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Executive summary

The EU VAT treatment of financial services and insurance is currently under review. A number of options for reform were put 

forward. We consider that the suggested options for the review are not necessarily aligned with studies previously 

undertaken, nor with a number of recent implementations of VAT systems around the world. We suggest taking into 

consideration an alternative option, broadening the tax base alongside certain exceptions for exemption. This could also work

to reinforce the EU’s ambition to become a digital leader in financial services and aligns with the broader tax reform agenda.

Purpose of this paper

A document1 was recently published by the European 
Commission  that provides an update on the ongoing review 
of the VAT treatment of financial and insurance services 
within the EU. Specifically, this document sets out a summary 
of the work undertaken by the external contractor (selected 
to carry out a study to support the review), provides some 
initial conclusions from the study presented to the VAT Expert 
Group (“VEG”) on 11 May 2020, and details the external 
contractor’s attempts to model the options for reform. 

As set forth in the document,2 the review aims to 
determine whether changes could be made to reduce the 
administrative and regulatory cost of VAT in the sector, and 
to reduce distortion of competition within the EU and with 
third countries.

The European Commission document invited members to 
comment on:

• The options for review and their possible impacts;

• Provide further suggestions of avenues to explore; and

• Submit relevant data that might contribute to the 
assessment of the options. 

We have reviewed and considered the document and have set 
out within this paper some initial comments for consideration. 
In this paper, we do not explore the potential social and 
political consequences of the options, knowing other papers 
will address these questions.

1 European Union: European Commission, VAT Expert Group, VEG No 089, VAT treatment of financial services - a reflection on possible options for review, 29 April 2020, taxud.c.1(2020)2654093, available 
at https://circabc.europa.eu/ui/group/cb1eaff7-eedd-413d-ab88-94f761f9773b/library/986a0858-1085-4b79-ac48-8f0ce3a37104/details [accessed 11 August 2020].

2 The same point is also covered by the earlier working document VEG No 082, discussed in the 22nd meeting of the VAT Expert Group. European Union: European Commission, VAT Expert Group, VEG No 
082, Update on the state of play of financial and insurance services and their VAT treatment, 15 March 2019, taxud.c.1(2019)1977291, available at https://circabc.europa.eu/ui/group/cb1eaff7-eedd-
413d-ab88-94f761f9773b/library/6bfde08f-3f64-400a-916a-9ec672bc366b/details [accessed 11 August 2020].
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Background to the options modelled by the contractor

The contractor considered providing an assessment of the impacts of different elements of policy 
which have been grouped in five areas as shown below. 

While the Commission acknowledges that the reform itself 
could be made up of a combination of different elements, the 
Commission has tentatively proposed the following five 
options (see appendix for details of all the references and 
other options considered):

Taxation of financial services at a standard rate + 
optional fixed rate deduction + legislative revision of 
definitions (B3a + E3 +A2)

Taxation of financial services at a reduced rate + 
optional fixed rate deduction + legislative revision of 
definitions (B3b + E3 + A2)

Taxation of investment services at a standard rate + 
mandatory fixed rate deduction + legislative revision of 
definitions (new element + E3 + A2) (please note the 
study mentions E3 here but it should mention E2!)

Taxation of investment services at a reduced rate + 
mandatory fixed rate deduction + legislative revision 
of definitions (new element + E2 + A2)

Cost-sharing arrangements made available to financial 
and insurance service providers + legislative revision 
of definitions (C2 + A2)

1

2

3

4

5

Background to the options 
modelled by the contractor
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1. Comments on the selected options within the review study

When we consider the five proposed options in the context 
of both:

i. the The Mirrlees Review, undertaken by Sir James Mirrlees
in 2011 to set out a package of reforms for the UK system;3

and

ii. the study by the Dutch Central Planning Bureau (CPB) with 
regard to VAT exemptions,4

we consider that the suggested options for the review are not 
necessarily aligned with the studies that have gone before it. 
Both studies indicate that VAT exemptions (including limited 
deduction of input tax) lead to economic distortion, loss of 
prosperity and inefficiencies, but also result in a lower amount 
of tax collected by Governments. There is therefore a risk that 
the suggested options will not achieve the ultimate aim of the 
Commission - to mitigate the distortions that arise in the 
financial services sector as a result of VAT exemptions.

In order to explain why the five proposed options in this study 
appear to be in conflict with the outcome of the previous 
studies, we must consider the constituent elements that make 
up the five combined proposals. If a constituent element (of 
one of the five proposals) is not aligned with the previous two 
studies, it therefore follows that the combined proposal is 
unlikely to also be aligned.

3 J. Mirrlees et al. (eds), Dimensions of Tax Design: The Mirrlees Review, Oxford: Oxford 
University Press for Institute for Fiscal Studies. See also enclosure 1

4 L. Bettendorf and S. Cnossen, Bouwstenen voor een moderne btw, CPB Policy Brief 2014/02. 
See also enclosure 2

9.050 billion GBP
Cost of the FSI VAT exemption in the UK 
(2010-11) according to the Mirrlees Review

In 2010, the effective VAT rate in the 
(exempt) financial services industry in 
the Netherlands was estimated at 
11.1%, higher than the reduced rate 
at the time.

6%

11.1%

19%

Comments on the selected 
options within the review study

1
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1.1 Introduction of a reduced VAT rate

As seen in The Mirrlees Review, it is widely accepted that the economic impact of applying a reduced rate to a good or 
service is not too dissimilar to that of a VAT exemption. 

Taxation of financial services at a reduced 
rate (B3b)

While we accept that the introduction and ongoing application 
of a reduced rate will not be as administratively burdensome 
as an exemption in the financial services sector, this appears 
to be the only benefit. In our experience, reduced rates are 
often introduced as a targeted relief aimed at stimulating the 
economy or generating revenue and beyond this, a reduced 
rate of VAT is likely to lead to a similar level of distortion (as 
the VAT exemptions).

Taxation of investment services at a reduced 
rate (new option)

In addition to the points raised in (a) above relating to a 
similar level of distortion, it is also worth noting that the 
taxation of certain financial services (namely investment 
services in this instance), will not remove a number of issues 
relating to services within the scope of the reduced rate. 
This has created a large number of disputes and case law 
precedent as to the scope of the exemptions currently 
in place. 

Introduction of a reduced 
VAT rate

1.1
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1.2 Fixed rate of deduction, mandatory (E2) or optional (E3)

The rationale for including this element within one of the five combined options that are presented is unclear and the available
working document does not go into much detail on the scope and workings of the suggested fixed rate. 

ii. Similarly, many financial services providers will offer a large 
variety of additional services, such as traditional advisory 
work, a leasing business, and an investment management 
business. While these businesses might be treated as 
having the same rate of deduction under this proposal, the 
input tax incurred by each area as a proportion of the 
recoverable VAT at stake will differ greatly.

iii. Finally, such a proposal could impact the competitiveness 
of EU headquartered groups compared to non-EU groups. 
This is because any “average” recovery rate applied will by 
definition create winners and losers depending on the 
location of their client base. Such a proposal would 
subsidise EU-focused groups at the expense of those 
competing with financial institutions in the US, Asia, and a 
post-Brexit UK.

Optional fixed rate of deduction

Even when introduced as an option, similar arguments apply 
as set out above. Where there is an option available, by 
definition it will introduce intra-EU marketplace distortion, as 
only those groups whose recovery rate is lower than the 
average will take advantage of the simplification.

It is well known that most recent financial institutions have 
sophisticated cost allocation systems in place for management 
and regulatory reporting such and that can, in most cases, be 
used to support the determination of input VAT deduction. 
For many jurisdictions within the EU, the enhancement of 
systems has meant that there has been a real focus on the 
appropriate allocations of costs in order to calculate a fair and 
reasonable VAT deduction. 

This proposal would sit in stark contrast to the recent 
direction of travel and could create the kind of distortion that 
the VAT reforms are aiming to avoid. Below are several 
examples where we are of the view that a mandatory fixed 
rate for deduction would create issues from a deductibility 
perspective:

i. (How would a large financial institution that has many 
different divisions be treated under a mandatory rate? For 
example, many large banks will be split between an 
investment bank (with an equities division and an M&A 
function) and a retail arm (with current accounts and 
lending ). Retail banks often have a far lower recovery than 
the investment bank so a single mandatory rate would 
distort any VAT recovery. On the other hand, introducing 
multiple mandatory rates (e.g. per subsector or division) 
would run contrary to the proposed aim of simplification. 
In any case, these rates and sectors would need to be 
recalibrated as markets develop.

Fixed rate of deduction, 
mandatory (E2) or optional (E3)

1.2
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1.3 Extending the VAT exemption for Cost sharing arrangements (C2)

Within various studies, it has been noted that the application of VAT exemptions leads to distortion, loss of prosperity 
and inefficiencies within a tax system and the wider economy. 

Therefore introducing an additional VAT exemption to the 
financial sector in itself may provide some relief, but will also 
create additional consequences that in our view mean that 
this is not a suitable solution. Historically the CSE led to 
challenges with local implementation and frequent case law 
challenges. Such issues would only be increased if combined 
with the introduction of regulation that makes financial 
services VAT taxable (optional or mandatory) and this would 
compound complexities and distortions as the EU Directive 
already gives Member States the option of implementing VAT 
grouping, and the form of grouping varies widely in those 
States which have introduced it.

Considering that at least one of the five constituent elements 
discussed above are featured in each of the five combined 
options that are suggested in the study, we are of the view 
that the combined options are unlikely to achieve the desired 
result of the review into the VAT treatment of financial 
services. 

Any proposal which is based on a combination of problematic 
elements seems very likely only to increase distortion, 
complexity, and revenue loss for the European economy as 
a whole.

Extending the VAT exemption for 
Cost sharing arrangements (C2)

1.3
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2. A proposed ‘new’ combined option

Based on our view that the elements as set out above do not align with the conclusions reached in previous studies, we 
suggest that certain alternative elements for reform are investigated, possibly through an alternative combined option. 
The interim report of the study performed for the European Commission highlights the difficulties arising from the 
financial services exemptions. 

Remove the exemption for all non-margin based 
financial and insurance services and tax these at a 
standard rate + Maintain current VAT deduction 
methodologies + Provide non-binding guidelines on the 
application of the definitions of remaining exempt 
services (B2a* + E1 + A4)

* Not an option included in the interim report as B2a applies 
to all financial and insurance services

We suggest exploring the option of
removing the exemption for all non-
margin based financial and insurance 
services and taxing these at the 
standard rate, maintaining the current 
VAT deduction methodologies and 
providing guidelines on services that 
remain exempt.

This points to a solution to remove as far as possible the 
exemption for all financial and insurance services. An option 
to tax could lead to cherry picking by market participants. 
This will not only potentially lead to a much lower tax income 
for Governments, but also to various economic distortions and 
inefficiencies. The study also points out that providing more 
uniform guidance with regard to the limited VAT exemptions 
that may remain in place by redefining the definitions for the 
VAT exemption would provide a solution for the economic 
distortions that occur on a Member State level, but also when 
financial services companies are competing on an 
international level.

We therefore suggest including the following combined option 
for consideration in the ongoing review:

A proposed ‘new’ 
combined option

2

In setting out the additional combined option above, we have 
only considered the elements within each of the areas of 
intervention and have not gone beyond these combinations. 
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3. Additional considerations to factor into the review

In a number of VAT systems (such as the Gulf Cooperation Council States, New Zealand and South Africa), fee-based financial 
services are generally considered to be taxable. Where the value of consideration can clearly be determined, VAT becomes 
chargeable. As such, a financial services based exemption is only be applied to margin based services (e.g. products which offer a 
spread as a return on investment or interest income). 

This approach is in line with the generally accepted design 
principle of a broad-based tax with limited exemptions and 
developing practice to treat financial services as taxable. 

This approach acknowledges the complex nature of financial 
services meaning that for certain financial services, 
determining an appropriate method of taxation would be too 
administratively burdensome and therefore where this is the 
case,  an exception is made for some services that are treated 
as VAT exempt. Such an approach limits the disadvantages of 
VAT exemptions generally.

If we are to consider this approach in the wider context of the 
indirect tax treatment of financial services outside the EU, 
another example is the treatment of certain insurance 
products. In this instance, general insurance products and 
insurance brokerage are often considered taxable, while an 
exception to this default position is that life insurance 
premiums fall within the exemption. 

Should the Commission wish to reduce the administrative burden while ensuring that 
disruption and distortion do not materially impact the financial services sector, an obvious 
solution would be to consider the implementation of a regime similar to that currently in 
operation in the Gulf Cooperation Council States, New Zealand and South Africa. This 
would result in fee-based products being treated as taxable as a default position, and 
certain exceptions being treated as exempt. 

While in theory this approach would provide a straightforward solution, there are of 
course some practical aspects that would need to be considered as part of any proposal. 
As indicated above, technology has made it easier for taxpayers to report and manage 
supplies of financial services, however for a number of businesses the quality of data 
produced by the systems in respect of both invoicing and reporting could.

Additional considerations 
to factor into the review

3
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4. Conclusions and next steps

Various independent studies carried out by Governments in the EU conclude that VAT exemptions for financial services and 
insurance and the related irrecoverable VAT as currently implemented has various serious downsides. 

It is yet to be determined whether any of the options under 
consideration as part of the ongoing study and review will 
resolve the downsides identified in the most effective 
manner. In our view, there is merit in further investigating the 
extent to which some form of default taxability for financial 
services can be introduced alongside certain exceptions for 
exemption. Given the practical challenges associated with this 
approach (relating to systems, reporting and invoicing), this 
could also work to reinforce the EU’s ambition to become a 
digital leader in financial services. 

We would therefore welcome any proposal to broaden the 
review of policy options beyond the constituent elements that 
make up the current study.

The suggested approach also aligns with the broader tax 
reform agenda and tax reform currently being considered in 
context of the COVID-19 crisis.

Conclusions and 
next steps

4
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Table 1. Dimensions of Tax Design – The Mirrlees review
Estimated revenue cost of zero-rating reduced rating and exempting goods and services 2010-11 

Zero rated: Estimated cost (£m)

Food 14,250

Construction of new dwellings* 5,400

Domestic passanger transport 3,250

International passanger transport* 150

Books, newspapers and magazines 1,600

Children’s clothing 1,300

Water and sewerage services 1,700

Drugs and supplies on prescription 1,850

Supplies to charitties 200

Certain ships and aircraft 550

Vehicles and other supplies to people with disabilities 450

Reduced rated: Estimated cost (£m)

Domestic fuel and power 4,250

Women’s sanitary products 50

Energy-saving materials 50

Residential conversions and renovations 200

Exempt: Estimated cost (£m)

Rent on domestic dwellings* 4,850

Supplies of commercial property* 350

Education* 1,150

Health services* 1,500

Postal services* 200

Burial and cremation 150

Finance and insurance* 9,050

Betting, gaming and lottery duties* 1,150

Business below registration threshold* 1,650*Figures for these categories are subject to a wide margins of error.

Source J. Mirrlees et al. (eds), Dimensions of Tax Design: The Mirrlees Review, Oxford: Oxford University Press for Institute for Fiscal Studies. (Adapted) 

Enclosures
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Table 2. VAT tax base (and effective VAT rate) in 2010

Consumption categories Tax base modern VAT Current VAT revenue

Amount (€m) % Total Amount (€m) Effective VAT rate (%)

A. Household consumption 334,1 85,0 35,8 10,7

Standard rate (19%) 102,6 26,1 19,5 19,0

Reduced rate (6%) 62,5 15,9 3,7 6,0

Exempt sectors 168,9 43,0 12,5 7,4

Health care and wellbeing 61,7 15,7 2,6 4,2

Rents 44,3 11,3

Lease/supply real estate 5,5

Education (incl. salaries) 30 7,6 1,1 3,5

Financial services and insurance 20,5 5,2 2,3 11,1

Sport, recreation and lotteries 2,3 0,6 0,3 10,8

Other supplies of goods and services 10 2,5 0,9 8,9

B. Government consumption (excl. education) 58,9 15,0 5,9 10,0

C. Total consumptive expenditure 392,9 100,0 41,6 10,6

Source L. Bettendorf and S. Cnossen, Bouwstenen voor een moderne btw, CPB Policy Brief 2014/02. (Translated and adapted)

Enclosures
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Appendix – Options for reform proposed by European Commission

The paper of the European Commission indicates the following areas for reform:

Areas of intervention Elements of Policy Options Analysis

A. Service definitions

A1. Status quo

A2. Legislative revision of definitions

A3. Introduce definitions for innovative services

A4. Provide non-binding guidelines on the application of the current definitions

Targeted

B. Removal of the exemption

B1. Status quo

B2. Remove exemption for all financial and insurance services

B2a. Standard rate

B2b. Reduced rate

B3. Remove exemption for all financial services

B3a. Standard rate

B3b. Reduced rate

Systematic

C. Cost-Sharing Arrangements
C1. Status quo (including full implementation of the CJEU judgments)

C2. Introduce CSAs for providers of financial and insurance services
Likely targeted

D. Option to Tax
D1. Status quo

D2. Obligation for Member States to introduce the option to tax
Unclear

E. Fixed rate of deduction

E1. Status quo

E2. Mandatory fixed rate of deduction

E3. Optional fixed rate of deduction

Targeted

Appendix
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