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OPTIONS FOR TAXING FINANCIAL SUPPLIES IN VALUE

ADDED TAX: EU VAT AND AUSTRALIAN GST
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RITA DE LA FERIA AND MICHAEL WALPOLE*

Abstract The taxation of financial services is one of the most vexing aspects

of a Value Added Tax (VAT). Conceptually, VAT should apply to any fee for

service but where financial services are concerned there is a difficulty in

identifying the taxable amount, ie the value added by financial institutions. As

a result, most jurisdictions, including the EU, simply exempt financial ser-

vices from VAT. Treating financial services as exempt, however, gives rise to

significant legal and economic distortions. Consequently, a few countries

have in recent years attempted an alternative VAT approach to financial ser-

vices. Amongst these is Australia, which in 2000 introduced a Goods and

Services Tax (GST) with a ‘reduced input tax credit’ system. This paper com-

pares the current treatment of financial supplies, under a VAT-type system, in

the EU and in Australia. The aim is to ascertain whether the Australian GST

treatment of financial services is, as commonly thought, superior to the EU

one, and consequently, whether introducing an Australian-type model should

constitute a policy consideration for the EU.

I. INTRODUCTION

Taxing financial supplies is one of the more vexing aspects of a Value Added

Tax (VAT). The concept underlying VAT is that the tax should apply to any

fee paid as a consideration for a supply. However, where financial supplies are

concerned there is a difficulty in ‘identifying that charge separately from the

other elements that are included when determining levels of payments of

interest or fees.’1 Disentangling the several components of typical financial

transactions is generally seen as administratively complex and costly; how-

ever, complexity levels are often even higher, as financial transactions are
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frequently more sophisticated, incorporating several types of financial flows.2

As a result, most jurisdictions simply exempt financial supplies from VAT,

not as a matter of principle, but rather as a necessity. As opposed to merit

goods or services, such as health or education related activities, the rationale

for exempting these supplies is not to diminish the regressivity of VAT or to

encourage their consumption, but rather the fact that they are regarded as ‘too

difficult to tax’.3

However, the lack of deductibility of input VAT which is caused by treating

financial services as exempt means that in practice exempting those supplies

gives rise to significant legal difficulties and economic distortions. Awareness

of these difficulties led a few countries to attempt, in recent years, an alterna-

tive VAT treatment of financial supplies,4 namely those that have in place,

what has been designated as, a ‘modern VAT’.5 One notable example is

Australia. Under the Australian Goods and Services Tax (GST), introduced in

2000, financial services supplies are still exempt—although that term is not

used in the Australian system—but a ‘reduced input tax credit’ system has

been set up for certain large scale financial supply providers.6

Within the European Union (EU), as in most VAT systems, financial sup-

plies are exempt from VAT. However, the debate on how to treat financial

supplies under VAT has remained on the agenda.7 In 2006, the European

Commission issued a consultation paper with a view to assessing the reaction,

of both economic operators and national tax administrations, to possible new

VAT treatments.8 Amongst these was the possibility of introducing a system

similar to the Australian one. Although this solution scored highly with

2 See A Ogley, Principles of Value Added Tax—A European Perspective (Interfisc Publishing,
1998) Chapter 5.

3 See AA Tait, Value Added Tax—International Practice and Problems (International
Monetary Fund, Washington DC, 1988), at 92 f; and L Ebrill et al, The Modern VAT (Washington,
International Monetary Fund, 2001) 94–97.

4 See A Schenk and HH Zee, ‘Financial Services and Value-Added Tax’, in HH Zee (ed),
Taxing the Financial Sector—Concepts, Issues, and Practices (IMF, Washington DC, 2004)
64–74; T Edgar, ‘Exempt Treatment of Financial Services Under Value-Added Tax: An
Assessment of Alternatives’ (2001) 49 Canadian Tax Journal 1133–1219; HH Zee, ‘VAT
Treatment of Financial Services: A Primer on Conceptual Issues and Country Practices’ (2006) 34
Intertax 458–474, 462–466; and CER Alba, ‘Taxation of Financial Services under the Value
Added Tax: A Survey of Alternatives and Analysis of the Argentine Approach’ (1995) 6
International VAT Monitor 335–349.

5 See R Krever, ‘Designing and Drafting VAT Laws for Africa’ in R Krever (ed), VAT in
Africa (Pretoria University Press, Pretoria, 2008) 9–28, 25–26.

6 GS Cooper and RJ Vann ‘Implementing the Goods and Services Tax’ (1999) 16 Sydney Law
Review 2C.

7 See IBFD, Survey on the Recovery of Input VAT in the Financial Sector (December 2006).
8 European Commission, Consultation Paper on Modernising Value Added Tax Obligations

for Financial Services and Insurances (DG Taxation and Customs Union Brussels, 2006).
Available at http://ec.europa.eu/taxation_customs/resources/documents/common/consultations/
tax/modernising_VAT_en.pdf
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economic stakeholders,9 it was ultimately deemed unrealistic by the Com-

mission, to a large extent due to the difficulties of reaching an agreement by

Member States on a common base for deduction of input tax, which intro-

ducing such a system would undoubtedly require.10 Yet, this leaves open

the question of whether disregarding political co-ordination concerns the

Australian GST system would indeed constitute a better solution than the

current EU VAT exemption.

This paper compares the current treatment of financial services under VAT

in the EU and in Australia. In section two the current EU VAT treatment of

financial services is analysed. It discusses the current legislative provisions on

the matter, the case-law of the Court of Justice of the European Communities

(ECJ) as regards the interpretation of those provisions, and the legal and econ-

omic problems resulting from the exemption approach. Thereafter, in section

three, the Australian GST approach is described, and issues arising from that

approach discussed. In particular, consideration is given to whether the

Australian GST has indeed achieved its stated aim of eliminating the diffi-

culties caused by the traditional exemption model, and whether in the process it

has created additional difficulties of its own. The final section assesses whether,

on the basis of the analysis undertaken in the two previous sections, the

Australian GST treatment of financial supplies is indeed superior to the current

EUVAT treatment of financial services, and consequently whether introducing

an Australian-type model should be a policy consideration for the EU.

II. TREATMENT OF FINANCIAL SUPPLIES UNDER THE EU VAT

Supplies of financial services are broadly exempt within the EU, under

article 135(1)(b) to (g) of the VAT Directive.11 Preparatory work which

preceded the approval of the Sixth VAT Directive in 1977 demonstrates that,

as with most countries, financial supplies are exempt due to the absence of

a readily identifiable mechanism for taxing these supplies under a VAT

system.12 There was reportedly a widespread perception at the time that a

move to full taxation of these services was not only desirable, but equally

a technically achievable aim.13 In the early 1990s there were clear signs

9 See PriceWaterhouseCoopers (PWC), Study to Increase the Understanding of the Economic
Effects of the VAT Exemption for Financial and Insurance Services, Final Report to the European
Commission, (November 2006).

10 Commission of the European Communities, Public Consultation on Financial and
Insurance Services—Summary of Results (2007).

11 Council Directive 2006/112/EC of 28 November 2006 on the Common System of Value
Added Tax, [2006] OJ L347/1, hereafter ‘VAT Directive’.

12 Sixth Council Directive 77/388 of 17 May 1977 on the Harmonization of the Laws of the
Member States relating to turnover taxes—Common System of Value Added tax: Uniform Basis
of Assessment, [1977] OJ L145/ 1, hereafter ‘Sixth VAT Directive’. In 2007, this Directive was
amended and substituted by the current VAT Directive.

13 See Consultation Paper (n 8) 2.
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of a growing desire to review these provisions, with the publication of the

so-called TCA Report.14 Yet, nearly 30 years since the approval of the Sixth

VAT Directive, the original rules regarding the VAT treatment of financial

supplies remain unchanged.

A. Outline of the Current Legislative Framework

Most financial supplies, albeit not all, are exempt under Article 135(1)(b) to (g)

of the VAT Directive. Contrary to what the use of the word ‘exemption’

might indicate, being exempt actually carries significant VAT costs. Under

article 168 of the Directive, VAT paid on input transactions will only be de-

ductible ‘in so far as the goods and services are used for the purposes of

the taxed transactions of a taxable person’. Thus, where VAT is paid in con-

nection with exempt financial supplies it will not, in principle, be deductible.

The only exception to this rule applies to situations where the customer is

established outside the Community, or where the financial transactions relate

directly to goods to be exported out of the Community—in these cases the

taxable person will be entitled to deduct any related input VAT under arti-

cle 169 of the Directive.

This exclusion from the right to deduct input VAT means in practice that

financial suppliers will have significant amounts of non-recoverable VAT,

resulting in considerable tax costs. Arguably, this is the root of most, if not

all, the difficulties arising from the current EU VAT treatment of financial

transactions.

B. ECJ Response to the Legislative Framework

The above provisions regarding the VAT treatment of financial supplies, and

in particular article 135(1)(b) to (g) of the VAT Directive, are difficult to

interpret. Determining the scope of any exemption will always be a prob-

lematic task, however, this is particularly evident in the case of the exemption

applicable to financial supplies. The last decade has witnessed a significant

development in new forms of financial products, as well as the emergence

of new supply structures, which make use of, inter alia, outsourcing, sub-

contracting and pooling techniques. Traders and national tax administrations

alike have been increasingly unsure as to whether these new products, and

more questionably, these new supply structures, fall within the scope of those

exemptions. In many cases establishing whether a particular service is exempt

or taxable, can prove extremely difficult. Moreover, as demonstrated by the

OECD 1998 Report on the application of VAT to financial services, Member

14 Commission of the European Communities, The TCA System—A Detailed Description
(2000); see R de la Feria, ‘The EU VAT treatment of insurance and financial services (again)
under review’ (2007) 2 EC Tax Review 74–89, 79–81.
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States’ application of the VAT Directive provisions in this area is far from

uniform.15

In this context, the growing level of case law emerging from the ECJ on the

scope of the exemptions applicable to financial supplies should come as little

surprise. In fact, since the mid-1990s, the ECJ has been consistently asked

by national courts to rule on the interpretation of those exemptions. The most

common concern, as well as the most controversial, has been the inclusion, or

exclusion, of new commercial practices, within their scope. Ironically, whilst

the Court’s efforts to clarify the scope of these exemptions are not in question,

it is also clear that the rulings have in many cases heightened the level of

legal uncertainty. Decisions of the ECJ are by their own nature concrete and

specific, based on a given set of facts. Consequently, extrapolating general

principles from the Court’s decisions and applying those to distinct factual

scenarios can be a precarious task. In areas which are by their very nature

complex, such as financial supplies, the result has been that the introduction of

a general principle in a given ruling has demanded extra qualifications and

explanations by the Court in subsequent rulings.16 As a result, the body of

case law in this area is not only complex, but is equally filled with factual

minutiae.

When analysing this case law, it is important to consider its two compo-

nents: jurisprudence regarding the application of all exemptions in general;

and, case law regarding specifically the interpretation of the exemptions

applicable to financial supplies.

1. Interpretative principles applicable to all exemptions

When analysing the ECJ case law as regards financial supplies, consideration

should be given to general interpretative principles developed by the Court

and applicable to all exemptions, in particular the principle of strict interpret-

ation of exemptions, the principle of contextual interpretation of exemptions,

and the principle of uniform interpretation of exemptions.

The principle of strict interpretation is probably the one which is most often

used by the Court when interpreting exemptions. In fact, it has consistently

held that ‘the exemptions provided for in [articles 132, 135 and 136 of the

Common VAT Systems Directive (CVSD)] are to be interpreted strictly

since they constitute exceptions to the general principle that turnover tax is

to be levied on all services supplied for consideration by a taxable person.’17

15 OECD, Indirect Tax Treatment of Financial Services and Instruments (1998).
16 See J Swinkels, ‘Combating VAT avoidance’ (2005) 4 International VAT Monitor,

235–246, 246.
17 Case C-453/93 W Bulthuis-Griffioen, [1995] ECR I-2341, para 19; and C-2/95 SDC, [1997]

ECR I-3017, para 20, as regards the interpretation of the financial services exemption. See also,
for other cases where the Court adopted a strict interpretation of exemptions: Case 253/85
Commission v United Kingdom [1988] ECR 817; Case 122/87 Commission v Italy [1988] ECR
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The Court’s preference for a strict interpretation of exemptions has manifested

itself both as regards the service providers, and the type of services which may

be exempt. Yet, it is important to note that the Court has sometimes departed

from this strict interpretation,18 in particular in more recent cases, often to

ensure the respect for the principle of fiscal neutrality and its corollary, the

principle of VAT uniformity, or equal treatment, which precludes similar

goods from being treated differently for VAT purposes.

On the application of the principle of contextual interpretation to exemp-

tions the Court has stated that ‘exemptions constitute independent concepts of

Community law which must be placed in the general context of the common

system of VAT introduced by the Sixth Directive’.19 Thus, exemptions are to

be interpreted not only by reference to the context and the purpose of the rules

of which they form part, but equally taking into consideration the intention of

the legislator at the time when the rules were introduced in 1977.

Finally, as regards the uniform interpretation of exemptions, the ECJ has

stated that ‘exemptions constitute independent concepts of Community law

whose purpose is to avoid divergences in the application of the VAT system

from one Member State to another’.20 Yet, as with the principle of strict

interpretation, it is noteworthy that on occasion the Court has adopted a more

nuanced approach to the principle of uniform interpretation in light of the

principle of fiscal neutrality.21

2685; Case C-212/01, Unterpertinger [2003] ECR I-13859, all of which regarding the interpret-
ation of the exemption applicable to medical services [art 132(1)(b)]; C-149/97 Institute of Motor
Industry [1998] ECR I-7053, regarding the interpretation of the exemption applicable to trade
unions [art 132(1)(l)]; and C-150/99, Stockholm Lindopark [2001] ECR I-493, on the interpret-
ation of the exemption applicable to sport organizations [art 132(1)(m)].

18 See, amongst others, Cases C-76/99 Commission v France [2001] I-249; C-307/01
d’Ambrumenil, [2003] ECR I-13989; and C-106/05 Lup [2006] ECR I-5123, all of which re-
garding the interpretation of the exemption applicable to medical services [art 132(1)(b)];
C-216/97 Gregg [1999] ECR I-4947, on the interpretation of the exemptions applicable to
medical services and that applicable to welfare and social work [art 132(1)(b) and (g)]; C-124/96
Commission v Spain [1998] ECR I-2501; C-174/00 Krennemer Golf [2002] ECR I-3293, both on
the interpretation of the exemption applicable to sport organizations; and C-144/00 Hoffman
[2003] ECR I-2921, regarding the interpretation of the exemption applicable to cultural services
[art 132(1)(n)].

19 See Case C-141/00 Kluger [2002] ECR I-6833, on the interpretation of the exemptions
applicable to medical services and that applicable to welfare and social work [art 132(1)(b) and
(g)]. See also SDC, (n 17) above, at para 21, as regards the interpretation of the financial services
exemption.

20 Case C-169/04 Abbey National [2006] ECR I-4027, para 38. See also Cases 348/87 Stiching
Uitvoering Financiële Acties [1989] ECR 1737, on the interpretation of the exemption applicable
to independent groups of people [art 132(1)(f)]; C-498/03 Kingscrest Associates and Montecello,
[2005] ECR I-4427, regarding the interpretation of the exemption applicable to welfare and social
work [art 132(1)(g)]; and joint cases C-394/04 and C-395/04 Ygeia [2005] ECR I-10373, re-
garding the interpretation of the exemption applicable to medical services [art 132(1)(b)].

21 See Case C-443/04 Solleveld [2006] ECR I-3617, on the interpretation of the exemption
applicable to medical services [art 132(1)(c)].
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It follows from the above that, in addition to the three interpretative

principles already highlighted, when interpreting exemptions the Court often

makes reference to the general VAT principle of fiscal neutrality. The

Commission has even gone so far as to state that the rule according to which

‘the interpretation [of exemptions] must meet the requirements of the prin-

ciple of fiscal neutrality on which the entire system of VAT is based’, is one of

only three ECJ jurisprudential pillars on exemptions.22 Recent jurisprudential

developments as regards the financial supplies exemptions seem to highlight

the accuracy of this statement, with the recent ruling in JP Morgan placing

fiscal neutrality firmly at the centre of discussions over the scope of the

financial services’ exemptions. Asked to interpret article 135(1)(g) of the

VAT Directive, the Court restricted the scope of rights granted to Member

States granted under that provision on the basis of the need to respect the

principle of fiscal neutrality.23 Yet, it is equally worth noting that the Court

itself has limited the applicability of the principle of fiscal neutrality, insofar

as the insurance services exemption is concerned.24 This is because, as dis-

cussed below, the existence of exemptions is itself a contravention of the

principle of fiscal neutrality.25

2. Exemptions applicable to financial supplies

Since the mid-1990s, the ECJ has been asked to interpret paragraphs (b) to (g)

of article 135(1) of the VAT Directive on several occasions. An analysis of the

Court’s rulings shows a clear evolution in its approach to the scope of these

exemptions, which began with SDC in 1997, and whose last instalment, dated

2007, is the ruling in Volker Ludwig.26

In January 1995, following reference from the Danish courts, SDC entered

the ECJ’s register. The case concerned the outsourcing of activities relating

to the financial supplies listed in paragraphs (d) and (f) of Article 135(1) of the

VAT Directive. Specifically, the Court was asked whether outsourced services

should be deemed exempt under those provisions. It started by confirming

that the identity of the persons effecting the transactions is irrelevant in de-

termining the transactions exempt under those provisions; a fact which is

confirmed by the reference in paragraphs (b) and (c) of that article to ‘the

persons granting it’ and to ‘the person who is granting the credit’.27 The Court

then went on to consider whether the VAT exemption should be granted

22 See Consultation Paper (n 8) 10.
23 Case C-363/05 [2007] ECR I-5517, para 29.
24 Case C-8/01 Assurador-Societetet [2003] ECR I-13711, para 75.
25 See point II.3 below.
26 Other relevant cases concerning the scope of these exemptions recently decided are: Joint

Cases C-231/07, Tierce Ladbroke and C-232/07, Derby [2008] ECR 1-73; and Case C-29/08, AB
SKF [2009] ECR 1-000, nyr.

27 SDC (n 17) para 33. A similar approach was initially adopted as regards the interpretation of
the exemption applicable to insurance transactions; see Case C-349/96 CPP [1999] ECR I-973.
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where a person either performs only part of a complete service or carries

out only certain operations necessary for the supply of a complete exempt

financial service. Using an expression which was to become a recurrent fea-

ture of all financial services cases, it held that outsourced services would be

exempt where the services in question ‘form a distinct whole, fulfilling

in effect the specific essential functions of the services’ described in

article 135(1)(d) and (f).28

Referred to the ECJ by the UK courts a few years later, CSC Financial

Services concerned outsourcing of so-called call centre activities by financial

institutions. Re-iterating its ruling in SDC, the Court stated that in order

to avail of an exemption, the service provided had to form a ‘distinct whole,

fulfilling in effect the specific essential functions of the services’.29 On the

case, it concluded that the provision of call centre services to financial insti-

tutions constituted merely a preliminary stage of the provision of financial

supplies, and thus should not be deemed exempt under article 135(1)(f) of the

Directive. The ruling confirmed the Court’s approach in SDC, i.e. that the key

element for exemption of outsourced or sub-contracted financial services is

the idea of a ‘distinct whole’. Where the services being outsourced or sub-

contracted form a ‘distinct whole’, they will be regarded as exempt under

paragraph (f) of article 135(1); however, where the outsourcing, or sub-

contracting, is restricted to preliminary and technical activities, the exemption

will not apply.

In 2006, it was the turn of Abbey National. Referred by the UK courts two

years previously, the case concerned the interpretation of paragraph (f) of

article 135(1) of the Directive and whether the activities undertaken by third-

parties in relation to fund management should fall within the scope of that

exemption. The ruling further developed the basic approach to the interpret-

ation of exemptions applicable to financial supplies, already highlighted in

the two previous cases. Here, the Court noted, like to the transactions ex-

empted under paragraphs (d) and (f) of article 135(1), the management of

special investment funds referred to in paragraph (g) of that article was de-

fined according to the nature of the services provided and not according to the

person supplying or receiving the services. Moreover, it stated that the

wording of the provision did not in principle preclude the management of

special investment funds from being broken down into a number of separate

services, each falling within the meaning of ‘management of special invest-

ment funds’. These separate services, according to the Court, may all benefit

from the exemption in paragraph (g), even when provided by a third party,

where ‘viewed broadly, [they] form a distinct whole, fulfilling in effect the

28 SDC (n 17) para 67. The ruling was welcomed by R Pincher, see (1998) British Tax Review
1, 64–74; but criticized by A Bugsgang and P Mason, see ‘VAT & Financial Services—Part 1:
Sparekassernes Datacenter (SDC)’ [1999] The Tax Journal, 26 July, 17–20; and ‘VAT &
Financial Services—Part 2: Consequences of the SDC case’ [1999] The Tax Journal, 2 August,
17–20. 29 Case C-235/00 [2001] ECR I-10237, para 26.
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specific, essential functions of a service described in that same [paragraph

(g)]’. Application of this criterion would, according to the Court, exclude from

the scope of that provision ‘mere material or technical supplies, such as the

making available of a system of information technology’. 30

The ruling in Abbey National confirmed the Court’s willingness to apply the

same criterion for determining the scope of the exemption under paragraph (g)

of article 135(1), as it had applied for paragraphs (d) and (f) of that article,

namely the ‘distinct whole’ criterion.31 It is interesting to note that in her

Opinion, Advocate General Kokott had argued against the full transposition

of the interpretation developed by the Court for paragraphs (d) and (f), to

paragraph (g). Although, the Advocate General had favoured the adoption of

the ‘distinct whole’ criterion, she suggested that in applying this criterion

the specificities of fund management should be taken into account.32 The

Opinion is symptomatic of the constant battle which is subjacent to all ECJ

rulings on financial supplies exemptions: to apply uniform criteria for deter-

mining the scope of all exemptions, or to develop different criteria for dif-

ferent services? The first option would potentially ensure higher levels of legal

certainty, whilst the second would allow the Court to develop criteria, which

would potentially be better equipped to deal with the specificities of each type

of service.

The latest instalment, in the judicial process regarding the interpretation

of financial supplies exemptions, is Volker Ludwig, which concerned the in-

terpretation of paragraph (b) of article 135(1) of the Directive.33 Before the

ruling it was unclear what would be the Court’s approach to the interpretation

of that paragraph: would it adopt the same criteria for determining the scope of

that exemption, as it had for those applicable to other financial supplies, or it

would it adopt different criteria? On one hand, the wording of those provisions

seemed to point towards the second option. In this regard, it is important to

note that the Court’s decision in SDC seems to have been largely based on the

fact that paragraphs (d) and (f) of article 135(1) do not refer to the person that

provides the exempt service. However, the same cannot be said about para-

graphs (b) and (c), which specifically refer to the ‘person who is granting the

credit’. This raised the obvious question whether the Court would consider

the nature of the person providing the service a fundamental point on cases

involving outsourcing of credit-related services. On the other hand, however,

was the Court’s preference prior to Volker Ludwig for the adoption of

uniform criteria for the determination of the scope of all financial supplies

exemptions.

30 Case C-169/04 [2006] ECR I-4027, paras 70 and 71.
31 For a slightly different approach, see J Swinkels, ‘Special Investment Funds and VAT’

(2006) International VAT Monitor 4, 247–253.
32 Opinion of Advocate-General Kokott, (n 20) paras 63 and 67.
33 Case C-453/05 [2007] ECR I-5083.
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Ultimately, the ruling in Volker Ludwig highlights the relevance of this last

consideration. Invoking the rulings in SDC and Abbey National, which it

considered applied by analogy, the Court stated that ‘the transactions

exempted under [article 135(1)(b) of the VAT Directive] are defined in terms

of the nature of the services provided and not in terms of the person supplying

or receiving the service’. The already familiar ‘distinct whole’ criterion is then

applied: ‘nevertheless, [. . .] in order to be classed as exempt transactions

for the purposes of [article 135(1)(b) of the Directive], the service provided

must, viewed broadly, form a distinct whole, fulfilling in effect the specific

and essential functions of the service of negotiation’.34 However, the Court

finishes by introducing a seemingly new criterion: the financial related

activities will be deemed to be exempt under article 135(1)(b), where it is

deemed to be ancillary to the principal exempt activity.35

3. Assessment of ECJ case law on VAT treatment of financial supplies

As the above analysis demonstrates, the case law of the ECJ on exemption of

financial supplies gives rise to two principal difficulties: first, its complexity;

and second, the inherent debate over the choice of criteria for determining the

scope of the exemptions. Together they have enhanced the climate of legal

uncertainty, which currently surrounds the EU VAT treatment of financial

transactions, triggering the ongoing legislative review.36 As it currently

stands, the case law in this area can be summarised in two main points.

Firstly, it is clear that general interpretative principles developed by the

Court as regards all exemptions, namely the principles of strict interpretation

of exemptions, contextual interpretation of exemptions, uniform interpretation

of exemptions, and to some extent, fiscal neutrality, will also apply to financial

supplies. However, whilst these principles can act as useful guides, they are

not applied in a fully consistent and predictable manner, with the Court often

choosing the application of one to the detriment of others.

Secondly, it would appear that the main criterion for determination of the

scope of the exemptions applicable to financial supplies is the ‘distinct whole’

criterion, ie financial-related supplies will fall within the scope of paragraphs

(b), (d), (f) and (g) of article 135(1) of the VAT Directive, where they ‘form

a distinct whole, fulfilling in effect the specific essential functions of the

services described’. However, questions remain as regards the application of

this criterion, in particular whether the Court will apply it to the remaining

financial supplies listed in article 135(1), namely those in paragraphs (c)

and (e). Furthermore, the recent ruling in Volker Ludwig also raises questions

as regards the role of the concept of ‘ancillary activities’ within the determi-

nation of the scope of those exemptions. Whilst the concept has been used

34 Volker Ludwig (n 33) paras 25 and 36. 35 ibid paras 17–20.
36 See point II.D below.
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before in VAT case law,37 never before had it been applied in the context

of outsourcing of financial-related activities. The Court appears to be stating

in that case that an outsourced activity will be deemed to be exempt, where it

constitutes an ancillary activity to an exempt financial supply. If this is indeed

the case, it would potentially constitute a very wide criterion—certainly much

wider than the previous ‘distinct whole’—allowing the inclusion of a varied

range of outsourced activities, which until now had been excluded from the

scope of the exemption. This leads us to a second question which the ruling in

Volker Ludwig gives rise to: what activities will be deemed to be ‘ancillary

activities’ for the purposes of this new criterion? According to that same

ruling, canvassing for new financial services clients does seem to fall within

that concept; yet, beyond those activities, the situation is unclear.

C. Difficulties Arising from the EU Legal Status Quo

The EU VAT treatment of financial supplies gives rise to serious conse-

quences, at both legal and economic levels. From a legal perspective the

current regime gives rise to definitional and interpretative problems, creates

difficulties in calculating the portion of deductible VAT, constitutes an in-

centive for engaging in aggressive tax planning, and has the additional prob-

lem of being conceptually incoherent with the general principles of the EU

VAT system. From an economic perspective, the restrictions to the deduction

of input tax, which are the consequence of the current regime, have also

resulted in considerable distortions, including tax cascading, bias towards self-

supply, bias towards foreign suppliers, and loss of revenue.

1. Legal consequences

a) Definitional and interpretative problems

As the above case law analysis demonstrates, the legal provisions determining

the EU VAT treatment of financial supplies are susceptible to sustaining

differing interpretations and applications. Whilst determining the scope of a

specific exemption will always be a problematic task, the difficulties are par-

ticularly evident as regards the exemptions applicable to financial services.

The last decade has witnessed a significant development in new finance pro-

ducts, as well as the emergence of new supply structures, which make use of,

inter alia, outsourcing, sub-contracting and pooling techniques, as well as the

rise of the internet as a medium for B2B and B2C transactions. Traders and

national tax administrations alike have been increasingly unsure as to whether

these new products, and more questionably, these new supply structures, fall

within the scope of those exemptions.

37 See in particular CPP (n 27) above. Also, on the origins of the ‘ancillary doctrine’, see
PP Parisi, ‘Where does this ancillary doctrine come from? What is the thinking behind it?’ (2008)
8 Australian GST Journal 197–203.
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This uncertainty is reflected in the fact that according to the European

Commission, their services have reportedly been confronted with an increas-

ing number of cases where both economic operators and Member States had

problems in interpreting article 135(1)(b) to (g) of the VAT Directive.38

Equally, the steady flow in references from national courts to the ECJ in the

last fifteen years, focussing on the interpretation of these provisions, is not

only significant in this regard; it is also symptomatic of the Court’s inability,

despite the numerous rulings, to resolve the inherent problems of the existing

EU VAT treatment of financial transactions.

This climate of uncertainty has in turn had the effect of increasing com-

pliance and administrative costs, as more time and resources will be devoted

to establishing the correct VAT treatment of each financial supply.

b) Calculation of recoverable input VAT and apportionment of tax

One of the most obvious legal consequences of the EU VAT treatment of

financial supplies is the fact that it gives rise to apportionment of input tax

situations.39 Fully exempt financial entities are probably relatively rare. More

common will be the situation where one particular body has a mixed VAT

nature, engaging in activities which are at the same time exempt, and taxable.

This means in practice that most will be able to deduct at least part of

their input VAT, under articles 173 to 175 of the VAT Directive. The diffi-

culties lie in the fact that calculation of deductible VAT, as prescribed in

those provisions, is itself problematic, and has given rise to considerable

case law.40

Although a comprehensive analysis of the different methods of apportion-

ing input VAT is beyond the scope of this paper, it is worth noting that there

are essentially two methods of determining the proportion of deductible input

VAT, namely direct allocation and pro-rata. Member States can use either of

these methods, or a combination of both, and in this respect they display

significant discrepancies.41 However, whichever the preferred method, the

process tends to be complex, as with the definitional and interpretative

problems highlighted above, thereby entailing high administrative and com-

pliance costs. As the Commission itself has acknowledged:

This process generates considerable administrative charges for economic op-

erators and fiscal authorities and is a continuous source of litigation, creating an

38 See Consultation Paper (n 8) 5.
39 This has in fact been called ‘one of the most vexing problems facing financial institutions’,

see A Schenk and O Oldman, Value Added Tax—A Comparative Approach (Cambridge
University Press, Cambridge, 2007) 325.

40 See in particular landmark Case C-98/98 Midland Bank [2000] ECR I-4177; and more
recently, Case C-488/07 Royal Bank of Scotland [2009] ECR I-000, nyr.

41 For a commentary on the administrative and economic consequences of these discrepancies
see K Zacharopoulos, ‘Value-Added Tax: The Partial Exemption Regime’ (2001) 49 Canadian
Tax Journal, 102–126.
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atmosphere which reduces the level of legal certainty for businesses and in-

creases budgetary insecurity for Member States.42

c) Planning and aggressive planning

For any partially exempt legal person, faced with the reality of non-

deductibility of all their input VAT, there are two basic methods of curtailing

VAT costs: minimizing VAT input, by acquiring less goods and/or services

which are subject to VAT; and maximizing VAT output, by increasing the

number of taxable supplies and thus, the overall percentage of deductible

input VAT. Whilst the legitimacy of engaging in VAT planning has been

acknowledged by the ECJ in joint cases Gemeente Leusden and Holin

Groep,43 often non-tax reasons will prevent legal persons from adopting

measures which will reflect either of these methods. It is in this context that

so-called aggressive VAT planning, or VAT avoidance, schemes will often

emerge.44 In fact, the recent Halifax case has demonstrated how financial

institutions’ VAT costs, resulting from the exclusion of the right to deduct

input tax, can act as a catalyst for engagement in aggressive VAT planning.45

d) Conceptual incoherencies

From a conceptual perspective, the EU VAT treatment of financial supplies

is also defective. By treating financial institutions as de facto final consumers

in respect of many of their activities, the current regime is arguably contrary

to the principle of VAT as a tax on consumption,46 which constitutes one of

the fundamental principles of the EU VAT system.47 Not only should final

42 See Consultation Paper (n 8) 7.
43 Joint Cases C-487/01 and C-7/02, [2004] ECR I-5337.
44 For an analysis of the meaning and catalysts for aggressive VAT planning, see R de la Feria,

‘The European Court of Justice’s Solution to Aggressive VAT planning—Further Towards Legal
Uncertainty?’ (2006) 1 EC Tax Review, 27–35.

45 Case C-255/02 [2006] ECR I-1607. For a more detailed analysis of the Halifax ruling see
R de la Feria ‘Giving themselves extra VAT? The ECJ ruling in Halifax’ (2006) 2 British Tax
Review, 119–123; and S Douma and F Engelen, ‘Halifax plc v Customs and Excise
Commissioners: The ECJ applies the Abuse of Rights Doctrine in VAT cases’ (2006) 4 British
Tax Review 429–440. The ruling had a significant and somewhat unexpected impact upon EU
law as a whole, and the development of the newly designated EC principle of prohibition of abuse
of law, see ‘Prohibition of Abuse of (Community) Law—The Creation of a New General
Principle of EC Law Through Tax’(2008) 2 CMLR 395–441.

46 P Gottfried and W Wiegard go so far as to state that ‘contrary to common belief, VAT no
longer equals a consumption tax when exemptions are granted’ in ‘Exemption Versus Zero-
Rating—A Hidden Problem of VAT’ (1991) 46 Journal of Public Economics 307–328, 308. For a
different approach, see H Grubert and J Mackie, ‘Must Financial Services Be Taxed Under a
Consumption Tax?’ (2000) National Tax Journal 23–40; W Jack, ‘The Treatment of Financial
Services Under a Broad-Based Consumption Tax’ [2000] National Tax Journal, 841–851; and
V Thuronyi, Comparative Tax Law (Kluwer Law International, The Hague, 2003) 322–324.

47 See D Butler, ‘VAT as a Tax on Consumption: Some Thoughts on the Recent Judgement in
Parker Hale Ltd v Customs and Excise Commissioners’ (2000) 5 British Tax Review 545–553.
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consumers be by nature physical persons, but equally the treatment of

financial institutions as final consumers does not accurately reflect practice, as

goods and services supplied to those bodies will unavoidably be used as inputs

to the activities, in which they are engaged in. Furthermore, as mentioned

above, the EU VAT treatment of financial supplies inherently contravenes

the principle of fiscal neutrality, as set out in article 1 of the VAT Directive

and developed by the ECJ—another fundamental principle of the EU VAT

system. As Advocate-General Jacobs so clearly stated in Waterschap Zeeuws

Vlaanderen, a case concerning the right to deduct of public sector bodies,

which as financial institutions are also partially exempt:

It is inherent in the existence of exceptions to the VAT system that they will

interfere to some extent with the application of the principles of neutrality and of

equality treatment. Whatever the merits of the decision to treat public sector

bodies as final consumers, it forms an integral part of the Directive. In that in

comparable situations, the treatment of taxable persons and persons excluded

from the VAT system will inevitably be different.48

2. Economic consequences

a) Tax cascading

One of the main side effects of treating activities as exempt, and the con-

sequent non-deductibility of related input VAT, is the possibility of tax cascad-

ing.49 Tax cascading will occur where the financial supply is an intermediate

step in production, and therefore the VAT levied until then becomes a hidden

cost (as it cannot be deducted). The higher the VAT rate applicable to

input supplies, the potentially higher the amount of hidden VAT included in

financial supplies. This is all the more important when considering that avoid-

ing tax cascading effects is not only one of the main principles of commodity

taxation,50 but equally one of the principle reasons behind the introduction of

the EU VAT system.51

b) Erosion of VAT base/break of VAT chain

Connected to the problem of tax cascading is another negative consequence

of the current EU VAT treatment of financial services. While it is widely

accepted within the economic literature that VAT efficiency levels are directly

48 Case C-378/02 [2005] ECR I-4685, para 38.
49 Also known as ‘multiple taxation’, see G De Wit, ‘The European VAT Experience’ (1995)

10 Tax Notes International 49–54.
50 See EH Davis and JA Kay, ‘Extending the VAT Base: Problems and Possibilities’ (1985)

6 Fiscal Studies 1–16, 4.
51 See The EEC Reports on Tax Harmonisation—The Report of the Fiscal and Financial

Committee and the Report of the Sub-Groups A, B and C (IBFD Publications, Amsterdam, 1963).
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related to its taxable base,52 the current exemptions applicable to financial

supplies erode the VAT base and break the VAT chain. Moreover, some

authors have drawn attention to the phenomenon of ‘creeping exemptions’.

They contest that, as more exemptions are granted, other sectors of the eco-

nomy will be tempted to claim exemptions for themselves thus further eroding

the tax base.53 As regards financial transactions, this phenomenon is evident

not only from the ECJ case law involving outsourcing and subcontracting of

related services, but equally from the Commission’s suggestion to extend the

scope of exemptions as a method of immediate resolution of the problems of

non-deductible VAT for financial institutions.54

c) Self-supplies v outsourcing: bias away from outsourcing

Another important consequence of the EU VAT treatment of financial services

is the fact that it encourages self-supplies. The reason is clear: in the case of

self-supplies, the financial institutions will only have to pay VAT on the

purchase of goods or services involved; on the contrary, where there is out-

sourcing or sub-contracting of services to another entity, VAT will be charged

on the full price of those services. As the right to deduct input VAT of

financial institutions is limited, VAT charged on outsourced or subcontracted

activities will represent an extra cost, whilst where there is a self-supply this

extra cost will be avoided.55

This bias can, to some extent, be offset by the introduction of self-supply

rules by Member States, under article 27 of the VAT Directive. However, the

application of this provision is not only optional, but equally dependent on

consultation with the VAT Committee.56 In practice, therefore, the bias to-

wards self-supply still tends to be present in most, if not all, Member States.

d) Foreign v EU suppliers: bias towards foreign suppliers

As well as creating a bias away from outsourcing, exemption of financial

supplies within the EU also creates a bias towards foreign suppliers of

services. This bias is present both for financial suppliers and financial services

acquirers. Financial institutions will be tempted to acquire services from

52 See S Cnossen, ‘Is the VAT’s Sixth Directive Becoming an Anachronism?’ (2003)
European Taxation 12, 434–442, 435.

53 See AA Tait (n 3) 50. 54 See point 2.4 below.
55 It has been noted that this bias is more intense in larger financial institutions, ‘as smaller

financial firms will be more likely in general to outsource rather than provide services in-house’,
thus perversely creating an additional layer of competitive inequality between larger and smaller
firms, see A Schenk, ‘Financial Services’ in R Krever (ed), VAT in Africa (Pretoria University
Press, Pretoria, 2008), 31–46, 40.

56 The VAT Committee is set out in Article 398 of the VAT Directive. Although the opinions
of the Committee are not binding, the Court has consistently reiterated that, where envisaged by
the Directive, consultation is compulsory, see C-409/99Metropol [2002] ECR I-81; and C-155/01
Cookies World, [2003] ECR I-8785.
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foreign suppliers where, by virtue of the place of supply rules, the supply will

be deemed to have been affected outside the Community and, therefore, not

subject to VAT. By doing so, they will decrease their input VAT, and con-

sequently reduce their VAT costs.57 On the other hand, taxable (and non-

taxable) persons acquiring financial and insurance services will also be

tempted to obtain these from foreign suppliers. Similar to any other business,

Community based financial suppliers will reflect their costs in the price of

their services, including any VAT costs resulting from the exclusion of the

right to deduct. This will result in less competitive prices being offered by

Community-based providers, creating a bias for customers to acquire their

financial services from foreign suppliers.

e) Loss of revenue

Any exemption will unavoidably create loss of revenue. However, the extent

of this loss will be dependent on several factors, which can be either external

or internal to the VAT system. At an external level, the extent of the loss of

revenue will vary according to the economic relevance of the exempt sector

involved. At internal level, the national tax authorities’ approach to the right to

deduct input VAT will be of particular relevance. Yet, although the degree of

the revenue loss will vary from Member State to Member State depending on

the factors highlighted below, its significance is clear, as preliminary econ-

omic studies conducted in Germany indicate.58

The loss of revenue will be directly proportional to the economic signifi-

cance of the sectors involved, ie the higher the economic relevance of the

sector, the more significant the revenue loss. In the case of the financial sector

it is evident that its economic importance is very high. In fact, studies con-

ducted in 2004 indicate that the financial services sector alone could account

for as much as 27.8 per cent of GDP of EU Member States, ranging from 57.9

per cent GDP in Luxembourg, to 17.9 per cent of GDP in Ireland.59 Offsetting,

or limiting the extent of revenue loss arising from exemptions, can however be

57 Recently approved amendments to the place of supply rules will most likely limit the scope
of this bias from 2010, as the new main rule for B2B transactions will be taxation in the place
where the supplier is established, see Council Directive 2008/8/EC of 12 February 2008 amending
Directive 2006/112/EC as regards the place of supply of services, [2008] OJ L44/11; see also A
van Doesum et al, ‘The New Rules on the Place of Supply of Services in European VAT’ (2008) 2
EC Tax Review 78–89.

58 See B Genser and P Winker, ‘Measuring the Fiscal Revenue Loss of VAT Exemption in
Commercial Banking’ (1997) 54 FinanzArchiv 563–585, 564–565.

59 See HH Zee, ‘A New Approach to Taxing Financial Intermediation Services Under a Value-
Added Tax’ (2005) 53 National Tax Journal 77–92, 77–78. Although, not all attribute such high
levels of economic relevance to the financial services sector, its significance has been confirmed
by European Commissioner Laszlo Kovacs, see presentation at a conference jointly organized by
the Commission and the European Banking Federation on ‘Modernising the VAT Rules for
Financial Services and Insurances’ held in Brussels on 11 May 2006, available at: http://
ec.europa.eu/taxation_customs/common/archive/news/article_2541_en.htm.
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achieved through limiting the right to deduct input VAT. Some Member

States have adopted such an approach, but not all.

In fact, the approaches of national tax authorities to the right to deduct input

VAT are far from uniform, and usually reflect each Member States’ economic

and strategic priorities. This is particularly the case as regards financial in-

stitutions’ right to deduct, as the Commission itself has acknowledged.60

Where Member States give priority to budgetary issues, the focus will be

on VAT collection. As the loss of revenue which results from exempting

financial supplies can be (at least partially) limited by blocking providers of

these services from the right to deduct VAT, the bias in these Member States

will be towards adopting a strict approach to the right to deduct. Alternatively,

where Member States give priority to a macro-economic interest to attract or

retain what are key industry sectors, the bias will be towards adopting a flex-

ible approach towards these industries’ right to deduct. This will usually be

the case in Member States where the cost of factors of production is high,

or the risk of industries’ displacement—moving to other countries, outweighs

budgetary concerns.

D. Ongoing Review of Legislative Framework: the Role of the

Australian GST Model

The current review comes in the wake of the reaction to the ECJ’s latest

rulings on outsourcing of insurance and financial related supplies, and in

particular Accenture. Decided in 2005, Accenture concerned the outsourcing

of so-called ‘back-office activities’ by an insurance company.61 In practice,

the ruling had the effect of significantly limiting the scope for outsourcing or

sub-contracting of insurance-related activities: outsourced and sub-contracted

insurance-related services will, almost always, fall outside the scope of the

insurance services exemption, and will thus be deemed to be taxable.

Consequently, a decision by insurers to resort to outsourcing or subcontracting

of their activities, based on commercial considerations, will entail significant

VAT costs.

Unsurprisingly, faced with the possibility of increasing VAT costs, the in-

surance industry reacted strongly to the Accenture ruling. This was especially

the case for companies established in those countries that had until then

adopted a broader approach to the insurance services exemption, stating that a

change of policy in these countries would in effect increase insurance pre-

miums.62 The financial services sector, on the other hand, also seized the

opportunity to voice their concerns over the VAT difficulties and costs that it

faces. Furthermore, those Member States, such as the UK and Ireland, which

60 See Consultation Paper (n 8) 8.
61 Case C-472/03 [2005] ECR I-1719.
62 See Association of British Insurers’ Press Release 101/05, 29 September 2005.
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had until then followed a policy of exempting outsourced insurance-related

activities, were now faced with the prospect of having to review their ap-

proach. It is against this background that the European Commission’s 2006

consultation paper emerged. Following the Commission’s initiative, and

somewhat symptomatic of the gravity of the matter, some Member States have

already expressed their intention to await the conclusion of the current review

process, before bringing their VAT legislation, or practice, in line with the

Accenture ruling.63

The European Commission’s 2006 consultation paper identified four poss-

ible options for amendment of the VAT Directive provisions on insurance and

financial services, which would satisfy its essential criteria, namely that were

both technically feasible and had the capacity to address, at least partially, the

problem of non-deductible input VAT.64 These proposed options were, as

follows:

– zero-rating the supply of insurance and financial services to other taxable

persons, ie zero rating of business to business (B2B) transactions;65

– extending the scope of exemptions to services supplied by other taxable

persons to insurance and financial services suppliers;

– a uniform limited input credit option, on the basis of a fixed percentage, and

on a designated list of acquired services, similarly to the Australian GST

system;

– allowing economic operators to opt to tax their supplies and financial ser-

vices on B2B transactions.

Two further options are also under consideration, as possible solutions to

some of the most immediate difficulties faced by traders and tax adminis-

trations, alike:

– creation of cross-border VAT bodies (groups, cost sharing arrangements or

other structures), within which transactions carried out would be deemed to

be outside the scope of VAT;

– re-definition of insurance and financial exempt services, through moder-

nization of the current Sixth VAT Directive’s provisions.66

63 See HM Revenue & Customs Business Briefs 11//05 and 23/05; and Irish Revenue E-Briefs
Nos 3/2006 and 11/2006.

64 Interestingly, the option for full taxation was excluded from the remit of the paper; for a
critique of the rationale for this exclusion, see R de la Feria (n 14) 87–89.

65 Essentially similar to the New Zealand GST model, see AJ. Maples, ‘Zero-Rating Rules for
Financial Services in New Zealand—A Review of the Legislation and Revenue Guidelines’
(2006)21 Journal of International Banking Law and Regulation 399–408; and M Pallot ‘GST and
Financial Services—Rating Zero-Rating’ in R Krever and D White (eds), GST in Retrospect and
Prospect (Thomson Brookers, Wellington, 2007) 163. The introduction within the EU of a system
similar to the New Zealand model, has already been suggested by H. Huizinga, but questioned
by S Claessens, FS Morton, and a group of panellists, see H Huizinga, ‘Financial services
VAT—VAT in Europe?’ [2002] Economic Policy, October, 499–534, 526–533.

66 See (n 8) 17–20.
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Despite the potential benefits, all these options, including the option for an

Australian GST-type system, have either practical or conceptual disadvan-

tages, or both, something which the Commission was quick to point out. In

their view, the uniform limited input credit option would have the following

disadvantages:

– it could potentially give rise to complex apportionment and characterisation

issues;

– issues of consistency with fiscal neutrality may be raised; and

– as recovery rates vary significantly between Member States, it could be

extremely difficult to arrive at a common recovery rate; furthermore,

agreement could be made harder by the range of standard VAT rates in

place within the Community.

According to the summary results of the consultation process, published by

the Commission a year later, this last point, namely the difficulty in reaching a

common recovery rate, weighted heavily in economic operators’ views of the

viability, or lack thereof, of the possible introduction of such a system. Its

view was that overall economic operators were of the opinion that the system

would bring more disadvantages than advantages, and therefore it concluded

from the contributions that ‘the introduction of a standard or limited input tax

deduction is not a priority’.67 The option for introduction of an Australian

GST type system was therefore rejected in favour of other alternatives. Yet, it

is worth noting these were not the conclusions reached by PWC. In their 2006

Report, PWC concluded that the solution ‘could remove the current bias in

favour of vertical integration and against the use of centre of excellence,

shared services, outsourcing and co-sourcing’, and thus ‘[it] scored highly in

[their] evaluation’.68

In November 2007 the European Commission finally presented two legis-

lative proposals with a view to amending the EU VAT treatment of financial

(and insurance) services.69 In the words of the Commission, the objectives

were two-fold: to increase legal certainty, and to reduce the impact of non-

recoverable VAT for financial institutions. These objectives are to be fulfilled

through what has been designated as ‘three pillars’:

– clarification of the rules governing the exemption for financial supplies,

in particular re-definition of financial services which are subject to ex-

emption;

67 See Summary of Results (n 10) above. 68 See PWC (n 9) 46.
69 Proposal for a Council Directive Amending Directive 2006/112/EC on the Common System

of Value Added Tax, as regards the treatment of insurance and financial services, COM(2007) 747
final, 28 November 2007; and Proposal for a Council Regulation Laying Down Implementing
Measures for Directive 2006/112/EC on the common system of value added tax, as regards the
treatment of insurance and financial services, COM(2007) 746 final, 28 November 2007.
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– introduction of a cost-sharing group, allowing economic operators to pool

investments and re-distribute the costs of these investments to the members

of the group, exempt from VAT; and

– introduction of a compulsory option to tax, ie compulsory for Member

States, optional for financial institutions.

Arguably, all these measures can potentially give rise to considerable diffi-

culties.70 However, if the new proposals suffer from considerable deficiencies,

would the introduction of an Australian GST-type model offer any better

results? The PWC Report invokes the fact that the model would be inspired

in the Australian model, in a seemingly legitimisation manner for introduction

of a limited input credit system. During the consultation process, the

Commission too had argued that amongst the option’s considerable advant-

ages was the fact that it would be ‘simple to apply in principle and has worked

in practice elsewhere, Australia being the best known example’.71 The obvi-

ous question therefore is whether this was indeed a legitimate assumption, ie is

the Australian GST system of treating financial supplies indeed superior to the

EU VAT one?

III. TREATMENT OF FINANCIAL SUPPLIES UNDER THE AUSTRALIAN GST

At the time of Australia’s introduction of its Value Added style GST in 2000 it

had the benefit of the many VAT models available internationally and it was

evidently mindful of the issues associated with exempting financial supplies.

This is evidenced by the manner in which the rules have been structured and

written.

A. Outline of the Legislative Framework

At the outset Australia adopted different, ostensibly more transparent, termi-

nology for supplies other than taxable supplies. Supplies on which no GST

was to be borne by the final consumer, normally termed zero-rated supplies in

VAT jurisdictions are, in Australian terminology, ‘GST-free’ supplies. Such a

supply is one on which no GST is payable and under which ‘an input tax credit

for anything acquired or imported to make the supply’ is available to the sup-

plier.72 More pertinent to this article is the terminology used for what under

VAT is ‘exempt’. In Australia such supplies are ‘input taxed’. This term

means that ‘. . . no GST is payable on the supply . . . [and] there is no entitle-

ment to an input tax credit for anything acquired or imported to make the

70 See R de la Feria and B Lockwood, ‘Opting for Opting In? An Evaluation of the Com-
mission’s Proposals for Reforming VAT for Financial Services’ Oxford University Centre for
Business Taxation WP 09/09, July 2009. 71 See Consultation Paper (n 8) 15–16.

72 See s 9-30 and s 38-1, A New Tax System (Goods and Services Tax) Act 1999, hereafter
‘GST Act 1999’.
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supply’.73 Readers may themselves decide whether this terminology is more

transparent than the traditional term ‘exempt’.74 The effect is the same as

that under VAT—an input taxed supply inevitably carries within its price an

element of GST borne on acquisitions and importations consumed in making

the supply.

B. GST Treatment of Financial Supplies as ‘Input Taxed’ Supplies

There are only six categories of input taxed supplies in GST, but at the top of

the list is the category of ‘Financial Supplies’.75 The political process around

the introduction of GST in Australia is itself worthy of a study, but that is

beyond the scope of this article.76 Some sense of the intensity of the issues

around the introduction of the GST may be derived from the fact that the 1999

GST legislation (A New Tax System (Goods and Services Tax) Act 1999 [the

GST Act]) was extensively amended that same year and the entire financial

supply measures in the Act were repealed77 and replaced by regulations

which, as subordinate legislation, are easier to amend than an Act. It is to both

the GST Act and its regulations, then, that one must turn to establish the full

treatment of financial supplies under Australian GST.78 The approach used in

Australia is probably to be commended in that the standard method of dealing

with input taxing financial supplies was modified as a result of consultation79

and apparently in response to the need to alleviate the self supply bias. The

broad effect of the rules in Australia is that although a business may be denied

input tax credit on a domestic financial supply—it may have access to a re-

duced input tax credit so as to remove some of the incentive to self supply

certain services consumed in the making of the domestic financial supply.

1. Detailed application of the Australian GST rules

The regulations operate as follows:

The term ‘financial supply’ is defined by reference to both the nature of

the service constituting a financial supply, and the fact that the supplier of the

service is immediately before making the supply either the owner of the

73 See s 9-30 and s 40-1, GST Act 1999.
74 The new terminology has been criticized in Australia itself by R Stitt, see ‘GST and Financial

Services’ Paper presented at the ‘Financial Services Taxation Conference—Australasian Per-
spectives’ held by the Australian Tax Institute, at Queensland on 7–9 February 2001.

75 Dealt with very briefly (see later for why this is so) in subdiv 40A, GST Act 1999. The
others are Residential rent; residential premises; precious metals; school tuckshops and canteens;
and fund raising events by charitable institutions.

76 See K James, ‘We of the “Never Ever”: The History of the Introduction of a Goods
and Services Tax in Australia’ (2007) 3 BTR 320–348.

77 By Act 177 of 1999.
78 See subdiv 40-A, A New Tax System (Goods and Services Tax) Regulations 1999, hereafter

‘GST Regulations 1999’.
79 See Dept of Innovation, Industry, Science and Research http://www.innovation.gov.au/GO/

IndustrySectors/FinancialServices/Pages/GoodsAndServicesTax.aspx (accessed 3 April 2008).
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financial supply or the creator of the financial supply.80 This means only

certain supplies of financial services made by only those suppliers who owned

the thing supplied or created the thing supplied constitute financial supplies

under the GST law. The Regulation helpfully gives examples of an interest in

a financial supply owned by an entity immediately before its supply, and an

interest in a financial supply created by an entity. The examples of the former

are: ‘A share that is sold’ and ‘Rights assigned under a derivative’. The

examples of the latter (a created interest in a financial supply) are ‘A share or

a bond that is issued’ and ‘A derivative that is entered into’.81 It is not un-

expected that there are supplies of a financial character made by entities on the

periphery to transactions. For purposes that will become clear below this

peripheral category of entity engaged in financial services is identified in the

regulations which prosaically explain that ‘A financial supply facilitator, in

relation to a supply of an interest, [in a financial supply] is an entity facilitating

the supply of the interest for a financial supply provider’.82

Elsewhere the Regulation sets out three types of supply whose categoriza-

tion has a bearing on their GST treatment. These supplement the rules con-

cerning whether a supply is a financial supply as defined depending on

whether it is owned or created by the supplier, the full definition of financial

supply thus becoming cumulative of its nature (owned or created by the sup-

plier) and its categorization.

Reg 40-5.09 sets out what supplies are financial supplies (subject to the

usual provisos concerning consideration, supply in the course of an enterprise

etc) in a table. Its 11 items include such supplies as:

– accounts made available in the course of an authorised banking business;

– debts, credits, and letters of credit;

– charges or mortgages over property;

– annuities and allocated pensions; and

– currency or an agreement to buy or sell currency.

The next category of supply is an incidental financial supply as defined in

Reg 40-5.10. This recognizes that some supplies might not be financial sup-

plies in their own right but may be incidental. Such a supply:

. . . is an incidental financial supply if:

(a) it is incidental to the financial supply; and

(b) it and the financial supply are supplied, at or about the same time, but

not for separate consideration; and

(c) it is the usual practice of the entity to supply the thing, or similar things,

and the financial supply together in the ordinary course of the entity’s

enterprise.

80 Reg 40-5.06, GST Regulations 1999.
81 See ‘Examples of interests’ in Reg 40-5.06, GST Regulations 1999.
82 Reg 40-5.07, GST Regulations 1999.
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The final category is supplies that the regulation determined are not financial

supplies. It will be noted that Reg 40-5.12 considers as ‘not financial supplies’

such items as:

– Cheque and deposit forms and books supplied to an Australian [Authorised

Deposit-taking Institution] in connection with an account mentioned in item

1 in the table in regulation 40-5.09;

– Professional services, including information and advice, in relation to a

financial supply;

– Debt collection services;

– Trustee services;

– Custodian services in relation to money, documents and other things;

– Australian currency, or the currency of a foreign country, the market value

of which exceeds its stated value as legal tender . . . .

Thorough and detailed though the regulations may be, the drafters recognized

that they may not have covered everything or, indeed, may have covered too

much so that a ‘tie breaker’ rule states that where a supply falls into both the

financial supply category83 and the non financial supply category84 the supply

is not regarded as a financial supply.85 The result is a more generous treat-

ment, through entitlement to input tax credits, in cases of doubt.

This bewildering array of regulations and examples amounts to a treatment

which restricts the categories of supply regarded as a financial supply—and

the category of providers who make them—and allows somewhat generous

treatment at the fringes. The unfavourable impact of input taxing financial

supplies is further ameliorated by two further devices in the Australian legis-

lation. These are a threshold below which financial supplies may be ignored

by many businesses; and a generous input tax credit regime applicable to

supplies that qualify for financial supply status under the regime described

above. These two reliefs will be dealt with next.

a) The financial acquisitions threshold

Many businesses in Australia do not need to involve themselves in the detailed

identification of their financial supplies by reason of the de minimis limit in the

‘financial acquisitions threshold’86 which is introduced into the Act via

s11-15(4).87 Under this rule an acquisition is not treated as related to an input

taxed supply if the only reason for doing so is that it relates to making a

financial supply and the entity does not exceed the financial acquisitions

83 Reg 40-5.09, GST Regulations 1999.
84 Reg 40-5.12, GST Regulations 1999.
85 Reg 40-5.08(2), GST Regulations 1999.
86 Delightfully abbreviated as ‘the FAT’ by Australian practitioners.
87 Section 11-15(4), GST Act 1999.
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threshold. The latter is defined so as to exclude a ‘borrowing’88 that does not

relate to making financial supplies, and the threshold then operates so as to

identify the input tax credits that relate to acquisitions made in making

financial supplies. If the total of the input tax credits (in that month and the

preceding 11) that relate to the supplies is less than either $50,000 or 10% of

the total input tax credits that the entity is entitled to, the threshold is not

passed and all input tax credits relating to the financial supply are available to

the entity.89

The effect of this threshold is that many enterprises that are not in the

main business of making financial supplies are not denied their input tax

credits on financial supplies that are an insignificant part of their overall

enterprise. The financial acquisitions threshold (‘FAT’) is, of course, another

aspect of the entity’s tax affairs that must be monitored, thus contributing to

business tax compliance costs. The practical difficulty of this process is

exacerbated by the fact that the threshold must be monitored not only cur-

rently and having regard to the previous 11 months90 but consideration must

also be given to future acquisitions and an assumption made about the input

tax credits on financial acquisitions made during the month and the next

11 months.91

The situation faced by a business at the boundary of the threshold is far

more complex than one might assume from the simplistic explanatory state-

ment in the statute that: ‘You can be entitled to input tax credits for your

acquisitions relating to financial supplies (even though financial supplies are

input taxed) if you do not exceed the financial acquisitions threshold.’92

Another aspect of the ‘FAT’ that is worth comment is the fact that bor-

rowings are excluded from the calculation of input taxed supplies to the extent

that they relate to the making of supplies that are not input taxed. The result is

an attempt to closely confine the threshold’s regime affecting input tax credits

from borrowings.

As might be expected, there are practical challenges associated with allo-

cation and apportionment of input tax credits to the making of financial sup-

plies. This will be discussed further below. It is likely that, at least for some

businesses, the ease and simplicity of the Australian system of removing small

scale financial suppliers from the input taxing regime is not as real as it is

apparent.

b) The reduced input tax credits regime

For what one might term ‘proper’ financial supplies, narrowed by the defini-

tions referred to above, and isolated by the application of the financial

88 S 189-15, GST Act 1999. 89 S 189-5, GST Act 1999.
90 As required by s189-5, GST Act 1999.
91 S 189-10, GST Act 1999. 92 S 189-1, GST Act 1999.
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acquisition threshold, there is a discrete regime of allowing them some input

tax credit. The Act establishes a reduced input tax credits regime by means

of Div 70 stated as a refinement to the basic rules’.93 This means that

‘. . . acquisitions of a specified kind that relate to making financial supplies can

give rise to an entitlement to a reduced input tax credit. These are reduced

credit acquisitions.’94 There is an irony here in that the credit for such an input

taxed supply is ‘reduced’ from zero under ordinary principles of a VAT to part

of a full input taxed credit.

It is the reduced input tax credit (‘RITC’) regime that is the main device

to remove the self-supply bias from the Australian GST and take away much

of the incentive for financial services entities to in-source services.95 Such

services entitle qualifying makers of financial supplies to claim a portion of

an input tax credit for those services despite their character as being for the

making of financial supplies. The RITC is currently 75 per cent of a full input

tax credit.96 The rules are disclosed mainly in the regulations to the Act rather

than the Act itself and the regulations list, in extensive and detailed tables,

what acquisitions will be treated as reduced credit acquisitions. The lists

include such general items as:

– Transaction banking and cash management services like opening, issuing,

closing, operating, maintaining, or performing a transaction in respect of

an account by a financial supply facilitator, including telephone banking;

Internet banking; and GiroPost;

– Processing services in relation to account information for account pro-

viders, including archives storage, retrieval and destruction services; state-

ment processing and bulk mailing etc;

– Acquisition of transaction cards by card account providers.97

Also listed are transactions involving certain off shore acquisitions such as:

– Provision of senior management services, including corporate strategy and

development; and investment strategy and performance measurement

functions;

93 See s 70-1, GST Act 1999.
94 S 70-5(1), GST Act 1999 (emphasis in original).
95 The stated intention of the reduced input tax credit regime see par 5.2 Further

Supplementary Explanatory Memorandum to A New Tax System (Goods and Services Tax)
Bill 1998. Available at http://law.ato.gov.au/atolaw/view.htm?DocID=NEM%2FSM99006%
2FNAT%2FATO%2F00006 (accessed June 2008).

96 Reg 70-5.03, GST Regulations 1999. The original belief was that the reduced input tax
credit would be 70 per cent at the time that this regime was being discussed with major financial
service providers—this may account for the Division and the corresponding regulations being
number 70. Such coincidences in the Australian GST law are not uncommon, the simplified
accounting methods introduced to reduce the compliance costs of small retailers making mixed
supplies are to be found in Div 123 of the Act.

97 Reg 70-5.02, GST Regulations 1999.
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– Provision of support systems associated with the provision of senior man-

agement services;

– Provision of human resources support services, including general advice

and planning; recruitment assistance etc.98

The effect of these tables and the equally detailed Tax Office Ruling99 on

the subject (the ruling, for example gives explanations of banking and pay-

ments systems with explanations of terms such as ‘processing’, ‘clearing’,

‘settling’, ‘switching’ etc.) is to considerably ameliorate the potentially ad-

verse impact on the financial sector of the basic rules of input taxing financial

supplies.

C. Difficulties Caused by the Australian Rules

Whereas Europe has extensive experience of the operation of VAT,

Australia’s experience is new and there have been few reported cases to date

that have any bearing on the application of the financial acquisitions threshold

or the reduced input tax credits system. This means it is difficult to point to

documented problems with the operation of the Australian system borne out

by the experiences of individual enterprises. The process of allowing reduced

input tax credits and confining them to only certain inputs is not without its

complexity and uncertainty but it was evidently established through con-

sultation and the involvement of the sector and there is no apparent dissatis-

faction with the rules within the sector itself. As will be apparent from the

shortcomings discussed below, the same cannot be said of those who comment

on the technical application of the Australian rules.

1. Legal consequences

a) Definitional and interpretative problems

The Australian rules for financial supplies have attracted considerable

criticism from technical legal commentators. Edmundson comments that

the ‘practical application of the RITC’ rules is ‘littered with unjustifiable

glitches and ambiguities’.100 Others have also identified areas of potential

disagreement between the Tax Office and the taxpayer. Barkoczy et al men-

tion some examples of activities which it is submitted are likely to provide

98 Reg 70-5.02B, GST Regulations 1999.
99 GSTR 2004/1 Goods and Services Tax: Reduced Credit Acquisitions. The Ruling

should be read together with GST Ruling GSTR 2002/2 which deals with financial supplies more
generally.

100 See P Edmundson, ‘GST, Financial Supplies and Reduced Input Tax Credits’ (2003) 6 Tax
Specialist 118.
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fertile areas for dispute between taxpayers and the Commissioner.101 These

include:

– Transaction processing—should a party provide computing time or com-

puting capacity for the purposes of processing rather than a service of

processing the Commissioner is of the view that processing capacity is not a

‘processing service’ within the relevant regulation.102

– Debt collection services—RITC’s are available for debt collection services

including litigation. Barkoczy et al ask whether this means a distinction

must be drawn between a claim for a debt and a claim for unspecified

damages. They ask ‘Does the availability of the RITC scheme depend on

the plaintiff successfully establishing that a debt exists . . . if the court were
ultimately to find that no debt is owing, are input GST costs included in the

cost of the litigation unrecoverable under the RITC scheme?’103

– Litigation services—Barkoczy et al point out that a RITC is ostensibly not

available for costs of litigation relating to the exercise of the bank’s powers

under a mortgage. But such litigation may be an aspect of litigation for

recovery of a debt, in which case, the RITC scheme might be applicable.104

The authors raise similar queries and anomalies in relation to other legal

services; origination of loans; commissions and franchise fees etc. Others,

namely Edmundson, analyse and criticise different aspects of the drafting of

the regulations identifying:

– Difficulties in determining the scope of a general item viz supplies for

which a financial supply facilitator is paid commission by a financial supply

provider so as to include all qualifying commission based transactions that

are arguably within scope or so as to limit them only to agency relation-

ships.105 On this issue Edmundson is joined by Penning who strenuously

criticises the Commissioner’s insistence on a close agency relationship in

the context of this item;106

– Difficulty in determining the scope of a specific item viz arrangement by

a financial supply facilitator of the acquisition or disposal of a security

including underwriting. The issue here is what particular transaction/s are

covered by the term ‘underwriting’ and Edmundson makes a suggestion,

together with a warning to ensure that all relevant documentation should

support the desired interpretation;107

101 See S Barkoczy, P Edmundson, E la Grange, A MacIntyre, A MacRae, P McCouat,
P McMahon, J Mendel, B Page, J Thompson and J Tyler, CCH GST Guide Commentary (CCH,
Australia, 2008).

102 S Barkoczy et al (n 102) para 30–210. The Commissioner’s view is expressed in GSTR
2004/1, para 87. 103 S Barkoczy et al (n. 102) para 30–220.

104 S Barkoczy et al (n 102) para 30–260. They point out that para 438 of GST Ruling GSTR
2004/1 states that litigation for the purposes of establishing the existence of a debt does not fall
within the relevant RITC. 105 Edmundson (n 101) 116.

106 R Penning, ‘Financial Supply Facilitators—a Friend in Deed’ (2005) 5 Australian GST
Journal, 33, 37–39. 107 Edmundson (n 101) 118.
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– Difficulties at the fringes of the regulatory categorization of services de-

pending on whether the services are ‘mixed’ or ‘composite’ acquisitions.

The latter giving rise to full RITCs if it can be shown that what is acquired

is ‘a composite acquisition of something that is entirely a reduced credit

acquisition’;108 the former giving rise to a need for apportionment which

might be disputed by the Tax Office.109

b) Calculation of recoverable input VAT and apportionment of tax

The Australian rules, for all that they do address some of the problems in-

herent in VAT systems elsewhere in the world, bring some of their own

problems and have not resolved others. There are particular apportionment

issues that are of concern.

One of these is the apportionment of inputs to outputs in order to ensure that

there is correct attribution of input costs to financial supplies. Hill has pointed

out that the unique Australian rules ‘. . . mean . . . that in addition to supplies

being classified, acquisitions will also need to be classified by financial supply

providers, in order to determine whether or not RITCs can be claimed.’110 Hill

sees this as problematic should there develop a tendency in interpretation to

treat supplies as mixed supplies rather than composite supplies as

[i]f supplies are treated as mixed supplies, it may be possible for the supplier to

attribute a different value to each of the components of the supply. It will not be

possible, however, for the recipient of the supply to dissect the supply in order to

determine their entitlement to RITCs.111

This would require very clear and detailed invoicing by the supplier, never-

theless making it sometimes impossible to disaggregate the fee for ap-

portionment purposes. Hill’s problems with apportionment practices are

echoed by Edmundson.112

Another apportionment problem arises in the application of the de minimis

rule set by the FAT. This has also attracted criticisms because of the need to

monitor acquisitions and supplies for purposes of the threshold. The area of law

is made more difficult by the fact that the relevant statutory provisions do not

include words suggestive of apportionment. Hill et al113 have commented that

. . . practical allocation [of input tax credits on financial acquisitions for purposes
of making supplies] is unlikely to be straightforward. One longstanding criticism

of Div 189’s drafting is that the definition of ‘financial acquisition’ omits the

phrase ‘to the extent that’. . . .114

108 ibid. 109 ibid.
110 See P Hill, ‘Characterisation of Supplies (2001) 1 Australian GST Journal 21.
111 ibid. 112 See Edmundson (n 101) 118.
113 P Hill, A Carey, J Davidson, I Murray-Jones and P Stacey, Australian GST Handbook

(Australian Tax Practice, 2005). 114 ibid para 25–310.
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This leads these authors to warn that an acquisition of an item to be used in

part for making some financial supplies and some taxable supplies might re-

quire the entire acquisition to be counted as a financial acquisition and

‘. . . inadvertently “tip” an entity over the threshold in circumstances where

this was not intended.’115

The ATO response116 has been to regard apportionment as implied by the

reference to the wording in s189-15 definition of ‘financial acquisition’ to

‘. . . an acquisition that relates to the making of a financial supply . . .’ (em-

phasis added).117 Despite this solution there will be inevitable differences

between taxpayers and the ATO concerning the precise manner of calculation

of the apportionment, whether having regard to the value, extent of use etc. of

the asset whose acquisition cost is to be taken into account.118 This area of

potential dispute has recently been cleared up, to a great extent, by the ATO in

a Ruling119 which not only describes several acceptable apportionment

methods, with an emphasis on acceptability of direct apportionment methods,

but also indicates that other methods of apportionment will be accepted pro-

vided they are fair and reasonable.120 Even that point, however, could end up

as a matter to be argued over once a case arises involving a sufficiently high

incentive in value of input credits.

Apportionment issues are obviously something the Australian rules have in

common with those of the VAT in the EU. The next consideration is whether

the Australian rules attract a significant level of tax planning on the part of

entities operating within the GST system.

c) Planning and aggressive planning

If planning and aggressive tax planning is a significant issue in relation to

the operation of the Australian rules it is likely to be discussed by the courts

in the context of Div 165, the general anti-avoidance rule in the GST Act.

To date, however, only one case121 concerned with the application of Div 165

has been brought to the Australian courts. The case did not involve financial

supplies or any issues related to the discussion here. It is too soon to identify

through the reported cases whether there are grounds for concern that the

shelters afforded under the Australian financial supplies rules encourage

aggressive tax planning.122

115 ibid para 25–310. 116 GST Ruling GSTR 2003/9.
117 Section 189-15, GST Act 1999 (emphasis added).
118 A point also made by P Hill et al (n 114) para 25–310.
119 GST Ruling GSTR 2006/3.
120 Ruling GSTR 2006/3 also concedes that the mere fact that a favourable apportionment

method is used will not, of itself, be regarded as avoidance susceptible to the general anti-
avoidance rule in Div 165 of the Act. 121 Re VCE v FCT [2006] AATA 821.

122 See however comments by Pier on the implications of the principles developed by the ECJ
to combat aggressive tax planning to Australian financial supplies in the context of Div 165,
‘Fusion of outputs and fractionation of inputs in financial services’ (2008) 8 Australian GST
Journal 173–179.
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Another possible indicator that planning is being undertaken by businesses

(although presumably not aggressive planning) is the number of private

rulings sought by taxpayers in Australia on issues related to the advantageous

thresholds and shelters afforded by the FAT and RITCs. The Australian

Register of Private Binding Rulings contains anonymized reports of the

rulings that have been sought by taxpayers seeking the ATO view on a par-

ticular transaction or proposed position. They are sought where the legislative

position is unclear and the taxpayer desires certainty. At the time of writing123

the register showed (using a topic search) that there were 45 rulings reported

on ‘reduced input tax credits’ and three on the topic of the ‘financial acquisi-

tions threshold’. There were 13 rulings in the register on the topic of ‘financial

supplies’.124 These compare with 500 rulings on the topic search ‘residential

premises’ which is probably the other input taxed supply of equivalent

significance in Australia.

If the Register of Private Binding Rulings is a fair measure of the aspira-

tions of taxpayers to achieve legitimate access to the benefits of reduced input

tax credits, and full input tax credits below the FAT, there is less planning

being undertaken in this regard than one might have expected. In addition to

these observations it is noticeable that of the 55 Taxpayer Alerts125 by the

ATO warning investors and taxpayers against various schemes that have come

to the attention of the ATO only nine relate to GST and none of them relates to

planning around the financial supply concessions.126 Even if there were a lot

of tax planning going on, the Australian general anti-avoidance rule is very

broad and constitutes a considerable bulwark against widespread tax planning

using GST rules.127

123 See Register of Private Binding Rulings http://www.ato.gov.au/rba/search.asp (accessed
September 2008).

124 A ‘deep content’ search for financial supplies yields 919 ‘hits’.
125 See http://www.ato.gov.au/atp/pathway.asp?pc=001/008/001&mfp=001/008&mnu=4846#

001_008_001 (accessed September 2008).
126 The nine GST schemes identified in the period from 2001 to 2008 are: TA 2004/2—

Avoidance of Goods and Services Tax (GST) on the sale of new residential premises; TA 2004/
1—Non-arm’s length arrangements using Goods and Services Tax (GST) cash/non-cash ac-
counting methods to obtain a GST benefit; TA 2004/9—Exploitation of the second-hand goods
provisions to obtain Goods and Services Tax (GST) input tax credits; TA 2004/8—Use of the
Going Concern provisions and the Margin Scheme to avoid or reduce the Goods and Services Tax
(GST) on the sale of new residential premises; TA 2004/7—Use of the Grouping provisions and
the Margin Scheme to avoid or reduce the Goods and Services Tax (GST) on the sale of new
residential premises; TA 2004/6—Use of the Grouping provisions of the GST Act to avoid Goods
and Services Tax (GST) on the sale of new residential premises; TA 2005/4—Creation of Goods
and Services Tax (GST) input tax credits by barter exchanges; TA 2007/1—Lease by a charitable
institution to an associated endorsed charitable institution designed to gain input tax credits; and
TA 2008/17—Claims for GST refunds beyond four years arising from the reclassification of a
previously taxable supply as GST free.

127 The general anti-avoidance provision in the Australian GST law (Div 165) is based on a
similar and highly successful provision in the income tax law. For an early discussion see G Hill,
‘GST Anti-Avoidance Division 65’ (1999) 2 Journal of Australian Taxation 295–311.
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d) Conceptual incoherencies

Edmundson’s criticisms of the RITC scheme go even wider than the diffi-

culties of apportionment and interpretation. He notes the ‘dissonance’ be-

tween the Act which states in Div 70 that input tax credits ‘may be available’

and the Regulations which purport to create an entitlement to reduced input

tax credits in circumstances in which they actually should simply be listing

potential RITC acquisitions’.128 He notes too that Div 70 does not include all

the words regarding entitlement to input tax credits that are found in the rules

of general application elsewhere in the Act (Div 11) and this could strictly

speaking result, in an example he gives, in denial of access to appropriate

adjustments to input tax credits (under Div 129) where the purpose of the

acquisition and the actual application of an acquisition differ.129

2. Economic consequences

a) Tax cascading

Although the Australian rules have their own difficulties it is submitted

that they are not a complete failure. Aside from reducing the self supply bias

they also, necessarily, reduce the cascade effect of taxes being built into the

cost of financial supplies through the denial of input tax credits. Almost all of

a relevant input tax credit is available to major financial suppliers through the

reduced input tax credits scheme; and full input tax credits are available to

‘small players’ making financial supplies through the effect of the FAT. This

means that relatively little (although it must be accepted not ‘none’) input tax

is left to cascade through to the consumer of the relevant financial supply.130

This seems to be an improvement on the EU approach under which cascading

is necessarily a greater problem.

b) Erosion of GST base

The detailed tables and narrow descriptions employed in the Australian

system may cause problems with definitions and interpretation, but they do

narrowly limit the nature and type of transactions and types of supply that

entitle the supplier to claim input tax credits. Because RITC’s can only arise

where the supplier is the owner or supplier of the financial supply in question,

there is limited risk of the type of supply or activity which enjoys input

tax credits spreading out of control to the detriment of the tax base. Any

128 Edmundson (n 101) 114. 129 Edmundson (n 101) 115.
130 As S Poddar comments, the Australian GST system ‘preserves the base amount of cas-

cading, but minimises incremental cascading when financial services are outsourced’ see ‘VAT &
Financial Services—A Workable Compromise’ in R Krever and D White (eds), GST in
Retrospect and Prospect (Thomson Brookers, Wellington, 2007) 179–210, 187.
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amendment to the listed property/activities requires an amendment of the

regulation and this allows the government to control the expansion of the base

of inputs to the making of financial supplies which attract a credit. It is sub-

mitted that this poses less risk to the GST base than leaving the matter open to

interpretation by the courts, which necessarily often have a narrow focus on

the facts pertaining to the entity and its transaction rather than a wider focus

on the entire operation of the GST system.

c) Self-supplies v outsourcing: bias away from outsourcing

As has been mentioned, it is the reduced input tax credit regime that is the

main device to remove the self-supply bias from the Australian GST and

remove much of the incentive for financial services entities to in-source ser-

vices.131 It is probably fair to say that this stated intention of the system was

met, and the authors are not aware of any indications from commentators on

the Australian economy that suggest any major restructuring took place after

the introduction of GST due to a self-supply bias arising from the manner of

treatment of financial supplies under the new GST.

d) Foreign v Australian suppliers: bias towards foreign suppliers

Just as there seems no obvious sign of the introduction of GST causing a bias

towards self supply, there is similarly no obvious bias towards foreign

suppliers of inputs into the making of financial supplies. One analysis does not

note any tax incentives to the Australian experience of outsourcing in the

relevant period.132 Data evidencing such bias, or otherwise, however may

be difficult to obtain given the free market and an existing trend to outsourcing

of certain activities such as call centre support to countries within Asia.

Certainly the rules do not of themselves appear to cause such a bias as the

constraint of the technical definitions in the tables is common to all suppliers,

whatever their geographical location.

d) Loss of revenue

The availability in Australia of three quarters of a full input tax credit to

large scale suppliers of financial services; coupled with the availability of

full input tax credits for those making only minor financial supplies must

131 The stated intention of the reduced input tax credit regime see para 5.2 Further
Supplementary Explanatory Memorandum to A New Tax System (Goods and Services Tax)
Bill 1998. Available at http://law.ato.gov.au/atolaw/view.htm?DocID=NEM%2FSM99006%
2FNAT%2FATO%2F00006 (accessed June 2008).

132 J Benson and C Littler, ‘Outsourcing and Workforce Reductions: An Empirical Study of
Australian Organizations’ (2002) 8 Asia Pacific Business Review, 16–30.
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constitute a cost to the public purse compared to a system without input tax

credits for the making of financial supplies. This loss of revenue is presumably

offset, however, by economic benefits associated with the system. In addition,

because of the thresholds and the tightly defined parameters that have been set

in the regulations, the revenue loss is limited and unlikely to grow like a

spreading stain.

It is suggested, therefore, that although the revenue take from financial

services is possibly lower in Australia than it might be if Australia did not

allow RITCs and full credits for businesses falling below the FAT, this is

commensurate at least with treasury expectations of the system that the

Australian government has put in. It is also presumably acceptable in light of

the absence of other distortions created by the system.

D. Assessment of the Australian Rules

At the time of finalizing this article for publication the Australian Federal

Treasury had completed, but not announced the results of, a consultation to

review the GST financial supply provisions.133 Several important respondents

to the consultation indicated their satisfaction with the status quo and were

particularly averse to any suggestion that complexity might be reduced by

replacing the detailed legislative structure with a principles based style of

drafting. This was especially evident in the submissions by the Australian

Financial Markets Association (which preferred the certainty of the detail to

the uncertainty of a broader principles based approach) and the Australian

Bankers’ Association Inc.134 It is perhaps noteworthy that neither of these

stakeholders felt that there is a high risk of avoidance under the current

Australian model. Some respondents to the consultation challenged the policy

underpinnings of the Australian model and believe that financial supplies

should not be input taxed at all,135 but that was not a suggestion on which

advice was sought in the consultation, and several respondents made sugges-

tions to slightly amend the existing statutory provisions without a significant

change to their policy underpinnings. A fairly consistent criticism among

different submissions was the concept that a borrowing could itself be a

financial supply (the so-called acquisition supply concept) as this is counter

intuitive and adds to complexity.136 However there was a surprisingly high

level of satisfaction with the outcomes achieved by the Australian rules.

133 See Consultation Paper on the Review of the Financial Supply Provisions, 12 May 2009,
availabe at: http://www.treasury.gov.au/documents/1529/PDF/Review_of_the_Financial_Supply_
Provisions.pdf (accessed 18/9/09).

134 See submissions at: http://www.treasury.gov.au/contentitem.asp?ContentID=1630&
NavID= (accessed 18/9/09).

135 See the submission of the Institute of Chartered Accountants in Australia as above.
136 The Institute of Chartered Accountants in Australia, CPA Australia, the Taxation Institute

of Australia.
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The thrust of these comments and criticisms seems to be that although

the Australian rules are awkwardly drafted, in many instances, and can only be

made to work by starting from an understanding of the policy intention behind

them so as to give them effect by ‘contorted’137 interpretation of the plain

words of the statute and, especially, the Regulations. And although this must

occur in a vacuum of international precedent because Australia’s unique ap-

proach means case law from other jurisdictions cannot be of assistance.138

Aspects of the Australian rules do seem to achieve the desired intention of

reducing cascading and moderating the self supply bias.

It may be that the Australian approach is unlikely to provide the

solution to the problems of input taxing financial supplies that it might be

thought to. But it may be a step in the right direction.139 The following

Table offers a comparison of the EU and Australian approaches, summarising

the above considerations regarding the advantages of the modern Australian

model, when put against the difficulties caused by the traditional European

model.

Types of

difficulties

Traditional EU

VAT exemption

model

Modern Australian

GST ‘reduced input

tax credits’ model

Definitional and interpretative

problems

Yes Yes

Calculation of recoverable input

VAT and apportionment of tax

Yes Yes

Planning and aggressive

planning

Yes Unclear*

Conceptual incoherencies Yes Yes

Tax cascading Yes Yes, but limited

Erosion of VAT base/break

of VAT chain

Yes Yes, but intentional

Self-supplies vs. outsourcing:

bias away from outsourcing

Yes No

Foreign vs. EU suppliers:

bias towards foreign suppliers

Yes No

Loss of revenue Yes Yes, but intentional

*There is no obvious evidence of aggressive tax planning. It is too soon for many anti-avoidance

cases to have come to light.

137 Edmundson (n 101) 120.
138 Edmundson (n 101) 119. Against, see P Parisi, invoking foreign courts rulings, such as

those from the UK, Canada, and the ECJ, to assess impact in Australia of common problems like
apportionment of input tax, in ‘Input Tax Issues Continue to Perplex in Financial Services’ (2008)
8 Australian GST Journal 242–251.

139 For an apparently opposite view, see P Edmundson, ‘GST and Financial Supplies:
A Comparative Analysis of Legislative Structure’ (2001) 30 Australian Tax Review 132–146.
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IV. CONCLUSIONS

It has been said that ‘the taxation systems of the major developed countries

will grow to resemble each other more and more’, with the spread of VAT

being offered as an example of this phenomenon.140 Indeed there seems to be

no better illustration of tax convergence worldwide than VAT.141 Albeit a

latecomer, Australia too has succumbed to the allure of this tax. As with all

VAT systems, Australian GST is ultimately inspired by the EU VAT system,

the original, so-called, ‘traditional VAT’. Explicitly acknowledging the diffi-

culties associated with the EU model of taxing financial transactions, how-

ever, Australia decided to adopt an alternative approach, combining the

traditional exemption with a ‘reduced input tax credit’ system applicable to

most financial services suppliers, and using a de minimis threshold to shield

minor suppliers of financial services from many of the financial supply

issues.142 At present, another possible tax policy transfer is the focus of

attention: on this occasion in the opposite direction, from Australia to the EU,

a transplantation of the GST model for taxing financial transactions to the

EU VAT system.

Yet, as the above analysis demonstrates, although the Australian model

might have been a step in the right direction, insofar as it tried to tackle the

traditional difficulties associated with taxing financial transactions under

a VAT system, it is not a complete panacea. Whilst it is true that it has solved

some of the difficulties encountered under the traditional EU VAT exemption

model, such as the bias towards self-supply, or foreign suppliers, and to a great

extent, the problem of tax cascading, it has not solved others. Conceptual

inconsistencies have not been eliminated and legal problems, such as defini-

tional and interpretative difficulties, and the need to engage in arguable

methods of apportionment of input VAT, are still present.143 Moreover, some

problems have arguably worsened; in particular the loss of revenue, already

140 RK Osgood, ‘The Convergence of the Taxation Systems of the Developed Nations’ [1992]
Cornell International Law Journal, 339–347, 339 and 343 f.

141 Of all OECD countries only one, the United States, does not apply a VAT system, see
OECD, Consumption Tax Trends—VAT/GST, Excise and Environmental Taxes (OECD, Paris,
2001). Moreover, even in the United States the ongoing debate on whether to introduce a VAT
system has recently intensified, see latest report by the United States Government Accountability
Office, Value Added Taxes—Lessons Learned from Other Countries on Compliance Risks,
Administrative Costs, Compliance Burden and Transaction, April 2008.

142 T Edgar better summarizes the tax policymakers technique at play: ‘modify the application
of exemption through partial reform alternatives intended to suppress one of the perceived dis-
tortions’ in ‘The Search for Alternatives to Exempt Treatment of Financial Services Under a
Value-Added Tax’ in R Krever and D White (eds), GST in Retrospect and Prospect (Thomson
Brookers, Wellington, 2007), 131–161, 147.

143 Realisation of these limitations has led R Stitt to comment that ‘while Australia’s reduced
input tax credit system does partially address the problem of self-supply bias, its benefits are not
so compelling that it is likely to be adopted by New Zealand or any other jurisdiction with an
existing VAT/GST system, see ‘Financial Supplies and Reduced Input Tax Credits’ in R Krever
and D White (eds), GST in Retrospect and Prospect (Thomson Brookers, Wellington, 2007),
205–210, 210.

Options for Taxing Financial Supplies in Value Added Tax 931

http://journals.cambridge.org


http://journals.cambridge.org Downloaded: 20 Apr 2012 IP address: 129.67.32.213

present in the EU system, would be much more significant under an

Australian-type reduced input tax credit system. Additionally, transplantation

of the GST model to the EU context, as the European Commission itself

has acknowledged,144 would give rise to extra problems in the context of some

of the EU specificities, not present in Australia. Firstly, significant variations

of recovery rates between Member States would make it difficult to arrive at a

common recovery rate, especially in light of the range of standard VAT rates

in place within the Community, thus increasing the risk of further economic

distortions. Secondly, whilst the standard Australian GST rate is 10 per cent,

within the EU much higher standard rates apply.145 Such higher rate of VAT

would certainly entail greater danger of tax cascading, planning and aggress-

ive planning, and even self-supply and foreign supply biases.

The normal occurrence of these regional specificities is precisely one of the

reasons which make public policy transfer in general, and tax policy transfer

in particular, perilous at the best of times.146 Lack of information on the real

effects of the tax policy, which is to be object of the transfer, in the country of

origin, will only aggravate the dangers. In this context, the recent debate

regarding the adoption within the EU of an Australian-type GST model of

taxing financial supplies seems unwise, not least because it appears to be ill-

informed. Detailed effects of the Australian approach, given that it has been in

place well under a decade, are as yet not fully known—and what is known

appears rather discouraging. Undertaking the inherent risks of tax policy

transfer might well be unavoidable in the context of a globalised economy.147

Inadvertently transferring a young model, which so far has proven to offer

only limited advantages, and to create extra, other, possibly significant, dis-

advantages, is however at the very least imprudent.

144 See point 2.4 above.
145 See Commission of the European Communities, VAT Rates Applied in the Member States

of the European Community, Situation at 1st Jan 2008, DOC/2412/2008.
146 See DP Dolowitz and D Marsh, ‘Learning from Abroad: The Role of Policy Transfer in

Contemporary Policy-Making’ (2000) 13 Governance: An International Journal of Policy and
Administration 5–24. 147 See RK Osgood (n 136) 346.
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