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Introduction

1. This presentation comprises four elements:

i) a discussion of relevant general principles of VAT law;

ii) VAT & competition law principles combining at European level;

iii) Article 4(5) of the Sixth Directive: questions and answers in ECJ and domestic case-law;

iv) analysis and particular problems of application: Corporation of London
Relevant General Principles

2. The First Council Directive of 11 April 1967 on the harmonisation of legislation of Member States concerning turnover taxes, Directive 67/227/EEC, recites, inter alia, that the “…main objective of the Treaty is to establish… a common market within which there is healthy competition and whose characteristics are similar to those of a domestic market…” (first recital)(emphasis added).

3. Since that was/is “the main objective of the Treaty…”, the then-new European VAT system had to operate so as, either, to further that objective or, at least,  not to hinder it.

4. Accordingly, the First Directive further recited that:

a) “…the attainment of this objective presupposes… Member State … legislation concerning turnover taxes … such as will not distort conditions of competition or hinder the free movement of goods…” (second recital)(emphasis added); and

b) “…it is therefore in the interest of the common market [to] …eliminate, as far as possible, factors which may distort conditions of competition, whether at national or Community level…” (third recital)(emphasis added).

5. The key principles pursuant to which the European VAT system either furthers, or at least supports, the ‘main objective’ are:

(1) the principle of harmonisation;

(2) the principle of uniform assessment;

(3) the principle of neutrality

6. The principles of harmonisation and uniform assessment provide the impetus for the progressive reform of the Member States’ indirect tax systems so as to lead, eventually, to “complete parallelism of the national value added tax systems…”
, thereby ensuring that VAT will be collected in a uniform manner in all the Member States
.

7. The principle of neutrality ensures that value added tax is charged within each country on similar supplies in a similar manner, regardless of the length of the production and distribution chain, and regardless of the origin of those supplies. In other words, those supplies will bear the same tax burden throughout the Member States.

8. Building on these principles, the Sixth Council VAT Directive of 17 May 1977, Directive 77/388/EEC, provides:

a) “…further progress should be made in the effective removal of restrictions on the movement of persons, goods, services, and capital and the integration of national economies…” (recital 3);

b) “…whereas it should be ensured that the common system of turnover taxes is non-discriminatory as regards the origin of goods and services, so that a common market permitting fair competition and resembling a real internal market may ultimately be achieved…” (recital 4)(emphasis added);

c) “…whereas the taxable base must be harmonised so that the application of the Community rate to taxable transactions leads to comparable results in all the Member States…” (recital 9).

9. Nowhere, though, are the relevant principles of “healthy” or “fair” competition to be found.

VAT & competition law principles combining at European level

10. Under the Sixth Directive, Title IV, headed “Taxable Persons”, it is provided that:

a) ““Taxable person” shall mean any person who independently carries out in any place any economic activity specified in paragraph 2, whatever the purpose or results of that activity.”: see Article 4(1)(emphasis added).

b) “The economic activities referred to in paragraph 1 shall comprise all activities of producers, traders and person supplying services including mining and agricultural activities and activities of the professions…”: see Article 4(2)(emphasis added).

11. These provisions have consistently been held by the ECJ to be of wide application: 

12. Thereafter, Article 4(5) provides:

“5  (i) States, regional and local government authorities and other bodies governed by public law shall not be considered taxable persons in respect of the activities or transactions in which they engage as public authorities, even where they collect dues, fees, contributions or payments in connection with these activities or transactions.

(ii) However, when they engage in such activities or transactions, they shall be considered taxable persons in respect of these activities or transactions where treatment as non-taxable persons would lead to significant distortions of competition.

(iii) In any case, these bodies shall be considered taxable persons in relation to the activities listed in Annex D, provided they are not carried out on such a small scale as to be negligible.

(iv) Member States may consider activities of these bodies which are exempt under Article 13 or 28 as activities which they engage in as public authorities.”

(Note: the sub-paragraph numbers (i)-(iv) have been added for ease of reference and the emphasis added.)

13. Similar references concerning distortion of competition are made in Article 6(2)
, Article 9(3)
, Article 12(3)(b)
 and Article 13(1)(o)
. 

Article 4(5) of the Sixth Directive: questions and answers in ECJ and domestic case-law

14. Carpaneto Piacentino No.1 (Case 231/87) [1991] STC 205 concerned various activities carried out by Italian local authorities.

15. The ECJ held that, pursuant to Article 4(5) sub-paragraph 2, Member States are required:

i) to ensure that bodies subject to public law are treated as taxable persons in respect of activities in which they engaged as public authorities where their treatment as non-taxable persons could lead to significant distortions of competition; 

ii) but, the Member States are not obliged to transpose that criterion literally into their national law or to lay down precise quantitative limits for such treatment.

16. As regards that same sub-paragraph the ECJ used the phrases:

a) “activities which may also be engaged in, in competition with them, by private individuals…” (paragraph 22);

b) “…could lead to significant distortions of competition…” (paragraph 24)(emphasis added).

17. Camara Municipal de Porto (Case C-446/98) [2001] STC 560 concerned the provision of car parking facilities by a Portugese local authority.

18. The ECJ held that the Minister of Finance of a Member State could be authorised by a national law to define what was covered by the concept of significant distortions of competition, provided that his decisions could be reviewed by the national courts.

19. The Advocate General opined that “[i]n order to ensure uniform application of the directive, it must be guaranteed that the economic circumstances which could lead to a significant distortion of competition are assessed in a uniform manner. It follows that the answer to the question when there is a significant distortion of competition cannot depend on a decision of the national administration, in so far as that decision is binding and not amenable to judicial review…” (paragraph 55)(emphasis added).

20. He also considered that “[c]onsequently, it is the duty of the national court to determine whether there is a significant distortion of competition… Member States are barred by the directive from authorising an administrative office to define, case by case and with binding effect, which distortions of competition are significant…”  and that “…therefore the national court must determine whether a competitive market exists for these activities or transactions, that is to say, whether these services are also offered by private persons…”. (paragraphs 57-58)(emphasis added).

21. The ECJ judged that “…Member States are free to choose… [to] entrust an administrative body with the task of specifying the situations in which an activity carried on by a body governed by public law may be regarded as bringing about significant distortions of competition or as being negligible and of applying those criteria to individual cases, provided that its decision on application may be reviewed by the national courts…” (ECJ, paragraph 32).

22. It was further held that “[a] distinction must be drawn between the case where a Member State attempts to ensure the transposition of a directive by giving an administrative authority a discretionary power to apply its provisions, without circumscribing the administrative authority’s discretion, and the case… where the national legislature adopts, in a binding rule of law, the criteria set out in the directive and then leaves it to an administrative authority to implement them…” (ECJ, paragraph 34).

23. The Radio Authority (LON/91/1891X) Butterworths VAT Decisions 7826, Stephen Oliver QC (Chairman) concerned regulation and licensing of independent radio in the UK.

24. The Tribunal held that “…on the present state of the evidence the Tribunal is not satisfied that treating the Appellant] as a non-taxable person would lead to any significant distortions of competition…”
. 

25. The Arts Council of Great Britain (LON/91/561A) Butterworths VAT Decisions 11991, Dr. Brice (Chairman) concerned the grant making activities of the Arts Council.

26. The Tribunal held that it was difficult to discern any significant distortions of competition in circumstances such that there was no other body in the same market.

27. However, it was relatively easy to discern such distortion in relation to “…commercial activities where treatment as a non-taxable person would distort competition as there are individuals and bodies operating under private law which engage in similar activities in competition with the Appellant…” (Issue (11)).

28. The Metropolitan Borough of Wirral (MAN/95/77) [1997] BVC 2,211 concerned the provision of supplies by a regional information service.

29. The Tribunal was “not satisfied that the Appellant was unique; to treat [the Appellant] as a non-taxable person …would bear unfairly on private organisations which would be accountable for VAT on similar work and the distortive effect of such treatment would be significant with the meaning of Article 4(5)…” (paragraph 51).

30.  Rhondda Cynon Taff County Borough Council (LON/99/670) Butterworths VAT Decisions 16496, Dr. Brice (Chairman) concerned the provision and maintenance of cemeteries by a local council.

31. The Tribunal held that, on the evidence before the Tribunal, “it might be said that there could be very minor distortions of competition in the locality of the Appellant …[but not] “significant” distortions of competition…”. The same was true “throughout the United Kingdom as a whole…”.

32. The above cases answer only relatively few questions concerning the scope and meaning of the phrase “significant distortions of competition” in VAT law. They also leave significant gaps in our understanding of how this provision is to be applied by the national courts in practice.

33. Most crucially, neither the legislation nor the cases yet provide a roadmap for determining what “competition” and “distortion” are to mean in the VAT context. 

34. We consider that the answer is to be found in principles of economics and competition law.

Analysis and particular problems of application: Corporation of London

(1) What is Competition?

35. Economists start with model of perfect competition in which:

(i) There are many sellers;

(ii) There are many buyers;

(iii) There are no barriers to entry; and

(iv) There is perfect knowledge.

36. Welfare economics shows that in perfect competition the result is efficient, that is, price equals marginal cost; and consumer welfare is maximised.

37. In the real world, markets tend to be oligopolistic, that is, few sellers, and the outcome is not easily predictable.  However, most economists would accept that, albeit with serious imperfections, oligopolistic markets may be highly efficient and conducive to consumer welfare.

(2) What is distortion?

38. Imperfections may take several forms.  If suppliers agree, expressly or tacitly, on prices, output will be restricted, prices will be above marginal cost and consumer welfare reduced.  That is why Article 81 of the EC Treaty prohibits such arrangements between “undertakings” (that is, any body, state or private, carrying on an economic activity).

39. Competition also works on the basis that the lowest cost supplier (that is the producer who makes the better product at lowest price) will increase market share at the expense of higher cost rivals.  Output is therefore maximised in terms of quantity and quality.  This process is jeopardised if the State artificially lowers the costs of preferred suppliers.  If that happens:-

a) Rivals cannot expend output;

b) New competitors are deterred from entering the market; and

c) In the longer term, prices will be higher and output reduced in terms of quantity and quality.

d) The state aid rules of the Treaty seek to control such behaviour: state aid is any artificial advantage to undertakings that enables them to operate ate lower cost than their rivals.  State aid may be a tax advantage (cf. Lunn Poly; and contrast Ferring Case 53/00).  Article 4(5) of the Sixth Directive can be seen in the context of the state aid rationale.

(3)  What is a market?

40. Product A and product B are in the same market if a small but significant change in the price of A would change the demand for B.  Econometrics can help ascertain whether that is the case.

(4)  Case Study:

Corporation of London (VAT Tribunal)

Kenneth Parker QC

Paul Harris

Monckton Chambers

4, Raymond Buildings

Gray’s Inn

London WC1R 5BP







� see Sixth Directive, Article 35.


� see Sixth Directive, various recitals.


� “The following shall be treated as supplies of services for consideration… Member States may derogate from the provisions of this paragraph provided that such derogation does not lead to distortion of competition...”.


� which contains provisions concerning place of supply “…in order to avoid double taxation, non-taxation or the distortion of competition…”.


� “Member States may apply a reduced rate to supplies of natural gas and electricity provided that no risk of distortion of competition exists…” 


� “(1) …Member States shall exempt the following under conditions which they shall lay down… (o) the supply of services and goods whose activities are exempt under [certain]… sub-paragraphs above in connection with fundraising events… provided that exemption is not likely to cause distortion of competition…”


� Permission was given for a further hearing on the significant distortions of competition point, with the Appellant to provide a skeleton argument and evidence.





