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Background

This proposal is the first attempt by the Commission to update and bring into line with 
economic realities a piece of legislation that has remained virtually unchanged for the last 
three decades. Since 1977, most financial services, including insurances and investment fund 
management, have been exempt from VAT. Although the precise reasons for the exemption 
were never clearly spelled out,1 the main one seems to be the technical complexity inherent in 
taxing financial services. As a counterpart of this exemption, input VAT generated in order to 
provide the exempted services cannot be recovered and becomes therefore non-recoverable, 
embedded or “hidden VAT”.

At the time of adoption of the original legislation (1977), financial and insurance institutions 
managed most of their own back office and support activities locally. Institutional structures 
were nationally based, focusing mainly on supplying domestic markets. This landscape has 
changed dramatically since then. The main features of this evolution are a trend towards 
cross-border consolidation within the Community and the growth in outsourcing. This 
developments are the consequence not only of market globalisation but above all the result of 
the successful implementation of the Financial Services Action Plan (FSAP) that brought 
about the dismantling of obstacles to integration whilst strongly encouraging consolidation. 
The evolution of the industries since 1977, together with changes in the legal and regulatory 
environment, has increased exposure to non-recoverable tax. For the financial sector, 
increased tax charges absorb the first benefits resulting from efficiency gains from cross-
border consolidation and outsourcing. This raises concerns about the consistency with FSAP 
objectives of allowing "hidden VAT" to exist within the internal market.

The legislation that the Commission proposes to modernise is not only obsolete but it has also 
become more and more unclear. This creates legal uncertainty. The European Court of Justice 
(ECJ) has been frequently requested to intervene in order to clarify the interpretation and the 
application of a legislation that is no longer adapted to an economic context that had not been 
contemplated when it was originally drafted. The question arises --to put it in the 
Commission’s words-- whether, because of legislative neglect, “the ECJ has been forced to 
make judgements to determine tax policy”.

Furthermore, deduction rates decided by the Member States within the discretion permitted by 
the current legislation are not in line with the principle of neutrality. To illustrate the disparity 
between Member States, the International Bureau for Fiscal Documentation carried out a 
survey on the methods of deduction of input VAT applied by the Member States, showing 
that recovery rates varied from 0% to 74%, notwithstanding the fact that the VAT Directive 
seems to foresee a certain degree of harmonisation. In order to prepare the impact assessment, 
Member States were requested to provide figures on the value of actual VAT receipts, which 
can be attributable to non-recoverable VAT borne by financial and insurance companies as 
well as on the value of VAT foregone though exempting those services. Apparently, less than 
half of the Member States responded to this request.

                                               
1 These consisted mainly in the impossibility of establishing taxable amounts and the amounts of deductible 
VAT without generating unacceptable administrative charges and without creating legal and accounting 
complexity both for economic operators and Member States' fiscal authorities.
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In June 2006, the Commission launched a public consultation and commissioned a study from 
PwC. Both the consultation and the study showed that the EU financial institutions suffer 
significantly more from embedded, non-recoverable VAT than their equivalents in the US or 
Japan. It also showed that high rates of non-recoverable VAT have an impact on corporate 
structures (subsidiaries model versus branches model).

Objectives

In order to address the concerns raised above, the Commission proposes to reform the VAT 
legislation with a view to achieve the following objectives:

1. increase legal certainty for all concerned, from the business sector to national tax 
administrations and thereby reduce their administrative burden in achieving fiscal 
compliance, whilst creating budgetary security for Member States;

2. ensure a more consistent application of the tax and deliver a level playing field in the 
internal market, by eliminating the competitive distortions that are attributable to the 
current VAT regime for the financial services;

3. allow operators to manage better the impact of non-deductible VAT on their activities;

4. more generally, to promote the principle of tax neutrality that is one of the foundations 
of the EU VAT system. 

Measures

The three main measures proposed to achieve these objectives are the following:

1. Modernisation of the definition of exempt financial and insurance services. The proposal 
redefines the scope of the exempt services to ensure that the exemption better reflects the 
complexity and diversity of a sector that has dramatically evolved since 1977, when financial 
and insurance services were predominantly supplied at purely local level. The proposal also 
aims at ensuring the consistence with the ECJ and it avoids widening the scope of services.

2. Possibility for taxable persons to opt for taxation in respect of their financial and insurance 
services, as newly defined in the Commission’s proposal. Such an option to tax already exists 
in the VAT Directive with regard to financial services only, 1 but is currently at the discretion 
of Member States and not widely used.2 Its limited availability today is, according to the 
Commission, potentially distortive. The Commission has opted in its proposal for a very 
general wording of this right to opt, giving Member States full flexibility to specify the rules 
under which taxable persons may benefit from this right. Hence, Member States may decide 
the scope of the option (i.e. whether it applies to certain fee-based services only, etc.). 

                                               
1 The current VAT directive provides that Member States may allow taxable persons a right of option for 
taxation in respect of financial services; the Commission’s proposal provides that Member States shall allow
taxable persons that right. 
2 Currently, Belgium, Estonia, France, Germany and Lithuania have allowed taxable persons this right of option.
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Although the proposal indicates that the Council shall adopt the implementing measures, it 
nevertheless confirms that, in the absence of a Council’s implementing act, the Member States 
shall specify these rules.

3. Introduction of an industry specific exemption from VAT on cost sharing arrangements. 
This will enable companies to pool their operations and to share costs between the group 
members without creating additional non-recoverable VAT, also in a cross-border context.

Preliminary Comments

Clearly, there is a tension between two objectives:

 the objective eliminate the distortive effects of the exemption for financial insurance 
services and

 the objective to secure tax revenue.

The Commission examined alternative means of reducing "hidden VAT" whilst ensuring 
budgetary security for Member States. The Commission concluded that options such as zero 
rating, cross-border grouping and a uniform (fixed) threshold for input VAT deductibility 
were at odds with the principle of VAT neutrality within the common market. The option 
proposed by the Commission involves giving the economic operators the option for taxation 
and cooperating on a cost-sharing basis which excludes the effect of input VAT in the costs. 
Currently, Member States are given an option to provide their businesses with an option to be 
taxed. This regime dates from a time where financial services were predominantly supplied at 
local level. After the implementation of the FSAP and the creation of a single market for 
financial and insurance services, it is no longer possible to defend an unequal tretament of 
operators across Member States.

The proposed measures can be assessed from the point of view of businesses, tax 
administrations and consumers.

From the point of view of businesses: As shown by the Commission’s analysis, the generation 
of non-recoverable input VAT has become an important factor in the decision-making process 
on where and how an operator supplies financial or insurance services. The Lisbon strategy 
recognises the benefits of financial integration in contributing to Europe's future growth in 
prosperity and employment. VAT should not generate unnecessary obstacles to the 
achievement of agreed public policy objective.

From the point of view of tax administrations: The legislator has to bear in mind that any 
change that increases the level of deductibility will, in the absence of compensating measures, 
result in a reduction in VAT receipts for Member States. Moreover, depending on whether 
cross-sharing arrangements replace in-house activities or outsourced activities, there will 
either a neutral effect or a revenue cost for national tax administrations.

From the point of view of consumers: It is not clear to which extent the benefits in terms of 
efficiency and cost reduction will be passed on to customers. The example of Belgium’s 
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special VAT arrangement for payment services, to which the Commission repeatedly refers, 
does not guarantee that this saving will be passed on to business customers in the form of 
reduced costs in all cases and circumstances. As the impact assessment correctly warns about, 
there is always a risk that commercial constraints will spread the cost saving unevenly across 
the entire client base with business customers still carrying a part of the cost of non-deductible 
VAT.

Following a preliminary assessment of this proposal, the rapporteur is of the opinion that:

1. The scope of the proposal can be welcomed as positive, especially since it creates 
more legal certainty. The rapporteur agrees that the lack of legal certainty and of clear 
definitions generate important transaction costs both for industries and tax 
administrations, and indirectly for consumers. There is indeed a need for clarity.

2. The new definitions proposed by the Commission are useful and long-awaited in order 
to catch up with economic realities. Minor adjustments could be proposed.1 The 
industry specific exemption on cost sharing arrangements is also a positive 
development, even though one has to examine whether further changes could be 
proposed.

3. Consistency of the definitions with the FSAP must be ensured. However, and because 
of the need for a strict interpretation of the VAT exemptions, the new definitions 
should, where appropriate, be narrower than those provided for by the internal market 
rules. However, since the respective aims of internal market rules and VAT rules are 
different (i.e. shareholder and investor protection versus revenue collecting), the 
rapporteur agrees that it is not possible to have identical definitions.

4. There is a need to examine thoroughly and with prudence the effect that the 
widespread option to tax financial services and insurance will have on the final prices 
to consumers, particularly bearing in mind the limited experience with the use of the 
option and the absence of reliable figures allowing to assess the impact in an accurate 
manner. The facilitation of procedures for businesses should not come at the cost of 
increased prices for consumers. This concern is all the more important with regard to 
the inclusion of the insurance sector within the scope of the special VAT exemption 
regime, particularly in those countries where insurance premium taxes exist. Options 
could be examined to insert a provision in the Directive that prevents any double 
taxation to arise under the new legislation. Furthermore, social-purpose insurance 
classes, such as life, health, and disability, could benefit form a favourable VAT 
treatment vis-à-vis consumers.

5. Too many crucial details are left for the Member States as regards the scope of the 
option (e.g. whether it applies to certain fee-based services only, etc.). Hence, the 
overall outcome will depend on the precise details of the implementing measures. As 
indicated above, although the proposal indicates that the Council shall adopt the 

                                               
1 The “definitions” are laid down in a regulation that is to be adopted without the consultation of the European 
Parliament. Although formally speaking the European Parliament's opinion is not requested, nothing prevents the 
Parliament from proposing amendments, where appropriate, to these definitions.
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implementing measures, it nevertheless confirms that, in the absence of the Council’s 
measures, the Member States shall specify these rules. The proposal should include 
safeguards to avoid market fragmentation as a result of Member States disagreement 
on how to implement the right to opt for the exemption. The question arises whether 
more detail could be provided, either in the form of additional recitals stating 
principles or in the form of new provisions, along the following lines:

 the right to opt for taxation should be simple to apply; it should not create higher 
potential for fraud or evasion;

 the right to opt for taxation should either be irreversible or at least binding for a 
longer period, thereby limiting the scope for abuse and unnecessary costs;

 the right to opt for taxation should be exercised in a way that: (i) covers the entire 
business activities of the taxable person; (ii) allows to identify without any doubt , 
that taxable services are supplied;

 additional VAT joint liability of the supplier should be considered for the case 
where he fails to comply with invoicing and reporting obligations.

6. As the Commission’s impact assessment shows, a side effect of cross-border 
consolidation is that the tax revenue generated by VAT on inputs will mainly accrue in 
the Member State where the service is created by the service-provider as opposed to 
the Member State where the consumer (business or private) of the service is 
established. Are there any safeguards that could avoid too an imbalanced re-
distribution of tax revenue generation? Given the lack of reliable information on the 
impact of the proposed measures, an obligation to analyse how the measures have 
worked together with an obligation to report to the Council and the Parliament could 
be inserted in the legislative text.
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