist Group specifically prolonging 
the existence of intra-Community duty-free after 3 lst December 1992: 

"The provisions of this directive shall not in any way affect existing agreements on the sale 
of products subject to excise duty in duty-pee shops at ports and airports, on board 
aircraft in flight or vessels at sea up to 31 December 1995 

Uncertainty over the future of intra-Community duty-free after the end of 1992 was finally 
removed by the Council on 1 lth November 1991. In a general decision, covering both VAT and 
excise duties, Member States were authorised to permit duty-free shopping for intra-Community 
flights or sea-crossings to other Member States, and also at the Channel Tunnel terminals. In 
order to avoid the continuation of border controls, a vendor-control system, along the lines of that 
proposed by the industry itself, was later introduced by political agreement". 

These arrangements, it was agreed, should continue until 30* June 199912. 

Report by Mr. PATTERSON (for adopted text, see OJ C183/131 of 15.7.91) 

Io Addition to Article 18 of Commission text. 

The ECOFIN Council of 14th December 1992 adopted "Guidelinesfbr the Control of 
Tmc Free Sales in the Commzmity" 

l 2  This decision was given final legislative form, in the case of tax free, in Directive 
94/4EC which amended Article 28k of the Sixth VAT Directive (77/388EEC). Member States 
are permitted to exempt supplies by tax free shops, subject to the definitions given. The provisions 
"shall apply until June 1999". Similar provisions in the case of excise duties were already 
contained in Article 28 of Directive 92/12/EEC (for details, see Seetian VII: Legal and Political 
Aspects). 
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11. Some Definitions 

Duty free and tax free 

The concept of “duty free” has, not surprisingly, existed for as long as there have been “duties”. 
It has its origins in the cargoes of ships on the high seas, which were outside the territorial waters 
- and hence the tax jurisdiction - of the maritime states. Landed cargoes became subject to duties; 
but goods remaining on board as “ships’ stores” remained untaxed. Passengers benefited as well 
as crew. The principle was in due course applied to international air-transport as well. 

Strictly speaking, the term “duty fiee” applies only to goods free from customs and excise duties. 
Before the development of modem taxation systems, governments relied heavily for their revenues 
on taxing goods which came into their territories from abroad, and certain specific and easily- 
controlled commodities: i.e. on excises. More recently, these have become less important as 
revenue-raisers than more broadly-based taxes on consumption: sales taxes, purchase taxes and, 
increasingly throughout the world, Value Added Tax. These too have generally been liable as 
goods have entered a particular tax area from outside, so that, still aboard ship, the goods have 
been “tax free”. 

The term “duty free”, however, is popularly used to cover both freedom from customs and excise 
duties, and from general consumption taxes. This is usehi - if not strictly accurate - since a 
product on which an excise is chargeable is normally liable to Value Added Tax as well. 

The first “Duty Free shop” proper was opened by Aer Rianta, at Shannon Airport in Ireland, in 
1947. It was a 

“small kiosk“, where ‘bassengers on their way to North America colrldpzrrchase 
Irish linen, French perfumes, German porcelain and a few brand name liqzrors“ . ’ 3  

Those who had already passed through customs and passport control were, under the Chicago 
Convention of 1944, deemed to be already outside national tax jurisdiction. On this foundation 
a world-wide industry, with an annual turnover variously put at $20 - $70 billion (see Section 111), 
has since been built. 

Duty paid and tax paid 

Goods entering a particular country from abroad, however, may not actually be free of tax at all - 
duties and/or tax may have already been levied in the country from which they came. From the 
point of view of the tax authorities in the receiving country, this can be regarded as water under 
the bridge: they are interested in their own revenues, not those of another country. But from the 
point of view of trade, systematic double taxation is extremely damaging. 

” “FT guide to Duty Free’’ (Financial Times of June 3Oth, 1997) 
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For this reason, it has become normal practice in international commerce to relieve exports from 
indirect taxation (excise duties and general consumer taxes). 

4 In the case of Value Added Tax, goods have been exported at a “zero rate”, making it 
possible to rebate entirely any indirect tax content in the price. 

+ In the case of excise duties, products have travelled - both in  trade between countries and 
also within countries prior to release for sale to final consumers - “in bond”: i.e. untaxed. 

This principle has generally applied to commercial transactions 

The system of allowances 

It has not, however, necessarily applied to purchases by final consumers. 

Shops selling to foreign tourists have been able to invoice goods as “exports”, without tax; and 
travellers haw been able reclaim any VAT paid as they leave a particular country. In this case the 
goods have been like commercial exports. Travellers may also, however, have had to pay tax on 
their purchases, and have failed or been unable to reclaim it. For this reason, under the New York 
Convention of 1954, fixed allowances were agreed for goods bought abroad below which no 
hrther tax was payable. Above these allowances, tax was payable whether the goods had aIready 
borne tax or not.“ 

In the case of tobacco, alcohol and perfumes, quantitative limits were set (for details, see Table 
1). They are still valid today. In the case of other goods, a cash tax-free limit was set of $50 or 
45 ECU (23 ECU for under-l 5s), which has recently been raised to 175 ECU (90 ECU for under- 
1 5s).15 

These limits have applied irrespective of whether the goods have been bought abroad; on a boat 
or plane; or in special duty free shops. 

l 4  Not so long ago, if a British tourist visiting France wished to take a camera, it was 
advisable also to take the receipt showing that British tax had been paid when it was 
purchased. Otherwise there was a risk, when the tourist arrived back, that British customs 
would assume that the camera had been bought abroad and charge tax again. 

For details, see Directive 94/4EC of 141h February 1994 (OJ L60/14 of3.3.94). 
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Table 1:  The allowances 

200 cigarettes* or 
100 cigarillos or 

50 cigars or 
25 grammes of tobacco 

1 litre of spirits (min.22")* or 
2 litres of "intermediate" drinks (e.g. sherry, vermouth) or sparkling wine 

2 litres of still wine 

50 grammes of perfbme 

0.25 litres of eau de toilette 

* But Danish travellers who spend less than 23 hours abroad arc linlited to 100 cigarettes and no 
spirits at all! (see later). 

The effect of the Single Market 

For travellers between Member States of the European Community, this system broadly applied 
until the coming of the Single Market at the beginning of 1994. However, under Council Directive 
69/169/EEC, a distinction was made between: 

+ the normal allowances for goods bought in third countries or in duty free shops; 

+ higher allowances for goods bought dutyhax paid in another Member State. 

After 1"' January 1994, these second allowances theoretically became infinite. Now, for example, 
once a British tourist has paid French taxation on a product, the goods are in fiee circulation: the 
British tax authorities cannot normally charge any more. 

This principle is absolute in the case of VAT'6. Though significant differences in rates exist 

Subject, thaugh, to three "special regimes'' which apply to "distance sales" (mail order) 
over a certain quota; to purchases by exempt traders, over a certain quota; and to new cars, boats 
and planes. 
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between neighbouring countries (for example, between Denmark and Germany), they have not 
been so great as to produce unacceptable distortions of competition. 

In the case of excise duties, however, the situation is more complex. The continuing huge 
disparities in rates of duty on tobacco products and alcoholic beverages after 1993 has made it 
impossible for Member States to accept complete free movement for duty-paid goods. The 
principle only applies: 

4 when the product is for “final consumption”; and 

4 when the traveller personally transports the goods. 

To aid the enforcement of these provisions, certain “indicative allowances” were retained for 
duty-paid. Below the allowance, the assumption is made that the goods are for personal 
consumption; above, and the traveller may be required to produce proof’. These allowances are 
listed in Table 2 

Table 2: The “indicative” duty-paid allowances 

800 cigarettes 
400 cigarillos 

200 cigars 
1 kg. of tobacco 

10 litres of spirits (min.22”) 
20 litres aperitifs 

90 litres of wine, of which 60 of sparkling wine 
1 10 litres of beer 

In the case of Ireland, however, the “indicative“ allowances for wine and beer are halved; and 
special regimes apply in the case of Denmark, Sweden and Finland. 

If Danish travellers do not spend more than 24 hours in other country, they are limited to a tax- 
paid allowance of only 100 cigarettes or 150 cigarillos or 400 g. of tobacco, and no spirits at all. 

Police in Kent are now said to be operating a rough-and-ready “yogurt carton test”. If 
a normal-sized carton can be inserted between the wheel and the chassis of a transit van, the load 
is legal and the beer on board is assumed to be for personal consumption. If the carton cannot be 
inserted, the van is overloaded, and the products on board are assumed to be for resale. 
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Even when they stay abroad longer than 24 hours, they will be limited until the end of 2003 to 300 
cigarettes or 150 cigarillos or 400 g. of tobacco, and 1.5 litres of spirits. In the cases of Sweden 
until 30 June 2000, and Finland until the end of 2003, the allowances are: 300 cigarettes or 150 
cigarillos or 75 cigars or 400 g. of tobacco; 1 litre of spirits or 3 litres of “intermediate” products 
and sparkling wine; 5 litres of still wine; and 15 litres of beer. 

Finally, the system does not apply to the following territories within the European Union’*: 

e Heligoland Island and the territory of Busingen (Germany) 
e The Canary Islands and the territory of Ceuta and Melilla (Spain) 
e The territory of Mount Athos (Greece) 
e The overseas departments of Guadeloupe, Martinique, Reunion and Guyana (France) 
e The territories of Livigno and Campione d’Italia and the Italian waters of Lake Lugano 

e The territory of Gibraltar (United Kingdom) 
e The Aland Islands (Finland). 

(Italy) 

In these cases, the limits for travellers from non EU-countries - i.e. the duty free allowances - 
apply. 

Illegal movements: the cross-Channel example 

This means that the UK is effectively the only high-excise country applying h l ly  the general duty- 
paid system. Experience since l‘* January 1993 has also revealed problems in enforcing it. 

In particular, the considerable differences in the rates of duty on alcoholic beverages between the 
UK and France has resulted in massive movements of these products northwards across the 
Channel. Indeed, a whole new industry has grown up in Calais, supplying cans of beer by the 
pallet-load to English customers for transportation back through the tunnel or on the ferries. 
There are now said to be 39 “cash-and-carry” warehouses operating there, with an annual 
turnover of El .5 billion.” An estimated 1 million pints of beer are being brought across the 
Channel to England every day. 

Much of this trade is perfectly legal: the beer and wine is transported by and consumed by - or at 
least at parties given by - the purchasers. Equally, a lot of it is not. Anecdotal evidence indicates 
that large quantities of duty-paid beer in particular - indeed, about half the total daily movements - 
but also wine, cigarettes and rolling tobacco, are being taken into the UK for resale at boot sales, 

which are not to be confked with territories like the Channel Islands and the Isle of 
Man, which are m part of the United Kingdom, and not in the EU either. 

I 9  See The Sunday Times of Y d  August 1997 

’O Sunday Times, 14th September 1997 
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football matches, etc. According to the brewers, almost 5% of all beer sold in Britain last year was 
“smuggled” in this way. 

The disparities in excise duty rates certainly means that there are large profits to be made. A 
typical load costing €1000 can be resold illegally for double the price; and the recent rise in the 
exchange rate of the Pound has increased the potential profits. Organised crime is now said to be 
involved: the Dover police have recently had to deal with a shoot-out between rival gangs. 

The main effects of such trade are: 

+ Losses of VA T and excise duty revenue for the UK Exchequer, put at € 1.5 billion a year. 

+ Urfair competition for legitimate traders. It is reported that the consequent fall in sales 
has obliged one brewery based in Kent, Shepherd Neame, to close 50 public houses in the 
county2’. The firm is now seeking a judicial review of the UK Chancellor of the 
Exchequer’s budget decision to raise excise duties on beer by l p  a pint22. 

The need for precision 

The scale of such duty-paid movements entirely dwarfs any movements of duty-free goods. In 
public perception, however, a clear distinction between the two is often not made. For example, 
arguments are frequently advanced in the UK, both for and against ending “duty free”, when what 
is actually meant is the ending of “duty paid”: i.e. a return to the situation pre-1993. 

The legislation has also made the situation as regards travellers’ allowances, if anything, more 
complex than it was before 1993 - even without taking into account the special arrangements in 
the cases of Ireland, Denmark, Sweden and Finland; and the special positions of Heligoland, etc. 

+ Those making third-cormtry jozrrneys are subject to the international quantitative limits on 
tobacco, alcohol and perfume, and the 175 ECU allowance for other goods. 

+ But those making intra-Community journeys are subject to: 

1. No limit on VAT-paid goods, other than within the special regimes (see footnote 16). 

2. The indicative allowances and special restrictions applying to duty-paid excisable 
goods. 

2 1  ibid 

22 However, it should also be noted that the firm has recorded increased profits from 
€4.7m. to €5.1 m. on sales up from €38m. to €44 m. - much of it, possibly, as the result of sales 
in Calais. 
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3 .  A 90 ECU tax free allowance in relation to VAT. Under the legislation of 14‘h 
February 1994, the intra-Community allowance was “de-coupled” from the 175 ECU 
international allowance (the opinion of the European Parliament was that the values 
should be the same). 

4. The duty fi-ee allowances on tobacco, alcohol and perfume, whch (like tax-free goods 
within the 90 ECU allowance) still have the status of “imports” from a third country. 

One krther complicating factor is that, where rates of duty are low (as in the case of beer and 
wine entering the UK from France), duty free and duty paid are very near substitutes. Indeed, 
dzflererzces Ir1 the IeveIs of d h e s  are almost certainly of far greater importance in determining the 
movements of excisable goods within the European Community than the existence of allowances, 
whether duty-free or duty-paid. 

This helps explain why only 16% of Italian, 12% of French and 8% of Spanish travellers make 
duty-free purchases; whereas 40% of British travellers do23. 

?3 Survey by Research Services Ltd. for The European (19 October 1995). 
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111. The Duty Free Industry 

Estimates vary as to the worldwide turnover of the duty free industry. A “duty free special” 
published by n e  Ezrropeatz newspaper in October 1995 put it as high as $70 billion, of which $35 
billion was in the European Union. 

More precise figures of $2 1 billion worldwide in 1996 - of which $13.7 billion was derived from 
duty and tax free sale in airports, on board aircraft and ferries - are given in “GlobalD~@ & Tax 
Free Trade i n  IYY6””. Duty free sales in European2’ airports, aircraft and ferries came to $8.3 
billion out of a total of $9.25 billion. In the cases of the Americas26 and Asia border sales were 
a much nore important component 

Table 3: World-wide duty free sales by region and outlet, 1996 (US $ millions) 

TOTAL 8,847.1 1,848.3 2,989.9 7,3 14.6 21,000.0 

It might have been expected that more precise figures still would have been contained in the 
Commission’s study of the Vendor Control system, published in July 1996.27 However, the survey 
carried out was only concerned with the years 1992 and 1993; and, as the Commission itself 
explains: 

‘‘It is impossible to give a detailed and complete overview of the development of tax-free 
sales all over the Commzrrlityfi-om 1992 to 1993 because riot all Member States replied to 
the Commission’s request, and those who replied gerleraliy gave incomplete jgures. I’ 

24 Published by Generation A B ,  Sweden 

Not including Andorra, the Channel Islands, the Canary Islands and other similar 
territories. 

Including Hawaii and tourist sales in the Caribbean. 

“Report on the Vendor Control Systems Applied by the Member States” (COA4(96)245 
of 26.7.1996). 
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In consequence, the Commission admits that its analysis "cannot give absolute 'hard facts"', but 
rather shows "zrnderlyirg terldencies". 

Nevertheless, the amazingly precise figure of ECU 1,941,380,469 for sales in nine of the then 
twelve Member States2' is given for 1993. Over 38% of this was accounted- for by the UK alone. 

All these figures, however, are totals of both intra-Community and third-country sales. They do 
not provide a basis for calculating the consequences of abolishing duty free sales on intra- 
Community journeys alone. From this point of view, the only useh1 figures in the Commission's 
vendor control study are for airport sales in Belgium, Greece, Ireland and the and for duty 
free sales on intra-Community ferry crossings. 

Taking the UK figures, sales at airports in 1993 came to 2347,568,461, of which only 
2129,984,163 (37%) represented sales to passengers departing to another Member State. This 
relatively low figure can be accounted for by the special international "hub" status of London 
Heathrow and London Gatwick. The figures for Greece, Belgium and Ireland show a different 
picture (see Table 4). 

Table 4: Duty free sales at airports, 1993 

Country intra-EU YO of which intra-EU Total sales 

Belgium 

I2 48,483,862 Ireland 

63 DR 13,702,175,556 DR 21,736,643,472 Greece 

56 BF 1,642,015,562 BF 2,930,494,3 11 

77 I2 37,555,866 

UK I UK2 347.568.461 I UK2 129.984.163 I 37 

Source: COM(96)245, pp. I07 8 

Figures for intra-Community ferry crossings are more extensive, covering seven of the then twelve 
Member States (but vary considerably in precision). Virtually all the sales, in this case, would be 
affected by the abolition of intra-Community duty free (see Table 5) 

No equivalent breakdown was available for sales on board aircraft. However, these form a much 
smaller proportion of total sales: under 3%, based on f u l l  figures for five countries. 

** Excluding Italy, Germany and Luxembourg 

l9 The only countries "able to supply separate data on sales to travellers departing to 
other Member States". 
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Table 5: Duty free sales on board ferries, 1993 

Country 

Belgium 

Denmark 

Greece 

Spain 

Ireland 

Netherlands 

UK 

l 
Sales (in national currency) 

30,606,060 FL 66,502,000 

22,766,346 1s 18,172,800 

19,413 PE 2,863,099 

13,718,012 DR 3,663,831,486 

18 1,900,660 KR 1,323,109,O 19 

17,576,2 18 BF 710,255,000 

Sales (in ECU) 

U K E  235,000,000 I 300,9 18,073 I 
Source: COA1(96)245, p. l l0 

The most comprehensive available statistics on the size and structure of duty free are available 
from the duty free industry itself. The publication "Contrib~lt~on of Duty-and Tax-Free Sales to 
the Etlandits cititer~s"~~, published jointly by the International Duty Free Confederation and the 
Association Frayaise d~r Commerce Hors- Taxes, gives figures for 1995, 

These are broken down by geographical location (European Union separately, and by Member 
State); by outlet (airports, ferries and airlines); and by product group (tobacco goods, wines and 
spirits, fragrances and cosmetics, and miscellaneous). Worldwide duty free sales through airports, 
airlines and femes are put at ECU 10 billion. Of this, ECU 5.4 billion was located in the EU. And 
of this, 70% - or approximately ECU 4 billion - was accounted far by sales to intra-EU travellers. 

The source of these figures is research carried out by the European Travel Research Foundation31. 
The Foundation has now produced equivalent figures for 1996, in both TJS$ and ECU. 

30 September 1997 

3 1  The European Travel Research Foundation (ETRF) was created in 1995 to gather 
statistical data on the duty and tax free market in the European Union. They have since then 
created a database on the EU duty and tax free market and also commissioned several research 
projects by independent consultants which assess the impact of the abolition of duty and tax free 
trade on the consumers and the industries across the European Union. 
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Table 6: The EU's duty free market in 1996 

Source: ETRF Datacard: 1996 slatistics 
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Unsurprisingly, the figures show the ferries potentially suffering the greatest losses from the 
abolition of intra-EU duty free. 

Table 7: EU duty free in 1995, by outlet 

The figures broken down by product group do not show much variation: sales of wines and spirits 
and tobacco products would fall by about 76%; of fi-agrances and cosmetics by 67%; and of other 
products by 65%. 

Interpreting the figures 

The apparent disparities between the figures from various sources clearly require Some 
explanation. 

The first figure needing elucidation is for total worldwide duty free sales, where figures appear 
to vary between $10 billion and $70 billion. The difference between the ECU 10 billion given in 
the DFC/AFCOHT document, and the $21 billion given by Generation AB is explained by the 
inclusion or exclusion of figures other thart for airports, aircraft and ferries. These account for 
65.7% of total sales in the case of the Americas, for example; but only 9.8Y0 in the case of 
Europe. 

The variations in the figures for Europe appear wide. The Generation Group figure for European 
duty free sales in 1996 is $9.2 billion. The ETRF figure is $7.2 billion. However, about $903 
million of the Generation figure is again accounted for by sales other than though airports, airlines 
or ferries. The difference between the remaining $8.35 billion and the ETFW's $7.2 billion can be 
accounted for by the inclusion of non-EU European outlets. 

All these statistics, however, are based on figures supplied by the duty free industry itself, or 
research sponsored by it. Comparable figures from the tax authorities of the fifteen EU Member 
States, which would make a comparative evaluation possible, do not appear to exist. The 
Commission figures given in the Vendor Control study provide no real check since: 

+ the latest figures available are for 1993 only; 
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+ they are incomplete, even for the European Community as it then was; and + they vary considerably in apparent precision. 

These variations in apparent precision also require firther examination. Some figures are precise 
to the nearest Krona, Drachma or Peseta. Others have the appearance of very broad estimates 
indeed ($70 billion, $21 billion, ECU 4 billion, etc.). In part this can be attributed to aggregation: 
for example, the percentage potential loss figures in the IDFC/AFCOHT publication are clearly 
based on more precise figures - i.e. those of the ETRF source - than are given for aggregate sales. 

It should be noted, however, that aggregation can also give a misleading appearance of precision. 
For example, converting into ECU the precise figure of KR 1,323,109,019 for duty free sales on 
Danish ferries in 1993 and the imprecise figure of &235,000,000 for the UK equivalent, then 
adding them together, gives a figure of ECU 482,s 19,733 - the apparent precision of which is 
entirely spurious! 

Ownership of the industry 

The ownership of duty free outlets varies between the different parts of the industry 

+ In the case of airports, the most common arrangement is for independent retailers to 
obtain a concession from the airport authorities, paying a fee or a proportion of gross 
revenue. Some airport duty free outlets, however, are run by airlines: for example, SAS 
Trading runs duty free shops at the major Swedish and Danish airports. 

+ The sale of duty free products on board airlines, in contrast, is usually a business run by 
the airlines themselves. Scheduled airlines generally make fewer on-board sales than 
charter and low cost airlines - many of the charter operators, in particular, have a 
developed duty free business which they market aggressively. Nevertheless, some of the 
major airlines such as BA, Lufihansa, KLM and Alitalia have substantial on-board sales. 

+ Likewise, the sale of duty free products on board ferries is a business is run entirely by 
the ferry operators themselves. The revenues generated contribute substantially to 
operating profitability. 

Within this general framework, the duty free industry is steadily expanding. In particular, several 
companies are extending their operations well beyond their original European fields of operations. 

For example, the original duty free operator owned by the Irish government, Aer Rianta, now 
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runs outlets not only in Ireland, but also at the Channel Tunnel, Moscow, Bahrain and Beijing. 
It will soon also be running the tobacco and liquor outlets at what will be the biggest passenger 
terminal in the world: the new Chek Lap Kok airport in Hong Kong. 

For its part, the now privatised British airports operator BAA is expanding its duty free business 
in the United States. It recently acquired the US operator Duty Free International for $674m., 
besides already running outlets at 14 US airports (including O'Hare at Chicago, and JFK and La 
Guardia at New York), and on most large US airlines. 

The largest duty free company is still DFS, owned by the French luxury goods group Louis- 
Vuitton-Moet-Hennessy. 

The expansion of such companies outside the European Union has in part been motivated, as 
BAA chief executive Sir John Egan has admitted3*, as a precautionary defence against the planned 
abolition of EU duty free in 1999. Such abolition is therefore likely to impact less on these "big 
players" in the duty free market than on others. 

Public ownership 

One fbrther matter of importance is the extent to which the duty free industry is in public rather 
than private ownership. Apart from the firm Aer the duty free outlets of Greece, 
Portugal and Spain are State-owned. 

In these cases, therefore, the profits on sales of duty free represent direct revenue. Whether the 
revenue would be the same, greater or less if intra-Community were abolished is a matter for 
examination. 

32 See the Financial Tinles of July 4th,  1997 

33 Aer Rianta is a public limited company incorporated under the Irish Companies Act. The 
sole shareholder, apart from eleven holders of qualifying shares, is the Minister for Finance. The 
qualieing shares are held by the board members (appointed by the government) and the 
secretaries of the Department of Finance and the Department of Transport, Energy and 
Communications. 
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IV. The effects of abolition 

Many studies have already been carried out into the possible effects of ending intra-EU duty free 
in mid-1999, as the length of the bibliography at the end of this working paper indicates. For the 
most part they have been carried out by, or commissioned by, bodies which would clearly be 
adversely affected: ferry companies, airlines, airport authorities, operators of outlets and 
manufacturers of the main products sold. Some studies do exist, however, from bodies 
supporting abolition. 

.Any assessment ofthe fihwres must take into account their source; and it has to be recognised that 
all those involved - supporters and opponents alike - have some interest in exaggeration. 

+ The duty-free industry itself, for example, is anxious to show that abolition will lead to a 
large fdl in sales, and hence to a loss ofjobs and a rise in travel costs. 

+ Opponents of duty free also seek to emphasise the size of the "subsidy jiotn Etrropem 
!axpayers to the Ewopeatl tmrrsport i tdusq f f34  represented by duty free; and also the 
extent to which duty free sales compete unfairly with taxable traders. 

+ Finally, the Commission, together with some national tax authorities and governments, 
wish to show that preserving duty free entails substantial losses of revenue. 

All sides also indulge in a certain amount of "statistical sleight of hand". For example, the possible 
fact that duty free is costing Member States some 2 billion ECU in lost revenue (see "National 
budgetary effects" later) does not mean that abolishing duty free will necessarily increase revenue 
by the same amount. 

Substitution 

The most recent statistics from the duty free industry show the total for intra-EU duty free sales 
on femes and planes and at airports to be some ECU 4.1 billion ($ S .  1 b.). Clearly, these would 
all cease as duty free sales after June 1999. 

They might nevertheless continue - at least to some extent - as duty paid sales. Travellers 
purchase duty-free goods for a variety of reasons, of which reduced pric,es are only one. Other 
factors include convenience; the availability of "local" products; and merely the need to do 
something while waiting at an airport or during a voyage35. Some international airports are, in 

see "Duty free: the h i d e n  subsidy" (Steer Davies Gleave 1991) 

Market research carried out in 199 1 showed 2 1 % of UK travellers and 9% of French 
giving "convenience" rather than price as the main reasons for purchasing at duty free shops. (see 
Table 5 in "Dzlty Free: the hidden szlhsidy"). In addition, 29% of UK respondents and 59% of 
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effect, large-scale shopping-malls in their own right 

These other factors tend to be more important in the case of tax-free than duty-free. Duty free 
outlets already make significant tax (i.e. VAT) paid sales to intra-EU travellers (notably of items 
over the ECU 90 limit). Some market research suggest that travellers would substitute most such 
VAT-paid purchases for those currently made VAT-free. 

Even in  the case of excise duties - where the gap between pre- and post-tax prices is the most 
significant reason for purchase - sales might well continue duty paid. This would be most plausible 
in the case of residents from a high-tax country (e.g. the LKj returning from a low-tax one (e.g. 
Spain). The Spanish duty-and-tax-paid price would still be lower than the equivalent UK price. 
Moreover, volume discounts on stock purchases (see the section on "The structure of duty free 
prices") would enable airport shops to continue undercutting most Spanish high street outlets. 

The same logic, of course, would not apply to shops at CK airports. Purchases of excisable goods 
to UK tourists visiting Spain on the outward journey would probably almost entirely cease. 

The Regional and Local Dimension 

This final point highlights the extent to which the impact of abolition will vary between Member 
States; between regions of Member States; and even specific localities. 

In terms of volume alone, the overall impact will be greatest on the UK36; in terms of 
proportionate cut in duty free sales, on Luxembourg. The greatest overall impact, however, will 
be felt by Finland, where the volume of duty free sales is second only to that of the U K .  The 
Finnish duty free industry estimates that some 90% of these sales will be lost. 

Even the breakdown of figures by Member State, however, is misleading. This is because the 
impact upon dfferent outlets and dfferertt individuaiprodmts is likely to vary considerably. 

Variations by outlet 

Though sales at airports are the largest in total, the effects of abolition will almost certainly be 
more drastic for ferries than for any other outlet. This is the main explanation for the likely effect 
in Finland, and indeed within the whole Baltic region. As a recent letter from Hamburg published 

French replied that their expenditure was "spontaneous" (ibid, Table 6) .  This latter finding, of 
course, also has implications for the extent to which the ending of duty free would mean that 
equivalent purchases would then be made in normal shops. 

36 Heathrow airport has the largest duty free sales of any outlet in the world 
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in the Financial Times" observed: 

"On the Baltic Sea coast there is virtually no alternative to the duty-pee tourism." 

In the case of the English Channel, all duty free sales will end on ferries and Le Shuttle. This could 
have particularly acute local effects. For example, the Kent ports of Dover, Folkestone and 
Ramsgate, together with Eurotunnel, account for 81% of all cross-channel journeys. A recent 
study3' calculates the direct and indirect employment effects of ending duty free as the loss of 
between 4,998 and 9,138 jobs in an area which is already suffering from relatively high 
unemployment levels. 

Variations by product 

Existing research also indicates that the impact of duty free abolition will be significantly higher 
in the case of excisable products - alcohol, tobacco and pefimes - than in the case of those 
subject to VAT alone. This is unsurprising, since excise duties in the countries mainly affected are 
far higher as a proportion of final price than VAT - which, in any case, is normally charged on top 
of excise. 

Some of the these excisable products are of particular importance to certain regions. Duty free 
sales are a significant proportion of the total for the Scottish and Irish whisk(e)y producers, for 
example, as they are for the Cognac producers of the Charentes and the Calvados producers of 
Normandy. Duty free sales are likewise a major outlet for the whole pef ime industry: it is 
estimated that some 25% of total pefime sales are made duty fiee. 

Tourist flows 

Published market research shows that tourists are particularly important purchasers of duty free 
goods. It also indicates that tourists value the opportunity to purchase duty free as "an expected 
part of the travel experience". 

The main direction of tourist flows within the EU is therefore significant. Broadly, movements 
tend to be from more affluent, "hard" currency countries to less affluent, "soft" currency 
countries, and fiom north to This also constitutes a movement from countries with high 
indirect taxes to countries with low indirect taxes. 

37 On Tuesday, September 30th 1997. 

38 By Public and Corporate Economic Consultants 

39  For a more detailed study, see Briefing 33 "The euro and the Tourist" (European 
Parliament Economic and Monetary Task Force) 
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Before 1993, when customs controls still existed at intra-Community frontiers, travellers were 
able to bring into any one Member State only a single duty free allowance, as listed in Table 1. . 
A UK tourist visiting Spain on a package holiday would, for example, be able to purchase this 
allowance once on the outward journey, and again on the return journey. But only one of these 
allowances could be brought back into the U K .  

Since 1993, with the abolition of customs controls, purchases on both the outward and return 
journeys can be brought back. It should be noted, therefore: 

+ that the substitution of vendor control for customs controls has not doubled the 
entitlement of a tourist to duty free - only the country in which it may be consumed; but 

+ the new ability to consume both entitlements in the home (high tax) country has increased 
the attractions of duty free purchases for the traveller. 

The extent to which the ability to purchase duty free alone is a factor in tourists' choice of holiday 
location is a matter of conflicting evidence. Surveys by the duty free industry itself show support 
for continuing duty free after 1999 at between 50% and 70%, depending upon location and outlet. 
On the other hand, surveys also show that only a very small proportion of travellers (for example, 
only 3% of UK travellers, and 0.5% of French travellers in 1991") would have failed to make 
their journey had duty free not existed. Even in the case of ferries in the Baltic and day-trippers 
across the Straits of Dover, where the sale of duty free is in itself a major motive for the provision 
of the services, only some 20% of travellers would no longer make the trip. 

It is not therefore clear whether the abolition of intra-Community duty free would in itself result 
in tourists changing their destinations from Community to non-Community countries: for example, 
from Spain, Portugal and Italy to Morocco and Tunisia, or from Greece to Turkey and Cyprus. 

Nevertheless, such switches could well take place for another reason: i.e. if the abolition of duty 
fie increased travel costs within the European Community. Greece, in particular - which has the 
recent experience of such a switch when landing charges at Greek airports were raised - fears a 
10% fall in tourist numbers. 

The structure of duty free prices 

It is nevertheless a central contention of those supporting the abolition of intra-EU duty free in 
1999 that travellers themselves receive little benefit from the absence of tax - at least directly. 
Comparisons between the prices of goods in the duty free shops and the prices of the same goods 
in the high street indeed show that the tax saving is very far from being k l ly  passed on. A survey 

40 "Duty Free: the hidden subsidy", Table 18. 
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carried out by the UK Consumers' Association in 199041 found that duty free shops were passing 
on just over half the tax saving to the customer, the rest being retained as mark-up to the benefit 
of the operators. 

This may still be the overall position. However, price formation in individual duty free shops is 
a complex matter, as is evident from a survey carried out during the Summer of 1997 by the 
authors of this Working Document into the pricing of two typical products: a bottle of Johnny 
Walker "Red Label" whisky, and a packet of 200 Marlboro' cigarettes (see Tables 8.1 and 8.2). 

Only limited conclusions can be drawn from such a limited survey; but two might be noted: 

+ The savings to be made by consumers from duty free vary considerably from Member 
State to Member State. Not surprisingly, consumers from the high-tax countries of 
northern Europe benefit most. 

+ The variations in price offered in different outlets also indicate that the balance between 
the retentiodpass-on of tax saving also varies considerably. This is even true of outlets 
in close competition: e.g. P&O ferries and Le Shuttle on the English Channel route. 

Discounts 

A strict comparison of prices in duty free shops with those in the High Street is complicated by 
the fact that account must be taken of the often substantial discounts which the duty free industry 
can obtain from suppliers. Thus the "benefits" to be shared out between consumers and operators 
consist not only of the savings from excise duties and VAT, but also reduced suppliers' margins 
(see Chart 1). In 1990, the Consumers Association put the latter at 20% of final price in the case 
of whisky, and over 10% in the case of cigarettes. In some cases they could be much higher. 

The extent to which such discounts could continue following the abolition of intra-EU duty free 
is not entirely clear. British Airports Authority (BAA) has announced that it intends to sell alcohol 
and tobacco at prices 20% lower than in the high street, even if duty free ends in 1999. The costs 
%wouldprobably be shared equally between BAA and its s11ppliers''.J2 

Suppliers which offered discounts to taxpaid shops at airports without offering similar discounts 
to traders in the same locality could, however, fall foul of Community competition rules. Much 
will turn on the extent to which the outlets themselves are able to negotiate discounts on the basis 
of high world-wide sales densities. 

This factor goes some way to explain recent tendency within the duty free industry itself towards 
consolidation into a small number of world-wide players: Aer Rianta, BAA itself, etc. These will 

4 1  Quoted in "Duty Free: the hidden subsidy'' 

See Financial Times of Monday 20th October 1997 
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be in a position to obtain substantial suppliers' discounts, based on continuing international duty 
free sales, enabling them to maintain price advantages on duty paid sales within the EU. 

A hrther factor will be the extent to which suppliers themselves are dependent upon outlets at 
airports and on aircraft and ferries. Duty free sales do not constitute a large proportion of total 
cigarette sales, for example. For certain alcoholic beverages, however, they are significant; and 
for the pef ime industry very significant indeed. 

Chart 1:  Formation of prices in High Street and Duty Free shops 

High Street 

"_""""""""" """"_"""""" Final Price 

VAT 
pre-VAT price 

Excise duty 

pre-tax price 
Margin 

cost price 

D2/1)/ Free 

1 
Saving to consumer 

""""""""~""" _""""""""""" Final price 

I' """"""""""""""- """" t 
Margin 

""""""""""""""- """" i 
(Discount) 

cost price 

n. b. The purpose o/lhis churl is IO show the stnrcf~rre of price fonna~ion. Tlle proportions (e.g. the level of 
discount) are not necessarily acczrrale). 
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Table 8.1: High Street shops and duty free shops: 
Johnny Walker 1 litre Red Label 

Country High Street Price (A) Duty Free Price 
(B) 

United Kingdom 
London and Heathrow 
airport 

Channel Tunnel 
(Le Shuttle terminal) 

L22.60 

P&O Femes 

f10.75 

f8.80 

L1 1.99 

France 

Gaulle airport 
Paris & Charles de 

95 tir 130 tfr 

Channel Tunnel 

Germany 
Munster and FrankfUrt 
aimort 

Belgium 
Brussels 

33  DM 24.50 DM 

927 bef 550 bef 

Luxembourg 700 flus 5 10 flus 

Spain 
Barcelona 

2,100 ptas 1,950 ptas 

I I 
I I 

Sweden 
Stockholm 

450 sek 129 sek 

Denmark 
Zopenhagen 

300 dkr 113 dkr 

I I 

26 

Difference (A-B) 

f11.85 

17.2 ecu 

f 13.80 

20.00 ecu 

f10.61 

15.40 ecu 

35 ffr 

5.30 ecu 

41 Er 

6.20 ecu 

8.50 DM 

4.30 ecu 

377 bef 

9.30 ecu 

I90 flus 

1.70 ecu 

150 ptas 

0.90 ecu 

321 sek 

26.00 ecu 

187 dkr 

25.10 ecu 
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Table 8.2: High Street shops and duty free shops: 
Marlboro cigarettes, 200 

Country 

United Kingdom 
London and Heathrow 
alrport 

Channel Tunnel 
(Le Shuttle terminal) 

P&O Femes 

France 
Paris & Charles de 
Gaulle alrport 

Channel Tunnel 
(Le Shuttle terminal) 

Germany 
Munster and Fr&rt 
airport 

Belgium 
Brussels 

Luxembourg 

Spain 
Barcelona 

Sweden 
Stockholm 

Denmark 
Copenhagen 

High Street Price (A) 

f30.20 

193 fi 

50 DM 

1,150 bef 

750 flus 

3,200 ptas 

395 sek 

300 dkr 

~ 

Duty Free Price 
(B) 

E 12.00 

E 12.60 

f15.95 

l l 5Er  

121 Rr 

32.50 DM 

690 bef 

500 flux 

~ 

2,700 ptas 

179 sek 

125 dkr 

Difference (A-B) 

E18.20 

26.40 ecu 

f17.60 

25.60 ecu 

f14.25 

20.70 ecu 

78 ffr 

11.80 ecu 

72 fi 

10.90 ecu 

17.50 DM 

8.90 ecu 

460 bef 

11.40 ecu 

250 flus 

6.20 ecu 

500 ptas 

3.00 ecu 

2 l6 sek 

25.40 ecu 

175 dkr 

23.50 ecu 
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National budgetary effects 

Similar complexities exist when it comes to calculating the effects of abolishing intra-Community 
duty free on national and Community tax revenues. The sums involved are, in the case of certain 
high-tax countries, considerable: in Finland, for example, where the "unpaid" tax on wines and 
spirits amounts to US$0.26 billion and on tobacco products US$ 1.05 billion. 

On the other hand, it is implausible to argue that abolishing duty free will result in corresponding 
gains to Exchequers. Whether the net effect on revenues is positive, negative or neutral will 
depend upon the answers to a number of critical questions: 

+ To what extent will travellers continue to purchase duty and tax paid at airports, on 
planes and on ferries (i.e. what is the demand elasticity for the products concerned)? 

+ How far will purchases in normal High Street outlets be substituted for duty free 
purchases? 

+ IfHigh Street purchases are substituted for duty free purchases, in which Member States 
will the places of purchase be? (As already noted, for example, UK tourists are more likely 
to switch to French or Spanish duty paid than to UK duty paid). 

+ Will gains in revenue from additional duties and VAT be offset by 

decreases in other revenues: for example, from transport undertakings, state-run 
duty free outlets, reduced direct tax receipts, etc.? 

increases in expenditure: for example, aid to affected transport undertalungs and 
regions, social payments, etc.? 

Existing answers to these questions vary widely. On the one hand, the Commission has stated that 
duty free is costing Member States some ECU 2 billi~n'~. On the other are studies carried out for 
the duty free industry itself, showing individual Member States - for example, the UK and the 
Netherlands - being in a worse overall financial position after duty free has been abolished'4. It is 

'' See, for example, the statement by Commissioner Monti reported in the Frankjkrter 
Allgemeine Zeihrng on 27th September 1997; and the letter from James Currie, Director-General 
for Customs and Indirect Taxation at the Commission in the Financial Times of 4/5th October 
1997. 

Table 5 in "Contributiotl of Lhty- & Tax-Free Sales to the EU and its citizens'' shows 
the UK Exchequer being overall &l  8 million worse off, and the Dutch Exchequer NLG 13 million 
worse off. The figures show gains &om excise duty and VAT being more than offset by losses of 
corporation tax, income tax and social security contributions, and payments of unemployment 
benefit. 
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perfectly possible that abolition will result in some countries gaining net revenue, others losing. 
This could be one effect, for example, of travellers substituting duty paid purchases in low-tax 
countries for former purchases of duty free. 

The Community Budget 

Added to the effect of abolition on national revenues is that on Community revenues. Again, the 
situation is more complex than is sometimes thought. 

Under the "Delors Package" of June 1988, the EC Budget is currently fbnded from four types of 
"own resource": 

+ customs duties levied at the external frontier; 
+ agricultural levies on products from third countries; 
+ the product of a percentage VAT rate levied on the common VAT base ( not a proportion 

of the VAT actually levied by Member States); and 
+ an amount calculated on the basis of each Member States' GNP. 

No part of the Community budget is fbnded directly out of excise duties 

The first effect of abolishing intra-EU duty free will clearly be an increase in the Community's 
VAT base. Since goods subject to excises are also normally subject to VAT, all substitute 
purchases will be included, and not just those until then tax free. Moreover, the excise duty 
element itlfinalprice is itself subject to VAT. However: 

+ the actual increase in VAT base will depend upon the extent to which duty paid purchases 
are substituted for duty free (see above); and 

+ the VAT element is steadily falling as a proportion of own resources. The Community 
VAT rate is currently l . l6%, which will be reduced to 1% in 1999. 

Even assuming that all duty free sales are converted into duty paid sales, therefore, the increased 
revenue from an enlarged VAT base will not be more than around ECU 50 milliorl out of a total 
budget of ECU 83 b i l l i o ~ ~ ~ .  In practice, it will almost certainly be only a fraction of this. 

In any case, as a result of the 1988 agreement, erdarging the VAT base will not r 1 0 w  make any 
additional jmds available to the Comm~rnity. The amount levied in Community revenue is 

45 Preliminary draft for 1998. 
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determined by the level of Community expenditure; and this was "capped" in 1993 at 1.20% of 
Community GNP, rising to a possible 1.27% in 1999. Within this overall ceiling, it is of little real 
significance whether the necessary revenues come from the VAT element of own resources, or 
from the GNP element. 

Employment 

Most of the general documentation available from the duty free industry itself gives the figure of 
140,000 for the number of EU citizens who "will see their jobsplaced in serious jeopardy1146 if 
intra-EU duty free is abolished. This total is based on a number of separate impact studies 
commissioned by the ETRF and carried out by various independent research institutes. These 
studies make their evaluations using slightly different methodologies depending upon the 
particular industry in question. 

Most of the reports, however, consider the employment effects under three headings: 

+ direct job losses: employees made redundant at the duty free outlets themselves at 
airports, on board airlines and on board ferries 

+ indirect losses: jobs lost in the supporting industries such as harbours, transport links, 
manufacturers and distributors; and 

+ indrcedemployment effects: jobs lost because of a reduced net wage income in the local 
economy from loss of direct and indirect jobs 

In the airport sector no systematic estimates are made of potential job losses. To give any precise 
figures it would be necessary to carry out a detailed analysis of each European airport separately, 
given that they vary considerably in cost structure, dependancy on duty free sales, investment 
plans etc. (see next section). 

On the basis of several separate studies, one report estimates that some 30,000 (direct, indirect 
and induced) jobs could be lost within the aviation sector if duty free is abolished". This estimate 
is based on the assumption that approximately 60% of total airport duty and tax free profits will 
be lost. As a result of increased airport charges, air fares are assumed to increase by up to 20%, 
leading to a 4% fall in passenger numbers. This, in turn, will lead to fleet rationalisation, 
contraction of routes, and reduced investment, with firther job losses in the localities affected. 

Similar studies carried out in relation to the ferry services in the U K ,  Ireland, Scandinavia and 

46 Foreword to "Contribtrtion of Duty- and Tax-Free Sales to the E U  and its citizens" 

'' "Impact of abolition of intra-EU duty and tax free allowances on the air transport 
industry in Ezrrope" (The Portland Group, September 1997) 
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Germany result in an estimated total of over 50,000 job losses". These are broken down into 
18,000-20,000 directly related to the operators and supporting industries, and a krther 5-7,500 
jobs lost through effects on the local regions. The report also estimated that as many as 26-27,000 
jobs particularly relating to tourism in the involved countries will be lost. These job losses are 
calculated from an estimated price increase on tickets of more than 30%, followed by a 
considerable drop in demand and revenue and the axing of 25-30 routes in northern Europe. 

Besides the loss ofjobs within the retailing and transport sectors, abolition of duty free trade is 
also likely to affect certain manufacturing industries. The Cognac-producing region of France 
estimates that 3,000 jobs will be lost including direct, indirect and induced empl~ymen t .~~  
Similarly, sales of Scotch whisky are predicted to fall by 201 million ECU in 1999 leading to the 
loss of 1,000 jobs, mainly in the rural and high unemployment areas of Scotland.50 

Given the differences in methodology in the source-studies, and the critical nature of the 
assumptions made in reaching final totals, these findings must be subject to very wide margins of 
error indeed. The severity of employment effects will also depend upon both overall and local 
employment conditions. 

Who benefits from duty free? 

Which social groups benefit most from the existence of duty free has become a matter of 
contention between the industry itself and those who support abolition. 

+ Abolitionists argue that a high proportion of air-travellers in particular come from better-off 
groups, and that these benefit from duty free at the expense of the less well-off who stay at 
home and are fidy subject to taxation. "why should the non-travelling majoritypay more in 
taxes to subsidise the more affluent minority of travellers?", asks the Commi~sion.~' 

48 "Impact of the abolition of intra-EU duty and tax p e e  allowances upon the Elrropean 
ferry industry" (h4DS transmodal, June 1996) 

49 "Assessment of the impact of the abolition of intra-EU duty- and tax-pee allowances 
on the Cognac indzrstry" (PLM Marketing Research, June 1997) 

" n e  abolition of intra-EU dutypee shopping: Impact OH Scotch whisky and other UK 
spirits" (Pieda plc, July 1997) 

James Currie op.cit. 
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+ The industry argues that, on the contrary, the bulk of duty free purchases are made by ordinary 
tourists, and that these conform to the general social spectrum. 

Of relevance to this dispute is the fact that excise duties, and to a lesser extent VAT, are highly 
regressive taxes. In certain high-tax countries, excises on beer, tobacco and spirits in particular 
absorb a relatively high proportion of poorer families’ incomes. To the extent that such families 
are able to purchase without paying these excises, it might therefore be argued that duty free is 
aprogressive element in the tax system. 

On the other hand, pehmes and most of the items bought VAT-free in duty free shops are clearly 
luxury goods, which would not normally form a large element in the expenditure of poorer 
families. 

A survey carried out in 1996’* gives some indication of the balance between leisure and business 
travellers. 2,000 travellers were interviewed face to face and 10,000 telephone interviews were 
made with individuals that had taken a holiday in 1995 outside their country of domicile. 

Leisure travellers were shown to spend around €19 on duty free products per trip. Business 
travellers spent an average of €23 per trip. However, the pattern of purchases differed. Where 
leisure travellers bought more alcohol, business travellers bought more perfimes and tax free 
items. 

The survey also showed that, if the price level on products at duty free outlets after abolition were 
to be the same as in the high street, only 7% of leisure travellers and 22% of business travellers 
would no longer shop in airports and on-board ferries. Furthermore 74% of the leisure travellers 
and 35% of the business travellers would continue to purchase at the same level. 

“The Elrropean HolidaJI Traveller after 1999” (JRA Limited, 1996) 
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Table 9: Duty free purchases by leisure and business travellers in the EU (average) 

Product purchased Percentage of business Percentage of leisure 
travellers travellers 

Alcohol 3 8% 49% (UK) 

Tobacco 

4% 5% Confectionary 

18% 13% Beauty Products 

19% 18-2OY0 

Luxury tax free 8% 9% 

Other tax free 7yo 6% 

The conclusions to be drawn are therefore mixed. For example: 

+ Tourists tend to be the main beneficiaries of duty free proper (that is, freedom from excise 
duties), business travellers from VAT-free. 

+ However, a much smaller proportion of VAT-free sales would take place in any case if 
duty free ended. 

+ The fact that business travellers (predominantly on scheduled flights) spend more money 
on duty free than tourists (predominantly on charter or low cost flights) leads to an 
element of cross-subsidy: i.e. bzrsirless trmwllers subsidise toolrrists. 
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V. Sectoral studies 

Airports 

As traffic has grown, airports have become increasingly important as retailing locations - 
considerable sums have indeed been spent on developing airport shopping. Most airport duty free 
sales are handled by established commercial retailers, which pay the airport authorities for the 
concession. In certain cases, however, the airports themselves run the outlets.. 

In July 1997 the Cranfield College of Aeronautics published a report on Airport Development 
Economics, covering the issue of how airports would be affected by the abolition of EU duty free 
in June 1999. The report is based on a study of 10 European airports, chosen to produce a spread 
of size, structure and level of intra-EU traffic. The material was gathered through questionnaires 
and follow-up interviews. 

Table 10: Dependence of airports on duty free sales 

Airport sue  and 
ownership 

Intra-EU travellers as YO 

a YO of operating revenue of total passengers 
Revenue from duty free as 

Medium-large sized, part 
public part private 

62% high 

Small sized, privately owned I 53%-62% I low I 
SmalVmedium sized, 

publicly owned 
97% low 

Medium sized, publicly 
owned 

64% low 

Medium-large sized, state 
owned 1 64%-9 1 YO high 

State owned regional 
airport; concessioned to a 

94% low 

private company 

In the report itself the ten airports are not nameds3. The report does, however, describe each of 
the ten airports carefully: the characteristics of the particular airport, profitability and ability to 
fund capital expenditure. The characteristics of each airport entails a description of ownership and 
to what extend the airport is reliant on duty free sales to intra-EU travellers. 

There are appendices where the airports are named, but these are in restricted 
circulation. 
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The report concludes that the abolition of duty free trade would have a serious effect on the 
economic situation of the studied airports; but that most of them would, 3-5 years after 1999, 
have reached the same level of revenue as before. This is apparent when one takes into account 
that only three of the airports included in the study are very reliant on duty free sales as a part of 
their operating revenue. 

In terms of profitability, four airports would have recovered their position in under three years. 
Of the remaining six, three would have recovered by 2005 (the end point of the study); the other 
three would not. In the case of some airports having substantial receipts from duty free sales, 
these do not form a part of the operating revenue, and thus are mainly important when one looks 
at the airport’s ability to fbnd fbture development projects. Two of the airports would face 
significant financing problems. 

This study, based on an anonymous sample, unfortunately does not make possible any assessment 
of specific regional and local effects. Airports are unique financial entities with different structures 
and different development projects. The areas in which they are located, moreover, will vary in 
terms of accessibility to other transport links, levels of existing unemployment, etc. A 
comprehensive, airport-by-airport study will be necessary if such critical factors are to be taken 
into account. 

However, the report does indicate that the airports most iikely to be affected are those that: 

have a more developed air side retail operation 
have a relative high dependance on intra-EU traffic 
have heavy investments prior to June 1999 
have a limited sale of duty free to third country flights 

The studies are based both on an optimistic and a worst case scenario. The first assumes that 
some duty free trade will be transferred to duty paid trade; the latter that there will be no such 
transfer of trade, i.e. all revenue previously created from duty free trade will be lost. 

Another study on the retail operations at airports’‘ provides strong evidence that the price of duty 
free goods is a key determinant of purchasing behaviour. ’Thus, to retain some sales after the 
abolition of intra-EU duty free, it will be necessary to maintain a discount on products sold at 
airports compared to similar products on sale in the high street. 

Where there is reasonable prospect of sales volumes being maintained (as in the case of airports 
like Heathrow where non-intra-EU journeys are a high proportion of the total), suppliers can be 
expected to continue discounts at some level. In other cases, however, the whole burden of 
maintaining a price advantage is likely to fall on the airports themselves. 

54 “Purport retail economics” (University of Stirling) 
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Table 11: Expected Sales Retention at airports following the abolition of duty free 

I 1 I 

Duty free product 

17-25% Liquor 

Expected sales retention 

8 0% Other 

25% Pefimes 

15-30% Tobacco 

If intra-EU duty free trade is abolished it is estimated that an overall average of6OYo of receipts 
derived from the duty free business will be lost. This will constitute a direct deduction from 
airports' profits. 

Furthermore, the fact that there will be a considerable drop in the sale of products previously sold 
duty free is likely to make airports less attractive as a means of marketing a product. Thus 
airports may receive less support from the suppliers - in the form ofdiscounts, for example. 

All the airports in the study showed a positive ratio of operating revenue. even in the worst case 
scenario, except for the airport that is state-owned, concessioned to a private company and very 
dependant on duty free sales - though this airport was however already having economic 
difficulties even including revenue generated by duty free sales. The situation was less satisfactory 
in terms of profitability. 

This report also investigated the airports' cash flow available for re-investment to see if new 
projects, etc. would need to be financed from external sources, or whether the airports would still 
be able to self-finance their projects. It concluded that most of the airports would, even in the 
worst case scenario, still be able to self-finance. 

Reactions to loss of revenue 

The consequences of duty free abolition will therefore depend very much on the particular 
circumstances of each airport. 

Those airports which at present are heavily dependant on duty free sale as part of their revenue 
will need to compensate for the loss of revenue after June 1999. Most likely the lost revenue will 
be made up by raising airport charges e.g. landing charges. 

This option of raising landing-charges, however, will create a fbrther problem: should the charges 
be raised only on intra-EU services, where the revenue from duty free is no longer available? Or 
should increased charges be made across the board: i.e. also on services to third countries, whose 
passengers will still be contributing duty free revenue? 
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Differential increases could complicate the charging mechanisms at those airports with a mix of 
non-EU services and intra-EU services. On the other hand, resistance by the operators of services 
to third countries to any "cross-subsidisation" could make differentials inevitable. 

In any case, the European air carrier industly is already struggling to keep expenses under control 
to meet international competition. It is therefore probable that they will strongly resist any 
increase in airport charges, which will come on top of lost revenue from on-board duty free sales. 
If airport charges are increased, the air carriers will almost certainly be forced to pass this 
increased cost on to their passengers by increasing air fares. 

The probable consequences of this will be - as most travellers are very price sensitive, especially 
the charter travellers - that some passengers will not travel at all, and that others will choose 
either a destination outside the EU or switch to a different mode of transportation. The report 
estimates a total loss of l . 5  million passengers or approximately 4% of the total intra-EU traffic. 

Those airports that rely heavily on low cost airlines and charter airlines may have considerable 
difficulties in raising their charges, as the operators will not be able to handle serious increases in 
costs. These airports also rely heavily on revenue made from the sale of duty free products. The 
especially sensitive airports are likely to be those that have low traffic density; either regional 
airports or secondary airports serving major cities, e.g. the airports competing with Heathrow in 
the U K .  

Airlines 

Airline services fall into three categories: 

+ scheduled services; 

+ low-cost services; and 

+ charter services. 

.As some airline companies offer both scheduled and charter-services, it is not always possible to 
make a distinction at the company level. However it is clear that most publicly-owned airline 
companies offer mainly scheduled services. 

Scheduled airlines 

Scheduled airlines perform services in accordance with published timetables and with flights at 
regular times. Tickets are sold to the public either directly or through travel agents. As there has 
been a significant increase in seats sold to the charter industry, however, it is becoming 
increasingly difficult to distinguish between scheduled airlines and charter airlines. 
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Most scheduled airlines do not aggressively market on-board duty free sales; but some major 
airlines nevertheless derive a substantial revenue from on-board sales. 

Table 12: 1996 estimated duty free sales on board 5 major airlines: 

Airlines US$ in millions 

British Airways 

52.5 Lufthansa 

103.5 

30.1 KLM-Royal Dutch 

35.9 Alitalia 

40.0 Finnair 

Airlines 

If duty free is abolished, the airlines for which it provides a significant source of income will have 
to recover the lost revenue either by cutting costs or by raising prices. The competition between 
scheduled airlines is already forcing the airlines to cut costs as much as possible, and it is therefore 
likely that airlines will have to raise air fares, at least to some extent. This increase in fares is even 
more likely when airlines, apart from losing income from duty free sales themselves, also face 
increased airport charges. 

One hrther factor of some importance in considering the role of duty free is the extent to which 
both some airlines and competing forms of transport also enjoy direct State Aids. A large 
proportion of publicly-owned airlines, amongst them Air France, Iberia and T.A.P (the Portuguese 
national airline), received substantial subsidies of between 0.24 billion Ecu to 3.1 billion Ecu from 
the Member States in the early 90s. These subsidies are now being phased out, except in some 
exceptional circumstances or circumstances outside the airline's control. 

Both public and private airlines will, however, still be subsidised if they oRer low-profit services 
on certain air routes necessary for inter-regional development. 

The European Community itself also heavily subsidizes the railway industry in Europe; and large 
sums are currently being used to hrther develop High Speed train routes. The High Speed train 
is a heavy competitor to many shorter intra-EU air travel routes and the ETRF has thus in June 
1997 published a report on the possible effects on airlines of competition from rail travel and the 
abolition of duty free sale at the same time.56 

"Relative Importance of Duty and Tmr Free and Explicit State Subsidies on 
Competition between Rail and Air Travel OH Intra-EIJ Routesrr (European Travel Research 
Foundation, June 1996) 
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In 1995 the High Speed rail industry received approximately 145 billion Ecus in state subsidies 
and the whole railway industry received a total amount of 637 billion Ecus. The air sector 
received around 40 billion Ecus in direct subsidies. 

These figures put into context the estimated 22 billion Ecus which the air sector derived from duty 
free sales. 

The ETRF report concluded that, if the burden of lost duty free revenue were passed on to intra- 
EU and domestic passengers only, then air fares would increase by approximately 29’0, producing 
a 4% drop in the number of intra-EU passengers. The airline companies stood to lose more than 
SO million Ecus in annual gross profits. Direct employment losses in were estimated at around 
5,400 employees at airport sites only. 

Low cost scheduled airlines 

Low cost scheduled airlines operating on international routes are a relatively new industry, which 
is developing rapidly. Thus most airline companies in this sector only began scheduled operations 
in the mid-1990s and cover altogether between 35-40 routes. There are at present six low cost 
airlines that operate international scheduled services within the EU: A i r  Europe, Debonair, 
EasyJet, Ryanair, Spanair and Virgin Express. 

Low cost airlines are distinguished from ordinary scheduled airlines in that their cost structure 
is very different. Usually such airlines have overall costs around 3oy0 lower than those of 
moderate cost airlines such as British Midlands and 50-60% lower costs than traditionally-run, 
publicly owned airlines such as Alitalia. 

The low costs are reflected in the airfares. Typically low cost airlines offer destinations at a fare 
60-8SY0 lower than the cheapest unrestricted fare otherwise offered by scheduled airlines. 

The fact that these airline companies are already cutting costs to the bone indicates that they will 
be especially vulnerable to any increases in airport charges or loss of revenue. It is also likely that 
their passengers will be very sensitive to increases in air fares. 

A report on the impact of the abolition of duty free trade on this sector of the airline industry was 
completed in June 1997 and is based on interviews with six low cost airlines in Europe that cover 
international  route^.^' The report is based on estimates by the airline companies themselves and 
contains very few hard figures: most of the airlines are so new that they have little data available. 

EasyJet offers no duty free service on-board and Debonair, which began operations in July 1996, 

“Asses.snterlt of the Impact of the Abolition of Intra-EU Duty ami Tax-free Allowances 
on Low-cost SchedrledAirlines” (Symmonds, Travers & Morgan, commissioned by ETRF, June 
1997): 
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has not yet promoted duty free sales seriously. However, the remaining four airlines derive 
substantial revenues from on-board duty free sale, and it is estimated that airfares will increase by 
up to 22% if duty free trade is abolished. The largest increases in air fares will be on the lowest 
fares. 

A number of other factors must also be taken into consideration. For example, airlines are able 
to get discounts on airport concessions if their passengers generate an adequate revenue at the 
airport. If duty free sale is abolished, the airports are likely to suffer a total loss of revenue and 
will almost certainly pass this loss on to the airlines by no longer giving the same discounts on 
airport charges. 

In total, the financial impacts of the abolition of duty free trade would involve: 

D the loss of direct profits from duty free sales; 
D the loss or reduction of concessions from airports on landing and other air charges; 
D a rise in landing charges; 
D compensation to staff for loss of commission on on-board duty free sales. 

These increased costs could then lead to a rise in air fares and a loss of passengers, possibly 
forcing airlines to withdraw services from the more marginal routes: either those with low traffic 
density or those where competition with conventional scheduled airlines is great. The losers would 
be not only the travellers but also the regional and secondary airports serving major cities. 

It is also likely that, as costs rise, it will be more difficult for new airlines to enter the market. A 
new airline will not be able to offer so many routes and departures as the conventional airlines. 
Therefore, the report concludes, some 20% of routes will remain un-serviced by low cost airlines 
in 2003. 

The estimated effect on the employment within the industry is 2,800 lost jobs. A third of this loss 
would be in relation to direct employment on board aircraft, ground staff etc.; the rest would be 
in airport employment, transport links, accommodation providers and tourist attractions. This last 
estimate is based on the assumption that the relation between direct and indirect employment is 
a ratio of l :2, which is a widely accepted ratio between the two categories of employment. 

Charter airlines 

Charter airlines do not undertake scheduled services according to a regular published timetable. 
Most charter airline seats are sold to tour operators, who sell them on to the public as part of 
holiday packages. Some seats, however, are sold directly to the public, so creating similarities 
with low-cost scheduled services. In 1995 there w-re 27 million intra-EU charter passengers. The 
charter airlines employed approximately 32,000 people. 

A report on the impact on the abolition of duty free trade to this sector of the airline industry was 
concluded in June 1997 and incorporated studies of 14 airlines that together account for 52% 
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of all intra-EU charter passengers. 5 8  

The largest origin markets for intra-EU charter passengers in 1995 were the U K ,  Germany and 
Scandinavia, which together account for nearly 90% of total sales. The largest destination 
markets were Spain and Greece with almost 77% of the total charter intra-EU market. 

Scandinavian charter flights had the highest average gross duty and tax free sales per passenger, 
amounting to Ecu 60. 

Some of the airlines interviewed had ideas on how to compensate for the abolition of duty-free 
trade by buying products in bulk, or by buying products in countries where duty and VAT rates 
are low. Arlines would also make some savings on fuel and employees from not having to carry 
or sell duty free products. 

Nevertheless, the report concluded that possible savings on fuel and employees would not be 
sufficient to offset the losses of revenue from duty free. Many airlines doubted that they would 
be able to absorb such losses; they would therefore pass them on to the tour operators, which in 
turn would mean that the prices of charter holidays would rise. 

Charter passengers are very sensitive to changes in prices. This suggests that even small increases 
in price would shift traffic to destinations outside the EU. Principally at risk would be tours to 
Spain, Portugal and Italy, where North African resorts would provide a comparable alternative; 
and to Greece, where Cyprus and Turkey already provide strong competition. 

To this would be added the loss by the tourists themselves of the opportunity to buy duty free 

In addition, charter carriers tend to operate in something of a symbiotic relationship with the 
smaller regional airports. Charter flights constitute their main customers, in some cases providing 
70% of all flights. Duty free sales to charter passengers in turn provide the airports with 
substantial revenues, which enable them to keep landing charges low. 

An end to intra-EU duty fiee could therefore have a circular negative effect 

+ To the extent that tours were not switched to non-EU destinations, revenue to the airports 
from duty free sales would end. 

+ The airports would recoup this revenue by increasing landing charges to the charter 
airlines. 

+ The airlines would then be obliged to increase excursion prices. This would in turn lead 
to a reduction in demand and fewer flights, and a hrther fall in airport revenues. 

58 "Assessment o f  the impact of the abolition of intra-EU Duty & T m  Free allowances 
on chnrter airline economics" ( International Air Transport Consultancy SH&E, June 1997). 
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Table 13: Estimated financial impact of duty free abolition on charter flights 

Increase Total loss 

User charges 
at airports 

12%-69% 

board sales 
300 million Ecu Gross on- 

~ ~~~~ ~ ~~~~~ ~~~ 

Price of 
average of 12 charter seat 

8-30 ECU - 

Ecu 

Holiday price 

1,000 Jobs (direct) 

3 yo 

Diversion* 9% 

* Possible diversion to non-EU charter destinations 
Source: ETRF Datacard: 1996 statistics 

Conclusions 

The air transport sector operates with low margins and the financial equilibrium is very fragile. 
From the studies into the effects of duty free abolition a number of general conclusions can be 
drawn: 

+ Those airlines likely to suffer the largest losses, and thus make the largest increases in 
fares, will be those that also run duty free outlets at the airports. Thus, for example, SAS 
Trading, a department within the SAS airline, stands to loose approximately 640 million 
SEK if duty free trade between member states is abolished. 

+ It is likely that some economically weak routes will be closed. This could cut off some 
of the remoter regions of Europe. 

+ Some smaller regional airports which at present depend heavily on intra-EU duty free 
sales, and which are mainly public-sector-owned, are likely to suffer especially fi-om the 
abolition of duty free trade. Airports owned by local authorities are not allowed to borrow 
money for financing any expansion or investment projects. Rather, such investment must 
be financed from past profits that are, by-and-large, created from the sale of duty free 
goods. 

+ Finally, EU-airlines would find themselves at a competitive disadvantage vis-d-vis, for 
example, Eastern European airlines. These are already able to compete on routes both 
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within the EU and outside, but would now also have the advantage of being able to sell 
duty fiee products to passengers in transit. 

The industry estimates that there will be a total direct loss of approximately 9,000 jobs within the 
airline sector when intra-EU duty free trade is abolished. No estimates have been made as to the 
total impact on the tourist industry and supporting industries etc. nor to the total possible loss of 
jobs at airports. 

Ferry and other maritime services 

Ferry operators in the Baltic Sea and the English Channel depend heavily on the revenue that is 
generated from duty free sale on board ferries. These form a large part of the ferry companies' 
gross margin, used to cover their capital costs on ships and on-shore operations. 

Passenger revenues for ferry operators consists of three elements: 

+ Ticketing; 
+ duty and tax free sales; and + other retail sales, and cabins 

As an estimate, approximately 50% of ferry operators' revenue is derived from duty free sales, 
varying from Member State to Member State as shown in Table 14. 

Table 14: E,stimated Dependence of Ferry Services on Duty Free Sales 

Finland Ireland GB Germany Denmark Sweden 

Importance 40-50% 65% - 

operators revenues 
to many to operator 
existence of duty free 

3 0% 45% crucial to 

It will still be possible for operators to buy products for sale in their restaurants and bars without 
paying VAT. For the Finnish operators this is very significant, as sales in bars and restaurants 
account for approximately 26% of the ships' income formation. 

If duty free trade is abolished between the EU Member States, however, the ferry operators will 
have not only a loss on revenue but also a cash flow problem, as they now have to pay VAT every 
three months on the products they purchase for on-board sales, although these products usually 
have a slow rate of turnover. 

In 1995 SOLAS 95 - regulatory standards of safety enforceable after 1999 - was agreed upon as 
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a consequence of the Estonia tragedy. SOLAS 95 means that the ferry operators will have to 
invest in new ships or invest large sums in upgrading their existing fleet to meet these new safety 
standards. 

The English Channel 59 

In December 1996 there were 26 routes carrying passengers between Great Britain and the 
Continent (in addition to the Channel Tunnel), partly on the Dover Strait corridor and partly on 
the Western Channel corridor. Between them they carried 37 million passenger-crossings, of 
which Eurotunnel accounted for approximately 8.4 million (23%). The Channel routes are 
serviced by 7 operators, the largest being Stena Line and P&O. Together, some 27,000 jobs are 
involved. 

Channel routes have seen a large drop in ticket prices during the last three years due to new 
operators on the Channel ferry routes and the opening of the tunnel. Capacity has thus risen 
significantly since the early 1990s - by as much as 100% on the Dover Strait corridor (short 
routes). The resultant price-war has lead to large losses of revenue, which in turn has lead to the 
closure of three routes in 1996. A fbrther 1 1 routes are expected to be closed or rationalised 
before 1999. 

One factor of especial significance on the Channel routes is the relatively large numbers of day- 
trippers. Not only does the availability of duty free play an especially important role for such 
passengers, they are also particularly sensitive to any changes in ticket prices. 

Table 15: Importance of day-trippers on Channel routes 

Day trippers as a YO of total YO of total day-tripper 
passenger numbers market 

Dover Strait 91 28 

I Western Channel I 7 I 9 I 

Studies by the industry show feny operators servicing the Dover Strait and the Western Channel 
routes losing approximately 50% of their total revenue if duty free is abolished. This leaves them 
with the option of either reducing costs and/or raising prices. A passenger survey showed the 
following reactions to price rises: 

59 "Impact of aboli'tion of duty and tax free allowances on feny services between Great 
Britain and continental Europe", Report commissioned by ETRF (MDS transmodal, May 1997). 
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Table 16: Sensitivity to price rises on Channel routes 

Price increase by 
50 '%o 30 v o  10% 

Price increase by Price increase by 

Dover Straits - 10.2% 34.4% 
total who would 

52.2% 

not have travelled 

of which switch 5.1% 14.2% 1 5 .o% 
travel mode 

Western Channel - 6.5% 32.8% 53.6% 
total who would 
not have travelled 

of which switch 1.2% 1 1.8% 15.3% 
travel mode 

This survey showed that 42% of the passengers travelling via the Dover Strait corridor used this 
means of transport opposed to another form of transport because it was the cheapest available. 
This indicates the possible impact of price rises: the ferry operators estimate that it will be 
necessary to raise ticket prices on the Dover Strait by up to 35% and on the Western Channel by 
20%. 

Even more significant, however, is the finding that approximately 20% of passengers would not 
have travelled at all if the possibility to purchase duty free products had not been there. 

The anticipated strategy of the ferry operators, faced with the abolition of duty free will be to 
recover the lost revenue by: 

4 raising ticket prices; and + developing duty paid sales on board. 

Even so, given the high price elasticities involved, huge losses of both turnover and profitability 
are forecast. Feny companies operating on the Dover Strait routes (Stena Line, P&O, Sea France, 
Sally Line, Hoverspeed and RMT) anticipate losses of approximately 73% in net results. 

This will have implications both for the number of routes operated, and for the number of 
operators. It is thus estimated that five routes will remain across the Dover Strait as opposed to 
seven routes in 1996. As regards the Western Channel, the operators wiB be forced to close some 
routes and rationalize others. 

Several other expected consequences should be noted: 
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Even before the abolition of duty free, there are already concerns about the effects of 
mergers on Channel routes. The UK Government and the Commission have yet to 
approve the proposed alliance of P&O and Stena line, which should lead to a reduction 
in the number of ships operating from nine to six on the Dover-Calais route, and create 
the danger that the companies will exploit their dominant position (they will have 40% of 
the tourist vehicle market). 

There are likewise fears that the pressure of duty free abolition, coming on top of other 
competitive pressures, will lead to cartelisation. Already the return car journey is listed at 
exactly €169 by both P&O and Le Shuttle. 

Longer routes are already now less profitable than short routes. Together with passenger 
sensitivity to convenience, it is possible that the abolition of duty free will lead to a shift 
to the shorter Dover Strait routes, creating adverse environmental effects in the Kent 
“finnel”, as well as putting firther economic pressure on alternative ports like Newhaven. 

It is estimated that approximately 2,000 jobs are going to be lost within the Channel ferry 
industry before 1999. If duty free is abolished, this total is expected to rise to about 
1 1,000 persons including 1,300 jobs in relation to tourism and 1,700 jobs in local 
supplying firms and local consumer and service industries. 

As against these negative conclusions, however, a number of counter points can be made. 

+ The main current problem on the Channel routes is overcapacity. Substantial restructuring 
is already under way, which the abolition of duty free will merely accelerate and perhaps 
put on a sounder financial footing. 

+ Even if the number of passengers - particularly day-trippers - falls, freight traffic is steadily 
growing: about 13% over the last two years. 

+ The surveys indicate that the effect of abolishing duty free trade on the employment 
situation is not expected to last more than 5 to 10 years, during which time most of the 
redundant employees are likely to have found alternative employment. 

Ireland 6o 

The ferry market in Ireland is divided into four sectors: 

The Northern corridor covering Scotland to Northern Ireland; 
the central corridor covering Dublin Bay to North Wales and Merseyside; 

M) This section is based on 
ferry services to Ireland” (MDS 

“Impact on the abolition of dzry and t a x  free allowances on 
transmodal, May 1997) 
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0 the Southern corridor covering Rosslare to South Wales; and 
0 the direct services between Ireland and France. 

At present these routes are serviced by 5 passenger ferry operators which in 1995 transported 
more than 3.7 million passengers on the Central and Southern corridors. A passenger survey has 
shown that virtually no passengers travel by ferry to and from Ireland solely to purchase duty free 
products - that is to say the day-trip market is not very developed. Due to an increase in capacity 
in 1995-1997, ticket prices on the Irish ferry routes have dropped considerably, leaving the ferry 
operators highly reliant on revenues and profits derived from duty and tax free sales on board in 
duty free shops, restaurants and bars. 

Ireland (like Finland) is geographically on the periphery of the EU, and thus in relation to both 
passenger travel and trade relies heavily on ferry transport. Since 1995 the Irish ferry industry 
has invested €3 10 million in new ships and infrastructure and a fhrther 21 50 million will have to 
be spent to comply with the SOLAS 95 regulations on safety. 

It is estimated that the abolition of intra-EU duty free will cause increases in ticket prices of the 
order of 10%. Although passengers on the Irish routes would not stop travelling because of the 
abolition of duty free trade alone, they are mainly holiday travellers, and are sensitive to price 
increases. The elasticity is roughly one for one in the range of price increases from 10%-50%. 

The most threatened routes are those connecting Ireland with the continent. The study carried out 
suggests that these routes may have to be closed altogether, leaving Ireland with no direct sea link 
to Continental Europe. These routes rely particularly heavily on revenues from duty free sales, 
and increased ticket prices, causing a significant fall in demand, would not offset their loss. 

Finally increased ticket prices are likely to lead to an annual fall of about 90,000 in the number 
of tourists visiting Ireland, and the loss of some 2,200 jobs in the local economies. 

The Baltic Sea: Finland 

When Finland entered the European Union it was agreed that due attention would be given to 
Finnish maritime links with the rest of the Union. Finland is remotely located and is highly 
dependant on sea traffic. Special climatic conditions place an especial burden on ferry services.61 

The Finnish Ministry of Transport and Communication has therefore suggested that all possible 
mleasures be taken to prevent the abolition of duty free sales. Failing this, it believes that the 
revenue from lost duty free sales should be made good either with national aid or aid from the 
European Union itself.62 

61 Joint Declaration on safeguarding Finland’s transport links. 

62 Finnish Ministry of Transport and Communications: Report of working group on cross- 
Kvarken ferry traffic. 
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Each year approximately 14 million passengers and 100,000 goods carriers utilise the services 
offered by the Finnish ferry companies. The seaborne services are mainly operated by passenger- 
car ferries and from 1986 to 1995 the industry developed rapidly, with a total growth in number 
of passengers of almost 73%. There are at present 12 ferry operators servicing the Finnish ferry 
routes, of which the major ones are Silja Line and Viking Line. Many of the other operators have 
only one ferry at their disposal. 

Some 70% of the passengers travel between Finland and another EU country; and about 85% of 
passengers travelling on ferries to and from Finland are Finnish. Of the rest, only 5% are non-EU 
residents. This indicates that abolishing duty free trade between intra-EU member states will have 
a serious impact on the Finnish ferry industry. 

The Finnish ferry industry faces large seasonal fluctuations compared to most other transport 
markets. Although the traffic to Tallin in Estonia has developed to such an extent that the 
revenues created on this route can somewhat make up for the lost revenues on other routes during 
winter, the operators still have to maintain ferry capacity to meet peak demand, even if this means 
half empty ferries in the off-season. 

The Helsinki Research Institute for Business Administration completed a report in August 1996 
on the impact of the abolition of duty free trade on the Finnish ferry industry. The following 
figures are derived from the report. 

The ferry operators derive more than 70% of their total revenue from sale in restaurants and 
shops. The gross margin - defined as earnings from sales less purchase value of products sold - 
is on average for shops and kiosks around 63%. According to the report, most of the profits on 
duty free sales are passed on to the passengers by offering very low ticket prices. The ferry 
industry has a total of 7,200 direct employees.63 

Alcohol excise duties and VAT constitute almost 60% of the final consumer prices for beer and 
wine and almost 80% for spirits. Being exempt from these taxes is thereby an essential factor in 
setting the price on products sold on board Finnish ferries. 

The report assumes that abolition of duty free sales will only apply to shops and kiosks - not 
restaurants and bars. Ferry operators expect to recover at least some of the lost revenue from lack 
of duty free sales by raising ticket prices. A total loss of all prior revenue from duty free sales 
would lead to average ticket prices rising by 150%. 

The abolition of duty free would thus affect demand in two ways: 

+ In some cases the ability to purchase duty free is a major reason for travel. To the extent 
that this is the case, passenger numbers will fall. However, this is not considered to 
constitute a major factor on most routes: e.g. between Finland and Sweden. 

63 1995 figures 
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+ On the other hand, large rises in ticket prices would probably have a considerable effect 
on demand - though no elasticity figures are given. 

One krther possible effect of abolishing duty free could be diversion of routes to "take in'' third 
countries, or territories with equivalent status. Operators are not currently considering such 
diversion via the &and Islands; nor Tallinn in Estonia en route to Stockholm. These stopovers 
would be costly and make travelling times longer. However, if the only way to keep revenues up 
were to be such diversions, the operators would be likely to choose Tallinn, which in turn would 
mean lost income to the EU. 

The study predicts a number of other negative consequences if duty free is abolished: 

+ job losses of around 2,500-3,000, mainly on routes between Finland and Sweden. 

+ since operators have to pay 6% of ships earnings in harbour dues, the reduced earnings 
on sales will mean less money for harbours in Finland to help sustain their development. 

+ a negative impact on the Finnish shipbuilding industry, as it is likely that there will be a 
drop in demand from the ferry industry on new ferries. 

Set against such negative consequences: 

+ The Finnish government is clearly likely to receive increased revenues from indirect taxes 
as a result of duty free abolition - though it will also face additional expenditure on 
unemployment benefit, and the possibility of having to subsidise those routes that are 
necessary for the infrastructure of Finland. 

+ Only 20% of the goods sold duty free are Finnish in origin. Reduced demand will not 
therefore affect the Finnish economy as much as suppliers from other Member States. 

The Baltic Sea: Sweden 

Because of the country's geographical location, the Swedish ferry industry is important both as 
a link to the continent for passenger traf€ic and for trade. Approximately 60% of Swedish foreign 
trade is dependent on transport by ferries. It is expected that the quantity of goods transported 
by ferry will rise considerably in the next few years. 

Total duty free sales on board Swedish ferries in shops, bars and restaurants amounted to 8.7 
billion SEK in 1994 on intra-EU destinations. The contribution to revenues was around 60%.6j 

Shippax Information (November 1996): Tax free - report commissioned by the Swedish 
Shipping Board. 
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Currently there are 13 operators operating on 21 routes transporting on average 17 million 
passengers annually. The ferry operators employ more than 15,000 people and at present about 
400 people are employed at the various harbours servicing the ferry operators. The major ferry 
operators are Silja Line, Stena Line, Viking Line, DFDS - Scandinavian Seaways, 
Sweferry/Hansaferry and Bornholmstrafikken. 

Swedish ferry operators have an obligation to invest large sums on upgrading security on their 
ferries to meet international standards agreed upon after the Estonia accident. 

The ETRF commissioned the Gestgifvaren Utbildning AB in Goteborg to make a report on the 
impacts of abolishing duty free trade. At the same time, Shippax Information in Sweden was 
commissioned by the Swedish Shipping Board to do the same. The following estimates of the 
impacts are drawn from these two reports, which come to similar conclusions. 

The main impacts are likely to be: 

0 the ferry industry will lose around 2,200 million SEK in profits; 
0 ticket prices will rise by as much as 30%; 
0 demand in passenger transport will decrease by as much as 30%; 
0 the ferry operators will not be able to meet the demand of the Swedish export sector; 
0 direct job losses of 3,300. 

The estimated loss of profit is based on the assumption that there will be a total abolition of duty 
free trade in shops and kiosks on board Swedish ferries. No account is taken of the possible 
retention of some duty free sale on ferries to and from Finland by diverting femes via Aland. If, 
however, it were possible so to retain duty free sales on ferries to and from Finland the loss of 
profit would be considerably smaller, at approximately 950 million SEK. 

The ferry operators believe that they will not be able to recover their lost profits in any other way 
than raising ticket prices. A survey on passenger demand, however, shows unitary price elasticity: 
if ticket prices are raised by 30%, demand will fall by 30%.65 To avoid such a drastic fall in 
numbers, the ferry operators might disproportionately raise the cost of transporting goods; but 
this would place Swedish exports at a competitive disadvantage. 

Though almost 85% of passengers travelling by ferry to and from Sweden are on leisure trips, 
only a small fraction of passengers consider the possibility of duty free purchases decisive to their 
travelling. However, if there is no real difference in the price of goods sold on board and in the 
high street, most passengers will not purchase goods on board. 

The ferry operators estimate that the loss of profit will make some routes economically 
unprofitable: some 20 ferries would probably be taken out of service. 

“Effects of abolished duty-/’tax-free sales on board ferries“ (Gestgifvaren Utbildning 
AB) 
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More than 3,300 employees directly connected to the ferries would possibly be made redundant 
as well as an additional 1,400 employees within the industry servicing the ferry sector. Also 
around 400 jobs in the ports and surrounding economies would be lost due to fewer tourists and 
less frequent ferry services. This effect will especially hit harbours like Varberg and Umea that 
have become very reliant on the revenue generated by ferry guests. 

A final question is whether duty fiee sales previously made on ferries would be substituted by on- 
shore shopping in Sweden. Seeing that Sweden is a high-tax country, with especially high taxes 
on beer and alcohol, it is not likely that these products will be bought on shore in Sweden. Trade 
will more likely be transferred to Denmark as a nearby destination with considerably lower prices 
on beer and alcohol; and to Germany as a low-tax country. 

These surveys contain a possible internal contradiction, however. Forecasts for the number of 
cargo units transported by ferry show annual rises of 4% up to the year 2000. The ferry operators 
themselves fear that the contraction of services as a result of duty free abolition will prevent them 
from meeting the increased demand. However, either increases in freight charges will reduce 
effective demand to manageable levels; or the increased revenue from freight will go some way 
to make up for the loss of duty free revenue and revenue from passengers. 

The Baltic Setr: Denmark 

Denmark has annual duty free sales of 3 . O  billion DKK on intra-EU destinations and the industry 
employs more than 2,300 people on a f u l l  time basis. Unfortunately no report has been made 
focusing especially on the Danish ferry industry, but rather on the whole duty and tax free sector. 
This is probably explained by the fact that Denmark does not have the same ferry transport needs 
as Sweden, Finland and the W. Moreover, the Danish ferry industql has already undergone great 
changes with the opening of the Storebelt bridge and the planned Oresund bridge. 

The Danish Government has completed a memorandum on the effects of abolishing duty-free 
trade.& This concludes that the abolition of duty free trade will in total be positive for Member 
States as whole, consequent upon increased income from VAT and excise duties. 

However it notes that low-tax countries are likely to benefit a great deal more than countries with 
high tax rates - e.g. Denmark. This discrepancy is seen to be a problem for as long as no 
harmonization of VAT rates and excise duties has taken place. 

There is however the possibility that there will be a considerable reduction of duty free purchase 

66 Skatteministeriet, Departementet: notat vedr. konsekvenserne af stop for toldht salg 
mellem EU-landene fra 1999. 
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abroad, in which tag Denmark will gain from the abolition of duty free trade. Also, as mentioned 
earlier, it is likely that some previous duty free trade by Swedish travellers will be transferred to 
duty paid purchases in Denmark. 

This positive attitude towards the abolition of duty free trade is not, however, shared by either 
the institute of local Government Studies in Denmark, which concluded a report in October 1996 
on the effects of the abolition of duty free trade, nor by the Danish Duty Free A~sociation.~' 

A report commissioned by the latter comes to the conclusion that the Danish Government will in 
total have revenue losses of more than 0.4 billion DKR, and also a reduction of 1.5 billion DKR 
on the balance of payments, Although some trade will be shifted to Denmark from Sweden, this 
will not offset the losses incurred by trade diversion from Danish companies to Germany. 

In total it is estimated that ferry ticket prices will increase by 2096, and that charter companies 
related to the industry will raise their prices by 12%. The resulting drop in demand will compel 
some ferry companies to close down altogether. However, most companies will still be able to 
make profits by offering less frequent services. 

If duty fiee sale is substituted by purchase of duty paid products in Denmark it is estimated that 
there will be approximately 3,500 redundancies during the first five years after abolishing duty 
free trade. If, however, all passengers make their substitution purchases abroad it is likely that as 
many as 8,000 jobs will be lost and there will be a loss of 2.4 billion DKR to the Danish state. 

The Baltic Sea: Germany 

The most authoritative source of data on German reactions to duty free abolition comes from the 
ministry for economic affairs, technology and transport of Schleswig-Holstein. Writing to the 
Financial Times on 9th October 1997. the minister Peer Steinbdck stated that: 

"The abolition oftaxTfree will result in some 3,000 job losses in Schlenvig Holstein 
alone and strike a severe blow to coastal tax-free tourism. This will lead to higher 
financial losses than those due to the sacrljce of excises and VATfrom tax-free 
purchases" .6a 

67 A K F ,  Institute of Local Government Studies - Denmark: Economic Consequences in 
Denmark of Abolishing Dzrry-fee Sales in htra E(l-travel. Peter Guldager, National Economical 
Institute - report commissioned by the Danish Duty Free Association: Afskaffelse af det afgifisfrie 
salg i EU: Denmark. 

68 It should be noted, however, that the Minister appeared to make the mistake of 
cofising "duty fiee" and "duty paid" when he also wrote that ' l . .  .retail shops in Kiel and Liibeck 
largely benefit from 'tax-free tourists' coming in for shopping from Scandinavian ferries". But 
this confirms the evidence from Finland, Sweden and Denmark that the abolition of duty free on 
Baltic ferries will lead to an increase in duty paid purchases in lower-taxed countries rather than 
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In 1995 the total turnover from duty free sales in Germany was 776.2 million $US. Of this only 
25.1% was created within the German ferry industry. The products sold on board ferries are 
divided evenly between wines and spirits, tobacco, cosmetics and others. 

At present approximately 3680 people are employed on board ferries and in supporting jobs at 
the ports. These employees together have earnings of around 92.3 million ecu and the induced 
effect from these salaries on the employment situation in the surrounding economy is estimated 
to be 2020 jobs, that is 5700 jobs altogether. 

There are at the moment 72 operators, but there are only three major operators: FRS, DFO, TT- 
Line. These operators service a wide number of routes (see Table 17). 

Table 17: International ferry-lines from German harbours 1995 

Route 

route 
(per voyage) ships on the passengers 

Max. capacity Number of Number of Operator 

List-Havneby 

7,647 7 3,306,000 DFO Puttgarden- 

800 1 567,000 FRS Gelting-Faborg 

820 2 932,000 FRS 

Roedby 

Rostock-Gedser DFO 439,000 3 3,300 

Restock- 800 2 78,000 DFO 
Trelleborg 

Restock- 183 2 128,000 TT-Line 
Trelleborg 

Source: "Folgen der Ahschaflng des Duty-Free- P'erkatqs innerhalh der E(/ filer die deutsche Fahr- und 
Dtcty-Free-P'erkalrfj.sch~~~hrt '' (Institut ofshipping Economics and Logistics, Bremen. Janttary IYY7) 

A survey of ferry passengers, and consultations with ship operators conducted for the 
ISLPrognos study, produced the conclusion that 90% of German excursion ferry trips would 
cease if duty fiee were abolished. At the same time, a number of scheduled ferry routes would 
also be forced to close. The consequences would be: 

an increase in revenues for the higher-taxed countries. 
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e Prices would rise approximately 20 to 30% to compensate for lost duty free sales.69 

e Approximately 1,230 jobs on board femes, 1,035 jobs on shore (harbours), and 804 jobs 
in the tourist sector will be lost, that is 3,069 altogether." 

Some evidence supporting such findings can be found in the past experiences of the industry. In 
1985 duty free sales on cruises with no destination and of a duration of less than two hours were 
stopped; and only a much reduced allowance was allowed on those below eight hours. The result 
was a fall in the size of the cruise fleet from 100 to fewer than 30. 

Duty free would of course still be available on ferries to Poland - at least until Poland became an 
EU Member State. Some diversion of routes might therefore take place. 

Summary of impact on the ferry industry 

The ferry operators on the examined routes are all heavily dependant on profits from duty and tax 
free sale as a part of their total revenue. Thus approximately 50% of ferry operators' revenue is 
derived from duty free sales. 

In the event of duty free being abolished, the operators themselves do not believe that they will 
be able to recover the lost revenue by selling duty paid goods. This leaves raising prices. 
However, on many of the routes - especially those depending on day trippers - price elasticity is 
high. The probable consequence would therefore be that services on some routes would end; a 
few smaller operators would be forced to close; and the danger would exist of monopoly or 
cartelisation. Altogether the industry estimates that approximately 17,000 jobs would be lost in 
the first five years after the abolition of duty and tax free trade. 

In addition, some ferry services form a vital part of the local transport infrastructure. Were the 
abolition of duty free to result in the threat of large-scale reductions in services, therefore, these 
might have to be continued for social reasons with public funding. Such State Aids, besides 
constituting a problem for the application of the Community's competition policy, could eat into 
any increased revenues consequent upon duty free abolition. 

see Prof Dr. Rupert Scholz, Duty Free im ewopaischer1 Bir2ne?lmarkt, February 1997 

'O See report of the institute of shipping economics and logistics, Bremen, January 1997 
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VI. Legal and Political Aspects 

The position of the Commission, as outlined in a memorandum on 24* September 199771, 
is that a decision to end duty free in 1999 has already been finally taken by the Council, and 
has been embodied in legislation. It cannot therefore be reversed without a comparable 
legislative process. This would require, under Article 99 of the Treaty, unanimity in Council; 
and would in any case have to be based on a Commission proposal which it has %o intention 
of mahng”. 

The duty free industry, argues the Commission, was given a seven-and-a-half-year transitional 
period in which to prepare for abolition. It has used this, however, not to wind down the 
businesses affected, but to expand them. 

The response of the duty free industry has not been to challenge the Commission’s legal 
position directly, but rather to argue that ‘L... political decisions should be reversible in  the 
light of new facts”’?. 

The 1991/2 legislation, the industry contends, was based on “a view taken in the 1980s about 
the way in which the Single Market would develop”.” In the event, the anticipated degree of 
market integration has failed to materialise: “fiscal harmonisation”, in particular, has not been 
achieved. Council should therefore at least extend the transitional period for duty free - in the 
same way that, for example, the “transitional” VAT regime has been extended beyond the 
original end-date of 1996. 

In order to evaluate these arguments, it is perhaps helphl to examine the precise nature and status 
of the decisions taken by Council and Parliament in the period prior to the start of the Single 
Market in January 1993. 

Table 17 gives an outline of the main events. 

“Dirty Free sales: the Facts” (MEM0/97/82) 

Letter in the Financial Times of September 30th 1997 from Manfred Korner of 
Hamburg. 

’’ “Contribution of Duty- and Tax-Free sales to the EU and its citizens ’’ p. 5 
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Table 18: Main decisions on duty free, 1990-1996 

Date 

20* November 1990 

12* June 1991 

16” December 199 1 

Z t h  February 1992 

1 4th December 1992 

1 st January 1993 

14“ February 1994 

26“ July 1996 

November 1996 

Event Con tent 

European Parliament votes its 
opinion (FUCHS report) on the 
“Fiscal Frontiers” Directive 
(VAT) 

Commission asked to report on 
“the ecollomic and social 
implications” of duty free 
abolition 

~ 

European Parliament votes its 
opinion (PATTERSON report) 
on the “movement of excisable 
goods” Directive. 

Council (ECOFIN) formally 
adopts “Fiscal Frontiers 
Directive” (91/680/EEC). 
Political agreement on 

Abolition of intra-EU duty free 
to be postponed until 3 lst 
December 1995 to allow 
industry to adapt and 
Commission to report. 
Article 28k inserted into 6th 
VAT Directive: transitional 
regime for tax (i.e. VAT) free 
until 30th June 1999. 

excisable goods Directive. 
ECOFIN formally adopts Transitional regime for duty 
“movement of excisable goods” 
Directive (92/12/EEC) 

(i.e. excise) free introduced, 
equivalent to that for tax free 
(Article 28). 

Council agrees increases in tax 
free allowances, and guidelines 
for control of intra-EU duty 
free within the Single Market. 

Start of Single Market 

Political agreement of 
December 1992 finally 
enacted. 

Political agreement on raising 
intra-EU tax free allowance to 
90 ECU, and third country 
allowance to 175 ECU. 
Vendor control system 
approved. 
Most restrictions on 
movements of VAT-paid and 
excise-duty paid goods 
removed. Vendor control 
begins for duty free. 
Third country and tax-free 
VAT allowances raised 
(Directive 94/4/EC) 

Commission report on the 

published . 
considered satisfactory. operation of vendor control 
Operation of system not 

No formal record available, but Council holds informal 
discussions over lunch on 
possible prolongation of intra- 
EU dutv free after June 1999 

majority apparently decides 
that no further action is 
reauired. 
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The legal texts 

Article 28k of the Sixth VAT Directive, as adopted by ECOFIN in December 1991, and Article 
26 of the “movement of excisable goods” Directive adopted in February 1992 constitute parallel 
texts. They apply, respectively, to the tax free and duty free allowances for intra-EU travellers 
after the 1 January 1993. 

The Articles establish that Member States “may exempt” from taxation products sold in “tax-free 
shops ... within an airport or port’’, on an “intra-Community flight or sea-crossing” or supplied 
by “ta-flee shops situated within one of the huo access termirlals to the Channel TzmneP’. The 
exemptions apply only up to the limits of the third-country allowances; and Member States are 
required to “take the measures necessary to ensure that the exemptions . . .  are applied correctly 
and strcrighrforwardly, and to prevent any possible evasion, avoidance or abuse”. 

In both cases, the Articles state that these provisions “shall apply for the period ending on 30 
./lm? 1999”. 

The wording of these Articles raises at least two possibilities at variance with what is generally 
assumed. 

since application of the system by Member States is only permissive, it appears open to one 
or more Member States to abolish intra-EU duty free at any time if they so wish; 

although the transitional arrangements apply until 30 June 1999, there is nothing specifically 
preventing their application after that date as well. 

In interpreting Community legal texts, however, it is necessary to take into account the intentions 
of the legislators. 

Parliament’s votes 

Even though the Commission’s tax proposals within the Single Market programme were adopted 
after the coming into force of the Single European Act, Parliament was obliged to deal with them 
under the old “consultation” procedure applying under Treaty Article 99 rather than the 
“cooperation” procedure provided for under new Article 100a. This meant that the Directives 
concerned could only be given a single reading. 

It also meant that, whatever the parliamentary majority for particular amendments, the Council 
could in all circumstances reject them. 

As in the years before the SEA, however, Parliament retained its ability to put pressure on the 
Commission. The changes in the Rules of Procedure introduced in the early 1980s provided for 
a break between the vote on the text of a Directive or Regulation, and that OR ParEiament’s formal 
legislative resolution. This was to enable the Commission to state its attitude to  parliamentary 
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amendments. If the Commission’s reply was unsatisfactory, Parliament could refer the matter back 
to committee, thus failing to give an opinion and blocking a final Council decision. 

Parliament’s votes on both 20” November 1990 and 12” June 1991 must be seen in the light of 
this procedure. 

The first of these votes, on the “fscal frontiers” Directive, resulted in the adoption of the COX- 
WIJSENBEEK amendment calling for a Commission report on the economic and social 
implications of the Single Market for duty free (text in Introduction). Though the response by 
Commissioner Scrivener was not entirely clear-cut at the time - such a study would take place in 
the context of a more general one7‘ - the undertaking was sufficient for no objection to be raised 
to final adoption of the report. 

By the time Parliament came to vote on the “movement of excisable goods” Directive in June 
1991, however, the Commission’s position on the study had become firmer, principally in 
response to parliamentary questions (see Introduction). Parliament’s Transport Committee - 
which also covers tourism - had been given an undertaking by the Commissioner that a study 
would be carried out. 

The amendment specifically postponing the abolition of duty free beyond lst January 1993 went 
through a number of versions. The date at first agreed for abolition was the end of 1997. The date 
eventually adopted was 3 1’‘ December 1995, proposed by Mr. METTEN on behalf of the Socialist 
Group. 

This compromise was accepted by the rapporteur on two grounds: 

it avoided prejudicing the position of duty free while the complex arrangements for the 
movement of excisable goods within the Single Market were established; and 

it gave the Commission time to complete the promised report 

The responsible Economic and Monetary Af€airs Committee, and the Socialist Group proposing 
the amendment, had earlier also approved the general principle of postponement since 

it would give the duty free industry time to adapt to the new situation. 

On this basis Parliament agreed to the postponement of duty free abolition, and to the Directive 
itself. 

74 The Commissioner had apparently “ruled out such a study” but “ruled in some first 
cousin of that stzrdy”, in the words of Mr. COX himself 
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The Council decisions 

It came as something of a surprise at the time when the Council, later in 1991, not oniy in 
principle accepted Parliament’s amendment to postpone duty free abolition, but extended the 
deadline from the end of 1995 to mid- 1999. 

Since the Council have published no minutes of the meetings at which this decision was taken - 
let alone a verbatim report of the discussions - it is not possible to determine what exactly the 
intentions of the Ministers were. According to one apparently well-informed press source: 

“From the start, Germany and Belgium had a conceptual problem with the idea of living 
in a single market where travellers could still buy duty free. Britain lobbiedfor a 15-year 
extension, and Portugalfor eight years. France declined to express ajirm view early in 
the debate, but it too eventually joined those cozrntries backing at1 extension ”” 

It can perhaps be assumed that Ireland and Greece would have argued for the longest possible 
period; that the Netherlands and Denmark were on the side of Germany and Belgium, that Spain 
was inclined to the Portuguese position, and Italy to that of France. The position of Luxembourg 
is more difficult to guess. 

The Commission (which is, of course, represented at Council meetings), summed up the decision 
as follows. The Council 

‘yzrdged that it would be inappropriate t o  end intra-Commzmity tax-free shopping 
immediate& ot1 I Jarnrary 1993. A number o f  reasom were behirrd this decision, including 
the need tojnance necessary charges at airports to permit separation of international 
flights from domestic or intra-C‘ommlmityflights and the need to help .ferry companies 
sailirg important routes. ’ l  

Some other important matters, however, are proving difficult to establish. For example: 

to what extent was the date of mid-l999 picked because the Council believed that, by then, the 
Commission’s other tax proposals (definitive VAT system, excise duty approximation, etc.) 
would be in place? And 

did the Council take into account and/or support the Commission’s undertaking to prepare a 
report? 

Exactly what happened at the informal ECOFIN discussion over lunch in November 1996 is even 
more difficult to determine. Whether the intra-EU duty free transitional regime should be 

The Elrropearz Duty Free special supplement, October 1995. 

Report on the Vendor Control System, p.5 76 
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extended beyond mid- 1999 was raised by the President-in-Oflice, Irish Finance Minister Ruari 
Quinn. The subject, however, apparently aroused little interest. The Commission intriguingly 
observes in its “memo” of 24’ September 1997 that at the lunch 

“the Council of Ministers decided not to request the Commission to carry out studies of 
the economic and social implications of the abolition of duty free sales”; 

. . . ..intriguing, because the original undertaking to do so was made, not to Council, but to 
Parliament (or was it?). 

The study: the differing positions 

Whatever the position of the Council, however, it is clear that the Commission takes a sharply 
different view from Members of the European Parliament on the issue of whether such a study 
should be carried out. 

The Commission, both in answers to recent parliamentary questions and in statements by the 
responsible Commissioner, M r .  Monti, has given its opinion that the pledge to Parliament lapsed 
once the Council decided to extend intra-EU duty free until mid- 1999. At present, moreover, “the 
Commission does not intend to carry out szlch studies 011 its own initiative ”. 7’ 

The belief in Parliament, on the other hand, is that one reason for the extension of intra-EU duty 
free was precisely to enable such a study to be completed. It was indeed on this understanding 
that the METTEN amendment was carried in June 199 1. Both opponents and supporters of duty 
free abolition have an interest in this position: 

for those opposing abolition, the study would have evaluated the changes needed during the 
transitional period; whereas 

supporters of abolition might not have voted for any transitional period at all had they not 
believed that time was needed to carry out a study. 

Whether the Commission’s obligation, in these circumstances, is a legal one, a moral one or a 
political one is therefore a matter ofjudgement. 

The scope of abolition 

One aspect of the duty free debate which has received only limited attention is the extent to which 
duty free will contirnre to exist within the European Union, even if the transitional period ends as 
planned in June 1999. 

77 MEM0/97/82 

60 PE 167.048 



DUTY FREE 

In so far as the relevant international agreements will still be in force, duty free will clearly be 
available at airports, and on aircraft and ferries, for passengers to third countries. In a number of 
other circumstances, however, clarification is perhaps necessary. 

To begin with, there will be the territories within the European Union to which the duty 
free allowances apply since they are outside the normal Single Market rules. These are 
listed on page 10. Although in some cases the post-l999 status will be academic (for 
example, the French tkrritoires d'outre-mer), in others the status may be of some 
importance: for example, the Aland Islands already referred to. To the extent that they 
become "duty free tax havens" within the EU tax area, they could constitute a source of 
considerable distortions within the Single Market. 

In addition there are a number of other territories within the EU geographical area, but 
not within the EU itself the Isle of Man and the Channel Islands, Andorra, the Vatican, 
San Marino, Monaco, the Faroe Islands, etc. In some cases these are within the EU's 
indirect tax area by virtue of being in a customs union with a Member State (e.g. the Isle 
of Man). In others not. 

Travellers are not the only ones able to purchase duty free within the EU. As a result of 
international agreement, duty free is also available to: 

"diplomatic ami comlrlar representatims, irlterrlatiorlal organizatioru 
recognized as srch by the authorities ofthe host colmtly, and members of such 
representations arld organizations within the limits laid d o r v ~  by the 
cmverltiorls establishitlg them or, in the Member States which are parties to 
the North Atlantic Treaty, for the armed forces of other States which are 
parties to that Treaty for the use of such forces or the civilian staff 
nccontparyit1g them or for mpplyirg their messes or canteera where such 
forces take part in the common defeme #wt. 'I '' 

It has now become an issue as to whether these entitlements should continue, at least after 
mid- 1 999.79 

Possibilities for prolongation 

One final legal question requiring examination is the nature of any procedure by which intra-EU 
duty fiee sales might be prolonged after June 1999. The Commission position, outlined above, 
is that this would require new legislation on the basis of a Commission proposal under Article 99 
of the Treaty. 
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One alternative, however, could be an ECOFIN decision to grant one, several or all Member 
States a derogation from the provisions of the relevant Directives. The effect would be to ''stop 
the clock" at the end of June 1999, prolonging the transitional period. 

Several precedents exist for such a procedure. The Community's "transitional" VAT system, based 
on the destination principle, should have been replaced by the "definitive" system, based on the 
origin principle, at the end of 1996. No Commission proposal to this effect was produced within 
the timetable laid down by the Sixth VAT Directive, however, with the result that the transitional 
system continues to apply. 

An even more relevant precedent, perhaps, is the decision of ECOFIN on 17 March 1997 to grant 
all fifteen Member States derogations from the application of the Sixth VAT Directive to 
telecommunications services. This enabled national tax authorities to operate a "reverse charge" 
system, making customers accountable for VAT payments on services supplied from outside the 
Community tax area. 

This action was based on no formal Commission proposal. Nor was the European Parliament 
asked for its opinion.*' 

The legal status of the 1999 date 

A legal challenge to the Council decision postponing the abolition of intra-EU duty free from 1 st 
January 1993 to July 1999 was rejected by the European Court of Justice in November 1997. 

The case had been brought in UK and French courts by Eurotunnel, which generally questioned 
the compatibility with competition rules of allowing duty free sales for air and sea routes between 
the UK and France, but not the rail link. The specific legal objections were: 

+ that the 1999 date had not been the subject of a Commission proposal; and 
+ that the European Parliament had not been re-consulted on the date. 

The Court ruled that the Council had not exceeded its normal power to amend a Commission 
proposal. It also found that the amendment had not altered the essential elements of the legislative 
measures in question, and therefore had not made it necessary to re-consult Parliament." 

*O Although Parliament has, of course, been asked for its opinion on draft Directive 
COM(97)0004, the provisions of which would replace the derogations if adopted. See draft report 
by Mr.COX (PE 223.464). 

Case C-408195: Ewotmnel SA v SeaFrance, ECJ FC, November I I 1997. It might also 
be noted that Parliament had itself already suggested postponement to 1995. 
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VII. Summary and Conclusions 

During the debates which followed publication of the Single Market White Paper in 1985, it was 
the official position of the Commission that duty- and tax-free sales to travellers within the 
European Community would end on l‘ January 1993. At the end of 199 1, however, the Council 
of Economic and Finance Ministers (ECOFIN) postponed abolition until the 30th June 1999. 

Earlier, the European Parliament had also called for a postponement until the end of 1995. It had 
done so after receiving an undertaking from the Commissioner responsible for tax matters that 
a study would be carried out “on the social and regional consequences of the abolition of the 
fiscal borders, and most of all the tax-free shops, in the areas involved. ’’ 

The start of the Single Market in 1993 in any case produced major changes in the allowance 
system for intra-Community travellers. The “VAT-paid” allowance is now effectively infinite. In 
the case of excise duty-paid goods (notably alcohol and tobacco), unlimited quantities of goods 
can also be taken across frontiers - but only provided that they are for consumption rather than 
re-sale, and that the traveller personally transports them. A system of “indicative allowances” has 
been introduced to help with control. 

Meanwhile, duty- and tax-free shopping was able to continue at airports and on board ships and 
aircraft on the basis of the “vendor control” system approved by ECQFIN at the end of 1992. 

This situation is complicated, and has produced a certain amount of conhsion. Many of the 
complaints in the UK about “duty free” beer and tobacco coming across the Channel, for example, 
actually refer to duty paid products. 

The basic statistics 

The basic statistics concerning duty- and tax-free can also give rise to confusion. Some published 
figures cover all such sales. Others are confined to sales at airports and on board aircraft and 
ferries. 

A critical distinction has to be made between sales to travellers with destinations outside the 
European Union - for whom duty free will continue after 1999 - and sales to intra-EU travellers. 
When the Commission carried out its research for a paper on the vendor control system in 199516, 
it found that statistics on this basis were not available from most Member States. The duty free 
industry itself, however, has put the loss of revenue to airports, airlines and shipping companies, 
ifintra-Community duty free is abolished, at 4.1 billion ECU ($5.1 billion). Airports and airlines 
would lose 50-60% of duty free revenues. Ferries would lose 98%. 

Care has to be taken, however, in evaluating all such statistics. Both opponents and supporters 
of abolishing duty free have an interest in exaggeration: the first to emphasise the possible loss 
of income, the latter to stress the “subsidy from the Eltropearl taxpayers to the European 
transport industry ”. 
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The key aggregate figures used by both sides must also be examined with-particular care. 

+ Because duty free sales on intra-EU journeys are currently worth 4.1 billion ECU, it is not 
necessarily the case that ail this revenue will be lost after abolition. Many travellers may still 
purchase duty and tax paid; and many shops (especially at airports) could continue to enjoy a 
price advantage over the High Street as the result of the often considerable discounts offered 
by suppliers. 

+ Similarly, the claim by the Commission that duty free is costing Member States’ Exchequers 
2 billion ECU in lost revenue does not necessarily mean that revenues will increase by this 
amount if duty free is abolished. Travellers may not make equivalent purchases of duty paid. 
Some studies show certain Member States ending in a 14~0rse financial position as the result of 
increased transport costs, other tax losses, etc. 

The results of abolition 

Examination of the evidence already in existence in fact indicates that the consequences of 
abolishing intra-EU duty free will be complex. They will vary between Member States; between 
regions of Member States; and even between neighbouring localities. 

A number of specific observations can be made 

+ In only a very limited number of cases - for example, day-trips across the Channel and 
shopping cruises on the Baltic - is the purchase of duty free goods a major reason for travel. 
Most journeys would still take place, even if the opportunity to buy duty free were removed. 

+ On the other hand, demand in certain areas - for example, low cost and charter flights - is very 
price sensitive. If duty free abolition were to lead to substantial increases in ticket prices, the 
likely result would be a sharp contraction of demand, and, in consequence, of services. 

+ Broadly, the “unpaid tax”, together with suppliers’ discounts, is split evenly between the 
purchasers of duty free and the transport undertakings concerned. Limited research by the 
authors of this report, however, show wide variations, even between closely competing 
undertakings. This indicates that the element of “subsidy” to transport services also varies; and 
that there would be a similar variation in effects if intra-EU duty free were ended. 

+ Existing detailed research into the effects on particular airports, airlines and ferry services 
confirms such a finding. Again broadly, the effects would be most severe on smaller, regional 
airports, especially those run by local authorities; and on transport links in peripheral regions. 
Finnish ferry services would be particularly badly affected. 

+ There is a fear in certain Member States, notably Greece, that the effect of abolishing intra-EU 
duty free will result in a diversion of tourists to alternative, non-EU destinations (e.g. Cyprus 
and Turkey). This will not be so much because tourists determine destination on the basis of 
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whether duty free is or is not available as the loss of duty free revenue to Greek airports, 
leading to a rise in landing charges. Estimating such geographical diversion effects is 
complicated by the existence of territories within the EU where duty free should continue after 
1999 in any case: for example, the Aland Islands in the Baltic Sea. 

Estimating the fiscal effects of ending intra-EU duty free depends crucially on prodztct 
slrbstitzrtiotl efsects: i.e. the extent to which duty paid purchases are substituted for those now 
made duty free. Existing research indicates a complex pattern, in which the direction of tourist 
flows within the EU is an important factor. These tend to be from the harder currency, high- 
excise-duty north to the softer-currency, low-excise-duty south. Given continuation of the 
existing tax situation in the EU, a substantial proportion qf d14pfi.ee sales at, for  example, 
airports in the rzorth are therefore likely to be replaced by dzrp paid sales irl the south. A 
greater degree of substitution within the same fiscal area is more probable in the case of tax 
(i.e. VAT) free, where there is not such a discrepancy in rates. 

Apart from such broad indications, however, estimates of overall fiscal effects vary wildly. 
Research by the industry itself has attempted to indicate how far increased tax revenues from 
duty free abolition could be counter-balanced by decreases in other revenues (notably from 
state-run duty free outlets themselves), and by increases in expenditure on aid to essential 
transport undertakings, regional aid and extra social security payments to the unemployed. 
The Commission, however, has disputed the methodology used. 

Abolishing intra-EU duty free will have the eRect of increasing the Community’s VAT-base, 
as defined by the Sixth VAT Directive. Since the financing of the Community Budget is now 
determined by the “Delors package” and is subject to an overall ceiling, however, it cannot 
increase the hnds available. 

There has been considerable controversy over statements from the Commission that duty free 
constitutes a subsidy from the “non-travelling majorip” of taxpayers to “the more affjzrerzt 
minority of travellers”. The industry argues that, on the contrary, the bulk of duty free 
purchases are made by ordinary tourists, No firm evidence appears to exist one way or the 
other; but that which does exist suggests that business travellers on scheduled flights, buying 
tax-free luxury goods, cross-subsidise tourists on package tours who buy alcohol and tobacco. 

Research commissioned by the duty fiee industry itself indicates that abolishing intra-EU duty 
fiee would put some 140,000 jobs at risk. These would be made up ofjobs directly at risk in 
duty free outiets; jobs at risk indirectly in supporting industries; and jobs lost because of 
generally reduced economic activity in particular locations. The Commission’s view is that the 
methodology used to produce such figures is flawed, and that any job losses would be at a far 
lower level. In estimating employment effects, however, it is important-to take into account: 

the extent to which the job losses are localised; and 
the existing employment situation in the localities affected. 

Case studies of particular ports and airports, for example, show wide variations in the expected 
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length of time those who lose their jobs will have to wait before getting another. 

4 Duty fiee sales constitute an important outlet for products from certain regions of Member 
States: for example, Scottish and Irish whisk(e)y, Cognac, Calvados, etc. They are also 
significant for the whole pef ime industry. 

4 In certain areas - notably the Baltic Sea - certain transport links are both highly dependent 
upon duty f?ee sales, and form an essential part of the social and economic infrastructure. The 
Finnish Government has already argued the case that, if duty free is being abolished through 
Community legislation, compensating Community finds should also be made available. 

The legal position 

+ The legal bases for the abolition of intra-EU duty free in 1999 are Article 28k of the 6“ VAT 
Directive, as amended by Directive 91/690/EEC (the “fiscal frontiers” Directive); and Article 
28 of Directive 92/12/EEC (the “movement of excisable goods” Directive). Both establish a 
transitional regime which “shall apph for the period ending OH 30 Jzrm 1999”. 

4 The Commission argues that the final decision has therefore been taken, and cannot be changed 
without firther legislation. This would require unanimity in the Council, and would have to be 
based on a Commission proposal which it has “no intention of making”. The duty free industry 
argues that the 1991/92 decisions were based on an assumption that taxation within the EU 
would have been substantially harmonised by 1999; and that ‘>political decisions should be 
reversible in the light of IIW facts”. Whether the Council could extend the transitional period 
after June 1999, either by special or general derogation, is a matter for discussion. 

4 Opinion within the Council, and the attitude of most Member States, is unknown. A record of 
the last ECOFIN discussions on the issue - at lunch in November 1996 - is not available. 

4 Within the European Parliament, there are bodies of opinion supporting both the abolition of 
intra-EU duty fiee in June 1999, and a firther prolongation of the transitional regime. There 
is also an opinion, however, that Parliament voted for the “Fiscal Frontiers” and “Movement 
of Excisable Goods” Directives (and particularly the prolongation of intra-EU duty free after 
1993) in the belief that the Commission had promised Parliament a study of the social and 
economic effects of abolition. 
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