FILE NUMBER

2 Sk ’ / W R 1 D a7 —
i Lol 61 //vﬁ; / O Tl 8 e

/

-~
4

,7?_._

FOR DISPOSAL ADVICE SEE INSIDE COVER

DISPOSAL DIRECTIONS SIGNATURE DATE
DESTROY AFTER  YEARS
PRESERVE
m |
= =
m m
= i
(N ﬁ e
X o
e
N }
3 s
(A i
S
: B
\
m
2
o
\ =
' N
N
D
\\\
4
\f.;)
%
i XN




RESTRICTED
176062
MDHIAN 4748
/
RESTRICTED /
FM UKREP BRUSSELS
TO IMMEDIATE FCO \/
TELNO 203

OF 221840z JAN 88
INFO: ROUTINE EC. POSTS

FRAME ECONOMIC

INDIRECT TAX APPROXIMATION: VAT CLEARING SYSTEM
MEETING OF FINANCIAL QUESTIONS GROUP ON 21/22 JANUARY 1988
SUMMARY.

1. ALL MEMBER STATES EXPRESS CONSIDERABLE DOUBTS ABOUT OPERATION
AND EFFECT OF MAJOR ELEMENTS OF THE VAT CLEARING SYSTEM. UK ABLE TO
TUCK IN BEHIND THE CRITICISMS OF OTHER DELEGATIONS. COMMISSION
ARGUES THAT NATIONAL VAT SYSTEMS WORK ADEQUATELY ON BASIS OF
TRADERS' TAX RETURNS, SO NO REASON IN PRINCIPLE WHY CLEARING SYSTEM
SHOULD NOT DO THE SAME. SEVERAL AREAS NOT DISCUSSED AND FURTHER
MEETING LIKELY BEFORE REPORT IS PREPARED FOR COREPER

DETALIL.

2. COMMISSION EXPLAINED THAT THE CLEARING SYSTEM (CS), WHICH IS
DESIGNED TO ENSURE THAT TAX CHARGED ON GOODS AND SERVICES UNDER THE
PROPOSED ORIGIN BASED SYSTEM ACRUES TO THE MEMBER STATES WHERE THEY
ARE CONSUMED,., WAS AN ESSENTIAL ELEMENT OF THE FISCAL APPROXIMATION
PACKAGE. WHICH ITSELF WAS DIRECTLY BASED ON THE REQUIREMENTS OF THE
SINGLE EUROPEAN ACT TO CREATE AN INTERNAL MARKET WITHOUT INTERNAL
BARRIERS. THE LATEST OUTLINE PROPOSALS (DOCUMENT 8202/87) TOOK
ACCOUNT OF THE WORK DONE BY THE HIGH LEVEL GROUP IN 1986. AND IN
PARTICULAR OF THE CRITICISMS MADE BY THE UK AT THAT TIME. EUROPEAN
BUSINESS ASSOCIATIONS (COMPROS) HAD WELCOMED THE SYSTEM AS PART OF
THE +ABOLI-FTON=0F= FISCAL  FRONTTERS.

3. IN OPENING REMARKS, PORTUGAL. TIRELAND AND GREECE REGRETTED
THAT THE INTERNAL MARKET ASPECTS OF THE SEA SEEMED TO BE TAKING
PRECEDENCE OVER OTHER EQUALLY IMPORTANT OBJECTIVES (PRESUMABLY A
REFERENCE TO COHESION) WHILE DENMARK TRIED, UNSUCCESSFULLY. TO
SCUPPER DISCUSSIONS BY GOING BACK OVER THE GROUND CONSIDERED BY THE
HIGH LEVEL GROUP, AND SUGGESTING CONSIDERATION OF ALTERNATIVE
APPROACHES E.G. THE ZERO RATE NOTIFICATION SYSTEM AND MORE
COMPUTERISATION. THE NETHERLANDS WERE POSITIVELY INCLINED, BUT WERE
WORRIED ABOUT POSSIBILITIES OF FRAUD AND FAILURE BY TRADERS TO GIVE
RELIABLE INFORMATION ON TAX RETURNS. FRANCE PROFESSED TO BE KEEN ON
FISCAL HARMONISATION BUT HAD DISCOVERED DIFFICULTIES IN THE CS
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CAUSED BY THE TREATMENT OF EXEMPT TRADERS. EXCHAMNGE RATE
FLUCTUATIONS. RELIABILITY OF INFORMATION AND FRAUD. SPAIN WAS
WORRIED BY "“THE COMPLEXITIES -OF THE "SYSTEM AND PROBIEMS 'OF CONTROL
WHILE ITALY FELT THAT MEMBER STATES' DIFFERING VAT ACCOUNTING
REQUIREMENTS , E:G. PERIODICELTY OF. TAX RETURNS:: COULDEPRESENT
PROBLEMS.

4. ALL DELEGATIONS AND THE COMMISSION ACCEPTED THE UK'S APPROACH
THAT THE -FEASIBILITY OF THE CS HAD 1O BE JUDGED IN RELATION TO THE
FOLLOWING CRITERIA"

(@D THE RIGHT MONEY MUST ACCRUE TO THE RIGHT MEMBER STATE AT
THE=RIGHT TIME:

CI.I) IT SHOULD BE FULLY AUDITABLE TO SATISFY TAX AUTHORITIES
ACCOUNTABILITY TO MATIONAL PARLIAMENTS:

(III) IT SHOULD BE ADMINISTRATIVELY PRACTICABLE (I.E. NOT IMPOSE
UNACCEPTABLE BURDENS ON TAX ADMINISTRATIONS OR TRADERS):

(IVv) IT SHOULD GIVE A REASONABLE GUARANTEE THAT TAXES ARE NOT
EVADED.

SEORE. Ok THE 5CS..

5. THE COMMISSION CONFIRMED THAT INTRA COMMUNITY SUPPLIES OF
SERVICES WOULD BE TAXED IN THE MEMBER STATE WHERE THE SUPPLIER WAS
ESTABLISHED (THE SAME RULE 'AS FOR GOODS) BUT THAT ‘THEY: WERE STILL
CONSIDERING HOW TO DEAL WITH TRANSPORT OF PERSONS WHEN THE JOURNEY
PASSED THROUGH SEVERAL MEMBER STATES. IN PRINCIPLE TAX WOULD BE
CHARGED IN THE MEMBER STATE OF DEPARTURE.

6. SUPPLIES BY EXEMPT TRADERS (E.G. BANKS INSURANCE COMPANIES AND
PUBLIC AUTHORITIES) WOULD NOT ENTER INTO THE CS, BUT TAX ON SUPPLIES
TO SUCH BODIES WOULD BE PAID OVER TO THE CENTRAL ACCOUNT. AND WOULD
PRODUCE A SURPLUS IN IT (SINCE NO EQUIVALENT INPUT TAX WOULD HAVE
BEEN DEDUCTED). MORE CONSIDERATION WAS NEEDED ABOUT HOW TO
DISTRIBUTE THIS SURPLUS, BUT THE COMMISSION HAD IN MIND EITHER A
DISTRIBUTION KEY OR FINDING THE RELATIVE IMPORTANCE OF THE EXEMPT
SECTOR IN EACH MEMBER STATE ON THE BASIS OF MACRO ECONOMIC FIGURES
FRANCE SUGGESTED THAT IF THIS RESEARCH FAILED THEN EXEMPT TRADERS
MIGHT HAVE TO MAKE TAX DECLARATIONS. UK AND BELGIUM OPPOSED THIS
IDEA BECAUSE OF THE ADDITIONAL BURDEN IT WOULD PLACE ON TRADERS BUT
LUXEMBOURG FELT IT WAS ESSENTIAL TO ENSURE THAT TAX ACCRUED TO THE
MEMBER STATE OF CONSUMPTION BECAUSE THE FINANCIAL SECTOR WAS VERY
IMPORTANT TO THE LUXEMBOURG ECONOMY WHERE A LOT OF INPUT TAX COULD
NOT BE RECLAIMED.

7. A LONG DISCUSSION OF THE COMMISSION'S PROPOSAL TO EXCLUDE
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RETAIL SALES FROM THE CS, BUT TO INCLUDE MAIL ORDER SALES, PRODUCED
NO CLEAR CUT CONCLUSION. MOST MEMBER STATES ACCEPTED THAT SINCE TAX
REVENUE SHOULD REACH THE MEMBER STATE OF CONSUMPTION 1IN PRINCIPLE
EVEN TAX CHARGED BY RETAILERS TO PRIVATE INDIVIDUALS RESIDENT IN
ANOTHER MEMBER STATE SHOULD FIGURE IN THE CS. BUT THIS WOULD INVOLVE
RETAILERS IN THE ALMOST IMPOSSIBLE TASK OF DISTINGUISHING BETWEEN
CUSTOMERS. MAIL ORDER SALES COULD EASILY ENTER THE SYSTEM BECASUE
THE DESTINATION OF SUPPLIES WAS READILY APPARENT. BUT MORE THOUGHT
WAS NEEDED ABOUT THE DEFINITION AND TREATMENT OF RETAIL SALES
(ESSENTIALLY TO INDIVIDUALS, BUT ALSO POSSIBLY TO PEOPLE ACTING ON
BUSINESS).

8 BELGIUM FEARED A HUGE LOSS OF REVENUE IF SALES TO PRIVATE
INDIVIDUALS WERE EXCLUDED AND A DIFFERENCE PERMITTED OF UP TO 6
PERCENTAGE POINTS IN THE VAT RATES BETWEEN MEMBER STATES. THEY
SUGGFSTED THAT RETAIL SALES SHOULD BE EXCLUDED FROM THE CS ONLY
WHERE IT WAS DIFFICULT TO IDENTIFY THE PLACE OF RESIDENCE OF THE
CUSTOMER. PORTUGAL. LUXEMBOURG THE NETHERLANDS AND. TO A LESSER
EXTENT. FRANCE HAD SOME SYMPATHY FOR THE BELGIAN POSITION, BUT THE
GENERAL FEELING WAS THAT SALES TO PRIVATE INDIVIDUALS WOULD HAVE TO
BE EXCLUDED FROM THE CS BECAUSE OF TECHNICAL PROBLEMS, BUT MORE
REFLECTION WAS NEEDED. THE COMMISSION FELT THE PROBLEM WAS
RELATIVELY SMALL, SINCE ABOUT 95 PERCENT OF ALL CROSS BORDER
TRANSACTIONS WERE BETWEEN TRADERS.

CONTROL PROBLEMS AND FRAUD.

9. THE COMMISSION ARGUED THAT NO NEW TYPES OF FRAUD WOULD BE
PRODUCED BY THE CS, ALTHOUGH EXISTING FRAUDS WOULD BECOME WORSE.
EXTENDED MUTUAL ASSISTANCE PROVISIONS WOULD BE NEEDED TO COMBAT
THIS BUT THE SELF-POLICING NATURE OF THE VAT SYSTEM WOULD WORK
EQUALLY WELL ON A COMMUNITY BASIS AS ON A NATIONAL BASIS. FRAUD WAS
NOT THE RESULT OF THE CS, BUT THE RESULT OF ABOLISHING FISCAL
FRONTIERS.

10. DELEGATIONS WERE NOT CONVINCED. IT WOULD BE MUCH MORE
DIFFICULT TO DISCOVER FALSE INVOICES, INFLATED INPUT TAX CLAIMS.
SUPPRESSED SALES ETC WHERE TRADERS IN DIFFERENT MEMBER STATES WERE
INVOLVED. ALL DELEGATIONS DOUBTED WHETHER THE GLOBAL TOTALS OF
QUTPUT TAX AND INPUT TAX RELATING TO TRANSACTIONS WITH OTHER MEMBER
STATES (WHICH WOULD BE PROVIDED BY TRADERS ON THEIR TAX RETURNS)
WOULD BE ADEQUATE TO IDENTIFY POTENTIAL FRAUDS AND TO SHOW WHERE
THEY WERE TAKING PLACE, IT MIGHT BE NECESSARY TO ASK FOR FURTHER
DOCUMENTS TO ACCOMPANY THE TAX RETURNS OR TO RELY ON STATISTICAL
METHODS FOR IDENTIFYING PROBLEMS.

PAGE 3
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11. LUXEMBOURG, FRANCE AND THE UK FELT THAT THE COSTS OF ANY NEW
CONTROL MEASURES, AND THE BURDENS PLACED ON TRADERS AND TAX
ADMINISTRATIONS . WOULD HAVE TO BE CAREFULLY EVALUATED. NO FINAL VIEW
COULD BE TAKEN ON THE CS UNTIL IT WAS CLEAR 'HOW ALL THE ELEMENTS
WOULD FUNCTION, AND WHETHER THE COST OF MAKING THE SYSTEM FUNCTION
WAS WORTH IT. THE COMMISSION ARGUED THAT THE NET TRANSFER OF REVENUE
INVOLVED WAS ONLY ABOUT 2 PERCENT OF THE TOTAL VAT REVENUE IN THE
COMMUNITY, SO CONTROL AND FRAUD PROBLEMS SHOULD NOT BE EXAGGERATED
BUT DELEGATIONS POINTED OUT THAT THE GROSS AMOUNTS DECLARED FOR THE
CS WOULD BE VERY SUBSTANTIAL. THE PRESIDENCY SUGGESTED THAT WORKING
PARTY NO 1 SHOULD EXAMINE, AS A SEPARATE MATTER, WHAT STEPS COULD BE
TAKEN TO COMBAT FRAUD. THE COMMISSION WAS NON-COMMITAL  BUT
COMPLAINED THAT DELEGATIONS WERE SIMPLY AVOIDING GIVING THEIR VIEWS
ON THE PRINCIPLES OF THE CS. UNLESS THE COMMISSION SAW THAT THE
BROAD IDEA OF THE CS WAS ACCEPTABLE IT WAS NOT WORTH DOING LARGE
AMOUNTS OF DETAILED WORK.

CASH ‘FL.OW EEFECTS,

12. UK, FRANCE. GREECE, IRELAND AND PORTUGAL ASKED FOR FURTHER
STUDY OF THE ADVERSE EFFECTS ON THE REVENUE OF NET IMPORTING MEMBER
STATES AS A RESULT OF THE CS. WOULD THERE BE CONPENSATION FOR
LOSSES: WOULD PERIODS FOR SUBMITTING TAX RETURNS BE HARMONISED:
WOULD REPAYMENTS BE MADE QUICKLY: WHAT WOULD HAPPEN IF THE CS ENDED
UP IN DEFICIT? THE COMMISSION NOTED THESE CONCERNS AND SAID THEY
WERE BEING STUDIED.

OTHER PROBLEMS.

13. THE COMMISSION WAS REFLECTING ON PROBLEMS WHICH COULD BE
CAUSED BY FLUCTUATION OF EXCHANGE RATES. DENMARK FELT THAT THERE
MIGHT BE DISTORTIONS IN FAVOUR OF IMPORTS FROM THIRD COUNTRIES AND
GREECE WAS CONCERNED THAT THEIR BALANCE OF PAYMENTS WOULD BE
ADVERSELY AFFECTED. WHO WOULD BE LIABLE FOR OWN RESOURCES PAYMENTS
ON GOODS SUPPLED TO AND CONSUMED IN ANOTHER MEMBER STATE? WHEN WOULD
THERE BE A DISCUSSION OF THE AUDIT AND ACCOUNTING REQUIREMENTS TO BE
PLACED ON TRADERS AND TAX ADMINISTRATIONS?

CONCLUSION.

14. THE PRESIDENCY SUMMARISED THE GENERALLY CRITICAL REACTION OF
ALL DELEGATIONS. A REPORT SHOULD BE SENT TO COREPER “ BUT DELEGATIONS
FELT THAT A FURTHER MEETING WOULD BE - NECESSARY '‘BEFORE :ANY USEFUL
RIEEPORT "COULED: BE "PREPARED

HANNAY
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FROM: J M G TAYLOR
DATE: 5 February 1988

NOTE FOR THE RECORD

MEETING WITH SCOTCH WHISKY ASSOCIATION: 14 DECEMBER 1987

The Chancellor saw a delegation from the Scotch Whisky Association
on 14 December, to hear the SWA's Budget representations. The
Chancellor was accompanied by the Financial Secretary, the Economic
Secretary, Mr R I G Allen, Mr Cropper, Mr Whitmore (Customs and
Excise), and Mr Bolton (Inland Revenue). The Scotch Whisky
Association Delegation comprised Col. Bewsher, Mr McPhail,

Mr Connell, Mr Straker and Professor Mackay.

2 The discussion was on the basis of the SWA's 1letter of

4 November.

3 The SWA argued on familigr lines for:

{ids) relief from Corporation Tax, particularly by the
introduction of a Statutory Maturation Allowance;

(ii) lower excise duties, to overcome the "discrimination"

against spirits.

4., The Chancellor noted that the Government could not

discriminate between Whisky and other spirits. He did not accept
that there was discrimination against spirits and in favour of beer
and wine. As far as Corporation Tax was concerned, the effective
rate of tax depended on the level of stocks compared to the amount
of sales. A Statutory Maturation Allowance would be seen as a
devige for getting around the abolition of stock relief. He
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undertook, however, to consider the SWA's representations carefully

in forming his conclusions on the appropriate level of taxation in

the next Budget.

J M G TAYLOR



FROM: S P JUDGE
DATE: 8 February 1988

PS/CHANCELLOR cc PS/Chief Secretary
Mr Anson
Mr Lankester
Mr Edwards

z 7 Mr Tnrnbull
/ éﬁ/{e,zi? ;"{f{‘«. %‘Xo Mr Gieve
/ 2 Mr Mercer
InNe Mr Mortimer
g Mr Bonney
% Mr Kaufmann
/2_ Mr Evans
/ Ve Mr Addison

Mr Westcott - UKREP (by fax)

(=~

—N

OWN RESOURCES AND THE 1988 BUDGET

The Paymaster General had only a few minutes +to 1look at
Mr Mortimer's submission of today, between leaving the Overview

and catching his train from Victoria.

20 He is in general content with the 1line proposed in
Mr Mortimer's paragraph 1l: he thinks Mr Addison should be as
low-key as possible, and should spccifically note the procedural
point (paragraph 12) that further discussion in the Budget

Committee and the Budget Council will be needed.

3 Given the time the Paymaster was able to spend on this,
he would be most grateful if the Chancellor could 1look at this

between now and 0845 tomorrow, when UKREP will telephone me.

L

- - -

S P JUDGE
Private Secretary
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FROM: P J CROPPER
DATE: 15 February 1988

ECONOMIC SECRETARY PS/C&E
Mr Scholar
Mr Tyrie
Mr Call

ZERO RATES ETC

Alan Reid, tax expert in the EDG secretariat sends me this,

saying:
"Something like theig is being published by
Ben Patterson in his own name, about 29 February,

but the 'Sunday Times' at least has a copy."

If you think other Ministers should see it, will your office

45

P J CROPPER

do the circulation.
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VAT: THE ZERO RATE ISSUE
by BEN PATTERSON, European Parliament Member for Kent West
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VAT: THE ZERO RATE ISSUE

by BEN PATTERSON, European Parliament Member for Kent West

The controversy in Britain over Lord Cockfield’s plan to
"approximate” the rates of VAT within the European Community
has so far centred on a single issue: the future of the zero
rate. The prospect of taxes on food, on books and on
children’s shoes and clothes has stirred up a political
hornets’ nest; and a number of fundamental questions need
answering. Among these are:

- Is zero a valid VAT rate ?

- Would a tax on food be passed on to the consumer ?

- Does zero rating somehow give British industry an unfair
price advantage ?

- Is rating children’s clothes at zero the best way to
help poor families 7 :

- And what has the whole matter to do with eliminating
internal frontiers anyway (zero-rated buildings don‘t cross
frontiers) ?

WHAT IS VAT ?

Value Added Tax, irritatingly, is not a tax on value added.
It is generally collected as if it were: traders in the chain
from raw material supplier to final consumer pay a tax bill
based on the difference between input and output prices.

But VAT 1is intended to be a tax on final consumption. Since
each trader recovers the tax content of inputs and charges
full VAT on outputs, the accumulating bill is passed down the
chain to be paid by the end purchaser (see table 1).



This becomes quite <clear in the context of international
trade. Under the current system, goods are exported from one
country to another VAT-free <(i.e. at zero rate). The
Exchequer of the exporting country receives no revenue, even
though the value of the export has been "added" in that
country. Imports are then taxed at the rate of the importing
country; and the final consumer pays into the Exchequer of
that country the whole tax bill.

The Commission’s proposals for a VAT “"clearing system"
maintains VAT as a consumption tax. In this case, VAT would
be paid on exports at the rate of the exporting country. But
the revenue would still accrue to the Exchequer of the
country where the goods were finally consumed.

As it happens, treating VAT as a real tax on value added
would greatly simplify the abolition of tax frontiers within
the Community. As goods moved between countries, each
Exchequer would receive a slice of the tax revenue based on
export price less import costs. There would be no need for
any "clearing system” to re-allocate the revenue to the
country of final destination.

The effect, however, would be a considerable transfer of
resources to net exporting countries. Put bluntly, the German
Finance Minister would gain some £25 billion a year, and the
Benelux Ministers some £22 billion a year,*at the expense of
the Exchequers (and paid by the consumers) of the other eight
Member States.

WHAT IS ZERO RATE ?

From the point of view of anynne involved in the VAT system,
a rate of zero has to be treated in exactly the same way as a
rate of 1% or 5% or 15%. A form has to be filled in. Tax paid
on inputs is recovered.

This is quite distinct from exemption. Here, no VAT forms are
filled in, and no input tax is recovered. As a result, the

-



A simplified model of a VAT system
(assuming a standard rate of 18%)

Table 1: NORMAL Table 2: FINAL STAGE EXEMPT
Sale Tax Less Net Sale Tax Less Net
Price rebate tax Price rebate tax
of input that of input that
tax stage tax stage
20 2 = 2 20 2 = 2
40 4 2 2 40 4 2 2
60 6 4 2 60 6 4 2
80 8 6 2 8@ 8 6 2
100 10 8 2 100 = = =
Paid by consumer 10 Paid by consumer 8

(effective rate)

(effective rate)

———————————————— - ——— —————— — -

Table 3: ZERO RATED AT FINAL STAGE
(assuming all inputs taxed)

Sale Tax Less Net
Price rebate tax
of input that
tax stage
20 2 = 2
40 4 2 2
60 8 4 2
8o 8 6 2
100 %} 8 =8
Paid by consumer (%)

(effective rate)



final consumer does pay some tax: i.e. the tax on the exempt
traders”’ inputs, which is passed on (see table 2). Indeed,
exemption can sometimes mean tax on tax (where, for example,
there is an exempt stage in the middle of a chain).

In the case of zero rating, by contrast, all the tax paid at
preceding stages in the chain is rebated (see table 3).

The purpose of zero rating is to ensure that the final price
to the consumer is entirely free of tax, either shown on the
invoice or concealed.

VAT ON FOOD: WHO WOULD PAY ?

Is it true, though, that the benefit of zero rating is passed
on to the consumer ? Put another way: to what extent would
an increase in tax - say, from zero to 4% - be passed on ?

Micro-economic theory predicts that a tax increase is passed
on, or must be absorbed by the supplier, according to the
elasticity of demand for the product at that price level.

If demand is completely inelastic - that is, if people go on
buying whatever the price - prices rise by the full amount of
the tax. If demand is completely elastic - that is, if people
stop buying altogether when the price goes up - prices do not
rise at all. In between, prices rise by a proportion of tax.

What about food ? At first sight, this would seem to be a
good example of perfectly inelastic demand. People have to
eat. Moreover, demand for food consumed at home (zero rated)
has not risen with incomes: in 1986 household food bills
accounted for only 13.8 % of total consumer spending,
compared to 18.4 % ten years earlier*. By contrast, spending

* Household Food Consumpt ion & Expenditure
1986 (Stationary Office £14)




Table 4: The effect of a tax on prices

Quantity

The market 1iIs In equilibrium at the Intersection of supply

curve S1 and the Demand curve D at point x, giving a price of
£4. When a tax of £2 1is Imposed, the supply curve shifts
vertically by the amount of the tax to S2. But at a higher
price, people buy less, and a new equilibrium is found at
poeint y, giving a price of £5. A proportion of the tax (£1)
is paid by the customer; the rest (£1) 1is absorbed by the
supplier. It will be apparent that these proportions are
determined by the slope of D between x and y (1.e. the
elasticty of demand.)



on restaurant bills, which are subject to VAT, has kept pace
with rising incomes!

Though demand for food in general may be inelastic, however,
demand for particular food products can be very elastic
indeed. In the short run at least, families tend to spend a
fixed proportion of income on food. If one product rises in
price, housewives quickly switch to a competing product
"downmarket".

So, in the event of a tax being imposed on food, it is likely
that the total spent on food would remain much the same.
Higher-priced products (e.g. beef) would appear highly
price-elastic, as purchasers switched to "downmarket"
substitutes (e.g. pork or poultry).

The matter 1is not, however, as simple as it seems. To begin
with, micro-economic analysis of this kind depends on the
assumption of perfectly competitive markets - reasonable in
the case of most, but perhaps not all, food products. Where.

‘there is an element of monopoly, suppliers will be able to;

pass on a higher proportion of the tax to consumers.

There 1is also the long-term effect on supply: to the extent
that profit-margins are eroded - i.e. to the extent that the
tax is not passed on - marginal firms will go out of
business, again shifting the supply curve.

Where does this leave the argument about zero rating ? In the
same way that a tax increase cannot wusually be passed on
completely, so a tax cut cannat all be retained by the
supplier. The proportions depend on the elasticity of demand.

This theoretical analysis can be checked by empirical
studies. If we look at food price levels in the twelve
Community States, for example, there 1is a general positive
correlation with the levels of VAT on food: the higher the
VAT rate, the higher the price paid by the consumer (see
Table 5).



Table 5: VAT rates and food prices (1985)
VAT rate (%)
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This relationship is not, however, true for all countries.
Though a 18% VAT is imposed on food 1in Greece, prices are
some 12% lower than in the UK. Ireland has a zero rate, but
prices are at Belgian levels, where VAT 1is charged at 6%.
Other factors here are more important than VAT differences.

Similarly, a survey of UK/Belgian/French price levels in 1986
by the Community consumers’ organisation, BEUC, showed that
for many individual products "differences 1in VAT cannot
explain the actual price differences"*.

It is logical to conclude that a large part of the benefits
of zero VAT on food are indeed passed on to the consumer; but
that some are not, and have the probable effect of keeping
marginal suppliers in business.

% "Consumers without Frontiers” (BEUC, Dec.1986)



EEC VAT LAW

The current basic text on VAT within the European Community
is the Sixth VAT Directive of 1977. Its introduction was
linked to the financing of the EEC Budget from "own
resources"”, one element of which was to include payments
"obtained by applying a common rate of tax on a basis of
assessment determined in a wuniform manner according to
Community rules”. In 1986 "VAT own resources"” accounted for
22.8 billion ECUs out of a 34.87 billion ECUs total revenue.

The main thrust of the 6th Directive was therefore towards
harmonizing the taxable base: the same goods and services had
to be inside or outside the VAT system in all Member States.

This 1link between VAT harmonization and "own resources"” has,
however, given rise to a number of misconceptions

To begin with, the "VAT element"” of "own resources” is not
based on the VAT actually collected in each Member State.
Rather, each country’s payments are calculated by applying a
Community rate (upper limit currently 1.4%) to the harmonized
VAT base, whatever the rate or rates actually existing in the
country.

Moreover, the Community rate has been applied, not to each
country’s actual VAT base, but to a notional harmonized VAT
base. The 6th Directive permitted a large number of

derogations, with individual countries exempting transactions
generally covered or taxing transactions generally exempt;
and these variations have had to be allowed for 1in
calculating payments. Even so, the system has been widely
criticised for failing to take account of other variations

between countries: notably the size of the "black", and
therefore untaxed, economy. (Hence the "Delors" package
currently under discussion which would relate national

payments directly to GNP.)

As a result, and contrary to what has often been asserted,
the existence of a zero rate in the UK and elsewhere has in
no way affected the "own resources” paid by those countries.




Since zero-rated goods are within the VAT system, they have
formed part, not merely of the notional, but of the actual
VAT base.

How is it, then, that the UK’s zero rate has been the sub ject
of action in the Community Court ?

THE TEMPORARY DEROGATION

To understand this, it 1is necessary to go back to the
adoption by the Community of VAT as the principal common
consumption tax. The national systems which preceded VAT were
in some cases highly complex, often producing tax-on-tax and
with various subsidising or penalising effects on trade.

The justification for bringing "into alignment"” the national
systems, according to the 2nd. VAT Directive of 1967, was
therefore the need "to ensure neutrality of competition
between Member States".

The general adoption of the VAT system made it possible, by
the device of zero-rating exports and fully rating imports,
to prevent different tax levels from directly distorting
trade. Countries where the whole tax content of goods could
be rebated on export (as is the case with VAT) had previously
enjoyed a competitive advantage over countries where exports
had a "hidden" tax content - as was the case, for example,
with Purchase Tax in the UK.

The Second VAT Directive of 1967 also observed that "the
system of value added tax makes it possible, where
appropriate, for social and economic reasons, to effect
reductions or increases in the tax burden on certain goods
and services by means of a differentiation in rates.." Some
Member States do indeed have "luxury" and/or "reduced" rates.

The Directive, however, went on to state that "the \
introduction of a zero rate gives rise to difficulties"”. EQQL“
these might be were not specifically stated. But a clear o

— .
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indication of the orthodox Community view is contained in
the "Global Communication” on tax approximation of 1986.%

"It should....be remembered that zero rating, by giving a
price advantage to the products of one Member State, distorts
competition within the Community; this 1is particularly true
when applied to supplies which feed through into industrial
and commercial costs".

However, a temporary derogation for zero rating was
contained in Article 28 of the 6th Directive. This referred
back to Article 17 of the 2nd which provides that "exemptions
with refund” (i.e. the zero rate) can exist:

1. only "“for clearly defined social reasons and for the
benefit of the final consumer"”;

2. only until "the abolition of the imposition of tax on
importation and the remission of tax on exportation in trade
between Member States"” ( which the Commission now proposes

shall happen at the end of 1992); and

3. only "where the total incidence of such measures does not
exceed that of reliefs applied under the present system”
(i.e. no expansion of zero rating is permitted).

It is the first of these criteria which has resulted in the
recent Commission actions against the UK. Specifically, some
of our zeros have not been seen to be "for clearly defined
social reasons" and "for the benefit of the final consumer -
conditions which the Court’s Advocate General Marco Darmon
states are "not alternative but cumulative”.

More fundamental, however, is the assumption underlying the
Commission’s case: that zero is not a proper tax rate at all,

but a form of subsidy, the result of which is to give UK

industry and commerce an unfair competitive advantage.

—— —————————————————————————————————————————————————————————— —

COM(87) 328 final/2 (26 August 1987)
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ZERO AS SUBSIDY

How might this come about ? Suppose, for example, we
re-calculated Table 3, assuming that the first seller in the
chain receives a tax rebate of 1.5 on inputs ?

Table 6: PRODUCT ZERO RATED AT FINAL STAGE

Sale Tax Less Net tax
Price rebate that stage
20 2 15 8.5
40 4 2 2
60 6 4 2
80 8 6 2
100 %] 8 -8
Net tax: =il oS

Not only, it appears, has the consumer paid no tax. The
revenue seems to have lost 1.5 !

Table 6 is an illusion. The "chain" of supply from first
seller to final customer 1is likewise an illusion. Rather
there 1is an endless web, with each supplier also a consumer.
It is impossible, at any stage, to receive a rebate of VAT
which has not already been paid at an earlier stage.

Nevertheless, both the 2nd VAT Directive and the more
complete 6th Directive outlaw the zero rate in the long term.
Any rate must be "high enough to permit in normal
circumstances the deduction of tax paid at the preceding

stage".

Three observations might be made.

1. The effect of the tax philosophy contained in the 2nd and
6th VAT Directives is that the consumer can never be entirely
relieved of the tax which is passed on in the supply chain.
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This, however, is a legitimate objective of tax policy.

2. The distinction drawn between exemption and a neutral
rating (i.e., the lowest rate allowed under EC rules) is a
narrow one (see tables 7 and 8, compared to tables 2 and 3).

Exemption and neutral rating, calculated under EC rules

Table 7: Exemption Table 8: Neutral rating
Sale Tax Less Net Sale Tax Less Net
price rebate tax price rebate tax
20 2 = 2 20 2 = 2
40 4 2 2 40 4 2 2
60 6 4 2 60 6 2 2
80 8 6 2 8e 8 6 2
100 = - = 100 8 8 8
Tax paid by consumer: 8 Tax paid by consumer: 8

3. This argument does not apply only to zero rating.
Indeed, in the example above, it implies that any rate on the
final product below 8% is not a “"genuine" rate.

This 1is in fact what the 2nd Directive says: not only in the
case of "exemptions with refund" (Article 17) but also in the
case of reduced rates (Article 9) "the amount of value added
tax resulting from the application of the rate shall normally
permit the deduction of the whole of the value added tax
which is deductible under Article 11".

There is nothing special, then, about zero - it is as good a
number as any (as mathematicians will explain). The critical
point is the view one takes about the full rebating of input
taxes.
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ZERO AND INDUSTRIAL COSTS

In what ways might the Commission’s arguments about
industrial costs and competition be justified ?

First, at the most obvious level, zero rating might give "a
price advantage to the products of one Member State" by
taxing them directly at a lower rate. However, where a
product is zero-rated, there is no difference of treatment
between domestically-produced supplies and imports. The
import will have already been exported at zero (i.e. all
input taxes will have been recovered in the country of
origin); and no VAT will be imposed in the country of
consumption.

Secondly, some might enjoy a tax advantage on the input side
because "supplies which feed through into industrial and
commercial costs" are zero rated. At first sight, it might
indeed seem that a company paying a zero tax on, say, its
fuel bill enjoys an advantage over one whose fuel bill is
taxed at a positive rate. But both firms are able to recover
their input taxes. The different taxing of fuel should have
no effect on the taxed, or exported price of the final
product.

It is true, of course, that certain firms are outside the VAT
system, either because their products are exempt or because
they are too small. In these cases they will not be able to
recover input taxes; and zero-rated inputs will give a
competitive advantage.

It is also true that there can be cash-flow benefits to
firms enjoying zero-rated inputs, since input tax can only be
offset against tax due on sales. However, it is difficult to
believe that these factors cause major distortions of
competition within the Community. g

Thirdly, then, we are left with much less direct possible
effects of zero-rating. For example, it could certainly be
argued that the zero-rating of food produces a lower general
level of food prices (see table 5); and that this permits a
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lower general level of wage-rates. "Industrial costs" are

the;eby lower, and products can be sold at an unfairly low
price.

A number of possible answers exist to this argument. The
Commission itself provides one in the very next sentence to
the one already quoted from the "Global Communication": "It
should also be remembered that, for any given vyield of

revenue, zero rating in one area must inevitably lead to a
higher overall rate of tax elsewhere". The zero rate on food
has to be paid for: for example by a higher standard VAT rate
or higher direct taxes on personal incomes (in which case the
lower wage-rate argument falls); or higher corporate taxes
(in which case the competitive advantage argument falls).

However, the most important rejoinder is that the argument
goes much wider than zero-rating - indeed, it goes so wide
that the zero-rating issue 1is of relative unimportance.
Industrial costs vary from Member State to Member State for a
wide variety of reasons, including the entire system of
taxation. Labour costs are directly affected by different
levels and different systems of financing social security.

Indeed, it can be argued that very high rates of VAT
currently represent a greater distortion of competition than
the zero rate.

Denmark, for example, finances much of its ambitious social
security system through general taxation, notably the almost
blanket 22% VAT rate. But this tax is of course rebated on
exports - an option not available to competitors whose social
security systems are funded by employer and employee
contributions.

Many differences like these affect relative competitivity;
and they raise fundamental questions about long-term
Community policy. For example:

- Should it be the objective of Community policy to equalise
entirely all conditions of competition ?
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- If so, should countries with below-average tax or social
costs be forced to raise them (which would make it much more
difficult for the lesser-developed to catch up economically
with the more developed); or should those with above-average
costs cut them (thus lowering standards) ?

- Is the Community really ready for a uniform tax and social
security system (there are doubts whether it is yet ready
even for an "approximated" VAT system).

Two conclusions can perhaps be drawn:
First, in the light of such major questions, the Commission’s
opposit;on to zero-rating seems out of proportion to its

importance in determining comparative costs.

Secondly, if ending zero-rating would marginally equalise

competitive conditions, so would the introduction at
Community level of a zero rate on certain key commodities.
Indeed, this could well be regarded as “"harmonization of

social conditions in an upward direction".

THE SOCIAL ISSUES

What are the social benefits (if any) of a zero rate ?

One of the advantages of taxing spending (indirect taxation)
over taxing incomes (direct taxation) is that there are no

disincentive effects. Another is the encouragement given to
savings, and hence to investment. It 1is for these reasons
that Conservative governments in the UK have broadly

implemented a policy of shifting the emphasis from direct to
indirect taxation over the years.

From several points of view, the best form of indirect
taxation is a single flat rate on all transactions. The
administrative problems of multiple rates (for example, the
classification of goods and services) are avoided. There are
no distorting effects on the economy as a whole.
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Such a system, however, has one drawback - it is regressive.
People <clearly pay more tax the more they spend; but the
proportion of spending going in tax is the same for rich and
poor. Moreover, the rich tend to save more than the poor. The
result is that tax takes a_higher proportion of income from
the poor than from the rich.

In the case of income taxes, this defect is corrected by the
devices of higher rates on higher incomes (progressivity) and
various allowance systems. These devices, however, also have
drawbacks: notably the disincentive effects of high marginal
rates and "poverty traps"”.

The regressivity of indirect taxes can be removed through the
mechanism of ‘“"reduced"” rates on certain basic commodities.
The proportion of income spent on food by the less well-off
is about double the UK national average. The zero-rating of
most foods therefore reduces the regressivity of the VAT
system, as does the zero-rating of gas and electricity. As a
result, according to the Consumers in the European Community
Group, the UK VAT system is "probably mildly progressive"”.

Strong though this case 1is, however, it should not be
accepted without reservations. As we have seen, the benefits
of zero rating are unlikely to be handed over in their
entirety to the consumer. Indeed, one argument for the zero

rating of food within the Community as a whole - and one
which should be popular, given the pressures on the Community
Budget - is that some of the benefits may be passed back up

the chain to the farmer.

When we pass from commodities like basic foods and fuel,
moreover, the "social” case for zero rating becomes much less
persuasive. The relief from taxation of children’s clothes,
for example, was a principle” carried over into the UK VAT
system from the Purchase Tax which preceded it. In turn, this
derived from a time when memories were strong of children
going barefoot and in rags.

Today, however, it would be difficult to show that zero
rating is an efficient and equitable method of helping poorer
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families with their clothing bills. Children’s clothes are
not only bought by the poor - indeed, most children’s clothes
are bought by people well able to afford a 15% tax. The
Institute of Fiscal Studies estimates that, in 1984, 63% of
the benefit of =zero rating and exemption in the UK went to
households with above average incomes. In addition, as in the
case of food, a proportion of the benefit is probably
absorbed by suppliers.

Were children’s clothes subject to VAT at 15%, nearly an
extra £360 m. a year would have been raised in revenue during
fiscal 1986/7. Had this been added to the £4,4506 million
spent on child benefits over the same period - a 6.75%
increase - it is probable that poorer families would have
been substantially better off.

Two arguments are usually deployed against this reasoning:
first, that the payment of the extra VAT would be certain,
while the raising - and constant updating - of child benefits
would not; and second, that parents might spend the extra
benefits on riotous living rather than on children’s clotheﬁ.

This second, traditional argument in favour of benefits in
"kind" rather than "cash" is surely outdated, besides being
insultingly patronising. Even were it true in individual
cases, local authority services exist to deal with them.

The first, however, is more serious. It must be concluded
that if certain zero ratings are to be ended as a result of
Community action, the Community must also consider how the
social consequences are to be met.

SOME SPECIAL CASES

Zero rating UK covers about 25 - 30% of consumer spending in
the UK. Apart from basic foods, gas and electricity, and
children’s shoes and clothes, it applies to: sewage, and

water charged through the rating system; books, periodicals
and newspapers; drugs, medicines and medical appliances;
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passenger transport; charities; new construction (but not
repairs); caravans and houseboats; international services;
and, of course, gold and bank-notes.

It is interesting to compare this list with the goods and
services which the Commission advocates should fall within
its proposed lower VAT band of 4-9%. Food and energy are
included, as are water supplies, pharmaceuticals, books,
newspapers and periodicals and passenger transport.

In these cases, then, the question is not whether a "reduced
rate" should be charged, but whether that rate can be zero.

In the case of charities the alternative proposed to zero
rating is exemption, which would remove the ability of those
organisations to recover their input taxes. Similar arguments
exist in the case of certain services and of gold (see the
proposed 18th and 19th VAT Directives).

This leaves children’s shoes and clothes, construction and
caravans and houseboats, which the Commission believes shou%dv
be fully rated.

Children’s shoes

Although theses are usually linked with children’s clothes in
discussions of zero rating, there is a health argument as
well as a social argument in the case of shoes. Badly-fitting
footware in childhood can cause lasting foot abnormalities;
and zero rating might be considered a cost-effective way of
avoiding later medical expenditure.

Putting a 15% VAT on children’s shoes would raise some £40
million a year 1in the UK, which could of course be
redistributed in child benefit. Whether countries with
positive rates of VAT on children’s shoes have worse records
of foot abnormalities than the UK is a matter for
investigation.
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Housing and construction

The pattern of VAT and other taxation on land, construction
and buildings in the European Community is complex. Different
rates can apply, for example, to the sale of land, the sale
of buildings, construction, and construction products.

In the UK, construction 1is currently zero rated, as is
building material wused for structural work. Dealings in
property are exempt. Repairs are taxed at 15%.

This is one of the areas in which the UK has faced legal
action for breach of the 6 VAT Directive. It is the opinion
of the Advocate General that the zero rating of housing is
compatible with the Directive, but not building for
commercial use.

Whatever the final decision of the Court, however, the issue
will remain of how the industry is to be taxed after 1992.

Several points can usefully be made.

1. Buildings do not cross frontiers. There would therefore
seem to be no reason why VAT rates should not vary widely
between, say, zero in the UK and 22% in Denmark if the sole
objective is the elimination of fiscal frontiers.

2. But building materals do. A wide discrepancy in tax rates
could result in trade distortion across an "open" frontier.

3. Taxing building materials while at the same time zero
rating buildings should present few problems, since builders
can reclaim input taxes.

4. It would be extremely difficult to show that the zero
rating of housing gave the UK any competitive advantage. Even

the zero rating of commercial buildings - where the final
user is likely to be registered for VAT - will scarcely
affect competition, for the reasons given earlier in

connection with commercial fuel bills.



Books, periodicals and newspapers

This is one of the most controversial issues. Zero rates of

VAT - not merely reduced rates - exist in this field in six
Member States: half the Community. Books are zero rated in
Ireland, Portugal and the UK; newspapers are zero rated in

Belgium, Denmark, Italy,. Portugal .and 'the UK & (but ‘not
Ireland, where the rate 1is 18%); and periodicals are zero
rated in Portugal and the UK (but not in Ireland, where the
rate 1is 25%!). Belgium classifies a newspaper as a daily or
weekly publication, Denmark as one appearing not less than
once a month, Italy as a daily.

In the case of newspapers, there 1is a practical rather than
philosophical justification for zero rating. Papers with a
cover-price are in competition with “give-aways", which are
financed entirely by advertising. Rather than attributing a
complicated notional price to the "give-aways", zero rating
of cover-prices is a simple solution.

In the case of books, enough has been written against the
possibility of a "tax on knowledge"” for the case in favour of
zero rating to be well known. Arguments in favour of limiting
zero rating to "serious" works - Jane Austen but not Mills
and Boon, for example - come up against virtually insuperable
problems of classification.

Finally, there are the periodicals, again giving rise to some
problems of definition. They tend to be financed partly out
of advertising (taxed) and partly through the cover price
(zero rated). Broadly, the more "up market" the periodical,
the greater is the importance of the cover price.

For the sake of simplicity, there is a good case for the UK
solution of zero-rating all publications.

It might also be asked whether approximation of NAL' :is
necessary at all in the case of the printed word. The
Community is divided into language areas, and cross-border
tax problems (between Belgium and France, for example, or the
UK and Ireland) might be solved on a bilateral basis. The



dawning era of electronic publishing, however, may be
changing all that.

But such considerations as this lead to the essential
question: why should our VAT rates be changed at all ?

THE CASE FOR APPROXIMATION

The Single European Act which came into force in 1987
committed all twelve Member States to making the Community
"an area without internal frontiers”. As the Commission
emphasises in the Global Communication, this does not mean "a
Europe with fewer or simpler frontier controls, but one with
no such divisive frontier controls at all".

The Internal Market White Paper of 1985 had noted that one of
the most important reasons for frontier controls between
Member States was indirect taxation: VAT and Excise Duties.
As long as goods were exported VAT-free, and as long as rates
varied widely, it would be necessary to check goods crossing
frontiers - even to levy taxes there.

This logic 1is incontrovertible. Even measures like the
Postponed Accounting System proposed in the 14th VAT
Directive, which would avoid the payment of VAT at frontiers
by VAT-registered traders, would not avoid the need for
checks on goods at frontier crossings. The scope for tax
evasion, fraud and trade distortion would be too great.

To achieve the elimination of fiscal frontiers, the
Commission is therefore proposing two major changes:

1. Exports from one Member State to another would no longer
be zero rated. Tax would be paid in the country of purchase,
and revenues credited to the appropriate Exchequer through a
"clearing system” (see earlier).

2 Tacsavaid "artificial" trade across frontiers, caused
merely by tax differences, rates of VAT would be



22

"approximated"” and Excise Duties fully harmonized. In the
case of VAT this would mean all countries keeping the rate on
any particular product within a 5-6% band - a spread which US
experience with Sales Tax indicates is compatible with open
frontiers. Two bands are proposed: "normal” (14-20%) and
"reduced"” (4-9%). Excise duties, however, would have to be
identical to preserve the 5-6% spread, since VAT is charged
on top of Excise.

The consequences of these proposals would be far-reaching -
indeed would go to the very heart of national sovereignty.
The finance ministries of Denmark and Ireland would be
obliged to make massive cuts in indirect taxation; others,
like Luxembourg, Spain and Portugal, would have to levy large
increases.

In the UK, the overall revenue effect would be roughly
neutral. But, once adopted, the Directives would put national
indirect tax systems into a straight-jacket, which could only
be adjusted thereafter by a unanimous decision of Council.

And yet...and yet....almost every body which has examined the
issue - including the Council’s own "high level group of
fiscal experts”, and the UK House of Lords - has concluded

that the Commission is broadly right. If the tax frontiers
really are to come down, the bullet of fiscal approximation

has to be bitten on.

Of the alternatives, two have been popular:

1. The so-called "Irish solution" would avoid the agony of
legislation. Instead, the national governments would simply
abolish frontier controls at the end of 1992, and face - or
plan for - the consequences.

The trouble with this solution 1is that it 1is politically
incredible. The willingness of governments to open their
frontiers "just like that" would be more convincing had they
demonstrated a greater willingness in the past merely to
increase travellers’ allowances. The Commission 1is even now
taking legal action against the two high-tax countries,
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Denmark and Ireland, for trying to restrict further the
rights of their citizens to buy in next-door countries!

The problem lies in the fact that the "Irish solution" puts
no pressure at all on low-tax countries to increase rates.
They would do well at the expense of high-tax neighbours. It
would appeal to shoppers, but not to Finance Ministers. The
solution would be meetings half way - which is exactly what
the Commission is proposing in the first place.

2. The greater use of computers to simplify border controls
and manage tax liabilities would certainly cut the cost of
intra-Community trade considerably. Differences in tax rates
could exist as at present. The main problems would be
technical rather than legal: installing fully compatible
systems throughout the Member States.

Indeed this is perhaps the best "second best" solution. Yet
it has one major defect: only companies registered for VAT
would fully benefit. Small companies and ordinary citizens
would still face “"customs” controls at frontiers - little
would change after 1992. So much for a Citizen’s Europe!

THE CHOICE OF RATES

The Commission’s proposals for the approximation of VAT
involve finding solutions to three problems:

a) the number of different VAT rates;
b) the allocation of products to different rates; and
c) the level of the rates themselves.

In theory, the Commission notes in its draft Directive
(COM(87)321 final/2), "a single VAT rate system is the most
simple”. However, "since all the Member States (with the

exception of Denmark and the United Kingdom) apply at least
two VAT rates, a reduced rate and a standard rate, it would
seem desirable not to upset the tax structure of the majority
of Member States".
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The calculations behind the choice of 4-9% for the reduced
rate can be found in the Global Communication. The reduced
rates in the Member States "currently vary from 1% to 10%",
but "those with significant coverage vary from 4% to 10%".

Member States would be free to fix their reduced rate

anywhere in this band. Nevertheless, the Commission also
recommends, because of the inclusion in this rate band of
"certain sensitive sectors", that "Member States fix their

rate in the lower half of that band".

However, in its calculations, the Commission has ignored the
existence of zero rates (hence the revealing remark about
Denmark and the UK, both of which have a zero rate).

On the Commission’s basis - ignoring Denmark and the UK, and
taking Ireland’s reduced rate to be 18% - the Community
average reduced rate is 7%. However, if the UK’s zero rate is
included, the Community average is under 6.5%. If Ireland’s

reduced rate is taken to be @, the average is only 5.5%. The
average of the lowest rates (including zero) in each country
is under 2% !

Table 9: Reduced VAT rates

normal reduced lowest rate
rate

(o))

Belgium
Denmark
Germany
Spain
France
Greece
Ireland
Italy
Luxembourg
Netherlands
Portugal
UK
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CONCLUSIONS AND SOLUTIONS
1. If a "barrier-free" Europe 1is really what we want, the
Commission 1is right. Something along the 1lines of the
Cockfield proposals is required.
2% It does not follow, however, that the Commission is right

about zero rating, which 1is entirely compatible with the
abolition of fiscal frontiers.

3. The principle of zero rating is open to <criticism:
- not all the benefits necessarily accrue to consumers;

- a more efficient way of helping poorer families might be to
levy tax and redistribute the income through benefits.

- replacing the zero rate with a positive rate would increase
revenue, allowing a reduction in direct taxation or the
standard VAT rate, or an increase in spending on health, etc.

4. Nevertheless, the complete relief from VAT of a product or
a service 1is a legitimate objective of tax @ policy;
particularly to reduce the system’s regressivity.

S. It cannot be shown that zero rating, (or a rate lower than
that needed to balance input tax rebates) distorts
competition any more than other tax or social security
differences, which it is not suggested should be changed.

et

6. In terms of potential distortions of trade, once frontier
controls are removed in 1992, the difference between 0% and
5% is no better or worse than that between 5% and 10%.

7. Between 25 and 38 per cent of spending 1is zero-rated in
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the UK, a much higher proportion than in any other Member
State. On the other hand, a zero rate does exist on
publications and other items (e.g. some cultural events) in
six other countries; and the most important zero-rated items
would be taxed at a "reduced"” rate under Commission

proposals.

8. The UK zero rate might be tackled in one of four ways:

a) By confining "“fiscal approximation” to those goods and
services which can cross frontiers.

This would mean that Member States would retain the freedom
to fix any VAT rate they wished where the removal of frontier
controls would be unlikely to create "artifical" trade. This
would be a solution in the case, for example, of buildings
and possibly in the cases of gas, water and transport.

b) By derogation.

The Global Communication specifically' offers this way out,
while noting that "the proliferation of derogations would
present serious problems that could threaten the operation of

the internal market". Derogations, the Commission adds,
"always carry a cost - which ultimately is borne primarily by
the Member State concerned....Derogations may well lead

neighbouring Member States to insist on the maintenance of
frontier controls directed specifically against the Member
State concerned.”

The Commission also points out, however, that derogations are
least acceptable "where <cross-border shopping is easy...";
and this is hardly the case for Britain (though it is for

Ireland).

Derogation might therefore be the best solution, should we
wish to preserve zero-rating on some items not featuring on
the Commission’s "reduced rate"” list (e.g. children’s shoes).
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c) By amending the Commission proposal, so that the lower
limit of the "reduced rate" band is zero.

The "centre of gravity" of the reduced rate band should, in
any case, be lower than the Commission allows. Its
calculations have not taken account either of the UK and
Irish zero rates, or rates in other Member States below the
normal reduced rate. This solution is perfectly compatible
with the objective of abolishing fiscal frontiers.

It would mean that the UK could keep zero rating for food;
gas and electricity; water; pharmaceuticals; books newspapers
and periodicals; and passenger transport.

There is, however, one problem: the wupper 1limit of the
"reduced rate"” band would have to be 5-6%, putting even
greater revenue pressure on the high-tax countries. But these
countries will possibly seek derogations, in any case, for
the affected items. Starting the "reduced rate" at zero is
also likely to commend itself to the European Parliament.

d) By creating a separate zero rate at Community level.

The "reduced rate" band would be left as it 1is, but the
special zero rate would apply to items rated at zero or very
low rates in a number of Member States. One obvious candidate
for such a rate would be publications.

9. In the UK we must now consider carefully on which goods nr
services our zero rate can be objectively justified. We might
then apply for derogations, or exclusion from approximation.

18. : Better, however, would be to have the courage of our
convictions. We should accept the case for approximation. And
then we should launch a campaign to spread the benefits of
our own system to the other 278 million Community citizens.
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BUDGET SECRET - TASK FORCE LIST

To ask Mr Chancellor of the Exchequer, if he will make a
statement following the decision of the European Court of
Justice in the proceedings taken against the United Kingdom
over exemption from value added tax for spectacles and certain

other goods supplied with medical care.

The United Kingdom has a Treaty obligation to implement rulings
from the European Court. The Government will abide by the
Court's decision but we need to study the judgment in detail
before we can make any firm decisions about how to proceed. Any
amendment to United Kingdom law imposing taxation will have to

be proposed to and approved by the House of Commons.
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. BUDGET SECRET - TASK FORCE LIST

Prime Minister

EUROPEAN COURT OF JUSTICE: VALUE ADDED TAX ON SPECTACLES AND OTHER
GOODS SUPPLIED WITH MEDICAL CARE

\ wmdnsiamd Tab, tilisemely,
Yot b kit TTve—foreuarning—that on Tuesday (23 February) the
European Court is to publish its judgment in the infraction

proceedings taken against us by the EC Commission over our VAT
exemption for spectacles and certain other goods supplied with

medical care.

The Commission's case is that the relevant provision of the EC Sixth
Directive on VAT (which was adopted in 1977 and lays down a
harmonised system of exemptions from the tax) permits exemption only
for the services of doctors and other medical professions; it does
not extend to goods supplied in connection with their services. Our
VAT reliefs for many goods supplied in connection with medical care,
for example, drugs and medicines on prescription and artificial
limbs, are in fact protected under other provisions of the L
Directive; the Commission's proceedings will in practice §%££(S£f;

ébéyspectacles, contact lenses and privately purchased hearing aids.

On the basis of the Advoca General's opinion, walcgkthe Eourt - i"‘"’b ul
normally follows, we—eXpeet—the Court's judgment Sen
shall therefore be obliged to apply VAT at a positive rate to

spectacles and the other goods concerned. his, should not mean that

the price of spectacles would ofncrease % all oﬁ t{l&f. e 3\,}‘/)
tandard rate VAT p beeause ticians e at pres tS?xem t front

E a,t!m » P ; %Ji\m ml?»-s.eWL = T

VAq’an Gffer sticking tax on their purchases.>Prlces should rise

only by the amount of VAT on the retail margin.




‘ BUDGET SECRET - TASK FORCE LIST

“Tears of own resources' mpensate

N - Vk.l-\ QLAM)
] i e )é fought the

infraction proceedings throua to the European Court not because we

expected to win but to allow (breathing spacge foi‘the.:r aklng of the
L/

optician's monopoly to brln- down prices. ' We=ha ::
= Y ""v v £ """""' 3
A3 *l

8 :’—, O1T1Q 1 & > en nNe a-SHRen mo SE= e

F;me_whea~the'ﬁﬁs-ib a—subjeect—of-public-concern——However haire
v

) i i i isc¥hat i Ely

g

are_to-have CONtroversy over it, we had better get 1t over gurek:

|  pospar q}_ﬁ,),) L lfuxmn/g'ﬂv‘\ dntd amSnv
(r’E an immediate response, wa:?ﬁggEhﬁ£—pe%4ﬁﬁ?ﬂrhu&&m?afyrﬂfzeﬂtr;>
and_Petet—bitleywill—anrswer ‘an arranged PQ, Tﬁ&g:aﬁéé—ﬁay?%ﬁgg

"the UK has a Treaty obligation to implement rulings from the
European Court. The Government will abide by the Court's decision

but we need to study the judgment in detail before we can make any

firm decisions about how to proceed. Any amendment to United

Kingdom law imposing taxation will have to be proposed to and

approved by the House of Commons".

+ho--Ridaat “- A=ty Fedte

1o+ n
P,ef‘acurgr’ 1°g"° atio —hrot—iar—the—Buagety —tlre—Committe

T orCIToOTT

»
J

y




/-'"‘ N >

S —

RESTRICTED
%«W n 107674
| Vg
\ g\/_/w f- MDHIAN 8406
oW X v
f} AL N ‘
RESTRICTED et W f‘y‘i
FM UKREP BRUSSELS - Qﬁ&‘ \
TO IMMEDIATE FCO B 3
TELNO 519

OF 191640Z -FEBRUARY 88
INFO ROUFINE EC POSTS

FRAME- ECONOMIC

INDIRECT TAX APPROXIMATION: MEETING OF THE ECONOMIC POLICY
COMMITTEE ON 18/19 FEBRUARY 1988

SUMMARY

1. MOST DELEGATIONS PRESS FOR THE DRAFT REPORT TO ADDRESS THE
BASIC QUESTION OF HOW FAR TAX APPROXIMATION WOULD CONTRIBUTE TO THE
CREATION OF THE INTERNAL MARKET, AND TO INCLUDE QUANTIFICATION OF
COSTS/BENEFITS OF THE COMMISSION'S PROPOSALS AND POSSIBLE
ALTERNATIVES. CHAIRMAN'S SUMMARY FAILS TO REFLECT THE TENOR OF
DISCUSSIONS, BUT AT LEAST RECOGNISES THE NEED FOR MORE COST/BENEFIT -
ANALYSIS. NEXT MEETING ON 16/17 MARCH TO AGREE FINAL REPORT FOR
SUBMISSION TO APRIL ECOFIN COUNCIL.

DETAIL

2. THE EPC HAD BEFORE IT AN OUTLINE, PREPARED BY THE CHAIRMAN
FOLLOWING CONTRIBUTIONS FROM SEVERAL MEMBER STATES, OF THE REPORT
WHICH WOULD BE MADE TO THE ECOFIN COUNCIL IN APRIL, FOR SUBSEQUENT
DISCUSSION AT THE INFORMAL ECOFIN COUNCIL IN MAY. THE CHAIRMAN
(MOLITOR) REMINDED DELEGATIONS THAT THE PURPOSE OF THE REPORT WAS
NOT TO RESOLVE TECHNICAL PROBLEMS, BUT TO GIVE THE COMMITTEE'S VIEWS
MAINLY ON THE ECONOMIC AND SOCIAL ASPECTS OF THE COMMISSION'S TAX
APPROXIMATION PROPOSALS.

3. DENMARK HELPFULLY GOT THE DEBATE STARTED ON THE RIGHT NOTE BY
SUGGESTING THE REPORT SHOULD ANALYSE MORE FULLY WHAT ROLE TAX
APPROXIMATION COULD PLAY IN REDUCING BARRIERS WHICH DISTORTED
COMPETITION AND IN REDUCING COSTS OF TRADE IN THE COMMUNITY. 1IN
THEIR VIEW THE CURRENT VAT SYSTEM DID NOT DISTORT COMPETITION. MORE
STUDY WAS NEEDED OF THE COSTS OF CROSSING FRONTIERS TO IDENTIFY
THOSE WHICH MIGHT BE DUE TO DIFFERENCES IN TAX RATES AND HOW THEY
COULD:. BE. REDUCGED. THE COSTS OF THE COMMISSION'S PROPOSALS:NEEDED
QUANTIFYING. CLEAR DISADVANTAGES WERE THAT FISCAL FLEXIBILITY WOULD
BE REDUCED, AND PLACING MORE RELIANCE ON DIRECT TAXES WOULD RUN
COUNTER TO THE GENERAL THRUST OF TAX POLICIES IN THE COMMUNITY. 1IN
ESSENCE THREE QUESTIONS NEEDED TO BE ANSWERED:

PAGE 1
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(I) WHAT IS THE OBJECTIVE TO BE ATTAINED:
(II) WHAT ARE THE MECHANISMS TO ACHIEVE THIS OBJECTIVE:
(III) WHAT ARE THE COSTS/BENEFITS OF THE AVAILABLE APPROACHES.

4. THESE COMMENTS FOUND ECHOES IN THE CONTRIBUTIONS OF ALMOST
ALL OTHER DELEGATIONS. ALL AGREED THAT THE OBJECTIVE WAS TO
COMPLETE THE INTERNAL MARKET. THE REPORT SHOULD ANALYSE THE LINKS
BETWEEN THIS AND TAX APPROXIMATION. HARMONISATION WAS NOT AN END IN
ITSELF, AND MORE QUANTIFICATION WAS REQUIRED BEFORE A BALANCED y
JUDGEMENT COULD BE MADE IN ECONOMIC TERMS OF ANY PROPOSED CHANGES.
THE AMERICAN EXPERIENCE HAD SHOWN THAT COMPLETE HARMONISATION OF
TAXES WAS NOT NECESSARY FOR THE CREATION OF A BARRIER-FREE MARKET.
MANY PRACTICAL STEPS COULD BE TAKEN TO REDUCE BORDER COSTS.

5. FRANCE FELT THE COMMISSION'S PROPOSALS REPRESENTED A GOOD
FINAL ARRIVAL POINT, BUT THE ROAD TO IT WOULD BE VERY DIFFICULT AND
IT WOULD TAKE LONGER THAN THE END OF 1992 TO ACHIEVE. IF THE
DESTINATION SYSTEM OF VAT WERE NOT RETAINED, THEN WITH A 6
PERCENTAGE POINT STANDARD RATE BAND THERE WOULD BE DISTORTION OF THE
CHOICE OF LOCATION OF FACTORS OF PRODUCTION. TAX APPROXIMATION
COULD NOT BE REGARDED AS A PRE-CONDITION OF COMPLETING THE INTERNAL
MARKET .

6. GREECE AND IRELAND PREDICTABLY STRESSED THE NEED FOR MORE
REGIONAL SUPPORT AND ''COHESION'' IN COMPENSATION FOR BUDGETARY
LOSSES ETC. BELGIUM FELT THAT TAX APPROXIMATION WAS A NECESSARY
CONDITION FOR THE ESTABLISHMENT OF THE INTERNAL MARKET, EVEN IF IT
WAS NOT A SUFFICIENT CONDITION. IN THEIR VIEW THE BENELUX EXAMPLE
SHOWED THAT HARMONISATION ''FROM BELOW'' COULD NOT ACHIEVE THE
ELIMINATION OF FISCAL BARRIERS, AND THAT IT HAD TO BE COMBINED WITH
A CERTAIN AMOUNT OF HARMONISATION ''FROM ABOVE'"'.

7. SEVERAL DELEGATIONS MENTIONED THE NEED FOR HARMONISATION OF
SOME DIRECT TAX PROVISIONS. THERE WAS NO CLEAR VIEW ABOUT EXCISE
DUTIES, OR ABOUT THE OUTLINE REPORT'S RANKING IN ORDER OF IMPORTANCE
OF (I) MINERAL OIL: (II) TOBACCO AND ALCOHOL: AND (III) OTHER
EXCISES. GERMANY CONSIDERED THAT TAX APPROXIMATION WAS A LONG-TERM
OBJECTIVE, AND THAT SETTING TAX RATES IN ECU AND PROVIDING FOR
INDEXATION WAS UNACCEPTABLE: REALIGNMENT OF CURRENCIES WOULD HAVE AN
ERFECT - ON= TAXERATES ¢

8. THE COMMISSION (DG II) CONFIRMED THAT THE STUDY ON THE COSTS
OF NON-EUROPE HAD BEEN COMPLETED, BUT WOULD NOT BE AVAILABLE UNTIL

PAGE 2
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IT HAD BEEN EXAMINED AT THE HIGHEST LEVELS IN THE COMMISSION. A
DOCUMENT WAS CIRCULATED (BY HAND OF BYATT, HM TREASURY) LISTING 5
CATEGORIES OF ECONOMIC DISTORTIONS OR COSTS WHICH WERE RELEVANT TO
THE QUESTION OF INDIRECT TAX HARMONISATION. THE COMMISSION (DG XXI)
REMINDED THE COMMITTEE THAT THE PROPOSALS WHICH HAD BEEN MADE
STEMMED DIRECTLY FROM THE SEA. BUT THE COMMISSION WAS OPEN TO ANY
OTHER SUGGESTIONS PROVIDED THEY ACHIEVED THE ABOLITION OF INTERNAL
BARRIERS.

9. THE CHAIRMAN'S SUMMING UP DID NOT TAKE PROPER ACCOUNT OF THE
TENOR OF DELEGATIONS' CONTRIBUTION. IT BASICALLY EXPANDED ON THE
EXISTING STRUCTURE OF THE OUTLINE REPORT WITHOUT ADDRESSING THE
QUESTION OF WHETHER TAX APPROXIMATION WAS A NECESSARY AND COST-
EFFECTIVE STEP TOWARDS ESTABLISHING THE INTERNAL MARKET OR WHETHER
OTHER BETTER MECHANISMS EXISTED OR SHOULD BE LOOKED FOR. IT DID AT
LEAST RECOGNISE THAT THE COSTS OF TAX APPROXIMATION HAD TO BE SET
OUT ALONGSIDE THE BENEFITS OF COMPLETING THE INTERNAL MARKET. THE
ESSENCE OF THE COMMISSION'S PAPER ON DISTORTIONS WILL BE
INCORPORATED.

10. THE NEXT EPC MEETING ON 16/17 MARCH WILL AIM TO ADOPT A
FINAL REPORT FOR THE APRIL ECOFIN COUNCIL. DELEGATIONS WERE INVITED
TO FEED IN ANY COMMENTS/SUGGESTIONS IN ADVANCE.

HANNAY
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DATE: 29 February 1988

MRRALLEN - C6E - by fax cc Chancellor
Chief Secrctary
0 Financial Secretary

Paymaster General

v " Economic Secretary
Sir Peter Middleton
. Sir Geoffrey Littler
/\ ‘ v’ Sir Terence Burns
: X \} Mr Scholar
ko ‘}/‘@ Mr Byatt
| Mr Lankester
W % Mr Odling Smee

Mr A Edwards
Mr Culpin

0, Miss Sinclair
Mr Riley
Mr Pickford
Mr R I G Allen

Mr Michie ;
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Mr Ford v |

PS/IR
PS/CEE

Mr Knox } X

Mr Oxenford

TCSC DRAFT REPORT ON TAX APPROXIMATION

The Committee's advisers have2 pJeeared the attached draft report for consideration
{
by the Committee on Wednesdayt\ As usual they have sent us the draft in confidence

for factual checking. It should not be revealed that we have it.

2. Could you let me have any suggested corrections/amendments by noon tomorrow,
1 March, please so that | can give them to the Clerk ahead of the meeting on Wednesday.
If you have any suggestions for amendments which are not simply factual, please copy

them to Ministers for clearance.

Ca—

MISS C EVANS
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TREASURY AND CIVIL SERVICE COMMITTEE

Ppraft -26.2.88

Chairman's Draft Report

THE EUROPEAN COMMISSION'S PROPOSALS ON THE APPROXIMATION OF

INDIRECT TAXATION

Introduction

1l.0ur predecessor Committee reported twice during the last
Parliament on the issue of indirect taxation within the
European Community.l The second of these Reports, entitled
"The Defence of VAT zero-rating", was published in February
1987. Since then, in August 1987 the Commission submitted
substantive proposals2 to the European Council as sign-
posted in its 1985 White Paper on the Internal Market.3 1In
January 1988 the Select Committee on European Legislation

published a report on these proposals,4, concluding:

"The Committee considers that this wide-ranging package of
tax proposals undoubtedly raises matters of major political
importance... [and] therefore recommends that they be

further considered by the House at an early date."5

1. Fourth Report (1984-85) HC57-I, Harmonisation of VAT,
and Fourth Report (1986-87) HC45, The Defence of VAT Zero-
Rating

24 oMl 8 7). 330::321,--322, 323, 324,-325,7326,,)327,: 328

3. CoMm(85)310

4. Eighth Report (1987-88) HC43-viii, pp v-xiii. This
Report provides a clear summary of the proposals and of
their estimated effect on the UK Government's revenue

5. = ab1d -p 4%
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2.As part of our continuing interest in this subject, and
in response to that Committee's Report, we decided to look
at some of the issues involved. Accordingly we toock
evidence from the Economic Secretary to the Treasury, Mr

§ Peter Lilley MP, and officials, and from Lord Cockfield,
Vice-President of the European Commission. We should like
to thank those who gave evidence to us. Their evidence
will be of value when the House debates these proposals.
We felt, however, that it was important for us to make a

10 short Report to the House before the debate. We do not
address the proposals in great detail, nor do we deal with
the separate issue of the current infraction proceedings
taken by the European Commislsion against the United
Kingdom's zero-rating of construction services, fuel and

1§ power and certain other goods.® We concentrate instead on
some of the major political arguments and questions of
principle raised by the Commission's proposals for future

fiscal approximation.

The Commission's Proposals

40 3.For VAT, the Commission has suggested a two-rate system,
in which there would be two permissible bands of taxation:
a standard rate band of 14 to 20 per cent, and a reduced
rate band of 4 to 9 per cent, which would apply to
foodstuffs, energy products, water supplies, pharmaceutical

Qﬂsrmoducts, books, magazines, periodicals, and passenger

transport. For excise duties the Commission proposes

6. see Mr Lilley's evidence 063-75. This was the burden
of the Report on Defence of Zero Rating, Fourth Report
(1986-87) HC45
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standardised rates of duty on tobacco and alcohol-based
products (including alcoholic drinks) and mineral oils. We
do not deal in this Report with the proposed changes in the
administration and collection of VAT and excise duties.

J This ommission must not, however, be taken as indicating

our approval.”’
4.Lord Cockfield told us8 that it was,

"in the light of the programme for the completion of the
internal market and in the light of the obligations imposed
igupon the Commission by the Treaty that we have put forward

these specific proposals...

Later9, he said:

“The point that is important is that the Commission's
function, ... is to produce proposals which reflect the

($ general practice of the Member States."

He explained that "one of the basic principles that [the
Commission have] always followed is that in this process of
harmonisation or approximation, we should cause the least

disturbance to the maximum number of States".

2 g 5.Lord Cockfield was asked why one should go for "the
general practice" rather than the best practice, to which
he responded that there was no means of judging what was
the best practice.l0 wWhile acknowledging that there was a

7. see, for example, QQ35-43
7.58: 't
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great deal to be said for a single rate he argued that
there would have been much opposition from ten Member
States.ll

6.We do not doubt that the Commission has performed its

ol

appointed task conscientiously, within its remit. But it
is clear to us that the project was flawed. The resultant
set of proposals would appear unlikely to be wholly
acceptable to anyone. The fundamental difficulty seems to
have been that the exercise was based on an almost
lolegalistic search for approximation rather than a search for
the most sensible and desirable solution.l2 Nor are we
sure that, even within the terms of the exercise it has
carried out, the Commission has convincingly shown that the
proposed approximation is necessary for the completion of
15’the internal market. Once the approximation is agreed,
there would be no easy way of improving the structure of

indirect taxation.

7.The level of indirect taxation is only one element in the
price differentials between member states which may produce
20 "deflections of trade".l3 variations in direct taxation,
particularly payroll and corporation taxes, may have a much
larger impact on companies' profitability, and
competitiveness, than the variations in rates of VAT. And
the fact that the same product bears a different price in
'15'one EC state than 1n another (encouraging cross-border

shopping) is due to a myriad of factors such as currency

151 RO S L5
2% It should be noted that the Commission's Global

Communication emphasised "that the present package is not
2, Jgan attempt to design an ideal fiscal system for the
Community, but a blueprint for abolition of fiscal
frontiers" (CoM(87)320, p3)
13. 0Q23; It should be noted that the in present system,
here VAT is levied at the rate prevailing in the country
2§ 0of consumption, low VAT countries do not have a competitive
advantage, for all goods bear the same rate of VAT
regardless of where they are produced. It is the
Commission's proposed switch to the "origin principle"
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fluctuations, direct and indirect subsidies, the level of
interest rates, preferential government loans, legal,
social, and market differences. Approximating VAT will not
remove price differentials or place all EC companies on an
S equal footing. We suspect that a single European market
which will forge twelve nations together may well be able
to sustain larger differences in the levels of indirect
taxation than the United States upon which model the

Commission has based its proposals.l4

«g VALUE ADDED TAX

8.As the Commission's proposals would bring to an end the

UK's zero-rating of certain categories of goods and

services, on which the Government has pledged not to levy

VAT,15 we questioned Lord Cockfield about the UK's response
. § to his proposals. He told us:16

"in the Global Communication we said that the Member States
should study the proposals and they should respond to them,

and we are waiting for them to respond..."

However, as Mr Lilley has said in response to a recent

9 O Parliamentary questionl?:

"The Global Communication contained no specific invitations
to respond; Member States were invited only to evaluate the

Commission's ... proposals. The Economic and Financial

4. Q49
TLS/%S. See Appendix T
L 6% 562
17. o0fficial Report, c772(WA), 19 February 1988
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Affairs Council (ECOFIN) has referred the proposals to the
Economic Policy Committee (EPC) for economic analysis and
will discuss them in the light of EPC's report, which is
expected in the spring. The Commission should be in little

J doubt about the Government's view on UK zero rating."

The Prime Minister has made the Government's position

clear. She said on 16 February:

"We shall insist on our right to determine zero rating."18

But evidently Lord Cockfield and the Commission are only

/ Q brepared to take cognisance of a formal reply. We
therefore recommend that the Government should send such a
reply without delay making plain that abolition of the
zero-rating principle is not something on which there can
be unanimity and that the Government is not prepared to

/5 consider any draft which includes it. We think it is
important that this fundamental issue should not form part
of subsequent negotiations on other aspects of
approximation. We believe there are overwhelming arguments
in favour of the retention of zero-rating. Ministers

2.0should seek to persuade other Member States of its positive

merits.

9.The Commission evidently consider the possible retention
of a zero-rate only by derogation. Lord Cockfield argqued

that "every derogation carries a price with it and it is

2< 18. oOfficial Report, c821, 16 February 1988
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for the Member State asking for the derogation to assess
for itself what the price is and whether it is prepared to

pay for it."19

Pressed to clarify what "the price" would be, he enlarged:
"What I am saying to you is that you might well find that
other Member States were not prepared to accept the kind of
deflection of trade which would occur and that they might -
I am not saying they would occur because we are in the
field of speculation now - find it necessary to maintain

border controls against the United Kingdom."20

We do not find this argument against derogations
convincing. It is difficult to imagine that if the United
Kingdom were to choose to maintain the zero-rate of VAT on
the present limited range of goods and services, the other
Member States would find it necessary, for that reason

alone, to maintain border controls.

10.0ne other possibility, consistent with the retention of
a zero-rate, would be to argue for a reduced Community-wide
rate of, say, 0-6% rather than the 4-9% at present proposed
by the Commission. Whether or not such an alternative is
adopted, we are sure, however, that the Government should
arque positively for the use of a zero-rate as one part of
a package of proposals.2l We believe that it should do so
for the situation post-1992 not as a "temporary derogation"
or "special measure" but as part of a Community wide

proposal which has real advantages..

19y %020
20+ 023
21. The evidence of the Economic Secretary to the Treasury

made it clear to us that no such attempt has yet been made,
see Q86



EXCISE DUTIES

11.In evidence to us Lord Cockfield said22.

"The excises .. are much more difficult to deal with than
VAT, not least because of the high unit value and because
5~ of the enormous variation in practice as between one Member
State and another, but these problems simply have to be

solved."

The Commission's task was undoubtedly difficult. We do
not, however, think it is acceptable for duty rates which

1) reflect, in part, social and health policies, simply to be
averaged. It is not self-evident, for instance, how one
should calculate the average of a policy, on the one hand,
which seeks to discourage smoking by levying high rates of
tax on cigarettes and a policy, on the other hand, which

: §seeks to encourage domestic tobacco production, by levying
correspondingly low rates of tax. To attempt to produce
such an average amounts to the Commission suggesting
changes in Member States' health policies under the guise
of tax harmonisation. Further difficulties would arise,

0 for example, for transport in rural areas, and for
transport costs generally, because of the Commission's
proposals for common rates of excise duty on petrol and

other mineral oils.Z23

22. 044
23. The Institute for Fiscal Studies published a report
suggesting a number of alternative approaches: Report

Series no 28: Fiscal Harmonisation (February 1988)
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THE SINGLE EUROPEAN MARKET

12.We support the concept of a single market in Europe, and
welcome the opportunities it offers the UK. We do not
believe, however, that the goal of a Europe without
frontiers should be sought at any price. Nor are we
convinced that the Commission's proposals for indirect
taxaton are the best, or only way forward. They are beset
with problems, some of which we have touched upon in this
Report. As Lord Cockfield said, the fiscal proposals are
only a small part24 of the package of proposals designed to
abolish intra-Community frontier controls by 1992. The
abolition of these controls raises many important questions
which are outside our remit about, for instance, the fight

against drugs, terrorism, and rabies, not Jjust cross-border

shopping.

13.We intend to continue to monitor the Community's
progress on fiscal approximation. In the meantime, and
before the Economic and Financial Affairs Council (ECOFIN)
considers the Economic Policy Committee's report25 we share
the view of the European Legislation Committee that the
House should debate the Commission's proposals and be kept

fully informed of the Government's intentions.

245 0k
25. See para 8 above
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Tis We have only one amendment to suggest to the draft report attached to your

note of 29 February.

have" for "has" in page 5 line 9.

of course,

This is to propose the substitution of "claims to

It as,

our contention that

the US experience suggests a different approach to this issue.



We also think it might be worth pointing out to the Clerk that page 7,

‘ footnote 21 is not entirely fair. The Government has not "argued

positively for the use of a zero rate as one part of a package of

proposals" because no substantive discussion of the proposals has yet taken

place. (In the time available we have not checked all the detailed

cross-references and footnotes).

The report is generally nelpful to the Government's approach and presumably
therefore will provoke a predictable response from Lord Cockfield. The two
recommendations - (a) that the Government should send the Commission a
written reply in effect vetoing the proposals as they affect UK zero rating
and (b) that there should be a debate before ECOFIN discuss the EPC report

- will require further consideration.

It is perhaps worth noting a couple of potentially awkward points that the
Committee have not raised - (a) from the lists of zero-rated goods 1in
various categories which we sent them, the number of sensitive items not
covered by Government pledges and (b) the argument currently being run by
Teddy Taylor MP that the European Court will have the power after 1992 to
declare to UK zero rates jllegal under the Treaty of Rome and/or the Single
European Act. It seems unlikely that any debate will take place without

these being raised.

K

P R H ALLEN
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TCSC DRAFT REPORT ON TAX APPROXIMATION

The Chancellor has seen your minute and enclosure of 29 February to

Mr R Allen (Customs).

25 He has noted, in particular, the threat (paragraph 13 of the
draft report) of a debate before ECOFIN considers the Economic

=

J M G TAYLOR

Policy Committee's report.



88-A2-1a 13:37 C&E PARFLY UMIT NKEH F':Z
16 48
AN )
. \ ik ™
' / . \‘
// , FROM: P R H ALLEN

DATE: 10 March 1988

PS/ECONOMIC SECRETARY

I attach briefing for Treasury first order guestions and for PM's
question time on (a) Herr Kohl's speech re VAT approximation to
the European Parliament yesterday and (b) the publication of the

TCSC report on tax approximation earlier today. Could you copy to
PS/Chancellor and to No. 10 please?

RAY - MINISTER IMMEDIATE

Richard Allen
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HERR KOHL'S COMMENTS ON INDIRECT TAX HARMONISATION IN SPEECH TO
EUROPEAN PARLIAMENT (Times, FT, Guardian today)

Line to take

Herr Kohl has said "consultations" on Commission's proposals

will be held during German presidency. Presidency free to
discuss what it wishes;y; and UK ready to enter into
consultations. But important to note that tax approximation

did not feature among itema identified by Herr Kehl as

priority areas for progress during German presidency.

Government not convinced of relevance of proposals for tax
approximation to completion of single market; and have made
our position on zero rates perfectly clear. Qur position
ultimatecly protected because decisions on proposals require
unanimity.

ECOFIN has referred proposals to its Economic Policy Committee
for analysis before discussing further later this year.
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BACEKGROUND NOTE

.

Today's press coverage concerns Herr Kohl's speech to the
European Parl:iament vesterday (9 March).

His comment that the Commigsion's proposals will be discussed
during the German Presidency does not, of course, commit the

Presidency to achieving any particular degree of progress on
the issue.

Herr Kohl also identified a number of priority areas for
progress during the German presidency. Tax approximation was
hot among amcng them. Hence the Times's comment that Herr
Kohl "put the VAT issue firmly at the top of the agenda" does
not appear tc be borne out by what the Chancellor actually
said, a transcript of which is attached.
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B, Ladieh. ana Gentlemen,

The‘community now has the Way clear for the
realisation of the interma)l market by 19¢2, We will make
every endeavour to echieve decisive progress by the
nNext European Council ip Hanoveyr in June., Qur most imporsant
objectives over the coming months dre, in Pa&rtlicular, the
complotse :iberalisation of capital movements; rreedom 4o
pProvide sorviceg ip irsurance andg for financial Ber'vicesy
a furthep reduction in Lechnical baprriers to trade, e
the standardisatiop of differing national nerms,standardisations
and technical specifications; the oPénlng of the publie precure=-
mont markets, notably in the Celecommunications se¢tor
and the Provisicn or Sérvices; the mutual recognition
of diplomas fop technical Yecupations so as to &0 on making
the right or establishment mors easlly practicable; the
further harmonisation of transport policy with a view
to a common transport market which afford all participants
identical and faip condition or competition; the harmonisation
of a national company law; and the canzliusion of the Community
patont agreement, together With the creation of a Community
trade mark law. These two measures are indispensable
for the creation ©f a European technological Community,

Tax harmonisation must also be pushed forward within the
Next few years as animportant measy»e for the completion of
the Internal market. The Commisslon Las rlghtly indicated
that a uniform internal market requires eliminating existing
tax diffaerences. Consultations Willl be held on the Commission

propeosals on tha harmonisation of VAT and excise duty during

B,

SO - W o —— - L

this half of the year,
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TCSC REPORT ON THE COMMISSION'S TAX APPROXIMATION PROPOSALS
(REPORT PUBLISHED NOON TODAY)

Line to take

Grateful to Committee for work it has put in. Raised a number of
important issues. Clearly, will wish to examine recommendations
carefully before replying fully in due course.

BACKGROUND NOTE

1. The Committee published its report at noon today. A press
conference coincided with publication. '

2. The Committee heard evidence from the Economic Secretary on 13
January; and Lord Cockfield on 15 February.

3. The Report contains two main recommendations : that the House
should debate the Commission's proposals in advance of
ECOFIN's discussion of EPC's report (expected later this
spring); and that the Government should write to the
Commission, fcrmally setting out its views on the proposals.



TREASURY FIRST ORDER QUESTIONS: 10 MARCH 1988
SUBJECT BRIEF ON VALUE ADDED TAX

T FACTUAL

A. EUROPEAN COMMISSION'S PROPOSALS FOR TAX APPROXIMATION

% Commitments - domestic: 1In exceptional circumstances of election campaign,

Prime Minister gave specific undertakings not to extend VAT to food, gas,
electricity or young childrens' clothing and footwear. (Commitments confirmed

at Prime Minister's Question Time: OR 16 July vol. 119 no. 20 col. 1270).

2. Commitments - EC: Prime ¥inister has made clear that UK could not accept

proposals which restricted right to apply VAT zero rates (Press conference, 29

May 1937, reported in Times, 30 May and Accountancy Age, 4 June).

2k Commission's approximation proposals: Commission propose standard VAT rate

band of 14-20 percent; and reduced rate band of 4-9 percent. Reduced rate to
cover foodstuffs; heating and lighting; water; pharmaceutical products; books,
newspapers and periodicals; and passenger transport. Construction and young
children's clotning and footwear (now zero rated in UK) would be standard
rated. Rates of major excise duties (alcoholiec drinks, ‘tobacco: products;
hydrocarbon oils) would be harmonised.

i

i Derogations: Commission recognised sensitivity of certain issues, eg VAT

zero rates for some Member States, but no derogations included in proposals.

Unanimity requirement: Under Article 17 of Single European Act all tax measures

require unanimous agreement.

S Timetable for discussions: Initial procedural discussion held at ECOFIN on

16 November. Proposals remitted to Economic Policy Committee (EPC) for
macro-economic evaluation. Oral interim report given by EPC Chairman to
December ECOFIN. Full report promised by Spring 1958. No date fixed for next
ECOFIN discussion but likely to be late Spring/early Summer. No question of

early decisions.



6. Revenue: 1If Commission package adopted as drafted (with 4% VAT on items on
reduced rate, 15% on rest) revenue from VAT would increase by about £3 billion
in full year. (Excise proposals would produce offsetting loss to revenue of

about £2 billion), so net revenue effect is a £1 pillion increase.

B INFRACTION PROCEEDINGS ZERO RATE

Tex Zero rate infraction proceedings: Separate matter from approximation.

Commission contend that certain UK zero rates not in accord with 6th VAT

Directive. Areas under challenge.

- animal feedstuffs, seeds, live animals yielding food for consumption -

(all supplies);

- Sewerage services and water (supplied to industry);

- News services (all supplies);

- fuel and power (except supplies to final consumers);

- construction of buildings (except houses "within social policy");

- Protective footwear and clothing (supplied to employers).

It should be stressed that the Commission is not challenging the zero-rating of

food in the snops.

8. Advocate General's Opinion and timing of final judgement: Advocate

General's role is to assist Court in identifying the relevant issues in the
case. His conclusions, set out in his Opinion, may be followed by the Court in
its judgment (more usually, but not invariably, they arc), but Lhey are not
binding, have no legal effect and no action need be taken as a result of thenm.
Advocate General in tnis case gave his Opinion on 2 December 1987. Date of

final judgement not yel known.



85 INFRACTION PROCEEDINGS - MEDICAL GOODS

9. Infraction proceedings - medical goods: Separate matter from approximation

and zero rate cases. European Court judgement requires UK to tax certain
medical goods at present exempt. Principal items affected are spectacles,

contact lenses and privately purchased hearing aids.

10. UK exempts from VAT:

- services supplied by statutorily registered health professionals (eg

doctors, dentists, opticians) and associated supply of goods;

- since December 1984, also supply of spectacles by non-opticians under

prescription.

11. EC Sixth VAT Directive allows exemption for:

- medical care supplied by medical and paramedical professiocnals.

12. European Court judzement rules tnat goods are not covered by Sixth

Directive exeuption unless minor and inseparable from medical care.

13. Statement by Economic Secretary in answer to written Question from Mr Tony

Baldry on 23 February (Col 142) and Private Notice Question from Mr Nigel
Spearing on 24 February (Cols. 291-302): Government will abide by decision but
time needed to study it in detail and consult interested trade bodies before
final decisions taken. Legislation to impose tax would require approval of

House of Commons. Stressed no connection with zero rates case or harmonisation

proposals.

14. Cost. VAT at 15% on items affected estimated to raise £25M. 'Own
resources' cost about £2M per year; UK also liable to pay arrears (back to 1979)

and interest of aobpout £20:.



15. Timing of implementation. No deadline set for compliance witn Court's

decision. Time needed to study judgement and consult trade associations before

final decision taken.

16. Treaty obligation to comply. Treaty of Rome binds all member states to

conform with Directives agreed by member states. Article 171 requires member

states to comply with judgements of European Court of Justice.

17. Adoption of Sixth Directive. Sixth Directive agreed by all member states

in May 1977 under Labour Government. Exemptions for health then in force were
not changed (thought to accord with Directive). (Other changes to accord with

Directive made by Finance Act 1977).

18. Ending of universal free eye test proposed in Health and Medicines Bill at

present before Parliament. Free test will remain for children, full time
students under 15, those on low incomes (including recipients of FIS and
supplementary benefit), registered blind and partially sighted. All others to
buy privately at whatever price (if any) opticians charge. No date yet decided

for implementatiocon.

19. Hearing aids are available on free loan under NHS to all in medical necd.

Judzement affects only privately purchased aids.

D VAT ON CONFECTIONERY

20. Representations: A few urging relief for confectionery. In particular,

the Biscuit, Cake, Chocolate and Confectionery Alliance submitted a report to
the Chancellor in December last arguing Lhat confectionery was food which should
not be taxed and pressing for zero rating. It was claimed that the resultant
reduction in revenue would not be as great as expected bescause relief would

boost industry, increase employment and reduce inflation.

21. Law: Briefly, chocolates, sweets and similar confectionery; and chocolate
biscuits and similar products, taxed at standard rate as exception to zero

rating of food (Group 1 of Schedule 5 to the VAT Act 1983).



22. Imports and Exports: Imports liable to tax at standard rate in same way as

home produced products. Exports zero rated.
23. Revenue: Estimated revenue yield from sales of chocolates, sweets and
similar confectionery is some £400m in 1987-88. Including chocolate biscuits

and similar products estimated amount is some £450m.

24. EC position: Contrary to EC law to extend zero-rating.

VAT ZERO RATING OF FUNERAL CHARGES

ol

25. Present exemption covers essential supplies associated with burials and
cremations, ez scrvices of undertaker making arrangements for cremation or
ourial, disposal of ashes, transport and the supply of a coffin and associated

soods. Does not extend to discretionary items eg flowers, gravestones.

(Extension of zero rating to funeral charges - see 78)

B VAT LIABILITY OF HOSPITAL RADIO BROADCASTING EQUIPMENT

26. Talking books and newspapers for blind and specialised equipment for their

production zero-rated since inception of tax. Relief extended in 1986 Budget to
cover non-specialised sound recording equipment, parts and accessories and

cassette recorders on free loan to the blind.

27. Budget representations from Charities VAT and Tax Reform Group ask for

relief for similar supplies to those nhospitalised/bedridden (eg TV or wireless

sets).

2 VAT ON NEWSPAPERS

28. Representations: 210 P letters on newspapers dealt with since June 1937.

3 previous Parliamentary Questions (mostly in association with books). No

commitments given (see 31).

29. Revenue: VAT at 155 on newspzpers alone would raise about £385 million in

full year.

30. RPI effect: VAT at 15% on newspapers alone would add 0.2 percent to RPI.



II. POSITIVE

A. EUROPEAN COMMISSION'S PROPOSALS FOR TAX APPROXIMATION

31. Tax Approximation: Government firm believer in benefits of Single Market.

But nas ensured (eg by keeping unanimity for changes in EC tax law) that

national interest safeguarded.

32. Zero rate: Cannot be abolished in face of UK opposition. Clear

commitments already given.

33. Use of 'veto': Proposals unacceptable as drafted. But discussion between

Member States at very early stage - wrong to anticipate outcome. UK committed
to completion of Single Market, but how this best achieved is matter for

discussion between iiember States.

34. Advantage of Internal llarket: Government attaches great importance to

completion of single market by 1992. Will improve competition and open up

exciting opportunities for British industry. Will bring major benefits to the

guropean economy as a wnole by reducing business costs and stimulating greater
p b 4 = 8 5

competitiveness and increased efficiency. Will help us to build the sort of

industrial capability which will allow Britain and Europe to compete
successfully in world markets in the next century. We want to ensure that

Britisn business makes the most of these opportunities.

35. Awareness by UK business of internal market: Single Market will mean

significant new opportunities and challenges for British businesses. They must

plan ahead now. That is reason for awareness campaign. Major conference at
Lancaster House on 13 April, will be followed by series of events thraughout

country.

B. INFRACTION PROCEEDINGS ZEROC RATE

36. Government's response to Commission' challenge: Government completely and

utterly rejects Commission's arguments; strong case put in writing to Court,
issue similarly vigorously defended at oral hearing (15 September 1987) before
the Court. Commission wrong to bring case - zero rates provided for when we
joined Community, nothing has changed - Government has said so publicly many

times.



37. No connection with Commission's "Tax Approximation" Proposals. Lord

Cockfield recently made public Commission's proposals for VAT rate approximation
with lower rate band (4-9 $) and standard rate band (14-20%) but no provision

for zero-rate. Infraction case is completely separate issue and has no bearing

cn tax approximation proposals.

38. Interference by EC in UK's social policy objectives Commission challenge

is on legal issue and not attack on UK's social policy as such. If Commission
thinks that member state is in breach of Community law, it has a right to apply
to Zuropean Court of Justice for a declaration. Commission thinks we are wrong

in this case, we do not.

C. INFRACTION PROCEEDINGS - MEDICAL GOODS

39. Medical care remains exempt. EC judgement affects only goods supplied

apart from care. Sight test is medical care and can continue to be exempted.

40. Many goods unaffected, eg:

- goods supplied free (eg on loan from NHS);
- drugs and medicines on prescription and specialist aids for
handicapped (zero-rated under separate provision of Sixth Directive

and not under challenge);

- false teeth and other dental prostheses (exempted under separate

provision of Sixth Directive).

D. VAT ON CONFECTIONERY

41. Why not relieve all confectionery: Matter for Budget judgment, but has to

be borne in mind that inessential expenditure, yielding substantial revenue

(£450m a year) which would have to be replaced.

42. Why not extend VAT to all confectionery: A tempting prospect which would

be well received in Brussels!



E. VAT ZERO RATING OF FUNERAL CHARGES

43, Exemption covers essential supplies connected with burial and cremation and

gives a wide measure of relief.

B VAT LIABILITY OF HOSPITAL RADIO BROADCASTING EQUIPMENT

44, Wide range of reliefs from VAT for specialist goods and services for

disabled and charities caring for then.

Includes medical, scientific, computer, video and refrigeration equipment
purchased with charitable or donated funds and to be used solely in medical
research, diagnosis or treatment.

111. DEFENSIVE

A. EUROPEAN COMMISSION'S PROPOSALS FOR TAX APPROXIMATION

45. VAT merely one element in price: The Government accept that a range of

costs, in addition to VAT, enter into the price of items purchased by
consumers. These prices differ between different Member States and there
frequently appears to be no direct relationship between VAT rates and prices in
different Member States. That is one reason why the Government has yet to be
convinced that tax harmonisation on the lines proposed by the Commission is
necessary to achieve the Internal Market. By comparison, in the USA single
market, individual states are free to charge differing rates of indirect

taxation.

46. Tax measures needed to complete Single Market: Milan and Brussels European

Councils did not identify tax measures as priority area. Other measures (ez on

technical standards) more important to completion of single market.

47. Derogations: Too early to say how discussion will g0; but commitments

quite clear.



48. Loss of Sovereignty: Position perfectly clear: will reject proposals

restricting UK's ability to use zero rating. UK's position protected because EC

tax changes require unanimity.

49. Government to extend VAT to books etc: Matter for Budget judgment.

50. Indirect tax narmonisaticn not necessary to achieve Internal Market:

Government notes with interest views expressed recently by Institute for Fiscal
Studies. We see considerable merit in view that tax rates should be harmonised
only in cases of clear distortion of trade; otherwise we believe that replying
on market forces [as in the USA] is preferable to imposed harmonisation which is

likely to be very disruptive to many Member States.

51. UK derogations or failure to harmonise could exclude us from the benefits

of the Internal Market: Ve note the comments made recently by Lord Cockfield.

fiowever, since agreement on EC tax proposals has to be unanimous, it is not
clear now he envisages his proposals will come into force if one or more Member
States cannot accept them. UK's commitment to Internal Market not in doubt; but
will be achieved through reason and discussion, not through imposed solutions or
threats of exclusion.

52. Government response to Commission's proposals: No lMember State appears to

have regarded it as necessary to respond by writing to the Commission.
Discussion in appropriate Ministerial Council is normal approach. Proposals to
pbe considered by Economic and Finance Ministers' Council (ECOFIN). ECOFIN asked
its Economic Policy Committee (EPC) to provide an analysis of economic
implications of proposals. When EPC report has been considered and UK completed
its own internal examination of proposals, Government will respond in ECOFIN,

which is the appropriate forum.

53. Approximation could be imposed by the Furapean Court: No. There is no way

in which the Court could impose any particular scheme of tax approximation (eg
abolition of UK VAT zero rates) in the absence of specific Community
legislation. 3inve tax approximation requires unanimity, UK can prevent

unacceptable Community legislation.



Bi INFRACTION PROCEEDINGS

54. What would be the effect if the UK were to lose the case at the European

Counrt?

Government would have to study exact terms of Court's judgment; but, if
zero-rating of any of supplies challenged were ruled to be illegal, Government

would feel bound to impose taxation on them at a positive rate.

[NOTE: (not for disclosure) The Chancellor has insisted that the options open
to him in the event of an adverse ruling should not be publicised. He has
consented only to it peing stated that the UK has a Treaty obligation to respect
rulings from the European Court, that we shall study the detailed judgment
closely and consider our options, and that the judzment could not include a
direction to apply a particular positive rate as Community law does not

prescribe one].

55. Food: Food in shops is not under challenge by Commission; Animal feeding
stuff's, certain seeds and live animals for human consumption are. (These are

essentially products which will become food and which are normally purchased by
farmers and not private individuals. Farmers registered for VAT recover any tax

charged) .

56. Sewerage services and water: Supplies to domestic housing not under

challenge: only non-domestic supplies are. (Most business users could recover

any VAT charged).

57. News services: Hewspapers not being challenged: the challenge is directed

at news service supplies to businesses such as tnose made by Reuters. (iMuch of

the tax would therefore be recoverable).



58. Fuel and power/protective clotning and footwear: Only supplies to

businesses are being challenged. (Most businesses would be able to recover the

tak ).

CONSTRUCTION OF BUILDINGS

59. What constructior is being challenged? Challenge thought to apply

essentially to construction of new buildings in non-domestic sector (offices,
etc). The Commission was asked to clarify its position on housing but, apart
from making it clear that it did not challenge local authority housing, all it
would say was that the indiscriminate granting of a zero-rate to the rest of thne

nousing sector was "disproportionate™.

60. Housing: Housing - most blatant example of where Commission challenge is
wrong. Clearly nousing is for final consumer - houses lived in by private
individuals. Clearly also for social reasons/benefit - Governments of all
parties have recognised this. Zero rating of new houses just one strand in this
policy - nousing benefit rent and rates rebate schemes, fixed rent levels,
security of tenure and tax relief for owner occupiers are all other aspects to

encourage public and private sector housingc.
=) (=]

61. Would jobs be at risk? If, because of an additional burden of irre-
coverable tax, the private sector reduced its requirement for new construction,

there could be consequential effects on employment in the industry.

62. EC likely to impose Cockfield proposals on tax harmonisation in same way

No. Infraction concerns interpretation of Directives already agreed by all

member states. Cockfield proposals cannot be implemented without unanimous

agrecement of all member states including UK.

C. INFRACTION PROCEEDINGS - MEDICAL GOODS

63. Price of spectacles should not rise by full amount of VAT Current price

already nas hidden tax element since retailers cannot reclaim tax on goods and
services bought to make exempt supplies. HNational Association of Optometrists
estimate that prices should rise by no more than 3-4%. Government's policy of

derezulating opticians resulted in substantial fall in prices in last 3 years.



64. Imposing tax on disability. Treaty obligation to comply with Court

judgement. Current voucher system (for children, full time students under 19,
people on low incomes and those needing complex lenses) will continue; covers

about 25% of all prescriptions for glasses.

65. Coincidence with introduction of charges for eye tests likely to cause

nardship Two measures unrelated. Many needy groups will continue to get free

eye test.

06. Government allowing EC to dictate domestic tax matters. As EC member, UK

must respect European Court rulings on interpretation of Directives - including

Sixth Directive - already agreed by all member states.

07. Court likely to find against UK in zero-rates infraction proceedings. Case

unconnected with zero-rates infraction (on construction, fuel and power, etc) -
concerns different Articles of Sixth Directive and different legal arguments.

Judgement in zero-rates case not expected for several months.

68. EC likely to impose Cockfield proposals on tax harmonisation in same way.

No. Infraction concerns interpretation of Directives already agreed by all

member states. Cockfield proposals cannot be implemented without agreement of

all mcmber states including UK.

69. Not first time UK have been forced to change taxation to comply with ECJ

judgement. Court ruled in 1983 that rates of excise duty on wine and beer

discriminated against wine. Duties altered in 1984 Budget to comply.

70. Other countries obliged to comply with ECJ judgements on tax matters eg

Italy obliged to alter VAT regime which discriminated against Scoten Whisky.

D. VAT YIZLD ON CONFECTIONERY

71. Borderline between standard-rated and zero-rated confectionery unclear:

Accept there are definitional problems, created partly by wide range of new
confectionery products now on market, such as cereal bars. Paymaster General
therefore asked Customs to review borderline in consultation with the trade.
Aim is to clarify borderline to reduce complexity of administration, both for

Customs and traders. Consultation paper issued last July.



72. Quaker Oats High Court decision on liability of a chewy cereal bar:

Customs are considerinz implications of judgment. Will be taken into account in

review of borderline which was subject of consultation paper.

73. Additional revenue if all cereal bars taxed: At existing 15 percent rate,

would be about £5m a year.

s

74. Confectionery is no longer a luxury but part of everyday diet: Many foods

which are part of everyday living are taxed eg ice cream, crisps, salted
peanuts. Unfair to single out confectionery for relief while these products

remained taxed.

75. VAT inhibits growth/hastens decline of UK confectionery industry:

Confectionery industry not alone in food area in being subject to VAT. But no
reason to suppose that VAT is significant factor. Changes in consumer taste and
other factors are at work, eg competition from imports. Very difficult to

justify singling out of confectionery industry for special treatment.

76. EC infraction proceedings (zero rates): Confectionery not at issue in this

. VAT ZERO RATING OF FUNERAL CHARGES

77. Relief should apply to all costs connected with funeral eg flowers,

wreatns, commemorative items such as gravestones. VAT is a broad based tax.

Such a relief would go very wide indeed and there would be pressure to extend
further (eg funeral catering services). Revenue loss would have to be made good

from elsewhere.

73. Zero-rating would give greater measure of relief. Extensions of
=) & &

zero-rating would conflict with our EC treaty ohligations. Successive
governments since inception of tax have seen exemption as appropriate treatment

for funerals.



F. VAT LIABILITY OF HOSPITAL RADIC BROADCASTING EQUIPMENT

79. Why relieve talking books for blind and not hospital radio?

Two are different in kind. Relief for talking books and newspapers parallels
relief for books and newspapers for signted. Hospital patients not usually

permanently deprived of this source of information/entertainment.

80. UYany other worthy candidates for special VAT treatment

(See CVTRG representations above). Difficult to draw defensible borderlines
petween competing good causes; any extension of VAT relief would invite
repercussive claims for similar treatment for other disadvantaged sections of

community. General relief from VAT for charities/disadvantaged would be

pronibitively expensive in revenue terms.

VAT CWN NEWSPAPERS

(P!

©1. Government to extend VAT to newspapers? Matter for Budget judgement.

32. European Court of Justice (ECJ) could force UK to impose VAT on

newspapers: Zero rating for newspapers unassailable under existing EC Law.
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In David Young's absence abroad, I am writing to givé you kﬁ)
details of the rationale behind the Single Market Campaign %& \
which David intends to launch on 18 March, and how we shall

discussing the proposals in more detail but I thought I should

write to you in view of your responsibility for overseeing
presentation.

057
-monitor its progress. I understand that our officials are \;Q/k 4

Completing the Community's single market is one of our <%}&fﬁ

longstanding priorities and was the principle focus of our Q&bxf £
Presidency in 1986. It involves the responsibilities of many }\ ;
Government departments but DTI takes the lead. TV/\ s

British business needs to be preparing itself for the challenge \b’f

of the single market. The way British business responds over \\
the next 4-5 years will haveicrucial bearing on whether we gain W;
or lose from completing the single market, and will determine \§§\
the competitive strength of British industry in the EC and :
world markets well into the next century. Awareness in this 7

country is lower than among our main competitors, particularly
the French.

This is the background to the proposals which David Young
submitted to OD(E) in September for a concerted effort to get
the single market message across to British business. As he
reported to OD(E) at the end of January we have developed the
first stages of a major national campaign which will need to be
sustained over the next 5 years. It will be launched at the
national conference at Lancaster House on 18 April, which the
Prime Minister will open. Lancaster House will be followed by
20 regional breakfasts in every part of the country.

e
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As foreshadowed at OD(E), all of this will be backed up by a
comprehensive information service to business, including an
introductory booklet to be mailed out to nearly 125,000
companies with 10 or more employees, a de:zailed information
pack and a 1992 hotline open from 18 March, and media coverage
(paid and unpaid) associated with the national and regional
conferences.

When David announced our campaign last Oc:tober the level of
awareness of the 1992 target among Britisn companies was around
16%3. We need this figure to be very much higher if British
business is to respond to the challenge successfully. Our
published target is to reach 90% awareness by the end of the
year. This would be around the level which the French have
already achieved.

This demanding target will require an intense effort backed up
by the necessary resources. In this country the level of
awareness rose only to 24% in January. Tais is despite an
increasingly intense level of media interest.

We expect our booklet and hotline, and the media interest
prompted by the Lancaster House conference and subsequent
regional breakfasts to achieve an increase but not enough to
bring us within reach of the high levels of awareness in other
Member States. All the advice we have had makes it clear that
we will not achieve this without an effec-ive paid media
campaign including television advertising. This has also been
the French experience. The French Governzment's successful
campaign in getting the message over to French business has
used several rounds of television advertising and we are being
criticised for not matching their efforts. Moreover, I believe
that the campaign needs to reach the country as a whole and not
just businessmen. I know that David shares this view. A ma jor
change in business attitudes and actions will only take place
once the single market and the target date of 1992 are well
known throughout the country.

We are therefore planning an initial burst of television and
other advertising around the time of the Lancaster House
conference.

For how long and with what intensity the advertising and other
parts of the campaign will continue will depend on how fast we
move towards our 90% target. I believe that a budget of around
£8 million should be the minimum figure for advertising for the
next financial year. We will of course monitor the effects of
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our campaign very carefully. Since November we have been
conducting a "rolling" telephone survey to monitor awareness
among companies. The survey questionnaire also included
questions aimed specifically at testing the impact of our
campaign.

Monitoring in this way will enable us to track progress very
specifically and to slow up the advertising if necessary. 1In
any event I do not expect to commit more than €12 million on
the campaign as a whole in the next financial year. I am
copying this letter to the Prime Minister, the members of OD(E)
and to Douglas Hurd, Peter Walker, Tom King, Nicholas Ridley,
Kenneth Baker, Malcolm Rifkind, Paul Channon, John Moore and
Sir Robin Butler.
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LESTRICTED
Policy Division
Inland Revenue Somerset House

FROM: J B SHEPHERD \
DATE: 17 MARCH 1988

PS/Chadéellor
Article in Financial Times 15 March 1988: proposals for

{
harmonisation of corporate tax systems within the \
European Community |

A copy of the briefing note called for by No. 10 on 15
March went up through you (further copy attached top copy
only).

As a sequel to the Article you have now had a copy of a
telegram from Hannay UKREP reporting a telephone
conversation with Lord Cockfield 15 March.

Two of the points in the second paragraph of the telegram

are new and were not available when Tuesday morning's brief was
prepared. First, the long awaited Commission communication on
corporate taxation would appear to have been down-graded (if
the Cockfield view prevails) from a "White Paper" to an
apparently lower key "consultative document". Second, the
timetable for publication has slipped yet again, this time to
mid-1988.

On a point of detail, from the context ("a mass of old
proposals dating from the 1970's already on the table")
the reference to withholding tax (paragraph 2, line 5)
concerns dividends only ie this is the 1975 proposal for
a harmonised partial imputation system. Neither this
proposal nor the draft directive on parents and
subsidiaries cause us too much difficulty but there are a
number of technical problems still to be resolved and
"coming to fruition during the German precedency® if by
that Lord Cockfield means securing adoption as
directives, by 30 June 1988 looks to be a long shot.

J B SHEPHERD

ce PS/Chief Secretary Mr Isaac
PS/Paymaster General Mr Painter
PS/Financial Secretary Mr Houghton
PS/Economics Secretary Mr Corlett
Sir G Littler Mr Beighton
Mr Scholar Mr McGivern
Mrs Lomax Mr Johns
Mr Peretz Mr Shepherd
Mr A J C Edwards Mr Sullivan
Miss Sinclair Mr Reed
Mr Cropper Mr wWillis
PS/Customs & Excise Mr Marshall

Mr Alpe

PS/IR
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INFO ROUTINE EUROPEAN COMMUNITY POSTS

FRAME ECONOMIC
COMMISSION PROPOSALS ON DIRECT TAXATION

1. LORD COCKFIELD TELEPHONED ME ON 15 MARCH MUCH DISTRESSED BY
THE STORY ON THE FRONT PAGE OF TODAY'S FINANCIAL TIMES THAT THE
COMMISSION WAS ON THE POINT OT TABLING PROPOSALS ON DIRECT TAXATION.
HE SAID THERE WAS NO TRUTH ON THIS STORY AT ALL WHICH HAD BEEN
CONCOCTED BY AN IRRESPONSIBLE OFFICIAL IN ONE OF HIS DEPARTMENTS.
THE DIRECT QUOTATION ATTRIBUTED TO HIMSELF WAS A LIE.

2. LORD COCKFIELD WENT ON TO SAY THAT, WHEN HE ARRIVED AT THE
COMMISSION, THERE HAD BEEN A MASS OF OLD PROPOSALS ON COMPANY
TAXATION DATING FROM THE 197QS ALREADY ON THE TABLE. IT WAS POSSIBLE
THAT ONE OR TWO OF THESE (ON THE TAXATION OF SUBSIDIARIES AND
WITHHOLDING TAX) MIGHT COME TO FRUITION DURING THE GERMAN
PRESIDENCY. BUT THERE WAS NO QUESTION OF THE WIDER ISSUES REFERRED
TO IN THE FINANCIAL TIMES ARTICLE BEING DEALT WITH IN THAT TIMESCALE
NOR IN THAT WAY. WHAT HE WAS COMTEMPLATING WAS A CONSULTATIVE
DOCUMENT BASED SUBSTANTIALLY ON US AND UK COMPANY TAXATION REFORMS
WHICH WOULD PROBABLY NOT ISSUE MUCH BEFORE THE SUMMER HOLIDAYS. HE
HAD THE SUPPORT OF DELORS FOR THIS APPROACH.

3. LORD COCKFIELD CONCLUDED BY ASKING THAT THIS ACCOUNT OF THE
POSITION BE BROUGHT TO THE ATTENTION OF MINISTERS. THE LAST THING HE
WANTED AT THIS MOMENT WAS ANOTHER CONTENTIOUS ISSUE RELATED TO
TAXATION BEING AIRED IN THE UK AND AT WESTMINSTER.

HANNAY

oYY

PAGE 1
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FROM: J B SHEPHERD

POLICY DIVISION
DATE: 15 MARCH 1988

Miss Zealey
Central Division

Article in FT 15 March 1988

Proposals for harmonisation of corporate tax systems
within European Community

BACKGROUND NOTE

Details of proposal'

152 The proposals set out in the FT article are those
which the writer expects to see in a White Paper to be
published by Commission dealing with Company Taxation

It is all speculative and URREP Confirmed today 15
March that the document has not yet been published. It
has been on the stocks for some years and there are no
surprises in the list of topics to be covered, which had
been around and discussed in working parties in some
cases, since the late 1960's.

25 Proposals for harmonisation of the corporation tax
base include proposals to align rules for

- depreciation (capital allowances for plant
and machinery)

- deductability of expenditure as tax allowable
expenses of a business

- tax exempt provisions

- Stock Valuation

- incentives for research and development
-~ carry forward of trading losses.

3 Other related propasals

The article also refers in its final two paragraphs to
related proposals as follows:
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a.

a suggestion that withholding tax rates on
interest and dividends be aligned (as yet
no draft has been tabled for discussion

at Working Group level); and

an old proposal that there should be a formal
Arbitration Procedure at Community level, to
sort out disputes over taxing rights between
member states involving international double
taxation.

LINE TO TAKE

We are, of course, already aware of the proposals
referred to in the newspaper article. We look forward
to the opportunity to study in detail the Commission

proposals
published.

DEFENSIVE

when the White Paper on Company Taxation is

The UK line has consistently been that the case for tax
harmonisation/approximation has not been demonstrated.

BACKGROUND

a. The Commission's proposals may limit the
Chancellors and Parliaments freedom to decide
national tax policy.

b. The Commission's objectives are the harmonisation
of the tax rates and the tax base throughout the
Community. Its approach so far has been to repeat

this

objective at regular intervals without

producing evidence to justify the objectives.

Cry Discussions in ECOFIN have showed that most
Member States share the view that the Commission's
proposals must be studied without commitment to
tax harmonistion/approximation.

il

J B SHEPHERD
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The Treasury have asked us to provide briefing for the Prime
Minister on the abhove-mentioned article by 12 noon today.

They reguire a backgreund note giving detald
what stage the proposals have reached, ay

at the next

cstages of consultation with smember states are. They alseo reguire

:

a line to take.

I should be grateful if you could let wme have something on
by 11.45 if possible.

Many thanks

Z)@Ze
MISS W ZEALEY

Roow 44 New Wing
= el
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PROPOSALS #for hat
elements“of :national
tax systems within the
Community havebeen

corporate
European
agreed in

The ‘plan, ‘agreed last week by
the ” European::‘Commission’s
direct ‘tax division,- is ‘likely to
meet fierce resistance in several
countries;- not least the UK,
which is already fighting ‘Com-
mission plans to harmonise value
added tax and other-indirect
taxes.c s e :
The proposals envisage a’com-

included in companies’:taxable

bills. This would weaken the
power of individual countries to
use fiscal incentives to influence
corporate activity. © - LT
The plan is believed to remain’
the subject ;of ‘heated debate,
between different directorates
within the Commission.-How-

commissioner responsible for the
EC internal market; is expected
to ask the full*17-member Com-
mission to approve it as early as
Easter. - o

If approved, the plan would be
put to the EC Council of Minis-
ters, where it would require the
support of all 12 member states
before it could take effect,

The directive would harmonise

'BY RICHARD WATERS * -

O e 5 _;.‘ (
‘harmonising : the’ ¢orporate ‘tax "bases; of

principle by officials in Brussels.

mon approach’:to ' what:is’

income -and to what deductions
they may take to reduce their tax

ever, Lord Cockfield, the British

¥

-

“country.*This *‘would mean

.instance, that allowances for cap-

ital investment, or deprecijation,’

would have to be standardised.

There -would also have:-to be
consistency on tax incentives for’
activities such as research .and
development. b ey

Current tax law in the'sé;.é'reas

differs ‘considerably betweenA

states. Depreciation allowances

are applied -in states:such as-

France and West Germany but at
different rates. France ‘allows 50
per cent of the cost of buildings
to be deducted fromtax in the
Yyear of purchase; West Germany .
has a depreciation allowance of 2

‘per cent a year on buildings ¢on-

structed between 1924 and 1985,
* The UK does not give tax relief

- on depreciation. Capital allow-

ances, which had the same effect,
Were largely abolished for build-
ings ‘and plant.on April 1, 1986.
Member _states - would, _however,
remain free to apply incentives to
influence companies’ behaviour,
said an official closely involved
with drawing up the plan. -Lord
Cockfield said: “They would still
be able to give direct subsidies,
or to reduce tax rates.”

Lord Cockfield is also expected
to produce a statement of princi-
ple on further harmonisation of
corporate direct taxes. This
would not contain proposals for a

v ELEC

v.'r') ',l 2T B S R 3
LONDON ~FRANKFURT ~ NEWYORK . .

X

AR g R
each’ “legislative-change' ut would say
» for” .that it was’ intended to“bTing

direct tax systems and rates into
-line eventually, - sis cad v v
‘Harmonising tax rates is likely
to be the last stage of the process,
an official said yesterday. A pro-
posal for-member states to bring
their corporation ‘tax rates into a
band of 45-55 per cent. has ‘been
stuck at the Commission for 13
years because of lack of support.
Plans to harmonise the direct
tax systems of EC member states
have -been “floated =at .various
.times since 71969, though none
“has resulted in a directive, Those
- still pending include; .- SR
® A plan to ‘bring withholding
tax rates on interest and dividend
- payments -into line.” France 'and
:Italy are vociferous supporters of
.this plan, say EC officials, They
‘ believe that proposals to free the
flow of capital within the EC,
‘allowing nationals to open_bank
-accounts abroad, would result in
‘money flowing to low withhold-
ing tax areas unless rates’ were
harmonised. .= ...t oo
. ® Proposals to ease the tax bur-
den on companies with subsid-
iaries in other member states. At
‘the moment, companies and their
-advisers claim that double taxa-
tion can result when a national
tax authority claims that profits
reported abroad were in fact
made in its jurisdiction,

intentione if thas

DECISIONS are due to be taken

European microchip plan
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BY GUY DE JONQUIERES, INTERNATIONAL BUSINESS EDITOR
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NOTE OF A MEETING HELD IN ROOM 51/2, TREASURY CHAMBERS, PARLIAMENT
STREET, AT 6.15pm ON TUESDAY 22 MARCH 1988 2
é\ﬂ J
) e
>

Those Present \AJMk} rk}I (J
! \
Economic Secretary C\ U"/\ VL\S )
Mr Oxenford - C&E C,
Mr Richard Balfe, MEP

Mr Alman Metten, MEP \,J
VAT APPROXIMATION : VISIT BY MR ALMAN ME N(

Mr Alman Metten MEP, the rapporteur appointed by the European
Parliament to draw up the report on the approximation of VAT rates
and the harmonisation of excise duties, called on the Economic
Secretary. He reported his plan to replace Lord Cockfield's
proposed VAT bands, of 4-9% and 14-20%, by bands of 0-6% and 16-22%.

Detail

24 The Economic Secretary explained the UK Government's position.
We favoured a move towards the Single European Market, but we
did not think that it was necessary to approximate VAT rates in
order to achieve this, and we had difficulty with Lord Cockfield's
proposals. We did not see the difference in rates of VAT applied
by member states as either the only or the largest factor which
accounted for price differences between states. Nor did we think
that differences in VAT rates would create significant distortions
to trade, since this had not been the experience of the United
States, where indirect taxes varied from stale to state. In any
case, checks (for example, for rabies) and other frontier obstacles
(tor example, the English Channel) would need to remain whether
or not VAT was harmonised. It would in any case be politically

impossible to impose VAT on food, children's clothing, or fuel.
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But as EC citizens were unlikely to come to the UK specifically
to buy such day to day items, he did not think that the retention

of zero-rates for these goods would cause problems for the internal

market.
3 Mr Metten thanked the Economic Secretary for his exposition
of the UK Government's views. He said that a majority in the

European Parliament favoured the creation of a Single European
Market, and saw approximation of VAT rates as a necessary means
to that end. He did not accept the analogy with the United States,
since the differences between rates of VAT in EC countries were
much larger, and exempted Danish traders, for example, were already

making many of their large purchases in the Federal Republic of

Germany.

4. Mr Metten said that he saw his job as rapporteur of Parliament
was to find as big a majority as possible for some kind of
approximation. He thought that the principle of two separate
VAT bands, as proposed by the Commission, was the correct one,
but that the particular bands proposed by the Commission would
be wunacceptable to a number of member states. Mr Metten was
therefore canvassing the idea of two bands at different rates

from those proposed by the Commission.

(i) A band of 0-6% would replace the Commission's proposed
4-9% band, in order to gain the support of those
countries such as the UK which would face political

difficulties if they abandoned their zero-rates.

(ii) A band of 16-22% would replace the Commission's
proposed upper band of 14-20%. This was because
Ireland, with an upper rate of 25%, and Denmark,
with a 22% standard rate, would have difficulties
with an upper band of 14-20%. Denmark would be
unable to raise direct taxes to recoup any revenue
lost through 1lower VAT rates since their direct
tax rates were already some of the highest in the
world, and VAT accounted for 15.5% of GNP. Mr Metten
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realised that this proposal would entail the UK's
raising its rate of VAT by at least 1%, but he hoped
that this would be a politically acceptable price

for the preservation of existing zero-rates.

S5 The Economic Secretary thanked Mr Metten for coming.

R

P D P BARNES

Private Secretary

cc PS/Chancellor
PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
PS/Sir P Middleton
Sir G Littler
Mr Scholar
Mr Culpin
Mr A J C Edwards
Mr Turnbull
Mr R I G Allen
Mr Pickford
Miss Sinclair

Mr Michie

Mr Knox - C&E

Mr Jefferson Smith - C&E
Mr P R H Allen - C&E

Mr Oxenford - C&E
PS/C&E
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FROM: MOIRA WALLACE [/
DATE: 28 March 1988 |

PS/ECONOMIC SECRETARY cc Mr Culpin
Mr A J C Edwards
PS/C&E

VAT APPROXIMATION: VISIT BY MR ALMAN METTEN

The Chancellor has seen your note of the Economic Secretary's
meeting with Messrs Balfe and Metten. He would be grateful for
Customs’comments, routed via the Economic Secretary, on Mr Metten's

proposal.

AP

MOIRA WALLACE
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<!0(/ DATE: 25 MARCH 1988
Economic Secretary \< cc: Chancellor v~
\h 015 Chief Secretary
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GOV T RESPONSE TO THE TCSC REPJyéN;N THE EUROPEAN COMMISSION'S PROPOSALS ON
THE APPROXIMATION OF INDIRECT TAXATION

1 The Report generally supports the Government's stance, particularly on VAT
zero rating and the policy implications of the Commission's proposals for
alcohol and tobacco taxation. It involves three main recommendations ((a)

positively, (b) and (c) implicitly).

(a) that the Government should write to the Commission formally setting

out its position on zero rating (paragraph 8);

(b) that the Government should argue for the use of zero rates on a

Community-wide basis (paragraph 10); and

(¢) that the House should debate the Commission proposals in advancc of

ECOFIN's consideration of EPC's report (paragraph 13).

Internal circulation: CPS, Mr Knox, Mr Jefferson Smith, Mr Nash,
Mr Cockerell, Mr M Knox, Mr Oxenford



(a) Written statement to the Commission.

We consider that this would be playing into Lord Cockfield's hands. It
would allow him to portray the UK as the focus of opposition to the
proposals, and set us up as the scapegoat for lack of progress in
discussions. It would also create what could be a thoroughly unwelcome
precedent under which the Commission would expect written responses to all
draft proposals. In some cases we might have powerful reasons for wishing
to avoid revealing UK views in advance of the appropriate Council
discussions in Brussels. We suggest that the Government could reasonably
point out that no Member State has considered it necessary or appropriate
to write to the Commission in advance of discussions; and that discussion

of the proposal will take place at ECOFIN, which is the appropriate forum.

(b) EC-wide zero rating.

There could be tactical reasons for urging a Community zero rate or a
reduced rate band of O to 6% on our EC partners. However, this could have
implications for the Government's stance that tax approximation is not
necessary to achieve the internal market and would suggest that the
Government. was prepared to accept tax approximation if the tax rates and
rate structure were right. This would need careful consideration and it
would be prudent to avoid opening this potential Pandora's box in the
context of the reply to the TCSC. We suzgest therefore that we should
argue that the application of particular rates of VAT is a matter for the
national parliaments of the Member States concerned. The Member States
have, after all, had ample opportunity to consider the relative merits of
zero rating; and if some have decided to eschew them, that is their
business - not ours. In any case, the Government's view is that the

Commission has failed to demonstrate the case for tax approximation.

(c) Timing of a debate

We see some advantage in the House of Commons debating the proposals in
advance of the informal ECOFIN in May. At that stage, the Government can
reasonably take note of points raised in debate without having to defend
what may well be an inconclusive discussion at ECOFIN - which could
disappoint those who would like to see the Commission's proposals rejected

out of hand.



5 The report also contains a factual error in paragraph 9 which we suggest is
(=] D0

worth clearing up.

6. We therefore suggest a reply to the Report in the terms of the attached

draft.

2

P R H ALLEN



15 The Government welcomes the Committee's report and greatly appreciates the
considerable work which has gone into its preparation.

2ie The Government agrees with the Committee that the European Commission has
not demonstrated that tax approximation is necessary for the completion of the
internal market. On the question of zero rating, the Government notes the
Committee's recommendation that it should write to the Commission formally
setting out its position. It takes the view, however that this is a novel
suggestion by the Commission which could create an unwelcome precedent for the
future. No other Mewber State has considered it necessary or appropriate to set
out its views in writing. Discussions will take place in the appropriate forum
- the Economic and Finance Ministers Council (ECOFIN) - in due course. That is
the way such proposals have been dealt with in the past and there seems no good
reason why normal procedures should be overturned in this case in order to
assuage the legalistic concerns of the Commission. In any case, the European
Commission can be in no doubt as to the Government's position on this issue,

which has been publicly stated on numerous occasions.

3 The Government notes the Committee's suggestion that the United Kingdom
should argue the case for the application of zero rates on a Community-wide
basis. We shall certainly argue that there are good reasons why the United
Kingdom should continue to apply zero rates and why zero rating can be a
valuable element in a VAT system. i 5 a ne

\( dire 5 0D ab g Oofh Membe tates should-remaip~a—matte “or—th

attora parliaments O ates concerned

4. In paragraph 9 of the Report it is stated that zero rates are applied to a
"limited range of goods and services". The Government should point out that,. in
fact, approximately one third of consumers' expenditure in the United Kingdom is

incurred on zero rated items.
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SELECT COMMITTEE ON EUROPEAN LEGISLATION : ENQUIRY ON OVERLAP OF
EC TREATY POWERS

The Clerk to the House of Commons Scrutiny Committee has written to the Cabinet
Office (copy attached) to request a Memorandum outlining the various areas where the
EC Treaty provisions overlap and the Government's interpretation of the relationship
between these provisions. A reply is asked for by 25 April.

The request raises two points of concern. The first is that the Committee is not acting
on the basis of specific proposals to the Council but is conducting a general enquiry.

This is a departure from normal procedure and could in theory be construed as an
over-generous interpretation of the Committee's terms of reference. The request is
nevertheless a reasonable one, in the light of the broad remit of the Committee to advise
on the legal importance of proposals. I believe that we must respond civilly.

The second concern is the terms of the reply. The issue of the overlap of Treaty powers
is not new. The judgments in the battery hens and hormones cases, mentioned in the
Clerk's letter, relate to the situation before the coming into force of the Single European
Act. However the extension of qualified majority voting, the pressures on the
Community institutions to meet the 1992 deadline for the single market and new
procedures with the European Parliament have certainly highlighted the problems in this
area. The jurisprudence of the ECJ in this area is as you know limited and our approach
will have to be considered on a case by case basis. Our reply to the Scrutiny Committee
should be in the form of a low-key statement of the legal position to the extent that it
is known. I propose that if you are content the Treasury Solicitor's Department should
prepare a draft reply, for circulation at official level to interested Departments, which
will be cleared with you.

The Committee indicated that, following receipt of the Memorandum, it may hold a
public evidence session with Government witnesses. I suggest that in that case we should
look to the Treasury Solicitor's Department to supply witnesses. I would hope that by
keeping discussion on the legal plane we could avoid being drawn into discussion of the
implications for current policies.

In view of the wider interest I am copying this letter to Geoffrey Howe, Nigel Lawson,
Douglas Hurd, Norman Fowler, Nicholas Ridley, David Young, Kenneth Baker,

John MacGregor, Paul Channon, John Moore, Cecil Parkinson, Kenneth Cameron and
Sir Robin Butler

%J‘%”W’“’“)

JOHN WAKEHAM

The Rt Hon Sir Patrick Mayhew QC MP
Attorney General
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With the coming into effect of the Single European Act, the
precise choice of Treaty base for Community legislation seems to
the Committee to have taken on greater significance, particularly
in view of the procedural implications of different bases in areas
where Treaty powers overlap. One obvious area is the overlap
between Articles 100 and 100A, but there are a number of others,
including the relationship between Article 43 and Article 100,
explored by the European Court of Justice in the recent hormones
and bettery hens cases.

The Committee wishes to explore this whole area in greater
detail, and I have therefore been asked to request the submission
of a Memorandum outlining the various areas where Treaty powers
overlap and the Government's interpretation, having regard to any
relevant jurisprudence of the Court, as to the relative pre@cedence
of the various powers involved.

The Committee envisages that, following receipt of the
Memorandum, it will wish to hold a public evidence session with
Government witnesses. It wishes to arrange this for as soon after
the Easter Recess as is practicable. Accordingly, it would be
helpful if I could receive the Memorandum in time for the
Committee to consider it at its meeting on Wednesday 13 April.

I shall be happy to discuss this request further with you if

that would be helpful.
L}M RS
@/Z\Mﬂ Lb\')\u

C R M WARD
Clerk of the Committee

B E McAdam Esqg
Cabinet Office
70 Whitehall
London SW1A 2AS



COMMONS SCRUTINY COMMITTEE
TERMS OF REFERENCE

The Select Committee on Ruropean Leglslatlon is appointed urder
Standing Order No 105,

Select Committee on BRuiropean Legislation

105.-(1) There shall be a Select Committee to consider draft
proposals by the Commission of the Ruropean Commmities for
legislation and other documents published for submission to the
Council of Ministers or to the Buropean Council whether or not such
documents originate from the Commission, and to report its opinion as
o whether such proposals or other documents raise questions of legal
or political importance, to give its reasons for its opinion, to
report what mattefrs of principle or policy may be affected thereby,
and to what extent they may affect the law of the Ui ted Kingdom, and
to mke recommerdations for the further consideration of such
proposals and other documents by the House.

(2) The Committee shall consist of sixteen members.

(3) The Camittee and any Sub-Committee appointed by it shall
have the assistance of the Counsel to Mr Speaker.

(4) The Committee shall have the power to appoint specialist
advisers for the purpose of particular inquiries, either to supply
information which is not readily available or to elucidate matters of
camplexity within the committee's oarder of reference.

(5) the Committee shall have power to send for persons, papers
ard recards; to sit notwithstanding any ad journment of the House; to

ad journ from place to place; and to report from time to tine.

(6) The quorum of the Committee shall be five.




(7) The Committee shall have power to appoint Sub-Committees
ard to refer to such Sub-Committees any of the matters referred to
the Committee.

(8) Every such Sub-Committee shall have power to send for
persons, papers ard recards; to sit notwithstanding any ad journment
of the House; to adjourn from place to place; and to report to the
Committee from time to time.

(9) The Cammittee shall have power to report from time to time
the minutes of evidence taken before such Sub-Committees.

(10) The quorum of every such Sub-Committee shall be two.

(11) The Committee or any Sub-Committee appointed by it shall
have leave to confer and to meet concurrently with any Comittee of
the Lards on the BRiropean Communities or any Sub-Committee of that
Committee for the purpose of deliberating and of examining witnesses.

(12) Unless the House otherwise arders, each Member naminated to
the Committee shall contimue to be a member of it for the remainder
of the Parliament.
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SINGLE MARKET CAMPAIGN ADVERTISING

My disappointment with the style and tone of your letter of
29 March was matched only by my acute concern, which I am sure
you share, at reading about it in so many of this morning's

newspapers. I regret that we could not have dealt with this
on a bilateral basis.

Much of your letter seems to me a thinly veiled attack on the
whole principle of using advertising, particularly on
television,as part of the effective presentation of Government
services, activities and policies. If we differ on that basic
point - which is fundamental to much of the work of my
Department - I would wish to propose an early meeting

chaired by the Prime Minister, and involving Nigel Lawson,
Geoffrey Howe and Kenneth Clarke.

On the other hand if your difficulty is just with the scale of
the single market campaign then we should now reinstate the
meeting you cancelled at short notice last week. Your main
concern here seems to be with our initial target of 90 per
cent business awareness by the end of this year rather than
1992. The very fact that you put it in this way indicates the
scale of our problem. The Single Market will be a reality in
1992. 1Industry and commerce nced to plan for it now not then.

Indeed for many industries 1992 has already effectively
arrived.
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the department for Enterprise

.I do not consider this 90 per cent target in any way

unrealistically high or unsustainable. The 90 per cent
awareness we are seeking by the end of this year is simply of
the objective of completing the single market by 1992. Indeed
our campaign must achieve a lot more than that. We need to
ensure that firms are actually planning action to meet the
challenge of 1992. 1In France, following a sustained paid
media campaign, that figure is already 87 per cent.

For us to set a figure lower than 90 per cent for initial
basic awareness would be indefensible and damaging.

I am copying this letter only to the Prime Minister,
Nigel Lawson, Geoffrey Howe, Kenneth Clarke and to Sir Robin
Butler.
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HM CUSTOMS AND EXCISE
NEW KING'S BEAM HOUSE
22 UPPER GROUND
LONDON SE1 9PJ

TEL 620 1313 Ext 5059

1. Mr Jefferson Bmith From: ALISON FRENCH
2. PS/Chancellor Date: 6 April 1988

ce: PS/Chief Secrelary
PS/Paymaster General
PS/Economic Secretary

C(A/OV\ W\l %ﬂ( V\MixL 7)0‘!' W}' Sir P Middleton

4 Sir G Little

M pwon nbs {"’D JW werve nﬁ?’j Mr Scholar
on yowr W’ﬁﬁmj‘) amend ey gi R 6%

Miss Sinclair

bcb\/wa “H/Le v\e,w?var;@")pd Mh (p ¥r R I G Allen

Mr Michie

Mfrhmw; 15V 2enhente of Parp, 2 - Miss © .,
Shall we daop Y ent 7 Tpw Q/

GOVERNMENT RESPONSE TO THE TCSC REPORT THE EUROPEAN COMMISSION'S PROPOSALS ON
THE APPROXIMATION OF INDIRECT TAXATION

S

<A I understand that the Chancellor has queried a factual point in Richard
Allen's note of 29 March on the above subject. The draft Government response
attached to Mr Allen's note states that "approximately one third of consumers'
expenditure in the United Kingdom is incurred on zero rated items", whereas the

Budget brief says that about 25 percent of consumers' expenditure is zero rated.

2, All of consumers' expenditure is either taxable at the standard rate, zero
rated or exempt for VAT purposes. In fact, about half is standard rated, 25 #lh&
k‘
percent is zero rated and 25 percent is exempt. Thus it is true to say that 0& d 'Fj
1-‘

about one third of consumers' expenditure on goods and services liable to VAT

(ie excluding exempt items) is zero rated. But, for the purposes of the
{Uﬂdeeﬂl l response to the TCSC, it is probably clearer to refer to zero rated goods and
" services as a proportion of total consumers' expenditure (rather than taxable
expenditure). I suggest the final sentence of the draft response should read
"The Government should point out that, in fact, zero rated goods and services
account for about oné quarter of total consumers' expenditure in the United

Kingdom."

Atsen. veech.
ALISON FRENCH
DPU1

Internal circulation: CPS, Mr Jefferson Smith, Mr Nash, Mr Cockerell, Mr M Knox,
Mr Oxenford
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Mr Byatt =
Mr Scholar c>31 \
Mr Culpin e /
Mr Edwards ///

Miss Sinclair
Mr R I G Allen
Mr Michie

Ms French C&E
PS/C&E
Mr Jefferson Smith C&E

GOVERNMENT RESPONSE TO THE TCSC REPORT ON THE EUROPEAN COMMISSION'S
PROPOSALS ON THE APPROXIMATION OF INDIRECT TAXATION

The Chancellor has seen Mr Allen's minute of 29 March to the
Economic Secretary, and Ms French's further minute of 6 April. He
is now content for the Government response to issue, subject to two

amendments:

(i) recast final sentence as suggested by Ms French in her
minute;
(ii) delete final sentence of paragraph 3.

PP

MOIRA WALLACE
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FROM: G R WESTHEAD
DATE: 13 April 1988

cc PS/Chief Secretary
PS/Paymaster General
PS/Sir P Middleton
Sir G Littler
: g NN PTOPIER Mr Byatt
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® S Mr Culpin
WVNj ’f ?)0\/\ e f’mr@‘fﬂ WW Mr Edwards
Mr Dyer
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Mr R I G Allen
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Miss French - C&E
PS/C&E

ﬂAJPth f%f%g | Mr Jefferson Smith - C&E

L
GOVERNMENT RESPONSE TO THE TCSC REPORT ON THE EUROPEAN COMMISSION'S
PROPOSALS ON THE APPROXIMATION OF INDIRECT TAXATION

APS/CHANCELLOR

Mr Allen's minute of 29 March set out the three main
recommendations of the TCSC report and the suggested Government

response.

2 This is to confirm that the Economic Secretary is content
with TCSC's proposal that the House should debate the Commission
:/ proposals in advance of ECOFIN's consideration of the EPC's report
and that, as Mr Allen says, we should try and arrange for this

to take place before the informal ECOFIN in Lubeck in May.

Sx{ ipe Lf ~the -Chancellor  is similarly content of “this point, our I

Parliamentary Branch will need to contact the House authorities. ~
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APS/ECONOMIC SECRETARY cc PS/Chief Secretary
PS/Paymaster General
PS/Sir P Middleton
Sir G Littler
Mr Byatt
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Mr Edwards
Mr Dyer
Miss Sinclair
Mr R I G Allen
Miss Evans
Mr Michie

Miss French - C&E
PS/C&E
Mr Jefferson Smith - C&E

GOVERNMENT RESPONSE TO THE TCSC REPORT ON THE EUROPEAN COMMISSION'S
PROPOSALS ON THE APPROXIMATION OF INDIRECT TAXATION

The Chancellor has seen your minute of 13 April. He would be
content in principle for the House to debate the Commission's
proposals before ECOFIN considers the EPC's Report. He would be
grateful if Customs could provide a draft letter for him to send to
the Lord President, copied to the Foreign Secretary. The letter
should inform him of the date of the Lubeck Meeting and argue that
if there is to be a debate on this subject it should be pre—Lﬁbeck
as the TCSC have recommended. However, the Chancellor has added
that if the Lord President would sooner have no debate at all, we
could live with that.

M’N\/

MOIRA WALLACE



ps2/25M RESTRICTED 4;0*127'1ﬁ1 VTU(XD
o ‘

FROM: MISS M P WALLACE
DATE: 18 April 1988

APS/ECONOMIC SECRETARY cc PS/Chief Secretary
PS/Paymaster General
PS/Sir P Middleton
Sir G Littler
Mr Byatt
Mr Scholar
Mr Culpin
Mr Edwards
Mr Dyer
Miss Sinclair
Mr R I G Allen
Miss Evans
Mr Michie

Miss French - C&E
PS/C&E
Mr Jefferson Smith - C&E

GOVERNMENT RESPONSE TO THE TCSC REPORT ON THE EUROPEAN COMMISSION'S
PROPOSALS ON THE APPROXIMATION OF INDIRECT TAXATION

. WowlA be
The Chancellor has seen your minute of 13 April. He .i# content in
principle for the House to debate the Commission's proposals before
ECOFIN considers the EPC's Report.’wa? would be grateful if Customs

could provide a draft letter foﬁZEﬁb—Ghanee}%er to send to the

Lord President, copied to the Foreign Secretary. The letter should

inform him of the date of the Lubeck Meeting and argue that if
there is to be a debate on this subject it should be pre-Lubeck as
the TCSC have recommended. However, the Chancellor has added that
if the Lord President would sooner have no debate at all, we could
live with that.

MOIRA WALLACE
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CHANCELLOR cc Chief Secretary

CABINET,

Paymaster General
Sir P Middleton
Sir G Littler

Mr Lankester

Mr Scholar

Mr Peretz

Mr Culpin

Mr Mercer

Mr Mortimer

Mr Tyrie

21 APRIL:

EC Matters

You may

wish to report briefly on the outcome of Monday's ECOFIN:

Indirect tax approximation. Discussion of EPC report which

was relatively well disposed to Commission's dirigiste ideas.
No ‘member states are opposing outright the principle of
abolishing fiseal barriers. But several other member states
share UK's interest in slow tempo for these discussions.
Further discussion at mid-May informal ECOFIN.

AP

Budget disciplinev//Good ﬁrogress on legally binding Decision

about limits on //agricultural expenditure. But less progress
on non-obligatory expenditure. Signs are that big spenders
in'" Ccouncil - and the. Parliament will -both  try "to  exploit
inconsistencies in Brussels European Council conclusions.

Northern member states will need to stand firm.

Capital movcments. Some progress. German presidency still

hope to achieve agreement on liberalisation of capital movements

ATcE

A J C EDWARDS

before end-June.
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I have received this morning the briefing on the approximation of indirect
tax rates and harmonisation of indirect tax structure. This appeared to be
submitted by H M Customs and Excise rather than the Treasury and I would
like to clarify that this in fact the Government position.

My own view, which appears to be the view expressed by yourself recently

at Cambridge, is that the experience of the United States and Canada with
different sales taxes in each state and province indicates that harmonisation
here is not essential to the opening of the internal market. Nevertheless,

I am aware of the fact that the Commission holds very strongly to the
opposite view and that there are some important arguments on their side.

In this respect I am slightly concerned about the briefing that we have
received from Customs and Excise. First of all it states "that it would
limit the Chancellor's room to introduce changes to the tax structure and
as such would weaken one of the most important tools of fiscal management".
I would have thought that our policy had in fact been, since 1979, to keep
VAT levels stable, consistent at 15%, and in fact use other areas to manage
fiscal policy, in partiecular trying to reduce the level of income tax.
Secondly, and indeed more importantly, there is no contradiction to the
argument by the Commission that this is necessary for opening of the internal
market. This surely the core to the whole issue, because if the Commission
is right, then obviously our policy would have to change. The Commission
argues that the Councils itself, own advisory bodies have stated this,
including representatives appointed by yourself, €ertainly this is a point
that we will have to counter, and I would be very grateful for your view.
Thirdly, of course we have to take into account jusﬁrﬁot Lhe UK interests
but the Community's interests as a whole and the question obviously is put
that we are in a rather distinet position as an island because we do not
have a situation in which many people can regularly pop over the borders

to another country and buy goods at a cheaper rate, as occurs for example

Contd./...

~

Secretariat :
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from Denmark and from Ireland.

I would be very grateful to you for the definitive Government views

on this. I am obviously aware of the fact that certain commitments were
made during the election under political pressure from the opposition
which would be difficult to move and I am obviously aware of the political
effects of some changes. Frankly, my own opinion has always been, that
one of the great mistakes of the introduction of VAT was that it was not
a flat across the board tax on everything and the concept that some goods
are highly desirest for the population and should be VAT free is a very
weak argument. After all it hardly seems to me to be logical that the
books of Barbara Cartland and caviar are VAT free because they are
"necessities", whereas my underwear has VAT placed on it, presumably
because it is deemed not a necessity! I am still convinced that we in
the UK have got a long way to go on this issue ourselves!

Ut A

R J MORELAND



HM CUSTOMS AND EXCISE
NEW KINGS BEAM HOUSE
22 UPPER GROUND
LONDON SE1 9PJ

TEL: 01-620 1313 = $02.3

FROM: P R H ALLEN
DATE: 20 APRIL 1988

APS/CHANCELLOR cc PS/Chief Secretary
PS/Paymaster General
// PS/Economic Secretary
: ey ) e PS/Sir P Middleton
‘ Ci Wit v A Sir G Littler
Mr Byatt

Mr Edwards

“
o ) Py =y g J/  Mr Scholar
%”Jﬁﬂ V7? Pb<1 if%ﬁgj $€j¥ Mr Culpin
)

Mr Dyer
: Miss Sinclair
M Mr R I G Allen
&f N \:d qﬁxfo/ Miss KEvans
V‘M% Mr Michie
el

b

GOVERNMENT RESPONSE TO THE TCSC REPORT ON THE EUROPEAN
COMMISSION'S PROPOSALS ON THE APPROXIMATION OF INDIRECT TAXATION

I attach a draft letter for the Chancellor to send to the Lord

President (your note of 18 April to APS/Economic Secretary).

&

P R H ALLEN

Internal Circulation: E€PS Mr Wilmott
Mr Jefferson Smith Mr Cockerell
Mr Nash . Mr Kent
Mr Finlinson Mr Knox
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Whitehall Mr Scholar
London SW1A 2AT Mr Culpin
Mr Edwards
Mr Dyer

Miss Sinclair
Mr R I G Allen
Miss Evans

‘<7 Mr Michie
y e Miss French - C&E
o Tl o o JL_\ PS/C&E
\\v/ Mr Jefferson Smith - C&E

DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE APPROXIMATION
OF INDIRECT TAXATION

The Treasury and Civil Service Committee has recommended a debate
on the Commission's proposals on the approximation of indirect
taxation "before the Economic and Financial Affairs Council
(ECOFIN) considers the Economic Policy Committee's report”. This
follows an earlier recommendation by the Howe of Commons Select
Committee on European Legislation that the proposals should be
further considered by the House "at an early date".

Substantive discussion of the Economic Policy Committee's report by
ECOFIN is scheduled for 1its informal meeting at Libeck on
13-15 May. If there is to be a debate, it would certainly be
desirable that it should take place in advance of the Lubeck
meeting at the TCSC recommends - ie not later than the week
beginning 9 May.

I suggest a debate on the floor of the House for 13 hours after
10.00pm. A take note Motion would seem appropriate.

I am copying this letter to Sir Geoffrey Howe, to members of L and
OD(E) Committees and to Sir Robin Butler.

NIGEL LAWSON
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DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE APPROXIMATION
OF INDIRECT TAXATION

The Treasury and Civil Service Committee has recommended a debate
on the Commission's proposals on the approximation of indirect
taxation "before the Economic and Financial Affairs Council
(ECOFIN) considers the Economic Policy Committee's report". This
follows an earlier recommendation by the Howe of Commons Select
Committee on European Legislation that the proposals should be
further considered by the House "at an early date".

Substantive discussion of the Economic Policy Committee's report by
ECOFIN is scheduled for its informal meeting at Ldbeck on
13-15 May. If there is to be a debate, it would certainly be
desirable that it should take place in advance of the Lubeck
meeting at the TCSC recommends - ie not later than the week
beginning 9 May.

I suggest a debate on the floor of the House for 1} hours after
10.00pm. A take note Motion would seem appropriate.

I am copying this letter to Sir Geoffrey Howe, to members of L and
OD(E) Committees and to Sir Robin Butler.

NIGEL LAWSON



53/2/LPD/3764/031

{ f
f /

FROM: ECONOMIC SECRETARY
DATE: )/ April 1988

ALk
U

MISC 133 : 27 APRIL 1988 - PAPER ON IMPACT OF VAT ON BUSINESS

CHANCELLOR

You asked for my views on the two possible schemes, outlined
in paragraph 17 of the MISC paper to reduce the burden of VAT
accounting on small businesses (an outline of the 2 schemes is

attached at Annex A).

2% I should first of all say that I am yet to consider these
schemes in detail, as discussions between Customs and EDU officials
are still not complete and there is a measure of disagreement
on both sides. But, it is possible that this will form a specific
paper for a later MISC 133 meeting in advance of the deregulation
White Paper later in the year.

3 Neither idea has yet been worked up into a generally
attractive scheme. Both would make the VAT regime faced by small

businesses more complex than the present one and than that

impinging on larger firms. Also, both schemes would need an
EC derogation. The chances of securing this are very
slim (particularly for the EDU scheme) so soon after our

introduction of cash accounting and annual accounting and coming
as it does at the same time as our lobbying for a higher VAT

threshold generally.

The EDU scheme would appeal to those traders with very small
inputs trading from home. It would in addition, if it proves
to be popular, result in a sizeable revenue 1loss (up to £200
million per annum). If it proved not to be popular, it would
be hard to justify the extra costs incurred by Customs of setting

it up.



.4. The Customs and Excise scheme in its current form would

ease entry into the VAT system which is also the basic objective
of the EDU scheme. It would also placate those who object to
unfair competition from firms below the threshold as to removing
the disincentive affect of the threshold. But neither Customs
nor Treasury are strong advocates of this alternative which could
have considerable resource implications. It was put forward
at the request of the EDU who asked Customs for an alternative

if their own scheme was unacceptable.

5 In my view the top political priority is not to appease
pressures from construction firms above the threshold about unfair
competition from unregistered traders. So it would be desirable
to modify the Customs and Excise scheme to reflect this. Also,
the scheme Customs and Excise are presently working on would
require firms to register for VAT below the threshold which would
be a burden for both small firms, and Customs (as well as

conflicting with our pressure on the EC for a higher threshold).

PETER LILLEY
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EDU SCHEME

(i)

(ii)

(iii)

ANNEX A

All traders qualify once their +turnover reaches

the quarterly registration threshold (£7250)

Traders in the scheme will be obliged to issue
invoices on all their taxable supplies, although
they will only account for VAT on turnover above
the threshold.

Input tax will not be recoverable.

CUSTOMS ALTERNATIVE

{4l)

(ii)

(iii)

(iv)

2 registration thresholds would apply. One for
service traders and one for goods traders. The
service threshold would be £12,000, whilst goods
threshold would remain unchanged (£22,100).

Where a trader supplied both goods and services,
he would be defined as a service trader if at least
80% of the annual turnover was derived from supplies

of services.

Service trader would be obliged to notify Customs
once the turnover of the business excceded £12,000
per annum (or £4,000 for any quarter). He would

then be registered for VAT.
Input tax would be fully deductible.

At end of trader's VAT accounting period he would
calculate net tax due in the normal way, but where
his annual turnover was:

(a) under £15,300, he would pay to Customs only



25%
(b)
to Customs
(e)
to Customs
(d)

of the

over

over

over

net tax due.

£15,300
only 50%
£18,600
only 75%

but under
of net tax
but under
of the net

£22,100 all tax due

£18,600 he would pay
due

£22,100 he would pay
tax due

in the normal way.
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MISC 133: 27 APRIL 1988 g v
J

A. THE IMPACT OF VAT ON BUSINESS

I You will recall that despite initial misgivings it was agreed that we would provide
a paper on VAT for MISC. Our concern was that too much would still be expected
although we had undertaken the "VAT: Small Business Review" as recently as 1986-87
(resulting in the package of measures announced by the Chancellor in last year's Budget
statement). A draft of the paper, with which the EDU is broadly content, is attached

for your approval (Annex A).

25 You can expect considerable interest in the paper, particularly in view of the
recorded views at earlier stages. In MISC 133(87)9 the Department of Employment
highlighted the vast difference in compliance costs between large and small businesses,
while the minutes of the meeting on 26 January record the VAT threshold as being 'a
stark example of a Government imposed restriction on the development of small
business'. An introductory speaking note and defensive briefing will be provided nearer

the date.

Internal Distribution

CPs Mr Cryett Mr Tweddle (with Annex B only)
Mr Jefferson Smith Mr Hogg Mr Gaw (with Annex B only)
Mr Finlinson Mr Allen Mr Holloway



3. A substantial portion of the paper is given over to the threshold so that the
Group will see the background to the present position and the unlikelihood of our being
able to get EC agreement to any significant increase. It is inevitable that the EDU will
press their idea on the threshold (paragraph 17). As discussions are continuing despite
our inability to support their scheme and, we must assume, their lack of support for
ours, it is probable that you will be asked for a supplementary paper on this topic for a

later meeting.

4. Joint visits with the Inland Revenue were discussed at MISC yesterday and it may

be necessary to add to paragraph 24 in the light of that discussion.

SE Deregulatory action is being proposed on civil penalties, compliance costs, records

and accounts, and bad debt relief. A detailed list is at paragraph 26.

B. DEREGULATION IN CUSTOMS & EXCISE

6. This paper deals with the general philosophy of deregulation in the department,
looks at the opportunities for further deregulation in the functionalism of Customs and
of Excise and in an annex details the action currently being taken or under active
consideration. Again, a draft is attached for your approval (Annex B), and a speaking

note and defensive briefing will be provided. We would expect that there would be less

discussion on this paper than the one on VAT.

We are, of course, available for discussion on either or both papers should you wish.

T

P TREVETT
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PS/ECONOMIC SECRETARY cc APS/Chancellor
Mr R Savage

PS/Customs and Excise
Mr P R H Allen - C&E

DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE APPROXIMATION
OF INDIRECT TAXATION

I am advised that Murdo Maclean - following this afternoon's
meeting between the Government Business Managers and the
Opposition - was unable to arrange the debate next week, but
that it would take place in the following week - ie before
the informal ECOFIN meeting on 13 - 15 May.

2 This allows more time to agree the text of the 'take note'
Motion which must, of course, be cleared with No.10; and, I
suggest, as a courtesy, with the Foreign Secretary before 5 5 of
is tabled.

3 We are consulting Christopher Ward (Clerk to the Select
Committee on European Legislation) on the question of which
documents should specifically figure in the Motion (usually
those the Scrutiny Committee recommend for debate). i ishall

let you have his, and our, advice tomorrow.

RS

S

B O DYER
Parliamentary Clerk



e o= T i )+ o

St A?S/Ckwwuﬂbv
PSjRST
boe anpeed Thel the £STiorsld
Aellacen & o e [evmr ’)M
Molim and clear Bee lox U orth

e CL\M(XJW o “,‘ W‘L[L a—ﬁw ‘)taetL
to boe cleaveA Loclle Ne.jo amd

Treasury Chambers, Parliament Street, SWIP 3AG *** cmva‘é)' >

01-270 4520 e Fersipp Skcis
Miss Sarah Straight ”)5£;%g~
Office of the Government PS|ICRAE 1J)q
Chief Whip
12 Downing Street Mv. PRA. Allew - C2E
LONDON '
SW1 27 April 1988

T

DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE
APPROXIMATION OF INDIRECT TAXATION

In. the  light 'of the Chancellor's letterof .25 ‘April to the
Lord President, you confirmed yesterday that a slot would
be found for the above debate one evening next week after
l0pm for 1% hours.

The relevant documents, which we expect to figure in the
'take note' Motion, are:

CcCoM(87)320 final - Global Communications from the
Commission

coM(87)321 final/2 - Proposal supplementing the Common
System of VAT and amending Directive
77/388/EEC. Approximation of VAT
ratess

coM(87)322 final/2 - Proposals amending Directive
77/388/EEC - removal of fiscal
frontiers.

CcoM(87)323 final/2 - The introduction of a VAT clearing

mechanism for Intra community sales

CoM(87)324 final/3 - Proposal instituting a process
of convergence of rates of VAT
and excise duties

CcoM(87)325 final/2 - Proposal on the approximation of
taxes on cigarettes

coM(87)326 final/2 - Proposal on the approximation of
taxes on manufactured tobacco other
than cigarettes

COM(87)327 final/2 - Proposal on the rates of excise
duty on mineral oils



coM(87)328 final/3 - Proposal on approximation of the
rates of excise duty on alcoholic
beverages. and on the alcohol

contained in other products

Third Report of the Treasury and Civil Service Committee,
Session 1987-88. European Commission's proposals on the
approximation of indirect taxation. (HJc Ne.24.8)

Eighth Report of the Select Committee on European Legislation,
Session 1987-88. ( Hlc Ne.43Vin)

A note listing and describing the relevant documents is
appended below.

The precise wording of the motion is under consideration.
I shall forward this to you when agreed.

Ao Aok
P

B O DYER
Parliamentary Clerk
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DEBATE ON TAX APPROXIMATION

————

List Df Documents | ~ Q:\G b)

Commission proposals

1.

ComM87) 320 final -~ Global Communication from the

Commissicn.

This  introduces and explains the package of tax
measures., It reiterates commitments made by Milan
European Council and subsequent meetings and enumerates

e
the benfits of completion of the internal market.
&

COM 87 321 final/2. Propesal supplementing the Common

Systam of VAT and amending Directive 77/388/EEC...

Approximation of VAT rates.

The proposal would fix two rate bands for VAT. @
reduced rate of 4 to 9 per cent, to be applied to
foodstuffs (except alcoholic drinks)y to enerpy products
for heating and lighting; to water suppliess to
pharmaceutical productay to books, newspapers and
periodicals; and to passeneger transport. A “"Standard
rate" of between 14 and 20 per cent, to be applied to all
other taxable supplies of goods and services as laid down

by the sixth VAT Directive.
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COM{(87)322 Final/& - proposals amending Directive
(7/3088/EEC ~ remaval of fiscal frontiers.

The proposed Directive would make the necessary technical
amendments to the 6th VAT Directive arising both from the
change to the VAT treatment of goods and services

supplied from one member state to another and from the

introduction of a VAT clearing mechanism.

COM({87)323 final/2 — The introduction of a VAT clearing

nechanism for intra community sales.

As part of the package of measures to abolish frontier
controls for VAT purposes, the Commission proposes that
goods and-services traded across EC frontiers should be
treated for VAT punposes in the same way as supplies made
wholly within a member state. VAT would be charged by
the taxable =eller in the member state of exportation and
would be deductible by the taxable purchaser in the
member state of importation. To ensure that the VAT
continued to accorue, as now, to the country of
conssumMption {(ie importation), the Commission has
outlined a central clearing mechanizm to redistribute

displaced revenues. No formal proposal has yet been made.

COMB7) 324 final/3 - proposal instituting a process of

coconvergence of rates of VAT and excise duties

A2 a first step in the process of approximation. the
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measure would prevent the widening of existing
disparaties between mﬁ?er states indirect tax systems and
rates, and encourage movement towards the number and
lavels of tax rates which the Commission envisage should

apply by Decamber 1992,

€OM(a7) 32S Final/2 ~ proposal on the approximation of

taxes on cigarettes.

The proposal wolbld fix both the duty structure and the

rates of taxes on ciparettes.

COM(87) 326 final/2 - proposal on the approximation of

taxes on manufactured tobacco other than cigarettes.

The proposal would fix both the duty structure and the
duty rates for cigars and cigarillos, for smoking
tobacco, for chewing tobacco and for snuff.

Arrangemants for collecting the duty, including
arrangements for deferred payment, would be laid down in

subsequent directives to be an#eed not later than 1.1.88.
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LOM{87) 327 fingl/2 - proposal on the rates oOf excise
duties on minerg]l oils.

The proposal would fix the same duty rates for each main
category of product - leaded petrol, unleaded petrol,
diesel oll, heating gas oil, heavy fuel oil, LPG/methane
(used as road fuel), kKerosene as aviation Fuel {private

use) and kerosene used for other purposes.

GOM87) 328 final/3 - =anl on ation of

rates of excisg duty on aloohplic beverages and on the
alcohgl contained in pther produygts,

The proposal would fix common rates of excise duties
applicable to alcoholic beverages and the aleshol

tontainaed in other products.



(®)

TODTESTCD L0 20 W&E PFHERLT WUINL T NKBH F.o

.

TREASURY AND CIVIL SERVICE COMMITTEE RgrortT.  HC 2%

Having taken evidence from EST, Lord Cockfield and officials,
the Committee recommendsd that the Government should send
raply to the Commission, without delay, making it plain that
abolition of the zero rating principle is not something on
which there can be unanimity and that the Government is not
prepared to consider any draft which includes it. Thay
further considered that the issue is aso important that it
should not form part of subsegquent negotiations of other

aspects of approximation.

They concluded that given the overwhelming arguments for zero
rating, Ministers should seek to persuade other Member Etates
of its positive merits. They did not belimve that the
proposals by the Commission in regard to VAT are essential
for completion of the internal market. TCSC would cont i nue
to monitor the Commission’s progress and recommended the
House debate the proposals bafore ECOFIN considers the EPC

report.
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EIGHTH REPORT

The Committee examined mach of the Commission’s proposals for
the harmonisation of indirect taxe= from both the
Commission’s and the Department’s viewpoint. The Committee
found that the wide ranging package of tax propousals raised
matters of major political importance. Although the
principal proposals are not intended to come intoc effect
until 1992, they noted that some of the subordinate proposals
should be agFEnd'mot later than 1.1.89 and, more importantly,
that the convergence proposals would need to be implemented

well in advance of the tax harmonisation proposals.

They recommended that the proposals be further considered by

the Houze at an =arly date.
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Explanatory Memoranda (giving policy/vevenus

implications o} tadh propsadk.

8193/87

as00/87

8g01/87

820e/87

ax03/87

8204/87

8205/87

a206/87

as07/87

Global Communication

Approximation of rates

Amending Directive 77/388/EEC

Clearing House System

Convergance proposal

- Cigarettes

Other manufactured tobacco

Mineral oils

Aleohol

P.8
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DATE: 27 April 1988

cc MiSs

& WA dj@ v C + E iﬁ Y, PS/C&E

VAT ON CHIROPODY : CHANCELLOR'S CASE : MR FOWLER MP (ON BEHALF
OF MISS TOVEY)

The Chancellor commented recently in the context of his case that
he thought the borderline regarding VAT on chiropody was a strange
one and asked whether the Economic Secretary was content with the

stock reply.

e In the light of the Chancellor's comments the Economic Secretary
has reconsidered the reply though his view remains that the letter

is acceptable and that we have a reasonably defensible line here.

35 The Economic Secretary agrees with Customs that the lobbyists
(eg Miss Tovey in this case - see Annex A) seem to have confused
the actual position about VAT 1liability here. Whether or not a
particular class of medical pratitioner is exempt from VAT hinges
on whether he or she is enrolled on a statutory medical register
NOT on whether he or she operates in private practice or in the
NHS . When VAT was first introduced it was recognised that there
was a need for relief in the area of health. Accordingly the
exemption schedule exempted the services of doctors, dentists,
opticians and other health professionals who are enrolled on
statutory registers. This decision followed extensive consultations
with the professional bodies and was based on the view that relief
could only be effectively administered by linking it to the statutory

medical registers thus providing a clear-cut borderline. This

has stood the passage of time and is generally accepted as

reasonable.

4. So, the exemption for the services of chiropodists is confined




to those having statutory registration. It does not for example
extend to members of the British Chiropody Association whosc
qualifications (so Customs understand), are not regarded as rigorous

enough to justify their inclusion on the statutory register.

5. The possibility of extending relief has been examined on a
number of occasions - osteopaths have mounted a vigourous campaign
in recent years - but Customs have concluded that it is not possible
to look at any one group in isolation. There are many other
professions with various skills such as chiropractors,
psycho-analysts, herbalists, acupuncturists and masseurs as well
as religious groups interested in healing, none of which are
statutorily registered and hence none of which are registered for
VAT. Any erosion of Customs' present position would result in
Customs themselves having to make value judgements about professional

qualifications and particular medical treatments.
6. The Economic Secretary has also taken the chance to review

the stock reply on osteopaths - a copy of which is enclosed at

Annex B. He has concluded that he is content with this reply too.

GUY WESTHEAD

Assistant Private Secretary
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INDIRECT TAX HARMONISATION
DEBATE : WEDNESDAY 11 MAY

I understand that Mr Lennox-Boyd has
suggested to the EST that Government
backbenchers might be inspired to table
an amendment to the Government's
motion (copy attached); referring and
approving the Government's manifesto
commitment in this area.

2. It is for Ministers to judge the relative
merits of such a ploy; but I would have
thought that it tends to infer that the
Government should have tabled a more
robust motion in the first place and
needs backbench Members to point
them in the right direction. Clearly,
if tabled and called, the Government
would find it difficult to resist such
an amcndment.

3. The EST is considering this suggestion
and might raise it with the Chancellor
at Prayers tomorrow.

B O DYER
5 May 1988
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FROM: B O DYER
DATE: 28 April 1988

01-270 4520

PS/ECONOMIC SECRETARY cc APS/Chancellor
Mr Culpin - PP
Mr R Savage

Wt | )y Hon - 2 oo | pS/Customs and Excise
Mr P R H Allen - C&E

DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE
APPROXIMATION OF INDIRECT TAXATION : FOUNDING MOTION

As foreshadowed in my minute of 27 April, we have now received
advice from Christopher Ward, Clerk to the Select Committee

on European Legislation. This is reflected in the draft

below:

INDIRECT TAX HARMONISATION

"That this House takes note of European Community
Documents Nos. 8199/87 on indirect tax rates
and structures, 8200/87 on value added tax
rates, 8201/87 on the removal af . fiscgl
frontiers, 8202/87 on a value added tax clearing
mechanism for intra-Community sales, 8203/87
+ COR 1 on convergence of rates of value added
tax and excise duties, 8204/87 and 8205/87
on taxes on cigarettes and other manufactured
tobacco, 8206/87 on excise duty on ‘mineral
oils and 8207/87 + COR 1 on excise duty on

alcohelf "

2 The draft Motion details the documents recommended by
the Scrutiny Committee for debate, listing them under their
Council numbers. Reference to the Eighth Report by the Select
Committee on European Legislation and (possibly) the Third
Report of the TSCS can be indicated as relevant to the debate
in an italic rubric which would appear beneath the Motion
on the 'Orders of the Day'. This seems entirely consistent
. v with custom and practice. Of course, if it is deemed

appropriate, a clause could be added endorsing the Government's

stance in this area; essentially, a political judgement.

j
B OPYER;

gy T
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COMMISSION'S PROPOSAL ON THE
FOUNDING MOTION

DEBATE ON THE EUROPEAN
APPROXIMATION OF INDIRECT TAXATION :

As foreshadowed in my minute of 27 April, we have now received
Clerk to the Select Committee
reflected in the draft

advice from Christopher Ward,

on European Legislation. This is

below:

INDIRECT TAX HARMONISATION

"That this House takes note of European Community
Documents Nos. 8199/87 on indirect tax rates
and structures, 8200/87 on value added tax
rates, 8201/87 on the removal of fiscal
frontiers, 8202/87 on a value added tax clearing
mechanism for intra-Community sales, 8203/87
+ COR 1 on convergence of rates of value added
tax and excise duties, 8204/87 and 8205/87
on taxes on cigarettes and other manufactured
tobacco, 8206/87 on excise duty on mineral
oils and 8207/87 + COR 1 on excise duty on
alcohol."

24 The draft Motion details the documents recommended by

the Scrutiny Committee tor debate,
Reference to the Eighth Report by the Select
the Third

listing them under their

(possibly)
Report of the TSCS can be indicated as relevant to the debate
in an italic rubric which would appear beneath the Motion
on the This seems entirely consistent
with of o Kol K 2

appropriate, a clause could be added endorsing the Government's

'Orders of the Day'

and practice. course, is deemed

custom

stance in this area; essentially, a political judgement.

LGS Ny rees ol TR %%
B O DYER

Parliamentary Clerk
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DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE APPROXIMATION
OF INDIRECT TAXATION

Thank you for your letter of 25 April seeking L Committee's agreement to a debate on
the Commission's proposals on the approximation of indirect taxation.

You indicated that it was desirable that a debate should take place before the
Economic and Financial Attairs Council meeting on 13-15 May. This is a somewhat
tight timetable, but I understand that the Whips expect to be able to arrange a debate
during the week beginning 9 May.

I am copying this letter to the members of L and OD(E) Committees, Geoffrey Howe
and Sir Robin Butler.

W—A—J

G

JOHN WAKEHAM

The Rt Hon Nigel Lawson MP
Chancellor of the Exchequer
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993 "\ FROM: P D P BARNES
/f’l } ) DATE: 3 May 1988

MR DYER cc PS/Chancellor
Mr Scholar
Mr Culpin
Mr A J C Edwards
Miss Sinclair
Mr R I G Allen

Mr Jefferson Smith - C&E
Mr Wilmott - C&E

Mr P R H Allen - C&E
PS/C&E

DEBATE ON THE EUROPEAN COMMISSION'S PROPOSALS ON THE APPROXTMATION
OF INDIRECT TAXATION : FOUNDING MOTION

Thank you for your minute of 28 April, which the Economic Secretary

has seen.

24 The Economic Secretary is content with the draft motion you

suggested.

P D BARNES

Private Secretary
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. ECONOMIC SECRETARY cc Chancellor &
Chief Secretary
- ' s Financial Secretary
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May I suggest that we ought to think again about VAT and “||

Charities, before publication of the ECJ ruling. This might
be relevant to the agenda Miss Sinclair is preparing for

a meeting with the Chancellor.

25 The VAT Charities Group has written to you expressing
keen disappointment that the Budget did not relieve charities
from existing VAT imposts. They will become frantic when
they realise they are going to have to pay VAT on new

construction work, and possibly on heating and 1lighting in

‘ residential homes, water, sewerage etc. etc.
3 Maybe the first step is to make ourselves absolutely
clear about the EC position. Do we have any latitude to

i zero-rate charities, or otherwise arrange to refund them
X/; the VAT they pay on their purchases, even if we wanted to?
lj If we do not have any latitude, that is that, and the sooner
we say so the better. If we do have any latitude, what is

it, and what might we do?

4. My level playing field principles make me want to oppose
the charities' plea for relief. On the other hand they are
in a peculiarly difficult situation because they do not
generally collect VAT on sales, against which to set the
VAT they pay on inputs (i.e. they are exempt in respect of
the goods and services they provide). So the perceived burden
‘ is heavier than in the case of commercial enterprises where

VAT on purchases is largely recovered from VAT on sales.




5. Essentially, can we clear the ground ahead of the ECJ

‘ ruling, &0 that we are ready to respond ‘clearly and firmly

to the concerns the charities will immediately express?

J CROPPER
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FROM: C E C SINCLAIR
o
& 1] DATE: 5 May 1988

CHANCELLOR cc PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
Sir P Middleton
Sir T Burns
Sir G Littler
Mr Anson
Mr Scholar
Mr Phillips
Mr Culpin
Mr A J C Edwards
Mr Turnbull
Mr Burr
Mr Richardson
MrPotter
Mr Michie
Mr Cropper
Mr Jefferson—-Smith
Mr Wilmott
Mr Tracey

. PS/C € E

VAT ON NON-DOMESTIC CONSTRUCTION: ECJ JUDGEMENT: MEETING ON
11 MAY: ANNOTATED AGENDA

anO0
™,
mmm

As requested by Miss Wallace | attach an annotated agenda prepared by Mr Michie

for the above meeting. The agenda falls into 5 parts:

(a) the exact scope of an adverse ECJ Judgement on VAT on non-domestic

construction;
(b) tidying up exisiting VAT legislation on property;
(c) the immediate implications for public expenditure;
(d) the implications for the continuation of Section 20 of the VAT Act 1983;
(e) the implications for charities.
2. The agenda is drafted on the assumption that the European Court closely follows

the line taken in the Advocate General's Opinion. Annex A sets out the zero rates

which are under challenge.



The papers for this meeting are:

Mr Jefferson-Smith of 22 March 1988: VAT on non—-domestic construction;
Mr Barnes of 6 April 1988: VAT on non—-domestic construction;

Mr Jefferson-Smith of 12 April 1988: VAT: Property;

Mr Barnes of 26 April 1988: VAT: Property;

Mr Richardson of 27 April 1988: VAT Infraction Case: Public Expenditure

Treatment;

Miss Sinclair of 5 May: VAT: Future of Section 20.

Qk. oy lhic

i.(.c E C SINCLAIR
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ANNEX

Of the zero-rates challenged by the Commission, the following are regarded by

the Advocate General as being in breach of Community legal requirements:

o non-domestic construction;

°  civil engineering;

°© supplies to industry of water and sewage services;

°  supplies to industry of fuel and power;

°  protective boots and helmets supplied to employers;

© news services, other than those intended directly for the public or for the

production of zero-rated products such as newspapers.

But the following are regarded by the Advocate General as within Community law:

°  private housing;

°©  animal feedstuffs, seeds and live animals yielding food for consumption;

°© news services supplied directly to the public or in the production of

zero-rated products (eg newspapers).
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ANNOTATED AGENDA

A - APPLYING ECJ RULING P1Zavvel
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Timing and Content of response to Eur an Court Judgement
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2.

. (a)

(b)

(iii)
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Is it agreed that a short statement promising consultation should be made

W‘&L

to the House immediately after the Judgement, followed by a fuller ogfk

statement some two to three weeks later? Should these statements be WH

made by the Chancellor or the Economic Secretary?

Is it agreed that we should take all reasonable steps to mitigate any adverse
effects of the change, and that we should give taxpayers the benefit of

any doubt, subject to the need for administrative simplicity?

Any conflict between such an approach and long term policy aims on

extension of the VAT base?

Definitional guestions

Communal residential establishments:

(i)

(ii)

(iii)

(i)

® v

(ii)

should we try to ensure that all such establishments remain zero-rated?; or
L ?
; Lf 1r/) »
is there a need to distinguish between long-term (eg old peoples homes)
and short-term (eg hotels) establishments with only the former being

zero-rated;

is it agreed that final decisions on the above points can await the outcome

of consultations with the interested bodies? { wick '\{ olo we “ Ak
CW&M.I ‘*’;L(\:,"\, contd he

o d ot 7 J
ches

communit

should we attempt to continue zero-rating these buildings in the knowledge
that, whilst they are unlikely to be specifically mentioned in the Judgement,
it is almost certainly the case that in EC law they do not qualify for

zero-rating?

final decision to await outcome of consultations?

M .



(c) _Protected buildings — listed buildings and monuments:

. (i) should the treatment of alterations to listed buildings be consistent with
that which is to be applied to communal residental buildings and
non-residential community buildings? eg if it is decided that only the former
will continue to be zero-rated, then the alteration to a listed residential
building would continue to be zero-rated, whereas the alteration of a listed

church would not.

(ii) final decision to await outcome of consultations?

(d) Definition of new buildings

~\
\Z\f (i) so as to minimise the opportunity for VAT avoidance, should the definition
of new building be extended to cover any building less than five years old?
(ii) final decision to await outcome of consultation?
(e) Building land
(i) building land for non-residential purpose to be taxed?
(ii) final decision to await outcome of consultation?
(f) Scope of option to tax non-residential rents and sales of used non-residential
buildings
should:
(i) the option to tax be allowed for rental of both new and used buildings,
and for the sales of used buildings?
(ii) the right to opt to tax rents be given to landlords only?
(iii) there be no right of veto for existing tenants?
‘ (iv) there be some form of transitional relief for existing tenants? eg a three

or five year phasing-in of the full charge to tax.



(v) the option of the right ot tax rents be introduced some months after the

imposition of VAT on commercial construction? (1 August 19897?)
. (vi) the following conditions be applied to option to tax rents?:

(a) the option must be exercised on a building by building basis (as opposed

to individual tenants);
(b) it must be irrevocable for that building (for both lettings and disposal?);

(c) landlords must notify Customs of the properties for which the option

to tax has been taken up.

(v) decisions in respect of (f) (i) to (vi) to be announced as soon as possible

(perhaps within 2 or 3 weeks) after the Judgement?

3. _Transitional relief for existing contracts

(i) is it agreed that there should be a wide measure of relief for exisiting

contracts as an addition to normal rules?
(ii) final decisions to await outcome of consultation?

4, _Anti-—avoidance provision

(i) should there be a self-supply order for construction services, similar to

that which already exists for stationery?

(ii) should main contractors be required to retain and account for output tax

charged by sub-contractors?
(iii) decision in principle now, details after consultation?

5. _Next steps

Is it agreed that Customs should draft both the short and longer statements to be

made after the ECJ ruling in the light of decision on taxbase?
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B. TIDYING UP EXISTING VAT LEGISLATION IN RELATION TO PROPERTY l

WS e A s

1. The ECJ ruling would be an opportunity to tidy up certain aspects of the [J/A_

legislation on VAT on property. Is it agreed that the following changes should made N\ re
1 4 L P A
in the 1989 Budget?: f ‘

(i) exhibition stands: remove current provision for standard-rating of sites

or space at certain exhibitions?;

(ii) surrenders of interest in property: remove "surrender" from the list of

exempt land transactions?;
(iii) tax all lettings of caravan pitches at seasonal sites?;

(iv) tax long term lettings of boxes and seats at sports grounds and places of

entertainment?;
(v) tax freehold sales of shooting and fishing rights?;
(vi) tax sales and long leases of purpose built holiday accomodation?;

(vii) restrict zero-rating of builders' materials and fittings to supplies by the
g PP Y,

person who actually incorporates them into the building?,
2. Isis confirmed that no change should be made to:
(i) the current exemption of the letting of facilities for sports?;
(ii) the current exemption of hairdressing chair rentals?;

X (Fewvwilted ko F5T

\( (iii) the current zero-rating of service charges for leashold dwellings?

' (r(,-\fgq ~y P Hm)

C. PUBLIC EXPENDITURE IMPLICATIONS OF ECJ RULING FOR CENTRAL
GOVERNMENT DEPARTMENTS AND HEALTH AUTHORITIES

On the assumption that the Judgement is received in the next two or three months,

is it agreed that:



. (i) extra VAT costs be dealt with through public expenditure provision in the
forthcoming Survey (departments be advised of this immediately following

the first Government statement);

(ii) a PESC paper be circulated (immediately after the second Government
statement), treating new construction VAT costs in neutral terms, but
asserting a presumption of absorption for any increased rent costs resulting

from the option to tax;

(iii) for health authorities, any increased rent costs be dealt with similarly
through public expenditure; but that, unless it is intended to require health
authorities to absorb some or all of the VAT on new construction, refunds

for these costs be offered under section’\ibf the Finance Act 1984.

D. SECTION20 [/, /|, cteone Gk (O (i

(a) .abolition: is it agreed that despite there being no economic justification
for allowing section 20 bodies to escape VAT, the practical difficulties

of abolishing the section outweigh the benefits?

. (b) widening: is it agreed that the problems involved in a wide application
of Section 20 (eg inclusion/exclusion of charities) outweigh the presentational

benefits on the public expenditure side?

(c) _continuation:

(i) is it agreed that eligibility for inclusion in Section 20 should continue
to be granted only to those bodies which perform local authority
type functions and which are funded directly from the rates or rates

support grant?;

(ii) if the answer to (i) above is 'yes', should a rates-funded benchmark
be established eg at least 25% of the funding must be rates-related?

Would this help in dealing with (growing) pressure for further extension?

\

bt

E. _POSSIBLE AMELIORATING PROVISIONS FOR CHARITIES

)
. Should we: SL ! ))/ T
\ [ NN
/~
D (i) attempt to calculate (by employing outside consultants?) the burden which
;\:} is likely to fall on charities as a result of the Judgement?;
N



) (ii) ask Customs to find out how charities are treated for VAT in other Member
‘\>r States?;
‘ (iii) ask Customs to investigate what action would be open to us to help charities

which would not infringe on our EC obligations?;

(iv) ask Customs and Inland Revenue to investigate other possible tax 'lollipops'

for charities?
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[Mr. Fowler]

P and O Dispute

own minds about whether to cross a picket line and to
work. The right hon. Gentleman should respect those
individual rights.

Sir Ian Lloyd (Havant): The very grave allegations
made a few moments ago by the hon. Member for
Oldham, West (Mr. Meacher) that standards of safety
have been seriously compromised by the management of
P and O ars so serious that they should either be
substantiated immediately or withdrawn.

Mr. Fowler: As I have said, the suggestions by the hon.
Member for Oldham, West (Mr. Meacher) about safety
standards are simply untrue. [Interruption.] I shall tell the
hon. Gentleman how I know. The two P and O ferries that
have returned to service have been very thoroughly
inspected by Department of Transport surveyors.
Probably no two ferries have ever been more thoroughly
inspected. As my hon. Friend rightly suggests, it would be
much better if the hon. Gentleman withdrew those
suggestions.

Mr. Ieuan Wyn Jones (Ynys Mén): Does the Minister
agree that the adversarial nature of legal proceedings
means that the parties are now being driven into positions
from which it will be difficult for them to negotiate, and
because the ferry operators now believe that they have the
upper hand in those legal proceedings they are merely
waiting for the union’s resolve to be crushed? Does not the
Minister think that he should now reflect and use his good
offices to urge the parties to go to arbitration because that
is the only sensible way to resolve the dispute?

Mr. Fowler: I do not accept that at all. No objective
observer would accept the hon. Gentleman’s description
of what has taken place. The NUS has been given every
opportunity to avoid what has taken place in the courts.
The courts have made that clear and the judge has made
that clear, and the NUS has only itself to blame.

Mr. Nicholas Bennett (Pembroke): Does my right hon.
Friend agree that we are seeing the dying gasps of
boneheaded trade unionism, which contrasts very much
with the new realism of the electricians and the engineers?
Does my right hon. Friend also agree that it is not
surprising that the Labour party should support the NUS
when Mr. McCluskie is a member of its national executive
and there is more interest in the leadership contest between
the leader of the Labour party and the right hon. Member
for Chesterfield (Mr. Benn)?

Mr. Fowler: What we do not want to see are the dying
gasps of the British ferry industry and the competitive
position of British ferries. That is the point. The course on
which the hon. Member for Oldham, West (Mr. Meacher)
seems determined to take his party means that British jobs
will again be lost as a result of union action and the hon.
Gentleman’s support. ;

Several Hon. Members rose—— -

Mr. Speaker: Order. I remind the House that this is a
private notice question, which is an extension of Questlon
Time, and we must now move on.
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Business of the Housq

3.51 pm

Mr. Frank Dobson (Holborn and St. Pancras): May I
ask the Leader of the House to state the business for next
week?

The Lord President of the Council and Leader of the
House of Commons (Mr. John Wakeham): The business for
next week will be as follows:

MoNDAY 9 MAY—Consideration in Committee of the
Finance (No. 2) Bill.

TUESDAY 10 MAY—AL the end on Tuesday motion on
the Control of Misleading Advertisements Regulations.

WEDNESDAY 11 MAY—Opposition Day (11th Allotted
Day). There will be a debate on an Opposition motion
entitled “The Crisis in Housing”.

Motion to take note of the European Commission’s
proposal on the approximation of indirect taxation.
Details of the EC documents concerned will be given in the
Official Report.

The Chairman of Ways and Means has named opposed
private business for consideration at seven o’clock.

THURSDAY 12 MAY—There will be a debate on prisons
on a motion for the Adjournment of the House.

Motion on the European Committee for the Prevention
of Torture and Inhuman or Degrading Treatment or
Punishment (Immunities and Privileges) Order.

The Chairman of Ways and Means has named opposed
privatc business for consideration at seven o’clock.

FRIDAY 13 MAY—Private Members’ Bills.

MonDAY 16 MAY — Until seven o’clock, private
Members’ motions. Second Reading of the Civil Evidence
(Scotland) Bill /Lords].

[Debate on Wednesday 11 May 1988

Relevant European Community Documents

8199/87 Indirect tax rates and structures

8200/87 Value added tax rates

8201/87 Removal of fiscal frontiers

8202/87 Value added tax clearing
mechanism for intra-

Community sales
Convergence of rates of value
added tax and excise duties

8203/87 + COR 1

8204/87 Taxes on cigarettes and other
8205/87\ manufactured tobacco
8206/87 Excise duty on mineral oils

8207/87 + COR 1 Excise duty on alcohol
Relevant Report of European Legislation Committee
HC 43-viii (1987-88). para 1

Relevant Reports of the Treasury and Civil Service
Committee
Third Report (1987-88), (HC 248)
First Special Report (1987-88) (HC 438)]

Mr. Dobson: First, does the Leader of the House recall
telling the House last Thursday that he would try to get
the Secretary of State for Social Services to clarify when
the special Department of Health and Social Security unit
dealing with excessive cuts in housing benefit would be set
up, where it would be located, and how people affected
should make claims? Since then, there has been no such
clarification about that U-turn unit, so will the Secretary
of State for Social Services now come to the House to spell
out exactly what is going on and to give answers to the
questions that hon. Members on both sides of the House
are being asked by their constituents?
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[Mrs. Ann Winterton]

Business of the House

prevent any possible filibuster and enable right hon. and
hon. Members to exercise their own judgment on this
important matter?

Mr. Wakeham: I have a great deal of sympathy with my
hon. Friend. Filibusters and rules of order are matters not
for me, but for you, Mr. Speaker. I am sure that the whole
House would deprecate the use of filibustering tactics to
avoid discussion of this important issue.

Mr. Robert Maclennan (Caithness and Sutherland): In
view of the reports, which have appeared this morning and
been confirmed by a Government spokesman  this
afternoon, that the Government’s chief scientific adviser
has recommended the cancellation of the fast breeder
reactor programme, and of the alarm and despondency
that that report has caused, will the Leader of the House
ensure that the Secretary of State for Energy makes a
statement next week at the earliest opportunity?

Mr. Wakeham: I do not know where the hon.
Gentleman gets all his information. The information that
I have is that the Government review all their R and D
programmes from time to time, which is good
management, as the hon. Gentleman will agree. We are
considering a range of options for the fast reactor
programme, but no decisions have yet been taken. I shall
certainly refer his question to my right hon. Friend, as I
know of his constituency interest in the matter.

Mr. Ivan Lawrence (Burton): As there is obviously deep
feeling in the country and among my colleagues in the
House about the future of the British passport, would it
not be appropriate for the mood of the House to be tested
by having a debate on the subject at the earliest possible
opportunity?

Mr. Wakeham: I shall certamly bear that suggestion in
mind. The British passport is not being replaced by a
European Community one, as is alleged in some quarters.
Rather, a new version of the British passport, machine-
readable and in a common format agreed in 1981 with
other EEC countries, will start to appear from July when
the___(i/_lasggw passport office is computerised.

IS
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Mr. Nigel Spearing (Newham, South): Will the right
hon. Gentleman confirm that the import of his
announcement about next Wednesday’s business is that
there will be private business from 7 pm to 10 pm and then

a debate on the important proposals of Lord Cockfield | '

and his associates on VAT extensions to food, fuel,
domestic building and water and sewerage? According to
a written answer that I received on Tuesday, it will also be
extended to charity sales from gift shops. Is not one and
a half hours too short a time in which to debate this

important extension of taxation for the British people? If

the right hon. Gentleman persists in having the debate at
that time of night, will he consider suspendmg the rule and
making the debate a bit longer?

Mr. Wakeham: I appreciate that this is an important
matter. I think that the arrangements I have made for the
debate are adequate. I am certainly prepared to have
discussions if there is a general wish to extend the time.

Mr. Tony Marlow (Northampton, North): My right
hon. Friend will have seen early-day motion 1053, which
has been tabled by various influential Opposmon
Members.
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[That this House condemns the continued Government
attempts to interfere with the Independent Broadcasting
Authority and British Broadcasting Corporation in their
efforts to report and comment on the Gibraltar
assassinations; and considers that both the shoot to kill
policy and suppression of comment are serious aspects of this
extreme right-wing Conservative Government.]

He will notice that it seeks to brand British service men
as assassins. I think he will agree with me that it is the most
disgraceful and shameful EDM that we have seen. May we
have an early opportunity to debate it so that we can point
out the way in which certain members of the Labour party
seek to twist the knife in the spine of the British services,
and so that the public at large, although we are not allowed
to say that that is intentional in this place, will make up
their minds that it is? It is the Opposition’s intention to do
all that they can to undermine the success of our service
men in the fight against the vile terrorists who, in cold
blood, killed three innocent young men in Holland last
weekend.

Mr. Wakeham: The Government’s concern is about the
interference with witnesses and the effect that that could
have on the inquest that will take place in Gibraltar. Of
course, there is no question of the Government seeking to
challenge the constitutional independence of the broad-
casting authorities; it is the damage that is done that we
find reprehensible, and it should not have taken place.
That is why I had better restrain myself from making
further comments now.

Mr. James Kilfedder (North Down): On a point of
order, Mr. Speaker. Is it in order for the early-day motion
referred to by my hon. Friend the Member for
Northampton, North (Mr. Marlow) to remain on the
Order Paper, given the terms in which it is couched? It
brands three soldiers as assassins, when no decision on
that has yet been made in any court of law.

Mr. Speaker: Order. The early-day motion is in order.

—————————

Mr. Peter Shore (Bethnal Green and Stepney): May 1
press the Leader of the House further on the business
announced for Wednesday? It really is not good enough

' to have a debate lasting one and a half hours after 10 pm
. on a matter as important as the harmonisation of value
. added taxes throughout the Community — and the

harmonisation of excise duties, too. This is one of the most
serious proposals to come out of the EEC. It will affect the

_".‘ sovereignty of the House in ways deeper than many of its
:other enactments. Surely the matter should have been
.given a proper debate in prime time.

4
{ Mr. Wakeham: I have heard what the right hon.

‘Gentleman said. I repeat that T believe that what we have
done is right and adequate, but I am certainly prepared to
‘examine the matter again in view of what he has said.

[ S

Sir Ian Lloyd (Havant): From a somewhat less localised
standpoint than the hon. Member for Caithness and
Sutherland (Mr. Maclennan), may I express my anxiety
about the future of the fast breeder reactor programme?
As Great Britain has spent an enormous sum developing
this most important technology, and as her reputation
stands high and it is at least arguable—1I put it no
stronger than that—that the future of energy in the next
century could depend on the continuation of that
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[Mr. Greville Janner]

death of British commandos, may we have a statement
from the Home Secretary about how the inquiry is
progressing, or can the Leader of the House give some
indication? Meanwhile, may we have an assurance that
there will be no contacts between the British ambassador
in Austria and President Waldheim unless and until he is
cleared of these allegations?

Mr. Wakeham: The review is being conducted by the
Ministry of Defence and it is intended to be as thorough
and comprehensive as possible. It is being pursued as
quickly as is consistent with proper consideration of the
evidence and the need for accuracy. Although good
progress is being made, this is a complex and important
matter and it would be premature to speculate on when the
review might be completed. It would not be appropriate
for me to comment on the findings before the review is
completed.

‘ Mr. Bowen Wells: On Wednesday the harmonisation of
' VAT and excise duties is to be debated for only one and

a half hours. Is it not absurd that we will be considering
for such a short time matters that are normally the subject
of a Bill—for instance the Finance Bill which occupies
much time on the Floor of the House and in Committee?
Does my right hon. Friend agree that the question of
dealing with European legislation—a question that I
have raised with him before —should be immediately
considered by the Procedure Committee, which I am
delighted to say he has been able to set up? Will he refer
this matter to the Committee urgently because clearly he
cannot find proper time for it in normal business hours?

Mr. Wakeham: My hon. Friend used the word
“absurd”. I suggest that he reads the Government motion
before reaching such a conclusion. I think that what I have
done is the sensible way forward, but, as I have said, I am
prepared to have discussions to see whether we can find
better arrangements.

Mr. '-Keith Vaz (Leicester, East): Will the Leader of the

House make time available for an urgent debate about the
state of Britain’s footwear industry? Is he aware that there
are 11,000 footwear workers in Leicestershire and in other
parts of the midlands? Is he also aware of the new figures
published by the British Footwear Manufacturers
Federation which show that the imports have increased
dramatically over the past month? When may we have a
chance to debate this important matter?

Mr. Wakeham: As I am sure the hon. Gentleman will
accept, there are many important matters calling for the
time of the House and it is impossible to fit them all in.
Perhaps an Adjournment debate would enable him to put
some of the points that he wishes the House to appreciate.

Mr. John Marshall (Hendon): Will my right hon.
Friend consider initiating a debate on the future of the
confectionery industry which faces the threat of 80 per
cent. of the industry being owned by companies in non-EC
countries? Is my right hon. Friend aware that Rowntree
is subject to a bid by two Swiss companies, both of which
are immune to a counter bid from Rowntree?

Mr. Wakeham: Under the Fair Trading Act 1973 the
Director General of Fair Trading has a duty to advise my
right hon. and noble Friend the Secretary of State for
Trade and Industry about whether a merger or a
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prospective merger should be referred to the Monopolies
and Mergers Commission for further investigation. The
Director General takes into account all matters which may
raise questions of public interest, including the points that
my hon. Friend raised, and the likely and significant effect
on employment and other matters. I think we had best
leave it at that.

Mr. Dennis Skinner (Bolsover): Why does not the
Leader of the House arrange a debate next week about the
seamen’s dispute so that we can fully engage in an
argument about the real facts? Will he tell his right hon.
Friend the Secretary of State for Employment to have a
more comprehensive list of the facts when he next appears
at the Dispatch Box? Will he tell him, for example, that
there is nothing wrong in Labour Members such as myself
going to a picket line in Dover or anywhere else when the
Prime Minister spends her time supping gin and tonic and
whisky with Jeffrey Sterling in Downing street? He is
employed as a special adviser to the Government and the
Prime Minister and gives £100,000 for Tory party funds.

There is much talk about a ballot. The Leader of the
House should tell his right hon. Friends that all the seamen
in Britain wanted a ballot, but were¢ stopped from having
one by the Tories’ friends in the courts. There is also an
argument about safety. If the Leader of the House had
watched the BBC programme the other night, he would
know that many ships are in jeopardy and that Sterling
wants to reduce even further the number of men and
women who are employed. The Government are interested

.in seafarers only when they want them to fight their wars.

Mr. Wakeham: The one thing that is quite clear from

" that diatribe is that the hon. Gentleman does not want to

resolve the dispute. I should have thought that he would
be the first to understand that in all industrial disputes the
resolution of the issues must be a matter for the parties
operating within the law and taking cognisance of
economic circumstances. I do not think that a debate
would improve the situation one iota.

Mr. Ian Bruce (Dorset, South): Is my right hon. Friend
able to organise a debate on office accommodation in the
Palace of Westminster? In view of the comments made in
the press by the hon. Member for Brent, East (Mr.
Livingstone)—he said that the Labour Whips were not
able to give him accommodation —is my right hon.
Friend able to confirm that the Opposition Whips were
given more than their fair share of accommodation? As all
Conservative Members have offices, is it not strange that
the Opposition Whips were unable to find the hon.
Gentleman an office?

Mr. Wakeham: I cannot comment on the remarks of
the hon. Member for Brent, East (Mr. Livingstone) about
those matters. Office accommodation is not as satisfactory
as some people would like, although both sides of the
House do their best. The Opposition have their way of
doing things and we have our way, and we had best leave
it at that.

Mr. Harry Cohen (Leyton): May we have a full-scale
debate on the P and O attempt to break the National
Union of Seamen? Some hon. Members wish to make the
point that the P and O management appears to be above
the law as it has not been brought before the law for its
part in the Zeebrugge tragedy. It is attempting to smash
the trade union and to worsen——
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From: The Rt Hon NIGEL LAWSON MP

T

HOUﬁEOFCOMMONS/\
LONDON SWIA OAA '

May 1988

Thank you for your telephone call to my constituency office on 21 April about the
VAT problems of Sightsale Publishing Limited.

Customs tell me that much of the Company's debt has arisen because it chose to pay
lesser amounts, centrally assessed by Customs in the absence of the due returns,
which were not rendered until many months after the due date.

VAl registered traders who do not submit returns and pay the tax due on time in
effect obtain an unfair trading advantage over other traders, including direct
competitors, who fulfil their legal obligations.

Customs tell me that the present debt is £16,036.23 and that they would be
exceptionally prepared to accept settlement either by:-—

(a) an immediate payment of £6,658.28, with the balance payable by 18 equal
monthly instalments, or

(b) a deposit of £6,658.28, within the whole debt payable by 18 equal monthly
instalments, the initial deposit to be refunded when 9 payments had been made
in accordance with the agreed schedule.

I must stress that either alternative would be conditional upon future returns being
rendered, and the tax paid by the due date.

If you wish to take up either of these options you should submit proposals as soon
as possible to your local VAT office. I have to say that, in the particular
circumstances, I consider the proposed terms to be a reasonable compromise, and hope
you and your prospective backers will be able to so agree.

I am sorry I cannot be more helpful.

Yours sincerely

NIGEL LAWSON
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TAX APPROXIMATION : "VAT - THE ZERO RATE ISSUE"™ - PAPER PREPARED
BY BEN PATTERSON, MEP ==

1. The above paper was attached to Mr Cropper's note of 15
February. This note provides a brief outline of the contents
of Mr Patterson's paper, highlighting those parts which are
helpful to the UK position on zero rating and those which are

less so.

2. Mr Patterson examines in detail the obstacles the UK's zero
rating 1is said to present to the European Commission's
proposals for the approximation of tax rates throughout the

Community.

Internal Circulation: CPS, Mr Knox, Mr Jefferson Smith,
Mr Nash, Mr Finlinson, Mr Cockerell, Mr

Kent, Mr Oxenford
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Mr Patterson looks at a number of the economic and social
issues involved in 2zero rating and the possible alternatives
Eathiisyistrategy:. In particular he examines whether, in the
case of food, the benefits of zero rating are fully passed to
the consumer and whether a positive rate of VAT would also be
passed on in full. He examines the ettect of zero rating
against the Commission's assertion that zero rating provides a
price advantage, distorts competition and is not a tax at all
but a form of subsidy. He also looks at the arguments for and
against the zero rating of specific categories of goods, ie
children's shoes, food, housing and construction and books,

periodicals and newspapers.

Mr Patterson concludes that whilst the Commission are right
insofar as something along the 1lines of Lord Cockfield's
proposals is required for a "barrier free" Europe, they are
incorrect about zero rating, which is entirely compatible with
the abolition of fiscal frontiers. He suggests that the
problem of UK zero rating may be tackled in one of four ways:
(i) by confining fiscal approximation to those goods and
services which can cross frontiers; (ii) by derogation; (iii)
by amending the Commission proposal, so that the lower limit
of the "reduced rate" band is zero; or (iv) by creating a
separate zero rate at Community level. The "ideal solution
advocated by Mr Patterson is UK acceptance of the case for
approximation, followed by "a campaign to spread the benefits
of our own system (i.e. zero rating) to the other 270 million

Community citizens". This seems optimistic, to say the least.

Brief commentz on the fcur solutions to the UK zero rate

problem follow:-

Confining fiscal approximation to "those goods and

services which can cross frontiers" would assist the

argument that zero-rating does not lead to distortions of
trade. However, this suggestion leaves open the question
of goods such as food and children's clothes which can be
traded across frontiers. It therefore runs the risk of

requiring three VAT rates.



On the question of derogations, the Commission have

acknowledged that some countries will face considerable
difficulties with £fiscal approximation, particularly in
the field of zero-rating. Where these difficulties cannot
be overcome they have not ruled out the possibility of
derogations. However, they see the proliferation of
derogations as presenting a serious problem that could
threaten the operation of the internal market and the
Commission would probably seek to 1insist that any

derogation was strictly temporary.

(idi) The proposal to amend the lower limit of the reduced rate

BNz )

band to zero has much to commend it. However, whilst it

would allow the UK to preserve its current zero-rating,
the upper 1limit of the band would probably need to be
reduced to 5-6% so as to prevent the distortions to trade
that the tax approximation proposals set out to avoid.
This course would also bring increased revenue pressures
on those Member States with the highest tax rates.
Indeed, as Mr Balladur has recently made clear, the French
consider that the band widths should be no more than 2%.
A 0-2% reduced rate band is unlikely to be acceptable to

many Member States.

To create a separate zero rate at Community level,

applying to items rated at zero or very low rates in a
number of Member States (the obvious candidate being
publications) is completely at odds with the Commission's
strategy; and as presented by Mr Patterson the proposal is
also unacceptable to the UK, as it appears to provide for
zero rating only on those items which are alredy
zero-rated 1in several Member States; food and young

children's clothing would be excluded.

One interesting contribution to the general discussion of tax
approximation is Mr Patterson's analysis of the effect of zero
rating on the competitive position of Member States. He
argues that as the revenue lost by zero rating has to be

recouped from other taxes, which are unlikely to be rebateable

at export (unlike VAT), a country that uses extensive zero



rating may be at a disadvantage compared to one that obtains a
high proportion of revenue from VAT and thus needs to get less

revenue from other taxes that enter into the cost of exports.

Although Mr Patterson's paper does not cover any new ground,
it is generally well researched* and presented and provides a
useful insight into zero rating from a social and economic
viewpoint. His conclusions as to the overall benefits of zero
rating are particularly helpful. However, the paper is less
helpful in the importance it attaches to the overall concept
of fiscal approximation, the case for which is not proven and
which this paper does nothing to prove. Moreover, the recent
developments in France (Boiteux report and M. Balladur's
reaction) suggest that the prospects for indirect tax
approximation are less rosy than Mr Patterson envisages. (A
further report on these developments will be submitted before

Easter).

v,

P R H ALLEN

*However, the suggestion at page 18 of the paper that imposing VAT

at 15% on children's shoes would raise about £40 million is

incorrect. The figure involved is about £95 million.
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The Lord President of the Council

DEBATE ON THE EUROPEAN COMMISSION'S PROPOSAL ON THE APPROXIMATION
OF INDIRECT TAXATION g
ow ot afpvimihons
4 Lain v U hﬁ#’kiﬂﬁlf

The Treasury and Civil Servic?/Committee has recommended a debate
on the Commission's proposalstbefore the Economic and Financial
Affairs Council (ECOFIN) considers the Economic Policy Committee's
report". This follows an earlier recommendation by the House of
Commons Select Committee on European Legislation that the
proposals should be further considered by the House "at an early
dale". ‘

Substantive discussion of the Economic Policy Committee's report
by ECOFIN is scheduled for its informal meeting at Lubeck on 13-15
May. If there is to be a debate, L—suggasf’fﬁat it should take
place in advance of the Lubeck meeting as the TCSC recommends - ie

not later than the week beginning 9 May.

I suggest a debate on the floor of the House for 1 12 hours after
10.00 pm. A take note Motion would seem appropriate.

I am copying this letter to Sir Geoffrey Howe, to members of L and
OD(E) Committees and to Sir Robin Butler.



