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Introduction 

The European Community has had – in theory – a single system of Value Added Tax since 

the 1970s. Under the First VAT Directive of 11 April 1967, VAT replaced all Members 

States' existing general indirect taxes (sales taxes, purchase taxes, etc.). Then, in 1970, the 

decision was taken to finance the EEC Budget from the Communities' own resources, 

including payments based on a proportion of VAT "obtained by applying a common rate of 

tax on a basis of assessment determined in a uniform manner according to Community rules". 

The primary objective of the consequent Directive 77/388/EEC of 17 May 1977 – generally 

known as the Sixth VAT Directive – was therefore to ensure that each Member State had a 

broadly identical "VAT base": i.e. levied VAT on the same transactions.  

The Sixth VAT Directive did not attempt any general harmonisation of VAT rates. It did, 

however, attempt to establish in what circumstances different rates and exceptions should 

apply: notably exemption, and rates below the standard rate. 

The first moves on the rates themselves came with the Single Market programme of the late 

1980s. The Commission's original proposals (COM(87)321) were for "approximation" within 

two tax bands: a standard rate between 14% and 20%; and a reduced rate between 5% and 

9%. In 1992, however, the Council adopted a "transitional" system (Directive 92/77/EEC), 

the main provisions of which in the field of rates were: 

• a minimum standard rate of 15%, subject to review every two years; 

• the option for Member States to apply either a single or two reduced rates over 5% to 

any of the goods and services listed in Annex H of the amended 6
th
  Directive; 

• derogations for certain Member States to apply  zero, "super-reduced" or "parking" 

rates, pending the introduction of a "definitive" VAT system; and 

• abolition of "luxury" or higher rates. 

Since this agreement, two attempts – COM(1995)73 and COM(1998)693 – have been made 

by the Commission to introduce a 25% maximum rate. Both were rejected by Council, which 

has also decided, on the basis of a Commission proposal (COM(2000)537) to maintain the 

15% minimum standard rate at least until 2005 (Directive 2001/4/EC). 

A "definitive" system? 

The legislation of 1992 provided that the "transitional" VAT system should apply only until 

the end of 1996. Under Article 35a of the amended 6
th
 Directive, the Commission was 

required to "submit proposals for a definitive system" before the end of 1994, and for the 

Council to reach a decision on it before the end of 1995. However, no formal legislative 

proposals appeared. Instead, the Commission published two discussion documents:  

• A Common System of VAT: a programme for the Single Market (COM(96)328). This 

outlined a timetable, running from late 1996 to mid-1999, during which the new system 

would be introduced in stages. 

• Description of the General Principles, Commission Services technical note 

(XXI/1156/96), which was launched at a special conference on 4/5 November 1996. 

Since then, however, there have been no further moves towards a full "definitive" system. 

Instead, the Commission has shifted its emphasis towards improving the present 

“transitional” arrangements. In June 2000 it published a Communication on a Strategy to 

Improve the Operation of the VAT System within the Context of the Internal Market 

(COM(2000)348), outlining a new list of priorities and a timetable (see Table 1). 
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Box 1: The destination and origin principles 

Although VAT originally developed as a tax on business turnover
1
, it is now considered a tax 

on general consumption. In consequence, the revenues raised should normally accrue to the 

country where the goods or services are ultimately consumed. 

This is clearly achieved by application of the "destination" principle. When goods leave a 

country, all the VAT paid at earlier stages is repaid − i.e. a zero rate is applied. When they 

enter a second country VAT is re-imposed at that country's rates. Before 1993 this involved 

controlling all products as they crossed frontiers, including internal frontiers within the 

European Community. 

Under the "origin" principle goods moving between countries are treated in exactly the same 

way as goods moving within countries. No VAT is repaid as they leave the first country; and 

the VAT paid there can be deducted as input tax in the country of destination. Revenues are 

in consequence split between the country of final consumption and the country of origin. 

Applying the origin principle in this pure form therefore makes VAT once again a tax on 

business turnover rather than on consumption. If all the tax is to accrue to the country of 

consumption, there has be some kind of "clearing" system to re-allocate net revenues. This 

was the proposal made by the Commission in the original Single Market programme, and 

remains the objective in any "definitive" system. 

The "transitional" system combines elements of both the destination and origin principles. 

It retains the destination principle for transactions involving VAT-registered traders. 

Though tax controls at frontiers have been abolished, traders are required to keep detailed 

records of purchases from, and sales to, other countries, and the system is policed by 

administrative co-operation between Member States' tax authorities.  

The origin principle generally applies to all sales to final consumers: that is, once VAT has 

been paid on goods in one country, they can be moved within the EU without further control 

or liability to tax. There are, however, three "special regimes" where this principle does not 

apply: 

•   Distance sales. Mail-order or similar companies having sales over a certain threshold to 

any Member State must levy VAT at the rate applied in that country (i.e. where the goods 

are delivered).  

• Tax-exempt legal persons. (i.e. hospitals, banks, public authorities, etc. See under 
"Exemption" in the following section). Where these buy goods over a certain threshold 

from another Member State they are required to pay VAT on them at their domestic rate, 

despite the fact that the deliveries are theoretically zero-rated (i.e. the customer rather 

than the vendor is accountable for the tax).   

• New means of transport. Boats, aircraft and cars under 6 months old are taxable in the 

purchaser's country, even if acquired in another Member State. 

 

                                                 

1
 The phrase Taxe sur la Valeur Ajoutée was coined in 1954 by the French Inspecteur général des Finances, 

Maurice Lauré, who was at that time Professor at the Ecole nationale d'administration. In that year VAT as we 

now know it was introduced in France, replacing the previous system of "fractional payments" of turnover tax. 
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Table 1: VAT Programme 2000 

Proposals already tabled in 2000 Target Date for Adoption Actual date 

VAT Committee (COM(1997)325) 2000/2001 Still pending 

Mutual assistance on recovery (COM(1998) 364) 2000/2001 June 2001 

Right of deduction (COM(1998)377) 2000/2001 Still pending 

Persons liable for VAT (COM(1998)660) 2000/2001 17 October 2000 

New Proposals Target Date for Publication Actual date 

Taxation of postal services June/July 2000 May 2003 

Taxation of e-commerce June/July 2000 June 2000.  

Adopted May 2002.  

Electronic Invoicing Autumn 2000 November 2000. 

Adopted May 2002 

Administrative co-operation and mutual 

assistance 

December 2000 June 2001 

Minimum standard rate of VAT (revision) July 2000 September 2000 

Adopted January 2001 

Source: Commission Communication COM(2000)348 

A further Communication on Tax Policy in the European Union – priorities for the years 

ahead was published in May 2001 (COM(2001)260). In this, the Commission stated its 

intention to publish additional VAT proposals on the place of supply of goods; on travel 

agents
2
; and on the "recasting" of the 6

th
 Directive. It also listed some "potential future 

priorities":  

• treatment of financial and insurance services;  

• sales promotion, discount vouchers, etc.;  

• supply of goods: assembly, distribution networks, distance selling;  

• co-ordination of customs and taxation;  

• place of taxation of services: general revision; rationalisation of Article 27 

derogations; 

• rationalisation of options, rights and derogations;  

• rationalisation of reduced VAT rates;  

• schemes applying to small businesses. 

Most recently, in December 2002, a proposal was published on VAT applying to natural gas 

and electricity (COM(2002)688) which is currently before Parliament and Council. 

                                                 
2 This was published in 2002 (COM(2002)64) and has received a favourable opinion from Parliament. An 

amended version, COM(2003)78, is now before Parliament and Council. 
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Exemptions and rates 

Under the 6
th
 VAT Directive (see Appendix 1), most goods and services in the European 

Union are subject to a "standard" rate of VAT, which varies between 15% and 25% in the 

different Member States. In particular cases, however, various alternative rates or exemptions 

apply, which have differing consequences for the workings of the VAT system as a whole.  

1. Exemption 

Certain wide categories of goods and services – for example, financial services – are exempt 

from VAT (see Appendix 5). This means that: 

• no VAT is charged to customers; but also that 

• no VAT paid on inputs can be reclaimed.  

Where certain activities of a particular firm are subject to VAT, and other activities are not, 

the business is deemed partially exempt. 

It is important to note that the widespread use of exemption can have damaging effects on the 

coherence of the VAT system as a whole. For example, when an exempt trader sells to a 

VAT-registered trader, the exempt trader is likely to pass on the VAT paid on inputs by 

including it in the price charged; but the registered trader cannot deduct this as input tax, 

since no VAT invoice is involved. The result is an element of "tax-on-tax".  

Moreover, where the goods are delivered to another Member State, it is not possible to 

remove all the VAT charged in the country of origin before full VAT is charged in the 

country of destination – the original reason for adopting the VAT system within the European 

Community. 

A further problem caused by exemption arose at the time of the Single Market programme. 

As long as goods became liable to VAT as they crossed internal frontiers, the status of the 

final purchaser was immaterial. Once the point of tax shifted to the purchaser, however, a 

new potential source of trade distortion arose: what was dubbed at the time the "French 

hospital" problem. An exempt body like a hospital would have an incentive to buy equipment 

from another Member State, at a zero VAT rate, rather than domestically at the standard rate. 

For this reason, it was found necessary to create a "special regime" for such exempt bodies, 

making them liable to account for VAT on non-domestic purchases. 

2. Exemption with refund or zero rating 

Such problems can be remedied by allowing exempt traders to reclaim the VAT paid on 

inputs – an outcome achieved through the application of a zero rate.  This means that: 

• no VAT is charged to customers; and also that 

• all VAT on inputs is recovered. 

This is, in effect, how exports, or deliveries to another Member State
3
, are "de-taxed". 

Considerable controversy has nevertheless surrounded the zero rate in a number of Member 

States, and particularly in Ireland and the UK. This has been because it has largely been 

applied, not to avoid breaks in the VAT chain as illustrated above, but as a means of reducing 

the regressivity of the VAT system as a whole for final consumers (see Box). 

                                                 
3 Since 1992 goods moving between Member States, as opposed to third countries, are no longer described as 

"exports". 
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A specific derogation contained in Article 28 of the 6
th
 Directive refers back to Article 17 of 

the Second VAT Directive of 11 April 1967. This provides that zero rates already in force on 

31 December 1975 can continue provided that they exist for clearly defined social reasons; 

that they benefit the final consumer; and that the "definitive" VAT system has not yet been 

introduced (see Appendix 4). Seven Member States currently apply a zero rate in some form. 

In the context of the Community budget, it should be noted that zero-rated transactions – 

unlike exempt transactions – are included in the VAT base for the purposes of calculating the 

Community's "own resources". 

Table 2: VAT rates (including the zero rate) May 2003 

Member State Standard "Parking" Reduced 
Super 

Reduced 
Zero 

Austria 20 12 10  0 

Belgium 21 12 6  0 

Denmark 25    0 

Finland 22  17 / 8  0 

France 19.6  5.5 2.1  

Germany 16  7   

Greece 18  8 4  

Ireland 21 13.5 10 4 0 

Italy 20  10 4  

Luxembourg 15 12 6 3  

Netherlands 19  6   

Portugal 19  12 / 5   

Spain 16  7 4  

Sweden 25  12 / 6  0 

United Kingdom 17.5  5  0 

     Source: Commission 

3. Reduced Rates 

At one time, a large number of rates below the standard VAT rate were applied in various 

Member States. In 1980, for example, Italy had no fewer than six reduced rates below the 

14% standard, as well as three rates above it
4
.  In 1987, France still had four rates below the 

18.6% standard rate, plus two above it
5
. 

As a result of the Single Market legislation, the number of reduced rates applied by Member 

States has been reduced to a maximum of two (and the higher rates have all been abolished). 

Denmark applies no reduced rate at all; and Belgium, Germany, Greece, Spain, France, 

Ireland, Italy, Luxembourg, the Netherlands and the UK each apply only one.  

There remains, however, considerable variation in the transactions to which these reduced 

rates apply. Under Article 12(3)(a) of the 6
th
 Directive, they can in general apply only to 

goods and services listed in Annex H of the Sixth Directive (see Appendix 2); but this is 

permissive rather than obligatory – Member States can pick and choose. Under Article 

12(3)(b) of the Directive they can also apply to supplies of natural gas and electricity; and 

                                                 
4 In 1980 the VAT rates in Italy were 1%, 2%, 3%, 6%, 9%, 12%, 14%, 15%, 18% and 35%. 

5 In 1987 the VAT rates in France were 2.1%, 4%, 5.5%, 7%, 13%, 18.6%, 22% and 33.3%.  
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under 12(3)(c), to certain works of art, antiques, etc. In addition, certain Member States have 

special derogations allowing them to apply reduced rates to transactions not listed in Annex 

H (for example, restaurant services in Portugal). Moreover, in parts of several Member States 

or territories associated with them, VAT either does not apply at all, or specially reduced 

rates are applied (e.g. Corsica). 

Finally, under legislation adopted in 1999
6
, Member States are able to apply reduced rates to 

certain labour-intensive services, which are listed in Annex K of the 6
th
 Directive (see 

Appendix 3). Nine do so in the case of one or more. 

4. Super-reduced Rates 

The Sixth Directive provides that reduced rates of VAT must be above 5%. Six Member 

States, however – Greece, Spain, France, Ireland, Italy and Luxembourg – apply additional 

rates below this threshold to certain transactions. This is permitted as a result of derogations 

or the outcome of accession negotiations. 

It is also perhaps logical to classify the 0% rate in the UK and Ireland as, in effect, a super-

reduced rate. Zero is applied in these countries to certain major categories of product – for 

example, foodstuffs, pharmaceutical products and books – which are charged at super-

reduced rates in certain other Member States. 

5. "Parking" Rates 

Finally, Austreia, Belgium, Ireland and Luxembourg have special arrangements allowing 

them to charge a "parking" rate, at a minimum of 12%, to certain transactions. The resulting 

coverage is scattered: it applies among other things, for example, to margarine in Belgium; to 

jockeys in Ireland; and to some (but not all) wine in Luxembourg. 

 

 

Box 2: VAT and regressivity 

A tax is considered regressive if it takes a smaller percentage of people’s income, the larger 

the income (or a larger percentage, the smaller the income). This is the case with taxes on 

food, for example, since the proportion of income spent on food tends to fall as income rises. 

In addition, taxes like VAT are charged on expenditure, but not on saving; and the poor 

generally save less of their income than the rich.  

For this reason, most VAT systems correct for regressivity by levying lower rates on certain 

goods and services which form a higher proportion of poorer families’ spending. As a result 

of the extensive zero rating, for instance, the VAT systems of Ireland and the UK are 

considered mildly progressive. 

However, tax and benefit systems need to be considered as a whole. The regressivity of 

indirect taxes can also be offset by progressivity in the direct tax system; by direct payments 

to poorer households; or by general payments subject to direct taxation at marginal rates. The 

extent to which the benefit of reduced tax rates is passed on to the final consumer will also 

vary, depending on the elasticity of demand at that price level. In the UK, for example, it is 

calculated that roughly half the benefit of zero rating for food is passed on to the consumer, 

and half is absorbed by suppliers and retailers.  

 

                                                 
6  Directive 1999/85/EC. 
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The Reduced Rates  

Article 12(4) of the Sixth VAT Directive requires the Council to review the scope of the 

reduced VAT rates every two years, on the basis of a report from the Commission. The last 

two of these reports appeared in 1997
7
 and 2001

8
, that of 1999 having been missed as a result 

of "discussions in Council concerning rates, especially on labour-intensive services"
9
. 

Problems with Annex H 

The 1997 report dealt not only with the question of the reduced rates, but also with the issue 

of whether the overall structure of VAT rates was leading to distortions of competition and 

trade diversion within the Single Market. In general, it found that this was not the case. 

Nevertheless, "two intrinsic problems" were identified as the cause of  "distortive effects": 

i. the optional character of Annex H; and 

ii. the lack of common definitions within the categories listed in Annex H. 

The situation was not clear-cut.  On the one hand,  

the categories of services in Annex H by their very nature are not the kinds of economic 

activities which lend themselves to significant cross-border applications. Also the 

goods referred to in Annex H are not of the types which private persons would usually 

travel significant distances to purchase. 

On the other hand, the VAT rate discrepancies within Annex H varied by up to 20 percentage 

points (5% to 25%) and by up to 25 points if the super-reduced and zero rates were also taken 

into account. Different countries, moreover, tended to apply reduced rates to selected goods 

and services from within various categories, rather than to categories as a whole. This 

complicated intra-Community trade and distorted competition both between and within 

Member States. For example, 

Many Member States.... apply a reduced VAT rate to tea and coffee and the standard 

rate to soft drinks. It is a legitimate question to ask, however, whether ice-tea in cans is 

to be viewed as tea or as a soft drink..... 

Part of the problem lay in the vagueness of definitions in the Annex. In the categories of 

pharmaceutical products and medical equipment, for example, 

What is "normally used for health care", what is "normally intended to alleviate or 

treat disability"? 

The 2001 report added to this analysis a summary of the complaints received by traders. In 

addition to concerns about the optional nature of Annex H, the spread of rates, the piecemeal 

application of reduced rates within categories and the lack of precise definitions, they called 

attention to the further problem of exceptions and derogations "which should be explicitly 

worded and strictly applied". Additional complexity arose from the fact that some 

derogations were permanent, other transitional. 

                                                 
7 COM(97)559 of 13.11.1997. 

8 COM(2001)599 of 22.10.2001. 

9 Footnote 2 to COM(2001)599. The draft Directive on the possibility of applying such a reduced VAT rate was 

published in February 1999. 
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Annex H: suggested general solutions 

The 1997 report concluded that action was first required on two general issues: the number of 

reduced rates; and the optional nature of their application. The ideal solution would be "one 

reduced rate being applied on a compulsory basis". But other permutations were possible: 

 One rate Two rates 

Optional  Present situation 

Compulsory "Ideal" situation  

The 2001 report, however, put forward an alternative. There would continue to be two 

reduced rates, covering different groups of services and products: 

• a "possibly mandatory" rate around 5% covering "basic necessities" or transactions 

"fulfilling a social objective"; 

• a higher, but still reduced rate applicable "for historical reasons or for reasons of 

economic expediency". 

This proposal, in fact, corresponds to the recommendation made by the European Parliament 

as long ago as 1991
10
. This advocated a mandatory reduced rate for foodstuffs, 

pharmaceuticals, books and similar publications, passenger transport, water, cultural events 

and supplies for the handicapped; and a further list of twenty-four goods and services for 

which a reduced rate would be optional
11
.  

Whatever the solution, clear criteria would need to be established for applying these rates; 

and derogations would also need to be rationalised. 

Annex K: labour-intensive services 

The option for Member States to charge a reduced rate of VAT on certain labour-intensive 

services was first proposed by the European Parliament in 1991. In 1995 the proposal was 

included in Parliament's opinion on an amendment to the 6
th
 Directive concerning agricultural 

outputs; and, when the Commission declined to accept the amendment, Parliament withheld 

its opinion on the legislation. After lengthy negotiations, the Commission agreed to 

commission an external study on the potential job-creating effects of the proposal. 

The study – carried out by Cambridge Econometrics and the Institute for Employment 

Research at the University of Warwick – reached broadly negative conclusions, which were 

reflected in the position on the Commission
12
 at the European Summit on Employment, held 

in Luxembourg in November 1997.  The conclusions to the summit, however, asked Member 

States to "examine, without obligation, the advisability of reducing the rate of VAT on 

labour-intensive services not exposed to cross-border competition". At the Vienna European 

Council of December 1998 the Commission was formally instructed to draw up a proposal 

for legislation. 

                                                 
10 See resolution of 12 June 1991 (OJ C183 of 15 July 1991) on the METTEN report (PE127.040). 

11 For further details see Options for a Definitive VAT System, European Parliament Directorate-General for 

Research, Working Paper E-5, September 1995.  

12 See Job creation: possibility of a reduced VAT rate on labour-intensive services for an experimental period 

and on an optional basis, Communication of 12 November 1997 (SEC(97)2089). 
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The draft Directive was published in February 1999. Though maintaining that that the 

initiative could "have a negative impact of tax neutrality and on the smooth functioning of the 

single market", the Commission admitted that "the problem of unemployment is such that 

those Member States wishing to do so should be allowed to experiment.." There would 

nevertheless have to be "tight restrictions on the scope of the measure"; and it would have to 

remain "verifiable and limited". 

Following adoption of the amending Directive by Parliament
13
 and Council, the reduced rate 

option came into effect at the beginning of 2000, to run for an experimental period of three 

years. This has now been extended to run until the end of 2003. The conditions and services 

covered were incorporated into Article 28 and a new Annex K of the 6
th
 Directive. Nine 

Member States have taken up the option (see Appendix 3). 

The extent to which application of the reduced rate has, in practice, created new jobs is 

nevertheless a matter of controversy. The attitude of the Commission appears still to be 

sceptical, although some Member States claim positive results. The Commission is due to 

report on the matter in mid-2003. 

Requests for extensions 

Although the Commission argues that exceptions from the general standard rate of VAT 

should be kept to the minimum, it has been obliged to note that large numbers of requests 

have been received for an extension of Annexes H and K reductions to other goods and 

services. These requests are of two kinds: 

• that new goods or services be included in Annexes H or K, or that the scope of existing 

categories within the Annexes should be extended; and 

• that particular Member States should be asked to "opt into" a reduced rate in the case of 

goods and services already covered by the Annexes. 

Extending the scope of reduced rates 

One of the most complex issues is this context concerns cultural goods, and in particular 

digital media: CDs, CD-ROMs, DVDs or products supplied in electronic form over the 

Internet, which are currently taxed at the standard rate of VAT. Category 6 of Annex H 

covers books, newspapers and periodicals; in addition, a number of countries are also able to 

apply a zero rate to all or some of these. Those arguing for an extension of reduced rates 

argue that technological developments have made the distinction between printed and digital 

formats redundant, and that both should therefore be taxed on the same basis. 

The Commission's 1997 report countered this request by arguing that the products were still 

not complete substitutes. 

The major difference between books and CDs, etc. is that books can be read 

immediately while CDs etc. always require further technical equipment to give access 

to the information. If a reduced rate is to be considered the question arises as to 

whether the equipment should also be included.  

A more general, linked problem arises from the precise meaning of "cultural". If a book is 

a "cultural" product, why not a CD?  Similar problems have arisen in the case of "admissions 

to shows, theatres, circuses, fairs, amusement parks, concerts, museums, zoos, cinemas, 

exhibitions and similar cultural events and facilities". The Commission argues against 

                                                 
13 See report by Marianne THYSSEN (A4-0207/99) of 21 April 1999, adopted by Parliament in May 1999. 
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widening the definitions currently applied on the grounds that many of the products in 

question should be defined as "leisure"; but concedes that "any criteria for judging what is 

'leisure' or 'culture' are largely subjective".  

Further requests for extensions have been made in the fields of health products (sanitary 

protection for women is covered but not babies' nappies); and goods or services connected 

with environmental protection (the collection and treatment of household waste is covered, 

but not waste treatment and recycling in general). 

The fact that some Member States have special derogations allowing the application of a 

reduced VAT rate, while others do not, has also given risen to demands that the products in 

question should be included in Annex H. Cut flowers have come into this category. 

Recently, the Commission has itself proposed
14
 that a new category be added to Annex H: i.e. 

standard postal services relating to any addressed envelopes or packages, of ordinary 

correspondence, direct mail, catalogues and newspapers, where that item individually 

weighs no more than 2 Kg, that being a fixed ceiling for the purpose of exercising this 

option 

Finally, the application of a reduced rate to the labour-intensive services listed in Annex K 

has also given rise to calls for extensions to the Annex. Among the services suggested are:  

• restaurants (takeaway already qualifies under Annex H, category 1); 

• the restoration and upkeep of historic buildings; 

• gardening; 

• beauty salons; 

• cash collection and delivery. 

Applying the existing options 

Further requests for an extension of reduced rates arise from the optional nature of Annex H. 

Category 11 of the Annex, for example, covers "accommodation provided by hotels and 

similar establishments, including the provision of holiday accommodation and the letting of 

camping sites and caravan parks". Some countries have taken advantage of this provision to 

charge reduced VAT rates. Others have not, leading to claims of distorted competition. 

Similar problems have arisen in the cases of food products and agriculture: widely differing 

rates, for example, are charged on chocolate and chocolate biscuits. 

Despite the fact that the result can be rates of VAT on these products or services varying by 

25 percentage points between different Member States, the Commission points out that the 

decision whether or not apply a reduced currently rests entirely with Member States. Only if 

Annexes H and K were to be made compulsory (and the various derogations ended) would 

such problems disappear. 

                                                 
14 See Proposal for a Council Directive amending Directive 77/388/EEC as regards value added tax on services 

provided in the postal sector, COM(2203)234 of 5.5.2003. 
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Problems of exemption 

Article 13 of the Sixth VAT Directive lists a large number of goods and services which 

should in principle be exempt from VAT (see Appendix 5). Under the transitional provisions 

of Article 28, however, Member States are able 

• to continue to subject to tax certain exempt transactions (set out in Annex E); 

• to continue to exempt other activities (set out in Annex F); and 

• to grant to taxable persons the option for taxation of certain exempt transactions (under 

the conditions set out in Annex G). 

Though Annexes E, F and G have been significantly cut back by subsequent amendment, 

these and other derogations mean that the pattern of exemption throughout the EU, like that 

of reduced rating, is extremely complex. 

Some of the general effects of exemption on the VAT system have already been outlined. 

Exemption also has mixed consequences for firms and other bodies within the economy. 

Charities 

One important instance of such consequences is provided by the position of charitable bodies 

falling under one or other of the categories listed in Article 13(1). 

There exists a widespread belief that exemption provides these bodies with tax advantages. 

But this is not necessarily the case. For example, a non-profit-making charitable organisation 

may make cost-covering charges for its services. If the bulk of its inputs are subject to VAT 

at the standard rate, the ability to provide charitable services could be greater if the charges 

were subject to VAT at a reduced or super-reduced rate – making possible the deduction of 

input tax – rather than exempt. 

More fundamentally, the exemption of charities means that its activities are almost certain to 

bear some unrecoverable VAT. If the objective is to ensure that charitable activities are VAT-

free, this can only be secured for certain through zero rating.  

Financial Services 

Apart from government itself, the largest category of VAT-exempt activities is financial 

services. This has come about for administrative reasons: calculating the value added by 

financial services on a transaction-by-transaction basis raises substantial theoretical and 

practical problems. Yet the costs of exemption are also substantial: "loss of revenue, loss of 

information that would be generated by a tax, distortions in the economy and loss of both real 

and perceived equity"
15
.  The exemption of financial services is also a major source of breaks 

in the VAT chain, and hence of damage to the coherence of the VAT system as a whole (see 

earlier). Goods and services which at some stage include, for example, banking charges as 

inputs are more heavily taxed than those that do not. 

Various schemes exist, however, for including financial services in the VAT base. One such 

is the "tax calculation account" (TCA) approach, which has been the subject of a major report 

prepared for the Commission
16
. The tax base for margin services would be calculated over 

                                                 
15 Alan Tait, Value Added Tax: International Practice and Problems, International Monetary Fund, 1988,  p100. 

16 The TCA System – a detailed description, (The TCA-ADD Report), Ernst & Young, 1996. 

http://europa.eu.int/comm/taxation_customs/publications/reports_studies/taxation/tca/TCA_system.htm#TABL

E%20OF%20CONTENT 
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the term of a financial contract, allocating the total margin earned by the financial institution 

(i.e. the difference between the interest rate changed on loans and paid on deposits) between 

borrowers and depositors on the basis of benchmark rates. 

Article 13.C of the 6
th
 Directive does, in fact, allow member States to give taxpayers the right 

to opt for tax in the case of financial services (as in the case of certain real estate 

transactions).  Member States have nevertheless been reluctant to make use of this provision. 

Indeed there are few international examples of applying VAT to financial services. 

SMEs 

Accounting for VAT has always constituted a considerable burden for smaller businesses. As 

a proportion of tax paid, compliance costs tend to run in inverse proportion to the size of the 

enterprise. VAT has also created especial problems for tax administrations in dealing with 

SMEs. They are numerous, but pay relatively small amounts of revenue. Both to reduce costs 

for the businesses themselves and to avoid levying a tax that costs more to administer than it 

raises in revenue, most VAT systems therefore apply special schemes to SMEs.  

Article 24 of the 6
th
 Directive introduced transitional arrangements enabling Member States 

to exempt firms with turnover below a particular threshold (see Appendix 6). Most – but not 

all – do so (see Table 3). 

Table 3: VAT exemption thresholds for SMEs, July 2002 

Country Annual turnover in € 

Austria none 

Belgium under 5 580 

Denmark under 6 667 

Finland under 8 500 

France under 76 300 or 27 000 

Germany under 16 620 

Greece under 9 000  (4 000 for services) 

Ireland under 51 000 (25 500 for services) 

Italy none 

Luxembourg under 10 000 

Netherlands none 

Portugal under 9 976 (12 470 for retailers) 

Spain none 

Sweden none 

UK under 86 112 

Source: "VAT in the European Community: Application in the 

Member States. Facts for use by administrations/traders, information 

networks, etc. ", Commission, TAXUD/C/3/TH D(2002), July 2002. 
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In 1986 the wide variations in thresholds under these "transitional" arrangements prompted 

the Commission to propose a Directive
17
 to harmonise them. Instead of the obsolete 5 000 

ECU figure in the Article there would be: 

• a 10 000 ECU threshold below which exemption would be mandatory; 

• a 10 000-35 000 ECU band within which exemption would be optional. 

In addition there would be a threshold of 150 000 ECU below which Member States would 

apply mandatory simplified schemes. 

Despite an almost immediate favourable opinion from the European Parliament
18
 – and also 

"repeated calls for a thorough overhaul of the special schemes applying to small businesses
19
" 

– the proposal remained on Council's table until 1996, when it was withdrawn. The issue now 

features as a "potential future priority" in the Commission's VAT action programme. 

Problems of exempting SMEs 

Relieving SMEs of VAT burdens by exempting them from tax below the chosen threshold 

nevertheless has certain undesirable side-effects. Where the threshold is set at a relatively 

high level, the result can be to give SMEs an unfair competitive advantage over firms obliged 

to register in the normal way. This problem is particularly acute at the margin: that is, in the 

case of competition between firms just below the threshold and those just above. It is for this 

reason that some countries have charged exempt SMEs an "equalisation tax". 

There are also problems at the margin for individual firms: what should happen, for example, 

when an SME's turnover expands? Exemption is usually based on turnover in the preceding 

year; but certain Member States have also set a supplementary threshold for the current year 

which triggers liability to VAT if exceeded.  

When business turnover rises above the threshold, liability to tax can also result in lower 

profitability on the higher turnover. This can be corrected only by applying VAT 

progressively above the margin, as advocated by Parliament in the Friedrich Report. This 

creates, in effect, special reduced rates.  

One other option is to extend to all SMEs the "flat rate" system applied to small farmers 

under Article 25 of the 6
th
 Directive. Under this, the farmer does not need to register for 

VAT. Unlike a normal exempt trader, however, he is able to recover input taxes by charging 

a "flat rate" supplement to customers, which can then be deducted by them as input tax as if it 

were normal VAT.  Various flat-rate schemes of this kind are already applied more generally 

to SMEs in countries with VAT systems.  

 

                                                 
17  COM(86)444 and COM(87)524, OJ C310 of 20.11.1987 

18 Report of the Committee on Economic and Monetary Affairs and Industrial Policy, rapporteur Ingo 

FRIEDRICH (PE 112.096, OJ C190 of 20.7.1987). 
19  COM(2000)348,  final page. 
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How much harmonisation? 

The logic of the Commission's 1987 proposals for the "approximation" of VAT rates was 

that, once frontier controls on the final purchases of goods were abolished, the VAT systems 

of Member States would be brought into direct competition with each other. The 

consequence, it was feared, would be distortion of competition and a "race to the bottom" of 

tax rates. Hence the eventual decision of the Council to agree a 15% minimum standard rate, 

while rejecting at the time – and subsequently – any further rate harmonisation.  

Various subsequent studies on the workings of the Single Market have in fact found that 

generally speaking and subject to a number of specific exceptions, unexpected VAT-

induced distortions of competition or deflections of trade ha[ve] not taken place. The 

reasons for this result are basically twofold. First, non-tax factors very often seem to 

outweigh a possible VAT-induced incentive to cross-border shopping. Secondly, the 

transitional system seeks to ensure, by applying the destination principle in trade 

between taxable persons and by using a number of special taxation regimes (e.g. 

distance selling scheme), that VAT rate disparities are not really exploitable.
20

 

The Commission concluded that there was currently "insufficient evidence" for any major 

changes; but added two observations: 

• the transitional system and special regimes, while limiting the need for harmonisation, in 

themselves obstructed full exploitation of the Single Market; and 

• the situation would be likely to change with the introduction of a "definitive" system 

based on the origin principle. 

The question therefore arises: should some further harmonisation of rates through legislation 

be contemplated? Or can this be safely left to the operation of market forces? 

Examination of VAT-rate tables over time show that considerable convergence of rates was 

already taking place before the Single Market in 1993. This was then sharply accentuated by 

the abolition of luxury rates and the 15% minimum standard rate. Since then, despite the 

formal rejection of a 25% maximum, the standard rate has effectively been "capped" at that 

level, with the average of 19.5% lying just below midway on the 10 percentage point range.  

On the other hand, there is greater variation in the case of rates below the standard. The 

average is around 8%; but the range is between 0 and 17% (assuming zero to be a rate and 

including Finland's transitional rate on some foodstuffs). This lends credence to the 

Commission's assertion that some action may be needed in this area. 

The legal base for this in the Treaty – Article 93 – still requires the Council to "act 

unanimously"; and past experience with draft Directives in the VAT field show that this 

greatly limits the scope for decision-taking. The requirement, however, accurately reflects the 

position of national governments and parliaments: that the ability to set tax rates is an 

essential element of national, and of national parliamentary, sovereignty. 

Most of the problems which have been identified, however, lie not so much in the field of the 

VAT rates themselves as in the application of rates. This opens up the possibility of 

compromise. The "tidying up" of Annexes H and K and of the various categories of 

exemption, could largely be agreed by majority vote (subject, perhaps, to exceptions in the 

case of "vital national interest"). Decisions on rates could continue to be taken as at present.  

                                                 
20 COM(97)559, p.4. 
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Appendix 1: Provisions on VAT rates 

Article 12(3-6) of the 6
th
 Directive 

3 (a) The standard rate of value added tax shall be fixed by each Member State as a 

percentage of the taxable amount and shall be the same for the supply of goods and for 

the supply of services. From 1 January 2001 to 31 December 2005, this percentage may 

not be less than 15 %. 

On a proposal from the Commission and after consulting the European Parliament and the 

Economic and Social Committee, the Council shall decide unanimously on the level of 

the standard rate to be applied after 31 December 2005. 

Member States may also apply either one or two reduced rates. 

These rates shall be fixed as a percentage of the taxable amount, which may not be less 

than 5%, and shall apply only to supplies of the categories of goods and services specified 

in Annex H. 

3 (b) Member States may apply a reduced rate to supplies of natural gas and electricity 

provided that no risk of distortion of competition exists. A Member State intending to 

apply such a rate must, before doing so, inform the Commission. The Commission shall 

give a decision on the existence of a risk of distortion of competition. If the Commission 

has not taken that decision within three months of the receipt of the information a risk of 

distortion of competition is deemed not to exist. 

3 (c) Member States may provide that the reduced rate, or one of the reduced rates, which 

they apply in accordance with the third paragraph of (a) shall also apply to imports of 

works of art, collectors' items and antiques as referred to in Article 26a (A) (a), (b) and 

(c). 

Where they avail themselves of this option, Member States may also apply the reduced 

rate to supplies of works of art, within the meaning of Article 26a (A)(a): 

• effected by their creator or his successors in title, 

• effected on an occasional basis by a taxable person other than a taxable dealer, where 

these works of art have been imported by the taxable person himself or where they 

have been supplied to him by their creator or his successors in title or where they have 

entitled him to full deduction of value-added tax. 

4. Each reduced rate shall be so fixed that the amount of value added tax resulting from the 

application thereof shall be such as in the normal way to permit the deduction therefrom of 

the whole of the value added tax deductible under the provisions of Article 17. 

On the basis of a report from the Commission, the Council shall, starting in 1994, review the 

scope of the reduced rates every two years. 

The Council, acting unanimously on a proposal from the Commission, may decide to alter the 

list of goods and services in Annex H. 

5. Subject to paragraph (c), the rate applicable on the importation of goods shall be that 

applied to the supply of like goods within the territory of the country. 

6. The Portuguese Republic may apply to transactions carried out in the autonomous regions 

of the Azores and Madeira and to direct imports to those regions, reduced rates in comparison 

to those applying on the mainland. 
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Appendix 2: ANNEX H to the 6
th
 Directive 

LIST OF SUPPLIES OF GOODS AND SERVICES WHICH MAY BE SUBJECT TO REDUCED 

RATES OF VAT 

In transposing the categories below which refer to goods into national legislation, Member States may use the 

combined nomenclature to establish the precise coverage of the category concerned. 

Category Description 

1 Foodstuffs (including beverages but excluding alcoholic beverages) for human and animal 

consumption; live animals, seeds, plants and ingredients normally intended for use in preparation 

of foodstuffs; products normally intended to be used to supplement or substitute foodstuffs 

2 Water supplies 

3 Pharmaceutical products of a kind normally used for health care, prevention of diseases and 

treatment for medical and veterinary purposes, including products used for contraception and 

sanitary protection 

4 Medical equipment, aids and other appliances normally intended to alleviate or treat disability, for 

the exclusive personal use of the disabled, including the repair of such goods, and children's car 

seats 

5 Transport of passengers and their accompanying luggage 

6 Supply, including on loan by libraries, of books (including brochures, leaflets and similar printed 

matter, children's picture, drawing or colouring books, music printed or in manuscript, maps and 

hydrographic or similar charts), newspapers and periodicals, other than material wholly or 

substantially devoted to advertising matter 

7 Admissions to shows, theatres, circuses, fairs, amusement parks, concerts, museums, zoos, 

cinemas, exhibitions and similar cultural events and facilities 

Reception of broadcasting services 

8 Services supplied by or royalties due to writers, composers and performing artists 

9 Supply, construction, renovation and alteration of housing provided as part of a social policy 

10 Supplies of goods and services of a kind normally intended for use in agricultural production but 

excluding capital goods such as machinery or buildings 

11 Accommodation provided by hotels and similar establishments including the provision of holiday 

accommodation and the letting of camping sites and caravan parks 

12 Admission to sporting events 

13 Use of sporting facilities 

14 Supply of goods and services by organizations recognized as charities by Member States and 

engaged in welfare or social security work, insofar as these supplies are not exempt under Article 

13 

15 Services supplied by undertakers and cremation services, together with the supply of goods related 

thereto 

16 16 Provision of medical and dental care as well as thermal treatment in so far as these services are 

not exempt under Article 13 

17 Services supplied in connection with street cleaning, refuse collection and waste treatment, other 

than the supply of such services by bodies referred to in Article 4 (5) 
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Table 4: Reduced VAT rates on the categories of goods and services contained in Annex H of the 6
th
. VAT Directive 

0 = zero rate (exemption with refund of tax paid at preceding stage); [ex] = exemption 

Category B DK D EL E F IRL I L NL A PT FIN S UK 

1 Foodstuffs 6 

12 

21 

25 7 

16 

8 4 

7 

5.5 

19.6 

0 

12.5 

20 

4 

10 

3 6 10 5 

12 

17 

17 12 0 

2 Water Supplies 6 25 7 8 7 5.5 [ex] 10 3  6 

19 

10 5 22 25 0 

3 Pharmaceutical Products 6 

21 

25 16 8 

18 

4 5.5 

19.6 

0 10 

20 

3 

15 

19     0 

17.5 

4 Medical equipment     for disabled 

persons 

6 

21 

25 7 8 

18 

4 

16 

5.5 

19.6 

0 10 

20 

 

3 

15 

6 

19 

20 5 

17 

8 25 

0 

0 

5 

17.5 

5 Transport of Passengers 

 (+see n° VI) 

6 

0 

[ex] 

[ex] 

0 

7 

16 

8 7  

5.5 

[ex] [ex] 

10 

[ex] 

3 

19 20 17 22 

[ex] 

25 

[ex] 

0 

6 Books, newspapers, Periodicals 6 

0/6 

0/6 

25 

0/25 

25 

7 

7 

7 

4 

4 

4 

7 5.5/19.6 

2.1/19.6 

2.1/19.6 

0 

12.5 

12.5 

4 

4 

4 

3 

3 

3 

[ex] 

6 

10 5 8 6 

0 

0 

7 Shows, ... 

 Radio and TV 

[ex] 

6 

21 

25 [ex] 

7 

16 

[ex] 

4 

8 

18 

[ex]1 

7 

16 

 

2.1 

5.5 

19.6 

[ex] 

12.5 

20 

4 

10 

20 

3 

15 

[ex] 

6 

6 

6 

10 

10 

10 

5 

5 

5 

8 

0/22 

0/22 

25 

6 

[ex]/25 

0 

0 

0 

8 Writers, 

 composers, ... 

6 

21 

[ex] 

[ex] 7 8 7 5.5 20 [ex] 

20 

3 19 

[ex] 

20 

10 

17 

[ex] 

[ex] 6 17.5 

9 Social housing 6 25 16 

7 

8 4 5.5 

19.6 

12.5 4 

10 

3 

15 

19 20 [ex] 

5 

22 25 

[ex] 

17.5 

0 

10 Agricultural inputs 

 

     

6 

12 

21 

25 7 8 7 5.5 12.5 4 

10 

20 

3 6 20 

10 

5 22 

17 

25 17.5 

11 Hotel accommodation 6 

[ex] 

25 16 8 7  5.5 12.5 10 3 6 10 5 8 12 17.5 

12 Sporting events 

     

6 

[ex] 

[ex] 

25 

16 8 7 

16 

19.6 [ex] 10 

20 

3 

[ex] 

6 20 5 8 

[ex] 

[ex] 

6 

17.5 

13 Use of sporting facilities 

      

6 

[ex] 

[ex] 

25 

[ex] 8 [ex] 

16 

19.6 12.5 20 3 19 

6 

[ex] 

20 

[ex] 

5 8 6 

[ex] 

[ex] 

17.5 

14  Social services, 

      

6 

 

21 

[ex] 

25 7 8 7  19.6 [ex] [ex] 

4 

10 

20 

3 

 

15 

[ex] 

19 0 

 

10 

17 

 

[ex] 

[ex] [ex] 

 

25 

[ex] 

15 Cremation services 6 [ex] 16 8 7 

16 

19.6 20 

[ex] 

20 3 [ex] 20 [ex] [ex] [ex] [ex] 

16 Medical and dental care       6 

     21 

    [ex] 

[ex] 7 

[ex] 

8 7 19.6 

5.5 

[ex] 

20 

[ex] 3 

[ex] 

[ex] 

19 

10 

[ex] 

[ex] 

5 

[ex] 

 

[ex] [ex]  

17 Collection of domestic waste 

and street cleaning... 

     21  25 [ex] 

16 

8 7 19.6 

5.5 

[ex] 

20 

10 3 19 

[ex] 

10 [ex] 

5 

22 25 0 

17.5 

 

(1) supplied by bodies governed by public law or by other organisations recognised as charitable by the Member State concerned. 
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Appendix 3: The reduced rate on labour-intensive services 

Article 28(6) of the 6
th
 Directive 

The Council, acting unanimously on a proposal from the Commission, may authorise any 

Member State to apply for a maximum period of three years between 1 January 2000 and 31 

December 2002
21
 the reduced rates provided for in the third subparagraph of Article 12(3)(a) 

to services listed in as maximum of two of the categories set out in Annex K. In exceptional 

cases a Member State may be authorised to apply the reduced rate to services in three of the 

above- mentioned categories. 

The services concerned must satisfy the following requirements: 

(a) they must be labour-intensive; 

(b) they must be largely provided direct to final consumers; 

(c) they must be mainly local and not likely to create distortions of competition; 

(d) there must be a close link between the lower prices resulting from the rate reduction and 

the foreseeable increase in demand and employment. 

The application of a reduced rate must not prejudice the smooth functioning of the internal 

market. 

Any Member State wishing to introduce the measure provided for in the first subparagraph 

shall inform the Commission before 1 November 1999 and shall provide it before that date 

with all relevant particulars, and in particular the following: 

(a) scope of the measure and detailed description of the services concerned; 

(b) particulars showing that the conditions laid down in the second and third subparagraphs 

have been met; 

(c) particulars showing the budgetary cost of the measure envisaged. 

Those Member States authorised to apply the reduced rate referred to in the first 

subparagraph shall, before 1 October 2002, draw up a detailed report containing an overall 

assessment of the measure's effectiveness in terms notably of job creation and efficiency. 

Before 31 December 2002 the Commission shall forward a global evaluation report to the 

Council and Parliament accompanied, if necessary, by a proposal for appropriate measures 

for a final decision on the VAT rate applicable to labour-intensive services. 

                                                 
21 Now extended to the end of 2003. 
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Table 5: Rates application by Member States to the categories of labour-intensive services contained in Annex K . 

Supplies of services referred to in Article 28(6) B DK D EL E F IRL I L NL A PT  FIN S UK 

1 Small repair services: 

 a) Bicycles 

 b) Shoes 

 c) Clothing and household linen (including mending and alteration) 

 

6 

6 

6 

 

 

25 

25 

25 

 

 

16 

16 

16 

 

18 

18 

8 

 

16 

16 

16 

 

19.6 

19.6 

19.6 

 

12.5 

12.5 

12.5 

 

20 

20 

20 

 

6 

6 

6 

 

6 

6 

6 

 

20 

20 

20 

 

17 

17 

17 

 

22 

22 

22 

 

25 

25 

25 

 

17.5 

17.5 

17.5 

2 Renovation and repair of private dwellings (excluding materials which form a 

significant part of the value of the supply) 

61 25 16 18 72 5.53 12.5 10 15  64 20 5 22 25 55 

3 Window cleaning and cleaning in private households 21 25 16 18 16 5.5 12.5 20 6 19 20 17 22 25 17.5 

4 Domestic care services (e.g. home help and care of the young, elderly, sick or 

disabled). 

21 25 16 8 16 5.5 [ex] 10 

 

15 19 20 5 22 25 17.5 

5 Hairdressing 21 25 16 18 7 19.6 12.5 20 6 6 20 17 22 25 

[ex] 

17.5 

 

______________________________ 

1 
Renovation and repair of private dwellings more than five years' old. 

2 
Masonry work to repair private dwellings. 

3 
Renovation and repairs to private dwellings completed more than two years earlier. 

4 
Painting and plastering for the renovation and repair of private dwellings more than 15 years' old 

5 
Only on the Isle of Man. 
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Appendix 4: Transitional derogations and exceptions 

Article 28(1 - 5) of the 6th Directive 

1. Any provisions brought into force by the Member States under the provisions of the first four 

indents of Article 17 of the second Council Directive of 11 April 1967 shall cease to apply, in each 

Member State, as from the respective dates on which the provisions referred to in the second 

paragraph of Article 1 of this Directive come into force. 

1a. Until a date which may not be later than 30 June 1999, the United Kingdom of Great Britain and 

Northern Ireland may, for imports of works of art, collectors' items or antiques which qualified for an 

exemption on 1 January 1993, apply Article 11 (B)(6) in such a way that the value added tax due on 

importation is, in any event, equal to 2.5%of the amount determined in accordance with Article 11 

(B)(1) to (4). 

2. Notwithstanding Article 12 (3), the following provisions shall apply during the transitional period 

referred to in Article 281. 

(a) Exemptions with refund of the tax paid at the preceding stage and reduced rates lower than the 

minimum rate laid down in Article 12(3) in respect of the reduced rates, which were in force on 1 

January 1991 and which are in accordance with Community law, and satisfy the conditions stated 

in the last indent of Article 17 of the second Council Directive of 11 April 1967, may be 

maintained. Member States shall adopt the measures necessary to ensure the determination of 

own resources relating to these operations. 

In the event that the provisions of this paragraph create for Ireland distortions of competition in 

the supply of energy products for heating and lighting, Ireland may, on specific request, be 

authorized by the Commission to apply a reduced rate to such supplies, in accordance with Article 

12 (3). In that case, Ireland shall submit its request to the Commission together with all necessary 

information. If the Commission has not taken a decision within three months of receiving the 

request, Ireland shall be deemed to be authorized to apply the proposed reduced rates. 

(b) Member States which, at 1 January 1991 in accordance with Community law, applied exemptions 

with refund of tax paid at the preceding stage, or reduced rates lower than the minimum laid 

down in Article 12 (3) in respect of the reduced rates, to goods and services other than those 

specified in Annex H, may apply the reduced rate or one of the two reduced rates provided for in 

Article 12 (3) to any such supplies. 

(c) Member States which under the terms of Article 12 (3) will be obliged to increase their standard 

rate as applied at 1 January 1991 by more than 2%, may apply a reduced rate lower than the 

minimum laid down in Article 12 (3) in respect of the reduced rate to supplies of categories of 

goods and services specified in Annex H. Furthermore, those Member States may apply such a 

rate to restaurant services, children's clothing, children's footwear and housing. Member States 

may not introduce exemptions with refund of the tax at the preceding stage on the basis of this 

paragraph. 

(d) Member States which at 1 January 1991 applied a reduced rate to restaurant services, children's 

clothing, children's footwear and housing, may continue to apply such a rate to such supplies. 

(e) Member States which at 1 January 1991 applied a reduced rate to supplies of goods and services 

other than those specified in Annex H may apply the reduced rate or one of the two reduced rates 

provided for in Article 12 (3) to such supplies, provided that the rate is not lower than 12%. This 

provision may not apply to supplies of second-hand goods, works of art, collectors' items or 

antiques subject to value added tax in accordance with one of the special arrangements provided 

for an Article 26a (B) and (C). 

(f) The Hellenic Republic may apply VAT rates up to 30% lower than the corresponding rates 

applied in mainland Greece in the departments of Lesbos, Chios, Samos, the Dodecanese and the 

Cyclades, and on the following islands in the Aegean: Thasos, Northern Sporades, Samothrace 

and Skiros. 
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(g) On the basis of a report from the Commission, the Council shall, before 31 December 1994, re-

examine the provisions of subparagraph (a) to (f) above in relation to the proper functioning of 

the internal market in particular. In the event of significant distortions of competition arising, the 

Council, acting unanimously on a proposal from the Commission, shall adopt appropriate 

measures. 

(h) Member States which, on 1 January 1993, were availing themselves of the option provided for in 

Article 5(5)(a) as in force on that date, may apply to supplies under a contract to make up work 

the rate applicable to the goods after making up. For the purposes of applying this provision, 

supplies under a contract to make up work shall be deemed to be delivery by a contractor to his 

customer of movable property made or assembled by the contractor from materials or objects 

entrusted to him by the customer for this purpose, whether or not the contractor has provided any 

part of the materials used. 

(i) Member States may apply a reduced rate to supplies of live plants (including bulbs, roots and the 

like, cut flowers and ornamental foliage) and wood for use as firewood. 

(j) the Republic of Austria may apply one of the two reduced rates provided for in the third 

subparagraph of Article 12(3)(a) to the letting of immovable property for residential use, 

provided that the rate is not lower than 10 %. 

(k) the Portuguese Republic may apply one of the two reduced rates provided for in the third 

subparagraph of Article 12(3)(a) to restaurant services, provided that the rate is not lower than 

12%. 

3. During the transitional period referred to in paragraph 4, Member States may: 

(a) continue to subject to tax the transactions exempt under Article 13 or 15 set out in Annex E to 

this Directive; 

(b) continue to exempt the activities set out in Annex F under conditions existing in the Member 

State concerned; 

(c) grant to taxable persons the option for taxation of exempt transactions under the conditions set 

out in Annex G; 

(d) continue to apply provisions derogating from the principle of immediate deduction laid down in 

the first paragraph of Article 18 (2); 

(e) continue to apply measures derogating from the provisions of Articles 6(4) and 11A (3)(c); 

(f) provide that for supplies of buildings and building land purchased for the purpose of resale by a 

taxable person for whom tax on the purchase was not deductible, the taxable amount shall be the 

difference between the selling price and the purchase price; 

(g) by way of derogation from Articles17 (3) and 26 (3), continue to exempt without repayment of 

input tax the services of travel agents referred to in Article 26 (3). This derogation shall also 

apply to travel agents acting in the name and on account of the traveller. 

3a.  Pending a decision by the Council, which, under Article of Directive 89/465/EEC22, is to act on 

the abolition of the transitional derogations provided for in paragraph 3, Spain shall be authorized to 

exempt the transactions referred to in point 2 of Annex F in respect of services rendered by authors 

and the transactions referred to in points 23 and 25 of Annex F. 

4.  The transitional period shall last initially for five years as from 1 January 1978. At the latest six 

months before the end of this period, and subsequently as necessary, the Council shall review the 

situation with regard to the derogations set out in paragraph on the basis of a report from the 

Commission and shall unanimously determine on a proposal from the Commission, whether any or all 

of these derogations shall be abolished. 

5. At the end of the transitional period passenger transport shall be taxed in the country of departure 

for that part of the journey taking place within the Community according to the detailed rules of 

procedure to be laid down by the Council acting unanimously on a proposal from the Commission. 

                                                 
22 OJ No L 226,3.8.1989,p.21. 
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Appendix  5: Exemption 

Article 13 of the 6th Directive: 

A. Exemptions for certain activities in the public interest 

1. Without prejudice to other Community provisions, Member States shall exempt the following under 

conditions which they shall lay down for the purpose of ensuring the correct and straightforward 

application of such exemptions and of preventing any possible evasion, avoidance or abuse: 

(a) the supply by the public postal services of services other than passenger transport and 

telecommunications services, and the supply of goods incidental thereto; 

(b) hospital and medical care and closely related activities undertaken by bodies governed by public 

law or, under social conditions comparable to those applicable to bodies governed by public law, 

by hospitals, centres for medical treatment or diagnosis and other duly recognized establishments 

of a similar nature; 

(c) the provision of medical care in the exercise of the medical and paramedical professions as 

defined by the Member State concerned; 

(d) supplies of human organs, blood and milk; 

(e) services supplied by dental technicians in their professional capacity and dental prostheses 

supplied by dentists and dental technicians; 

(f) services supplied by independent groups of persons whose activities are exempt from or are not 

subject to value added tax, for the purpose of rendering their members the services directly 

necessary for the exercise of their activity, where these groups merely claim from their members 

exact reimbursement of their share of the joint expenses, provided that such exemption is not 

likely to produce distortion of competition; 

(g) the supply of services and of goods closely linked to welfare and social security work, including 

those supplied by old people's homes, by bodies governed by public law or by other organizations 

recognized as charitable by the Member State concerned; 

(h) the supply of services and of goods closely linked to the protection of children and young persons 

by bodies governed by public law or by other organizations recognized as charitable by the 

Member State concerned; 

(i) children's or young people's education, school or university education, vocational training or 

retraining, including the supply of services and of goods closely related thereto, provided by 

bodies governed by public law having such as their aim or by other organizations defined by the 

Member State concerned as having similar objects; 

(j) tuition given privately by teachers and covering school or university education; 

(k) certain supplies of staff by religious or philosophical institutions for the purpose of subparagraphs 

(b), (g), (h) and (i) of this Article and with a view to spiritual welfare; 

(l) supply of services and goods closely linked thereto for the benefit of their members in return for a 

subscription fixed in accordance with their rules by non-profit-making organizations with aims of 

a political, trade union, religious, patriotic, philosophical, philanthropic or civic nature, provided 

that this exemption is not likely to cause distortion of competition; 

(m) certain services closely linked to sport or physical education supplied by non-profit-making 

organizations to persons taking part in sport or physical education; 

(n) certain cultural services and goods closely linked thereto supplied by bodies governed by public 

law or by other cultural bodies recognized by the Member State concerned; 

(o) the supply of services and goods by organizations whose activities are exempt under the 

provisions of subparagraphs (b), (g), (h), (i), (l), (m) and (n) above in connection with fund-

raising events organized exclusively for their own benefit provided that exemption is not likely to 

cause distortion of competition. Member States may introduce any necessary restrictions in 

particular as regards the number of events or the amount of receipts which give entitlement to 

exemption; 



VAT RATES 

PE 331.793 27

(p) the supply of transport services for sick or injured persons in vehicles specially designed for the 

purpose by duly authorized bodies; 

(q) activities of public radio and television bodies other than those of a commercial nature. 

2.(a) Member States may make the granting to bodies other than those governed by public law of each 

exemption provided for in (1) (b), (g), (h), (i), (1), (m) and (n) of this Article subject in each 

individual case to one or more of the following conditions: 

— they shall not systematically aim to make a profit, but any profits nevertheless arising shall not 

be distributed, but shall be assigned to the continuance or improvement of the services supplied, 

— they shall be managed and administered on an essentially voluntary basis by persons who have 

no direct or indirect interest, either themselves or through intermediaries, in the results of the 

activities concerned, 

— they shall charge prices approved by the public authorities or which do not exceed such 

approved prices or, in respect of those services not subject to approval, prices lower than those 

charged for similar services by commercial enterprises subject to value added tax, 

— exemption of the services concerned shall not be likely to create distortions of competition 

such as to place at a disadvantage commercial enterprises liable to value added tax. 

2. (b) The supply of services or goods shall not be granted exemption as provided for in (1) (b), (g), 

(h), (i), (l), (m) and (n) above if: 

— it is not essential to the transactions exempted, 

— its basic purpose is to obtain additional income for the organization by carrying out 

transactions which are in direct competition with those of commercial enterprises liable for value 

added tax. 

B. Other exemptions 

Without prejudice to other Community provisions, Member States shall exempt the following under 

conditions which they shall lay down for the purpose of ensuring the correct and straightforward 

application of the exemptions and of preventing any possible evasion, avoidance or abuse: 

(a) insurance and reinsurance transactions, including related services performed by insurance brokers 

and insurance agents; 

(b) the leasing or letting of immovable property excluding: 

1. the provision of accommodation, as defined in the laws of the Member States, in the hotel 

sector or in sectors with a similar function, including the provision of accommodation in holiday 

camps or on sites developed for use as camping sites; 

2. the letting of premises and sites for parking vehicles; 

3. lettings of permanently installed equipment and machinery; 

4. hire of safes. 

Member States may apply further exclusions to the scope of this exemption; 

(c) supplies of goods used wholly for an activity exempted under this Article or under Article 28 

(3)(b) when these goods have not given rise to the right to deduction, or of goods on the 

acquisition or production of which, by virtue of Article 17 (6), value added tax did not become 

deductible; 

(d) the following transactions: 

1. the granting and the negotiation of credit and the management of credit by the person granting it; 

2. the negotiation of or any dealings in credit guarantees or any other security for money and the 

management of credit guarantees by the person who is granting the credit; 

3. transactions, including negotiation, concerning deposit and current accounts, payments, transfers, 

debts, cheques and other negotiable instruments, but excluding debt collection and factoring; 
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4. transactions, including negotiation, concerning currency, bank notes and coins used as legal 

tender, with the exception of collectors' items; 'collectors' items' shall be taken to mean gold, 

silver or other metal coins or bank notes which are not normally used as legal tender or coins of 

numismatic interest; 

5. Transactions, including negotiation, excluding management and safekeeping, in shares, 

interests in companies or associations, debentures and other securities, excluding: 

— Documents establishing title to goods, 

— the rights or securities referred to in Article 5 (3); 

6. management of special investment funds as defined by Member States; 

(e) the supply at face value of postage stamps valid for use for postal services within the territory of 

the country, fiscal stamps, and other similar stamps; 

(f) betting, lotteries and other forms of gambling, subject to conditions and limitations laid down by 

each Member State; 

(g) the supply of buildings or parts thereof, and of the land on which they stand, other than as 

described in Article 4 (3)(a); 

(h) the supply of land which has not been built on other than building land as described in Article 4 

(3)(b). 

C. Options 

Member States may allow taxpayers a right of option for taxation in cases of: 

(a) letting and leasing of immovable property; 

(b) the transactions covered in B (d) (g) and (h) above. 

Member States may restrict the scope of this right of option and shall fix the details of its use. 

 

ANNEX E: TRANSACTIONS REFERRED TO IN ARTICLE 28(3)(A)
23
 

2. Transactions referred to in Article 13 A (1)(e) 

7. Transactions referred to in Article 13 A (1)(q) 

11. Supplies covered by Article 13 B (g) in so far as they are made by taxable persons who were 

entitled to deduction of input tax on the building concerned 

15. The services of travel agents referred to in Article 26,and those of travel agents acting in the name 

and on account of the traveller, for journeys outside the Community 

ANNEX F: TRANSACTIONS REFERRED TO IN ARTICLE 28(3)(B)
24
 

1. Admission to sporting events 

2. Services supplied by authors, artists, performers, lawyers and other members of the liberal 

professions, other than the medical and paramedical professions, in so far as these are not services 

specified in Annex B to the second Council Directive of 11 April 1967 

5. Telecommunications services supplied by public postal services and supplies of goods incidental 

thereto 

6. Services supplied by undertakers and cremation services, together with goods related thereto 

                                                 
23 Other items in the original Annex E deleted in amending Directives. 

24 Other items in the original Annex F deleted in amending Directives. 
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7. Transactions carried out by blind persons or workshops for the blind provided these exemptions do 

not give rise to significant distortion of competition 

8. The supply of goods and services to official bodies responsible for the construction, setting out and 

maintenance of cemeteries, graves and monuments commemorating war dead 

10. Transactions of hospitals not covered by Article 13 A (1)(b) 

12. The supply of water by public authorities 

16. Supplies of those buildings and land described in Article 4 (3) 

17. Passenger transport 

The transport of goods such as luggage or motor vehicles accompanying passengers and the 

supply of services related to the transport of passengers, shall only be exempted in so far as the 

transport of the passengers themselves is exempt 

23. The supply, modification, repair, maintenance, chartering and hiring of aircraft, including 

equipment incorporated or used therein, used by State institutions 

25. The supply, modification, repair, maintenance, chartering and hiring of warships 

27. The services of travel agents referred to in Article 26,and those of travel agents acting in the name 

and on account of the traveller, for journeys within the Community. 

ANNEX G: RIGHT OF OPTION 

1.The right of option referred to in Article 28 (3)(c) may be granted in the following circumstances: 

(a) in the case of transactions specified in Annex E: Member States which already exempt these 

supplies but also give right of option for taxation, may maintain this right of option 

(b) in the case of transactions specified in Annex F: 

Member States which provisionally maintain the right to exempt such supplies may grant taxable 

persons the right to opt for taxation. 

2. Member States already granting a right of option for taxation not covered by the provisions of 

paragraph 1 above may allow taxpayers exercising it to maintain it until at the latest the end of three 

years from the date the Directive comes into force. 
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Appendix 6: Special scheme for small undertakings 

Article 24 of the 6th Directive 

1. Member States which might encounter difficulties in applying the normal tax scheme to small 

undertakings by reason of their activities or structure shall have the option, under such conditions and 

within such limits as they may set but subject to the consultation provided for in Article 29, of 

applying simplified procedures such as flat-rate schemes for charging and collecting the tax provided 

they do not lead to a reduction thereof. 

2. Until a date to be fixed by the Council acting unanimously on a proposal from the Commission, but 

which shall not be later than that on which the charging of tax on imports and the remission of tax on 

exports in trade between the Member States are abolished: 

(a) Member States which have made use of the option under Article 14 of the second Council 

Directive of 11 April 1967 to introduce exemptions or graduated tax relief may retain them and 

the arrangements for applying them if they conform with the value added tax system. 

Those Member States which apply an exemption from tax to taxable persons whose annual 

turnover is less than the equivalent in national currency of 5 000 European units of account at the 

conversion rate of the day on which this Directive is adopted, may increase this exemption up to 

5 000 European units of account. Member States which apply graduated tax relief may neither 

increase the ceiling of the graduated tax reliefs nor render the conditions for the granting of it 

more favourable; 

(b) Member States which have not made use of this option may grant an exemption from tax to 

taxable persons whose annual turnover is at the maximum equal to the equivalent in national 

currency of 5 000 European units of account at the conversion rate of the day on which this 

Directive is adopted; where appropriate, they may grant graduated tax relief to taxable persons 

whose annual turnover exceeds the ceiling fixed by the Member States for the application of 

exemption; 

(c) Member States which apply an exemption from tax to taxable persons whose annual turnover is 

equal to or higher than the equivalent in national currency of 5 000 European units of account at 

the conversion rate of the day on which this Directive is adopted, may increase it in order to 

maintain its value in real terms. 

3. The concepts of exemption and graduated tax relief shall apply to the supply of goods and services 

by small undertakings. Member States may exclude certain transactions from the arrangements 

provided for in paragraph 2. The provisions of paragraph 2 shall not, in any case, apply to the 

transactions referred to in Article 4 (3). 

4. The turnover which shall serve as a reference for the purposes of applying the provisions of 

paragraph 2 shall consist of the amount, exclusive of value added tax, of goods and services supplied 

as defined in Articles 5 and 6, to the extent that they are taxed, including transactions exempted with 

refund of tax previously paid in accordance with Article 28 (2), and the amount of the transactions 

exempted pursuant to Article 15, the amount of real property transactions, the financial transactions 

referred to in Article 13 B (d), and insurance services, unless these transactions are ancillary 

transactions. 

However, disposals of tangible or intangible capital assets of an undertaking shall not be taken into 

account for the purposes of calculating turnover. 

5. Taxable persons exempt from tax shall not be entitled to deduct tax in accordance with the 

provisions of Article 17, nor to show the tax on their invoices. 

6. Taxable persons eligible for exemption from tax may opt either for the normal value added tax 

scheme or for the simplified procedures referred to in paragraph 1. In this case they shall be entitled to 

any graduated tax relief which may be laid down by national legislation. 
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7. Subject to the application of paragraph 1, taxable persons enjoying graduated relief shall be treated 

as taxable persons subject to the normal value added tax scheme. 

8. At four-yearly intervals, and for the first time on 1 January 1982, and after consultation of the 

Member States, the Commission shall report to the Council on the application of the provisions of this 

Article. It shall as far as may be necessary, and taking into account the need to ensure the long-term 

convergence of national regulations, attach to this report proposals for: 

(a) improvements to be made to the special scheme for small undertakings; 

(b) the adaptation of national systems as regards exemptions and graduated value added tax relief; 

(c) the adaptation of the limit of 5 000 European units of account mentioned in paragraph 2. 

9. The Council will decide at the appropriate time whether the realization of the objective referred to 

in Article 4 of the first Council Directive of 11 April 1967 requires the introduction of a special 

scheme for small undertakings and will, if appropriate, decide on the limits and common 

implementing conditions of this scheme. Until the introduction of such a scheme, Member States may 

retain their own special schemes which they will apply in accordance with the provisions of this 

Article and of subsequent acts of the Council. 
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