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TThe article firstly gives a short summary con-
cerning the own resources system financing the
budget of the EU and the state of the VAT
based resource within this system. Afterwards,
with the help of the Hungarian VAT base state-
ment, it specifies the methodology of the cal-
culation of the harmonised VAT base and the
own resource itself. Finally it presents an
overview of the reform concepts for the future
of the own resources system.

THE ORIGINS OF THE OWN RESOURCES
SYSTEM AND ITS SUCCESSIVE REFORMS

The own resources system of the European
Coal and Steel Community (ECSC) was
ensured as soon as the Treaty of Paris entered
into force in 1952. Signed in 1957, the Treaties of
Rome provided for the two Communities
(European Economic Community, Euratom) set
up by the Treaty to be financed by contribu-
tions from the Member States for a transition-
al period before changing over to a system of
own resources. Contrary to the contributions
of the Member States in the case of own
resources there is no need for any subsequent
decision by the national authorities for calling
in, thereby own resources provide financial
autonomy for the Community. The “natural”

own resources could be derived from
Community policies (the customs union and
the common agricultural policy). As a result of
that, the own resources decision of 21 April
1970 replaced national contributions by a sys-
tem of own resources comprising agricultural
levies, customs duties and a budget-balancing
resource calculated by applying a maximum
rate of 1 per cent to the VAT base. However,
because of delays in harmonising the base, the
VAT resource was not generally applied until
1980. The system was subsequently modified
by successive new own resources decisions.

The Decision of 7 May 1985 (following the
Fontainebleau European Council) introduced a
correction mechanism for budgetary imbal-
ances, the so-called UK rebate, amounting to
66 per cent of the UK's net contribution. The
cost of financing the UK rebate was shared
between the other Member States according to
their shares of VAT payments (except for
Germany whose share was reduced by a third).
Furthermore, the increase of the maximum
VAT call-in rate to 1.4 per cent was also decid-
ed to coincide with the accession of Spain and
Portugal. This increase was designed to meet
the costs of enlargement.

The reform of the Community's finances in
1988 altered and broadened the composition of
the Community's own resources by the cre-
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ation of a new budget-balancing category of
revenue, based on Member States' gross nation-
al product (GNP) and derived from the appli-
cation of a percentage rate to the sum of the
GNPs of all the Member States. The Third
Decision of 24 June 1988 (following the
Brussels European Council) set an overall ceil-
ing of the budget rising to 1.20 per cent of total
Community GNP in 1992. Pending a new
Decision on new resources, the 1.20 per cent
ceiling remained applicable in 1993 and 1994. 

As agreed at the 1992 Edinburgh European
Council, a new Decision on the system of own
resources was adopted on 31 October 1994.
This Decision raised the own resources ceiling
to 1.21 per cent of GNP in 1995, and, in stages,
up to 1.27 per cent of GNP in 1999. The max-
imum VAT call-in rate was gradually reduced
from 1.4 per cent to 1 per cent in 1999 and the
VAT base to be taken into account for own
resources purposes was reduced ('capped') in
stages, at 50 per cent of GNP instead of 55 per
cent previously. The Member States eligible for
assistance under the Cohesion Fund had their
VAT base capped at 50 per cent of GNP already
in 1995. The reasons for these measures were
the regressive aspects of the VAT based own
resource for the least prosperous Member
States.

The possibility of replacing the 1994
(fourth) own resources decision by a new one
for the Financial Perspective 2000–2006 did not
become concrete until the date of the March
1999 Berlin European Council approached.
The Berlin European Council of 24–25 March
1999 reached a political agreement on the new
financial perspective for 2000–2006 and on the
revision of the EU's financing system. The
Council's conclusions were the basis of the new
own resources decision (2000/597/EC,
Euratom) adopted on 29 September 2000,
which, after ratification by all the national par-
liaments, entered into force on 1 March 2002
with retroactive effect from 1 January 2002.

The UK rebate and the own resources ceiling
of 1.27 per cent of GNP was confirmed. The
2000 own resources decision provides for an
increase, as from 1 January 2001, in the per-
centage of traditional own resources retained
by Member States to cover their collection
costs, which increased from 10 to 25 per cent.
The maximum call-in rate for the VAT resource
was reduced to 0.75 per cent in 2002 and 2003
and to 0.50 per cent as from 2004. New rules
regarding the financing of the UK correction
were also established. Firstly, the share of
Austria, Germany, the Netherlands and Sweden
is reduced to 25 per cent of its normal value.
Secondly, the so-called windfall gains for the
UK caused by the increase in the percentage of
traditional own resources retained by Member
States are neutralised and an amount of so-
called enlargement windfall gains is, further-
more, deducted from the rebate.

Finally, the current own resources decision
extends the application of the 1995 European
system of accounts (ESA 95) to the area of the
EU budget. In ESA 95 the concept of gross
national product (GNP) has been replaced by
gross national income (GNI). In the new own
resources decision GNP is therefore defined as
being equal to GNI for the purposes of own
resources. However, in order to maintain
unchanged the amount of financial resources
put at the disposal of the Communities, the
ceiling of own resources as a percentage of EU
GNI had to be adapted2. The new ceiling
equals 1.24 per cent of the GNI of the EU.

The current own resources can be divided
into the following categories (the figures below
refer to the 2006 budget amounts to about
112.6 billion EUR adopted in December 2005):

• Traditional own resources (TOR) consist
of customs duties, agricultural duties and
sugar levies. These own resources are
levied on economic operators and collect-
ed by Member States on behalf of the EU.
However, Member States keep 25 per cent
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as a compensation for their collection
costs. Customs duties and agricultural
duties are levied on imports of products
coming from third countries, at rates based
on the Common Customs Tariff. Sugar
levies are paid by sugar producers to
finance the export refunds for sugar. TOR
account for around 12.7 per cent of total
EU revenue. 

• The own resource based on value added tax
(VAT) is levied on Member States' VAT
bases, which are harmonised for the pur-
pose of equal treatment in accordance with
Community rules. The so-called uniform3

rate is levied on the harmonised base of
each Member State. However, the VAT
base to take into account is capped at 50
per cent of each Member State's GNI. This
rule is intended to avoid that the less pros-
perous Member States pay out of propor-
tion to their contributive capacity, since
consumption and hence VAT tend to
account for a higher percentage of a coun-
try's national income at relatively lower
levels of prosperity. The VAT-based
resource accounts for around 14.1 per cent
of total EU revenue. 

• The resource based on gross national income
(GNI) is used to balance budget revenue
and expenditure, i.e. to finance the part of
the budget not covered by any other
sources of revenue. The same percentage
rate is levied on each Member States' GNI,
which is established in accordance with
Community rules. The GNI-based
resource accounts for around 72.1 per cent
of total EU revenue. 

• A specific mechanism for correcting the
budgetary imbalance of the United
Kingdom (the UK rebate) is also part of
the own resources system. The current
UK rebate mechanism was introduced in
1985 to correct the imbalance between the
United Kingdom's share in payments to

the Community budget and its share in
Community expenditure allocated to the
Member States. This mechanism has been
modified on several occasions to compen-
sate for changes in the system of EU
budget financing, but the basic principles
remain the same. This imbalance is calcu-
lated as the difference between the per-
centage share of the UK in EU expendi-
ture paid in the Member States (“allocated
expenditure”) and the UK share in total
VAT-based and GNI-based own resources
payments. The difference in percentage
points is multiplied by the total amount of
EU expenditure allocated to the Member
States. The UK is reimbursed by 66 per
cent of this budgetary imbalance. The cost
of the correction is borne by the other 24
Member States. The distribution of the
financing is calculated on the basis of each
country's share in total EU GNI. The
financing share of Germany, the
Netherlands, Austria and Sweden is, howev-
er, restricted to one fourth of its normal
value. This cost is redistributed across the
remaining 20 Member States. (According to
a Council proposal, the amount of the rebate
would be gradually reduced from 2009 by
some expenditures oriented towards new
members who joined since 2004.)

THE ANNUAL STATEMENT ON THE VAT-
BASED OWN RESOURCE

The VAT-based resource relies in the first place
on calculations made by Member States'
authorities in conformity, in particular, with
Council Regulation (EEC, EURATOM)
N°1553/89 on the definitive uniform arrange-
ments for the collection of own resources
accruing from value added tax. This Regulation
has to be applied together with the rules of the
Council Directive No. 77/388/EEC (so-called
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6th Directive) by the Member States. For the
year concerning the VAT base statement, the
rules of the operative national Act on VAT have
to be compared with the rules of the Directive
in the calculations. 

The process of calculation of the harmonised
VAT base is briefly the following: 

The annual VAT revenue on cash basis has to
be adjusted by corrections regulated in the 6th
Directive. Calculating the intermediate VAT
base the above-mentioned corrected VAT rev-
enue (so-called net VAT revenue) will be the
“numerator”. The denominator is the weighted
average rate of VAT (WAR), which has to be
calculated with four-figure accuracy.
Determining the final harmonised VAT base,
the intermediate VAT base is required to be
adjusted by compensation items in order that
the possible differences (e.g. tax exemptions)
between the national VAT regulations and the
rules of the 6th Directive do not affect the base
of the VAT based own resource. If the final
harmonised VAT base exceeds 50 per cent of
the Member State's GNI, the VAT-based own
resource must be paid to the budget of the EU
on the basis of 50 per cent of GNI.

The Commission verifies the annual state-
ments of the VAT bases submitted by Member
States in order to fix the amounts that each
Member State must pay to the budget. In this
work the Commission is guided by three prin-
ciples:

• Transparency: it must be clear how the
VAT base has been determined; 

• Uniformity: so far as possible Member
States must use identical methods and
draw on the same sources of information; 

• Equity: each Member State must be treated
the same. 

Each Member State sends an annual state-
ment showing the total VAT tax-base, includ-
ing adjustments to take account of variations in
national VAT practices, to the Commission by
31 July of the year following the year con-

cerned. The statement contains not only the
figures but also information about data,
sources, methods and formulae used to estab-
lish and adjust the base. After preliminary
checks to verify the credibility and plausibility
of the figures, the Commission's control unit
sends the data to the unit that manages budget
receipts.

Subsequently, each statement is the subject
of an on-the-spot control visit in the Member
State concerned. It is now usual to control 2 or
(increasingly) 3 years at one time. The control
is carried out by officials of the Budget
Directorate-General, usually supported by
officials from the Taxation Directorate-General
and the Statistical Office of the European
Communities (Eurostat).

Within 3 month following a control, the
controllers draw up a Control Report present-
ing their findings and indicating in particular
any reservations concerning the figures or
problems of sources or methodology, as well as
cases where it appears that Community law has
been disregarded. The Member State then
sends its Observations on the Control Report
within 3 months, during which it either accepts
the Commission's findings and makes appro-
priate changes or contests the findings. After
an analysis of these Observations, the
Commission's controllers draw up a Summary
Report within 3 months, which presents the
resulting state of affairs and lists any reserva-
tions that remain. These may be the subject of
continuing bilateral discussions and/or will be
re-examined during the following control mis-
sion. If there is no agreement regarding the
debated point, the Commission may initiate
infringement proceedings against the Member
State and if no agreement is reached the case
may go before the European Court of Justice.

The Control Report, the Member State's
Observations and the Summary Report are
jointly discussed at the next available meeting of
the Advisory Committee on Own Resources
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(ACOR) in Brussels, where representatives of
every Member State have an opportunity to
examine and discuss the treatment of other
Member States. This is how respect for
Community law and also the principles of trans-
parency, uniformity and equity are ensured.

In 2006, control visits will be carried out in
9 Member States. This is more than usual and
results from the fact that the Commission at
first time will also examine the annual VAT
statements of five New Member States for
2004.

Gross collected VAT revenues 

According to Council Regulation No.
1553/89/EEC gross VAT revenue means the
amount of VAT actually collected by the budg-
et on cash basis (which is called net VAT rev-
enue in Hungarian terminology, that is, VAT
payments reduced by refunds). The Treasury
provides figures constituting the base for VAT
based own resources. Gross tax revenue repre-
sents the total of the cash balances of three
VAT accounts, which is included in the central

Figure 1

SUMMARY ACCOUNT FOR CALCULATING THE AMOUNT OF THE VAT ASSESSMENT BASE

1. Gross collected VAT revenues

2. Fines and interest payments for delays to be deducted from revenues

3. Collection costs to be added to revenues

4. Correction (negative) for small enterprises with an annual turnover not exceeding EUR 10 000

5. Other corrections

6. Taxes not collected due to graduated tax  relief

7. Correction (positive) for flat-rate farmers
8.  Net  VAT  revenue

9.  Weighted  average  rate  (with  4  decimals)

10.  Intermediate  VAT  base

11. Compensations related to exemptions

11.1. Compensation (positive) for small enterprises with turnover exceeding EUR 10 000

11.2. Compensation (positive) for simplified entreprenurial tax (EVA)

12. Compensations related to Annexes E, F, G of Council Directive No 77/388/EEC 

12.1 Compensation (positive) related to the domestic leg of international passenger transport

13. Compensation resulting from the restriction of the right to deduct VAT

13.1. Compensations for passenger cars

13.1.1. Negative compensation related to passenger car purchases

13.1.2. Positive compensation related to the sale of second-hand cars

13.1.3. Negative compensation related to the purchase of second-hand cars

13.1.4. Negative compensation related to closed-end leasing

13.1.5. Negative compensation related to fuel and diesel oil used by passenger cars

13.1.6. Negative compensation for repair and maintenance costs of passenger cars 

13.2. Compensation based on Article 17. Section (7) of Council Directive No 77/388/EEC
Total  compensations

14.  Final  (harmonized)  VAT  base  

(intermediate VAT base + positive compensations - negative compensations)

15. GNI
16.  Final  (harmonized)  VAT  base  capped  in  50%  of  GNI

net VAT ( 8.) x 100
weighted average rate (9.)
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budget in the line “Value Added Tax”. The con-
tents and typical features of the three VAT
accounts are summarised below.

General value added tax account: The
account is managed by the Tax and Financial
Control Authority (TFCA). It contains net
VAT revenues originating from payments made
on the basis of domestic sales and VAT refund-
ed on domestic purchases (including products
imported appearing in the first domestic phase
of sales) until 30 April, whereas since 1 May it
includes net VAT revenues resulting from pay-
ments made on the basis of domestic sales,
imports and intra-community purchases and
VAT refunded in connection with them. Due
to the introduction on 1 May 2004 of the sys-
tem based on self-declaration of VAT on
imports and intra-community purchases regis-
tered on this account instead of levying by the
Hungarian Customs and Finance Guard
(HC&FG), the positive balance of the account
is considerably higher compared with previous
years. This latter effect was to a lesser extent
moderated by the reintroduction of levying of
VAT by HC&FG concerning a limited range of
importers as of 1 July 2005.

VAT account for imported products: This
account contains payments of VAT on imports
and refunds related to customs procedures col-
lected, managed and recorded by HC&FG.

The VAT account for tobacco products is
also managed by the customs authority. Besides
the excise duty, the tax seal also contains the
VAT on tobacco products, and so collected by
HC&FG. The general functioning of this
account has not been affected by the adminis-
trative changes resulting from Hungary's acces-
sion to the EU.

In order to ensure the integrity of accounts
between the Treasury, the tax authority as well
as the customs authority, the balances of the
accounts between Treasury and TFCA, and
Treasury and HC&FG are recorded in an offi-
cial document each year.

Fines and interest payments for delays
to be deducted from revenues

In the Hungarian budget, these items are man-
aged separately, and are recorded on a different
account, and therefore they do not influence
gross VAT revenues.

Collection costs to be added to revenues

In Hungary the VAT accounts do not contain
collection costs, and therefore the collected
VAT revenues do not need to be adjusted with
this item.

Correction for small enterprises with
turnover not exceeding EUR 10 000

In accordance with EU regulations, Member
States can choose to leave out the transactions
of taxable persons whose annual turnover spec-
ified on the basis of Article 24 Section (4) of
the 6th Directive on VAT does not exceed
EUR 10 000. Regarding the 2-million-forint
limit of eligibility for exemption, Hungarian
legislation has changed: since 1 January 2004,
the above limit was increased to HUF 4 mil-
lion. Since HUF 4 million exceeds EUR
10 000, there is no more need to calculate cor-
rection for this item.

Other corrections

Other corrections include VAT refunds, which
are shown separately in accounting; some of
the VAT amount is reported under different
accounting categories; revenues shown in
accounting as a result of the application of
Hungarian VAT regulations concerning areas
not governed by measures applicable to own
resources; special VAT refund options provid-
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ed in the Hungarian Act on VAT. The correc-
tion items may increase revenues, or they have
to be deducted from revenues:

• Some of the amounts received in the fore-
closure deposit account of the tax authori-
ty (TFCA), typically the ones that are paid
in during the last two weeks of the year,
are not allocated on 31 December. VAT
revenues must be increased with the
amount in the deposit account on 31
December of year n4 to be allocated in year
n+1. On the other hand, revenues must be
reduced with the amount on the closing
balance of the deposit account for the year
n–1 to be allocated in year n.

• Since 1 May 2004 the customs deposit
account kept by HC&FG functions in the
same manner as the deposit account of
TFCA. The positive correction of rev-
enues relating to the account consists of
three parts: the remaining amount from
previous years' customs security accounts
to be accounted for and concerning year n;
the remaining amount from previous years
accounted for year n+1, but concerning
year n; and execution deposit payments in
year n–1 accounted for year n+1, but con-
cerning year n.

• VAT on regional HC&FG accounts must
be added to gross VAT revenues.

• VAT items not paid into VAT accounts
must be added to gross revenues, whereas
non-VAT amounts paid into VAT accounts
must be deducted from revenues.

• Amounts written off at HC&FG and
TFCA for equity considerations entail a
positive correction of revenues with the
amounts concerned.

As noted by the DG Budget of the European
Commission, further positive corrections should
also be made, because the community regula-
tions do not allow the application of certain pro-
visions included in the Hungarian Act on VAT.
The following items belong to this category:

• Gross VAT revenues are to be increased
with the amount of VAT refunds concern-
ing projects subsidised from PHARE and
ISPA funds preceding EU accession.
PHARE/ISPA contracts have not been
concluded any more after the EU acces-
sion, therefore after the realization of proj-
ects financed through contracts made
prior to the date of our accession there will
not be new ones. 

• The refund in certain cases of VAT on
costs financed with foreign aid entails a
positive correction of gross VAT revenues.

• Refund of non-deductible VAT to social
organisations, churches and foundations
must be added to gross VAT revenues.

Tax not collected due to graduated tax
relief

Hungary does not apply the graduated tax
relief system, therefore VAT revenues do not
need to be adjusted with this item.

VAT not collected from flat-rate farmers

In accordance with Hungarian VAT regula-
tions, taxpayers engaged in agricultural activi-
ties determined in the Act on VAT are not
obliged to pay tax with regard to such activities
except for product import and certain transac-
tions being free of charge, but they cannot
deduct the tax either. In transactions the buyer
is obliged to pay a compensation premium to
the taxpayer engaged in agricultural activities
(12 per cent for plant products, 7 for livestock
and animal products and for agricultural servic-
es), in addition to the purchase price, but
included in the price. The buyers are entitled to
account the compensation premium as 'pre-
charged tax' (deductible VAT).

Calculations give an estimate of how much
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the compensation premium covers irrecover-
able VAT on inputs of flat-rate farmers. In the
case of over-compensation gross VAT revenues
must be increased with the surplus (which
means VAT shortfall) and vice versa. The calcu-
lation method is the following:

Since Hungarian Central Statistical Office
(HCSO) does not have direct data with regard
to flat-rate farmers, the necessary data had to
be estimated on a residual basis. The basis for
the calculations carried out by the Hungarian
Central Statistical Office are the so called
“product balance sheets” (PBS) which are com-
piled at commodity level from pure statistical
data collections. The product balance sheets are
compiled separately for institutional sectors
(households and non-financial enterprises).
PBS of households includes private entrepre-
neurs with tax number and households of nat-
ural persons producing for the market and/or
own consumption. We have information on the
sales of private entrepreneurs from the VAT
statements broken by crop- and animal pro-
duction, as well as agricultural services. By

deducting the data of private entrepreneurs
from the households sector data, we get the
data of those households which are flat-rate
farmers or produce solely for own consump-
tion. Figures for IC and production of year n
are estimated from the Economic Accounts for
Agriculture of year n–1 with the estimated
index of flat-rate farmers. In the case of GFCF
there is no need for indexation, because fact
figures for year n are available at the time of
drafting the report.

When calculating VAT on IC and on GFCF
the relevant tax rate is assigned to each cate-
gory of products and services within the main
categories of plant products, livestock & ani-
mal products and agricultural services.
Detailed data for private producers from the
Farm Accountancy Data Network (FADN)5

system were used for weighting where the
categories covered several items with differ-
ent VAT rates. 

When calculating production, from total
production PBS item of intermediate produc-
tion had to be deducted to avoid redundancy.
Production figure of flat-rate farmers includes
production for own consumption, at the same
time – for the sake of consistency – purchased
IC of production for own consumption is
included in purchased IC of flat-rate farmers.
Sales data for agricultural entrepreneurs are
available from the VAT returns. It is assumed,
that the structure (for example, the proportion
of direct sales to the total sales value) of PBS of
entrepreneurs is similar to that of agricultural
enterprises. Thus, by using the weights (struc-
ture) of enterprises, the missing details of PBS
of entrepreneurs are calculated.

Net VAT revenues

Applying the positive and negative correction
items specified above to gross VAT revenues
we get net VAT revenues.

a) determination of the ratio between VAT deducted and

the tax base from data provided by TFCA (VAT

returns);

b) estimate of the intermediate consumption (IC) of flat-

rate farmers;

c) calculation of VAT on IC;

d) estimate of gross fixed capital formation (GFCF) of

flat-rate farmers; 

e) calculation of VAT on GFCF;

f) estimate of production of flat-rate farmers;

g) ratio between irrecoverable VAT on inputs and pro-

duction of flat-rate farmers = (c+e)/f;

h) the difference between the ratio of VAT deducted to the

tax base and the ratio of irrecoverable VAT on input to

production (a-g), multiplied by the tax base = correc-

tion (positive).
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Weighted Average Rate of VAT 
(WAR)

The statistical offices of the Member States
carry out the calculation of the weighted
average rate with four-figure accuracy accord-
ing to the regulations. The HCSO calculates
the WAR for the Hungarian VAT base state-
ment.

In order to calculate the weighted average
rate of VAT for year n, the basic data are taken
from the National Accounts (NAs) for year
n–2 in accordance with Article 4 of Council
Regulation No. 1553/89. These data and the
provisions of the VAT Act are used for identi-
fying the transactions subject to non-
deductible VAT and classifying them by the
VAT rates applicable for year n.

The Council Regulation No. 1553/89 allows
the application of data prior to year n–2 only
in very justifiable cases. However, for the pur-
pose of breaking down these transactions by
VAT rates, the structure of the Supply and Use
Tables (SUT) (CPA 60 by NACE6 60) for year
n–3 is applied. The EU did not make objection
to this, since the Use Table is applied only for
the structural breakdown of figures, which are
available in National Accounts on macro level.
The National Accounts have been compiled in
accordance with the ESA'95 (European System
of Accounts) accounting system. In the WAR
calculation the breakdown of transactions by
statistical category is based on the data taken
from the NAs. As the NAs do not contain a
breakdown according to VAT rates, supple-
mentary data sources are used, e.g. the
Household budget survey for getting more
detailed manner of household final consump-
tion expenditure and the Use Table for esti-
mating the intermediate consumption-struc-
ture.

The weights used in the average VAT rate are
calculated on the basis of NAs for year n–2,
and the VAT rates applicable in year n are

weighted with the taxable base net of VAT.
From year n–2 to year n changes of the VAT
rates and goods or services shifted from a VAT
rate to another have to be taken into consider-
ation as well. Since in both above-mentioned
cases there is a delay between the entry into
force of VAT rate and its effect on the VAT rev-
enues corrections, approximately 1-month
time lag has to be applied.

Accordingly, for the final household con-
sumption, the intermediate consumption of
the general government and non-profit institu-
tions serving the households sector (NPISHs)
and for the other sectors 1/12 of the purchases
net of VAT was attributed to the “former” rates
in force in year n–1 and the remaining 11/12 to
current rates of year n. There was no need for
time lag adjustment in cases when the rates
changed already during the year.

In accordance with the Council Regulation
No 1553/89/EEC, the following categories are
identified for the calculation of WAR:

• Household final consumption expenditure
(including also agricultural on-farm con-
sumption and direct sales by flat-rate
farmers to final consumers);

• Social transfers in kind to households pur-
chased by government from market pro-
ducers;

• Intermediate consumption of the general
government sector;

• Intermediate consumption of the non-
profit institutions serving households sec-
tor (NPISHs);

• Intermediate consumption of the other
sectors liable to non-deductible VAT;

• Gross fixed capital formation (GFCF) of
the general government sector and the
NPISHs sector;

• Gross fixed capital formation of the other
sectors liable to non-deductible VAT with
housing investments;

• Expenditure in respect of the restriction
on the right to deduct for business cars.
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Methodology for the calculation of the
final household consumption 

In the calculation of the weighted average VAT
rate, the household final consumption expendi-
ture in domestic terms needs to be taken into
account. In the WAR calculation the data of
household consumption come from the
National Accounts for year n–2. The expendi-
tures are classified on the COICOP codes and
on basis of the VAT rates specified either in the
VAT Act for year n–2 or for year n. The expen-
ditures net of VAT for year n–2 are reclassified
by VAT rates for year n and applied as weights
in the calculation.

In those cases, where more detailed break-
down needs to be used, the household budget
survey and various special statistics, which
serve as a basis for the NAs (e.g. cultural sta-
tistics, telecommunications statistics, etc.), are
applied. The household final consumption
expenditure includes the owner-occupied
housing services as an imputed item. The pur-
chases related to this imputed item (repair and
maintenance) are classified under the imputed
rentals of owner-occupiers heading under the
standard rate in the detailed table for house-
hold final consumption.

The WAR calculation includes an adjustment
in accordance with the compensation calcula-
tion for small exempt firms with turnover
above EUR 10,000 and for the enterprises
applying the simplified taxation scheme
('EVA'). The supplies to final household con-
sumption of the above-mentioned firms are
presented in a separate row in the category of
the household final consumption expenditure.

The household final consumption includes
the on-farm consumption and direct sales to
final consumers by flat-rate farmers. These data
are taken from the flat rate farmers calculation
carried out for the year n–2. The input rate
used in the calculation for on-farm agricultural
consumption and direct sales by flat-rate farm-

ers is taken directly from the calculation of the
correction part of statement for year n.

The social transfer in kind from government is
also included in the WAR calculation. In the
NAs the social transfer in kind from government
consists of individual goods and services provid-
ed as transfers in kind to individual households
by government units, whether purchased on the
market or produced as non-market output by
government units. In this part of the WAR cal-
culation only the taxable social transfers in kind
to households purchased by government from
market producers are involved. The figures for
social transfers in kind to households purchased
by government from market producers are calcu-
lated from the budget statistics. These items are
the following: pharmaceutical products and
other medical instruments, public transport. The
social transfers in kind from NPISHs consist
only of non-market output of the NPISHs.

Intermediate consumption of the general
government sector 

Institutions belonging to the public sector are
primarily engaged in tax exempt activities, but
they have some output on which they can
reclaim the VAT. In order to identify the
expenditure subject to non-deductible VAT
accounted in the intermediate consumption of
the general government sector, the pro-rata
method is applied. For this method the data
(gross output and intermediate consumption)
are taken from the National Accounts for year
n–2 (by activity, NACE in two-digit level). At
first, the ratio of activities that have the right to
VAT refund to the gross output is identified.
The calculation of pro-rata of taxable activities
is based on the sector account data (gross out-
put is divided into social transfers in kind from
non-market output, collective consumption
and sales) and from this the sales were further
examined by types and activities. 
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In the next step, the intermediate consump-
tion related to government output that have
the right to reclaim the VAT is extracted by
means of pro-rata of deductibility. The inter-
mediate consumption of government sector by
activities is taken from the production account
of general government sector for year n–2.
After taking out the intermediate consumption
belonging to the output subject to VAT, the
breakdown by products and services on the
basis of Use Table (at two-digit level) is made.
Those product and service groups that were
not homogeneous according to the VAT rates,
were subdivided on the basis of the detailed
table of current purchases from the annual
budget report. Afterwards the net intermediate
consumption can be identified with help of the
net of VAT expenditures for year n–2 reclassi-
fied and summed up by the VAT rates for year.
It is noted, that the tax-exempt items are not
included in the calculation of the weighted
average VAT rate.

CALCULATION SCHEME OF THE INTERMEDI-
ATE CONSUMPTION FOR THE GOVERNMENT
SECTOR LIABLE TO NON-DEDUCTIBLE VAT:

1. Identification of the taxable activity-share of gross output,

which are subject to deductible VAT (pro-rata of 

deductibility). It is done by type of activities.

2. Taking out the intermediate consumption belonging to the

output, which are subject to VAT refund by means of the 

pro-rata of deductibility.

3. Breakdown of intermediate consumption belonging to the

activities liable to non-deductible VAT by VAT rates on 

the basis of the structure in the Use Table.

4. Further breakdown of the intermediate consumption 

structure by means of supplementary information.

5. Deduction of the VAT according to the VAT rates for 2002 

from the intermediate consumption at purchasers' prices.

6. Regrouping the taxable intermediate consumption 

(excluding VAT) by VAT rates for 2004 (generation of 

eights), taking into consideration the time lag, as well.

7. Calculation of the weighted average VAT rate for this 

category.

Intermediate consumption of non-profit
institutions serving the households sector
(NPISHs)

In the National Accounts the non-profit insti-
tutions are mainly classified into the NPISHs
sector, but some of them are reclassified into
the general government, financial and non-
financial corporations sectors in accordance
with ESA'95 rules. The data of non-profit insti-
tutions classified into other sectors than
NPISHs are included in the calculations for
those sectors. On the basis of the VAT statis-
tics, for this category it is possible to estimate
the ratio of activities subject to VAT within the
gross output, by type of activities, which is cal-
culated alike the above-mentioned (pro-rata)
method.

Intermediate consumption of the other
sectors liable to non-deductible VAT 

The most significant part of this item is the
intermediate consumption of the financial cor-
porations sector and other financial activity
accounted in the households sector. Financial
services and supplementary financial services
are tax exempt activities with the exception of
safe services and financial leasing. For the
NACE 65 (Financial intermediation, except for
insurance and pension funding) the part of out-
put related to the financial leasing can be
derived directly form the sector account. The
NACE 66 (Insurance, except compulsory
social insurance) activity is completely exempt.
For the NACE 67 (Financial supplementary
activities) the 'pro-rata' of the output is calcu-
lated on the basis of the VAT statistics both for
the financial sector and the households sector.
The calculation scheme is the same as for the
general government sector and for the NPISHs
sector. 

Besides the financial services the following
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activities belong to the 'other exempted' cate-
gory: dental technicians, national postal servic-
es, real estate services (partly), education
(except non-accredited education), human
health care services and social services classi-
fied into the non-financial corporations and
household sector (sole proprietors), other
membership organization services reclassified
into the non-financial corporations sector,
public service radio and TV programming,
gambling services.

There were several changes concerning the
deduction of VAT charged on local and long-
distance telephone services, and mobile tele-
phone services, and on Internet-protocol-
based voice transmission according to the VAT
Act. Currently 50 per cent of the tax charged
on these services cannot be deducted but this
deduction restriction should not be applied to
taxable persons who re-invoice at least 50 per
cent of these services. As the deduction restric-
tion also extends to the business sector estima-
tion should be carried out for calculating the
expenditures in respect of the partial restriction
on the right to deduct for telephone in the
business sector.

The WAR calculation includes an adjustment
in accordance with the compensation calcula-
tion for small exempt firms exceeding EUR
10,000 and for the enterprises applying the
simplified taxation scheme ('EVA').

Gross fixed capital formation (GFCF) of
the general government sector and non-
profit institutions serving the households
sector

The data on GFCF of the general government
sector and the NPISHs sector are taken from
the NAs for year n–2. The data on GFCF of
the NACE K 'Real estate, renting and business
activities' in the government sector have a neg-
ative item because of the privatization of the

housing by local government. In order to make
the calculation accurate the data on the privati-
zation of the housing was removed from the
proxy. In accordance with the principle of
transparency, for the GFCF of the general gov-
ernment sector and the NPISHs the same 'pro-
rata method' is used as for their intermediate
consumption. GFCF of the general govern-
ment sector and the NPISHs sector that have
right to VAT refund are taken out by applying
the pro-rata of the taxable activities described
above.

GFCF for other sectors liable to non-
deductible VAT

GFCF for other sectors liable to non-deductible
VAT, excluding housing investments
The calculation of GFCF for other sectors
liable to non-deductible VAT is also based on
the 'pro-rata method'. For the calculation of the
non-deductible VAT of GFCF and the inter-
mediate consumption of the other sectors, the
above-mentioned unified method was applied.
The standard rate is applied to all capital goods
taken into account in the calculation. 

Housing investment by households
In the scope of the Capital Accounts, within
the National Accounts, the dwelling invest-
ment of households was revised and in the
frame of this improvement, a detailed calcula-
tion was carried out concerning the non-
deductible VAT content of housing invest-
ment. For the purpose of the WAR this calcu-
lation was applied directly.

Taxable base in respect of the restrictions
on the right to deduct for business cars

On the basis of the restrictive provisions of the
VAT Act, business enterprises cannot deduct
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VAT for their passenger car purchases. Similar
restriction is applied for the purchase of the
fuel and the repair and maintenance services in
connection with passenger cars. The taxable
base for this category should be taken from the
car compensation calculation of the VAT base
statement for year n–2.

Transactions related to gold

The consideration of transactions related to
gold as a weight was taken out of effect in a
regulation before the accession (Council
Directive No 98/80/EEC), therefore there is
no need to calculate with this item.

Intermediate VAT base

Using net VAT revenues and WAR, the formu-
la for calculating the intermediate VAT base is
the following:

Compensations related to VAT
exemptions

Small exempt enterprises with an annual
turnover exceeding EUR 10 000

According to the legislation of the European
Union small enterprises with a turnover not
exceeding EUR 10 000 are eligible for exemp-
tion. In Hungary, in the case of private entre-
preneurs and companies the limit for exemp-
tion is HUF 4 million, whereas for family
estate farmers (belonging to the category of
small enterprises according to Article 24 of the
6th Directive) and for flat-rate farmers HUF 6

million. Since these amounts are higher than
the limit of the European Union, for entrepre-
neurs with annual revenues between HUF 4 or
6 million and the HUF equivalent of EUR 10
000 a positive compensation needs to be made
for their sales revenues, and a negative com-
pensation must be calculated for the net value
of their inputs.

In the calculation, the proposal of the
Committee is taken into account, according to
which the ratio of sales to final consumers is
generally higher than the average in the econo-
my, so the proposed ratio of 75 per cent is
applied.  Calculations contain data separately
for companies. Since Hungarian authorities do
not have fact data for year n regarding this cat-
egory at the time of drafting the report, esti-
mation had to be made using input/output data
of year n–1 and the appropriate indexes. The
method of calculation is the following:

Enterprises paying simplified entrepre-
neurial tax ('EVA') with a turnover
exceeding EUR 10 000

Since 1 January 2003 private entrepreneurs and
companies operating in certain fields of activi-
ty have the right to apply the simplified taxa-
tion scheme, hereinafter referred to as 'EVA'.

a) determination of total annual revenues of enterprises

concerned through tax returns and indexes;

b) application of the 75 per cent ratio to revenues as

proposed by the Commission, thereby we get rev-

enues concerning final consumption;

c) calculation of inputs falling under VAT through tax

returns and indexes;

d) net revenues concerning final consumption 

(b/1+WAR) (positive compensation);

e) net value of inputs (c/1+WAR) (negative compensa-

tion);

f) balance of compensations (d–e) (positive).

(net VAT revenues x 100) 

WAR                
= intermediate VAT base
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EVA base shall be the total revenue including
VAT received by an eligible taxpayer in a tax
year, subject to some modifications. EVA rate
is 15 per cent of the tax base. Since those under
this scheme are exempted from – among others
– VAT, a compensation of the VAT base needs
to be calculated for this item. The procedure
examining compliance of EVA with the 6th
Directive has not been finished yet. The upper
eligibility limit of EUR 100 000 for EVA
exceeds the limit of EUR 35 000 set for exemp-
tion during the accession negotiations of
Hungary. Until further decision, the
Commission proposed that compensation for
EVA should be presented as a type of VAT
exemption.  

Regarding the fact that the EVA is a separate
tax, compensation for the VAT base in respect
of the EVA scheme can only be calculated indi-
rectly, with approximation. EVA base of private
entrepreneurs and companies are determined
from the tax returns for year n, which is then
cleared from VAT. During further steps of the
calculation only subjects with a net base above
EUR 10 000 are taken into account.

As a starting method, the ratio of output
vested on final consumption was determined
using VAT returns. The amount of purchases
of VAT subjects from EVA subjects (presented
in VAT returns as indicative data) divided by
sales of EVA subjects gave the ratio of output
not directed to final consumption, whereby we
got to the ratio of final consumption.
Regarding the fact that it cannot be determined
from VAT returns whether purchases were
made from EVA subjects under or above the 10
000 EUR limit, for the calculation of the ratio
the total output of EVA subjects was taken
with the total purchases from EVA subjects
presented in VAT returns.

Since EVA returns do not contain any data
on inputs (purchases subject to VAT), as a
starting method, they were determined as a
ratio of output using a cost ratio gained from

the tax returns of enterprises not subject to
EVA in year n or n–1, under similar activity
sector identification numbers with revenues
between EUR 10 000 and the upper eligibility
limit for EVA. In the case of private entrepre-
neurs under the Act on Personal Income Tax,
the returns for year n were used, whereas for
companies under the Act on Corporate Tax,
the return for year n–1 had to be used (the dif-
ference is due to the differing deadlines for
returns). The amount of compensation is the
difference between output adjusted with the
final consumption ratio and inputs calculated
above, both cleared from VAT.

Taking into consideration the fact that – due
to its unique nature – for EVA there is not any
agreed compensation methodology in the EU,
the Hungarian authorities are developing the
above calculation method working together
with the Commission. In order to improve
estimates, for example, the possibility of using
data from sectoral input-output tables and
national accounts instead of indicative tax-
return data for calculation of the ratio of out-
puts vested on final consumption, as well as
data from former VAT returns of EVA subjects
for estimation of the input ratio have been con-
sidered as future development.  

Compensation related to transactions
identified in annexes E, F and G of the
6th Directive

Article 6 Section (3) of the 6th Directive gives
an opportunity to Member States either not to
take into account differences originating from
transactions listed in Annexes E, F and G of
the Directive, or to use estimates during the
calculation of the VAT own resources base.

Annex F of the Sixth Directive contains
transactions which are subject to VAT in EU
regulations, but in individual Member States
they may be exempted from tax for a tempo-
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rary period (which is five years on the basis of
Article 28 Section 4 of the 6th Directive) or
permanently (on the basis of Article 28 Section
3.b of the 6th Directive). If there is such a dif-
ference, the hypothetic VAT base of the
Member State concerned must be increased
with the net value of the transaction (positive
compensation). However, at the same time, we
need to take into account that providing that
the given transaction is exempt from VAT on
the basis of the provisions of the 6th Directive,
the party conducting the transaction cannot
deduct VAT on inputs. On the contrary, in the
Member State concerned the input VAT can be
deducted, and thus the hypothetic VAT base
must be reduced with the same amount (nega-
tive compensation).

In recent years, Hungarian VAT regulations
have been modified to have the highest possible
level of harmonisation with the 6th Directive
concerning tax exemptions. As for Annex E, all
the necessary modifications of the Act on VAT
have been carried out in 2004, therefore there is
no more need to calculate compensation regard-
ing this part. In the case of Annex F only one
item remains for which compensation needs to
be made (domestic leg of international passen-
ger transport). There are not any items in
Annex G for which compensation must be cal-
culated. Following the recommendation of the
Commission, for items phased out, a one-
month time-lag adjustment was calculated.

Compensation related to the domestic leg
of international passenger transport (F 17)

According to the Hungarian VAT regulation
the international passenger transport is taxable
with zero rate. By the Council Directive No.
77/388/EEC Article 28. 3.b) Paragraph
Hungary can maintain the received derogation
(with the right of tax deduction) regarding
international passenger transport after the

accession. However a compensation item relat-
ed to the domestic leg of international passen-
ger transport should be calculated, which
increases the harmonised VAT assessment base.

The calculation of this item is based on the
revenue of the transportation companies for
year n. In the case of air transport revenue,
domestic leg of international transport has no
sense in Hungary, because flights cannot be
used for travelling inland. Therefore the rev-
enue on the domestic leg of international rail-
way and road transport is needed for the calcu-
lation, which is provided by the Hungarian
transport companies.

Taking into consideration that no statistical
data is available on the revenue deriving from
the domestic leg of international transport,
Hungarian authorities need to apply estima-
tion. Therefore Hungary, like other new
Member States, made an application for autho-
risation to the Commission. This application
was accepted by the Commission at the meet-
ing of the Advisory Committee on Own
Resources (ACOR-VAT) on 13–14th October
2005. An authorisation will, however, not
exempt the Member States from increasing
permanently the accuracy of the calculation.
From the point of view of Hungary the prob-
lem is that up to the present no information is
available about the revenue of foreign bus com-
panies deriving from the Hungarian leg of
international transport. Therefore this compo-
nent of the compensation fails from the
Hungarian VAT base statement, which was
pointed out by the Commission as well.

Railway transport
In respect of railway transport the

Hungarian State Railways (HSR) gets revenue
only from performance on the domestic leg of
international passenger transport. Namely the
HSR transfers only that part of its revenue to
other railway companies which was taken from
the use of foreign lines and in contrary, HSR
gets that part of the revenues of other railway
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companies as transfer which accrued from the
use of Hungarian lines. As a result of that, in
case of railway transport the revenue from
transportation on the domestic leg is equal to
the HSR's total revenue from the international
passenger transport and this amount is the rail-
way component of the compensation as well.

Road transport 
In case of international transport the main

Hungarian bus companies (Volán companies)
adopt two schemes for accounting with their
foreign partners. Except for the Eurolines
routes, Volán bus companies apply individual
accounting, which means, that company is enti-
tled to get the total amount of the revenue,
which operates the coach service. Therefore the
total revenue deriving from tickets sold abroad
is also transferred to the operator company. If
a Volán company operates coach service,
according to the individual accounting it gets
the total revenue for the total distance, thus
revenue of Volán companies contains revenue
deriving from the foreign leg of the interna-
tional passenger transport too. To detach this
effect, the revenue of the Volán bus companies
was adjusted in the calculation of the compen-
sation on the basis of domestic performance of
the operators in terms of passenger kilometres
in international passengers.

Regarding the long and busy Eurolines des-
tinations of Volánbusz Plc. pooling accounting
is applied, where one pool for a destination has
2–3 or more member companies. In this
scheme costs are deducted from the total sales
revenue of the pool and then net income is allo-
cated equally to the members of the pool. After
that this allocation is further adjusted by taking
performances of members (passenger kilome-
tres driven) into consideration. Therefore the
amount of the proportional adjusted revenue
of Volánbusz Plc. is to be calculated for the
compensation.

The Association of Volán bus companies
presents the total revenue from international

passenger transport, incorporating regular
(scheduled), non-regular (contracted, special)
service as well. Taking into consideration that
the members of the Association of Volán bus
companies are only the greatest operators,
therefore performance data (in terms of pas-
senger kilometre) of international passenger
transport published by HCSO is used for
extrapolation. Therefore the total revenue of
the Hungarian bus companies derived from the
performance provided on the domestic leg of
international transport can be calculated with
help of extrapolation of the Volán companies'
market share.

Consequently the compensation related to
the domestic leg of international passenger
transport is calculated by the sum of the total
revenue of railway and road transport derived
from the domestic leg, where the latter can be
estimated by an extrapolation of the revenue of
the Volán companies.

Compensations in respect of the
restriction of the right to deduct 

Compensation for passenger cars

Regarding compensations for passenger cars,
Article 17 Section (6) of the Council Directive
No 77/388/EEC provides guidelines in the
legal practices of the European Union. On the
basis of the provisions of this Directive, no
VAT can be deducted for inputs, which are not
strictly related to business purposes. The
Directive set a four-year deadline for the exact
definition of strictly business-type expenses, in
the case of which the restriction of the right to
deduct can be applied. Since the Commission
did not do it, in theory the right to deduct can
be applied to the entire range of business
expenses. With regard to expenses related to
passenger cars, the Hungarian Act on VAT
does not allow VAT to be deducted (based on
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Article 33 Sections 1/c and 2/b of Act on VAT).
Therefore the intermediate VAT base must be
adjusted accordingly [see Council Regulation
No 1553/89/EEC, Article 6 Section (4)].
Compensation can only be applied to passen-
ger car and fuel purchases for business purpos-
es, passenger car leasing and repair and mainte-
nance expenses.

Compensation related to new passenger car
purchases 
On the basis of the provisions of Article 33
Section 2/c of the VAT Act, no VAT can be
deducted in the case of passenger car purchase
if the purchase is not made for re-sale. Only
purchases for business purposes need to be
taken into account, because this is the area
where the Hungarian Act on VAT is different
from the EU regulations.

The estimation of new motor-car acquisi-
tions by sectors is basically based upon direct
data collections of HCSO. Investment data
collected contained the values of the acquisi-
tions of new and second-hand passenger cars,
and the value of passenger cars obtained in the
framework of financial leasing. This widened
range of collected figures on passenger car
acquisitions provided the possibility to base
our calculations on direct data of year n–1.
Data collection on the quarterly product struc-
ture of retail trade (NSSP 1646), administrative
data on the number of passenger cars put into
operation for the first time from the database
of the Ministry of Interior and experts' estima-
tion on the non-surveyed part of the economy
(corporations and sole proprietors employing
less than 5 employees) were taken into account
in the estimation process of industrial and sec-
toral breakdown of new passenger car acquisi-
tions apart from the investment data. 

The urge on harmonizing these statistical
calculations with the preliminary estimations
of National Accounts, especially with the con-
sumption of households by function within

this area is possible now with the wider range
of applicable statistical sources. The basis of
the estimation of total acquisition value of pas-
senger cars, and its sector breakdown is the
value calculated as the number of new cars sold
multiplied by the estimated average price that
adds up from the consumption of households
and the investment of production units. The
average price of a passenger car is calculated by
taking into account the relevant retail trade fig-
ures from the retail trade statistics and the
number of cars registered in the administrative
database of Ministry of Interior. The number
of cars of import origin was estimated from the
information of the Hungarian Car Sellers'
Association. The result of the above-described
estimations is the breakdown of the value and
volume of the new passenger car purchases by
legal and natural persons.

The industrial and sector breakdowns of car
investments were calculated from the final fig-
ures of the investment questionnaire for year
n–1. The data collection covered the purchases
of cars and the value of cars acquired via finan-
cial leasing constructions for corporations and
sole proprietors working with more than 20
persons, and for all budgetary units. For units
working with 5–20 employees there was a sam-
ple survey carried out, and the grossed-up
results were available to support our estima-
tions. The whole investment value of motor-
cars estimated for year n follows the sector
structure of the final data for year n–1 when
the total figure for year n is allocated to budg-
etary units, financial and non-financial corpo-
rations. Estimation procedure is solely applied
for small units to distribute passenger car
investments. The investment value for corpora-
tions and sole proprietors working with 5 or
less employees for year n was estimated from
their assumed Capital Stock values and replace-
ment patterns. In case of sole proprietors, the
whole investment value of transport equipment
is determined by experts' estimations. The pat-
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tern applied to cut off the share of motor-cars
is identical to the share of motor-cars/all vehi-
cles observed on corporations.

According to that the value of the new pas-
senger cars purchased by legal persons can be
broken down to non-financial corporation,
financial corporation and governmental sec-
tors. Taking into consideration that data also
include the value of cars acquired in the frame-
work of financial leasing constructions and the
compensation related to closed-end leasing is
calculated further on separately in the VAT
base statement, therefore data of new passen-
ger car purchases must be decreased by the
value of financial leasing purchases. For the
value of financial leasing purchases the
Hungarian Leasing Association provides data
from its member companies, therefore with
help of extrapolation the total value of the
financial leasing purchases is available. Besides
that data of new passenger car purchases must
be reduced also by VAT exempt purchases for
calculating the compensation. According to the
Act on VAT deduction of VAT with regard to
expenses related to passenger cars is not
allowed except for some special cases.
According to Hungarian authorities expenses
of entities with the right of VAT deduction are
insignificant. The calculation of the compensa-
tion item is the following:

For increasing the accuracy of calculation the
Commission requested the Hungarian authori-
ties to decrease the amount of the compensa-
tion by the net VAT base of new car purchases
by those sectors that have a right to deduct

(e.g. taxi) as well. The examination of the data-
base is in process.

Positive compensation related to the sale of sec-
ond-hand cars 
According to the provisions of Article 39
Section 3/a of the VAT Act, a proportionate
amount of the undeducted VAT on the passen-
ger car sold by a taxpayer can be deducted
within 5 years from the purchase. During the
calculation of compensation for passenger cars,
this was not taken into account, and therefore
the intermediate VAT base needs to be
increased with this amount (positive compen-
sation).

Second-hand car sales of taxable persons are
taxed according to the Hungarian VAT regula-
tion. Yet correction is possible during the mon-
itoring period of the VAT for tangible assets
(Article 20(3) of the 6th Directive, 3rd indent
of the Article 39(3) of VAT Law). Through this
there is an opportunity of additional tax deduc-
tion but only in the ratio of using the car by a
person other than the taxpayer. The re-sale of a
second-hand car is a new taxable transaction,
which is carried out by the taxpayer as such. It
is also expressed by the value of the transac-
tion, by the tax base. Since there is a tax devo-
lution, a tax is to be paid, even if there is no
longer any correction of the deductible tax, in
case of a sale after the five-year monitoring
period.

The estimated value of sales of second-hand
cars registered for the first time in Hungary in
year n comes from the multiplication of two
matrices. The first matrix includes the volume
broken down by years respectively by legal
form of operators (natural persons, legal enti-
ties, total), the second matrix includes the
appropriate values of depreciation function
composed by the Institute for Transport
Sciences (KTI) calculated by using the prices of
new cars. The volume data are based on the reg-
ister of Central Data-Processing, Registration

New  passenger  car  compensation = – (net VAT base of

new passenger car purchases for business purposes –

net VAT base of car purchases within the frame of finan-

cial leasing – net VAT base of passenger car purchases

by exempt entities) x ratio of car use for business pur-

poses
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and Electoral Office of the Ministry of Interior
and price data are based on the car price list of
Auto2 specialist journal. The problem is that
the register of the Ministry of Interior does not
allow further breakdown of operators (by pri-
vate entrepreneur, sectors etc.) and there is also
a difference between the vehicle merchants and
the HCSO how to define new cars.
Furthermore, the vehicles fleet registered for
the first time in Hungary reflects a fixed tem-
porary state and there is no follow-up of car
owners afterwards.

The price changes, the average deduction
ratio in the current year, the estimated break-
down of second-hand vehicles and their
turnover ratio compared to new passenger cars
need to be taken into account in the calcula-
tion. The number of passenger cars licensed for
traffic by non-financial companies was estimat-
ed in the following way: the ratio of the sec-
ond-hand passenger car purchases of non-
financial companies and legal persons was mul-
tiplied by the number of new passenger cars
licensed for traffic by legal persons. In case of
passenger cars licensed for traffic more than
one year ago it was assumed that all the cars
were licensed by non-financial companies,
since purchases of second-hand cars are not
typical by financial companies and by the gov-
ernmental sector at all. In that way the share of
the second-hand cars can be estimated from the
compensation for new passenger cars.

The Commission recommended simplifying
the calculation of the positive compensation
for second-hand cars. The improvement of the
calculation is expected to be carried out in that
way. 

Negative compensation related to the purchase
of second-hand cars 
Some of the second-hand cars are purchased by
enterprises, which cannot deduct VAT on these
purchases. Thus negative compensation occurs
in such cases again.

Estimates are needed again for not having
direct data, taking into account the ratio of sec-
ond-hand passenger cars, and their average
value compared to new cars. The ratio of sec-
ond-hand passenger cars compared to the new
passenger cars was estimated by the following
way: net value of passenger cars licensed for
traffic by non-financial companies divided by
the number of second-hand passenger cars
multiplied by the number of passenger cars
licensed for traffic by non-financial companies
divided by the net value of new passenger cars.
In case of passenger cars licensed for traffic
more than one year ago it was assumed again
that all the cars were licensed by non-financial
companies, since purchases of second-hand
cars are not typical by financial companies and
by the governmental sector at all.

According to the Act on VAT deduction of
VAT with regard to expenses related to passen-
ger cars is not allowed except for some special
cases. According to Hungarian authorities
expenses of entities with the right of VAT
deduction are insignificant.

Negative  compensation  for  second-hhand  passenger  car

=  – (Compensation for new passenger car purchases x

ratio of second-hand passenger cars x average value of

second-hand passenger cars compared to new passen-

ger cars)

Positive  compensation  for  second-hhand  passengers

cars  (1)  =  

(compensation for new passenger cars x ratio of sec-

ond-hand passenger cars x proportion of the value of

second-hand passenger carsi x average deduction

ratioi x price change for second-hand passenger carsi),

where “i” signs the given year.
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The Commission criticized using estimation,
instead of that more reliable direct statistical
data would be required. Moreover, this negative
compensation item should concern second-
hand car purchases by companies, instead, the
data used in the calculation concern supplies,
therefore this estimation is also a concern for
the Commission. Because of the lack of direct
statistical data and improvement of the
methodology, the Commission recommends
eliminating this compensation item from the
calculation; otherwise the Commission expects
to place a reservation. If there is no agreement
after making a reservation on this item, the
question could be brought before the European
Court of Justice. 

Compensation related to closed-end leasing
Leasing firms can deduct VAT if on the basis of
the lease contracts they pass on the ownership
title of the passenger car to the lessee at the end
of the term (this is the closed-end leasing
which, for the purpose of change of ownership,
is different from financial lease in a way that in
the case of financial leasing a purchase option
can also be agreed on at the end of the term).
However, in the case of closed-end leasing the
lessee cannot reclaim the VAT and the lease fee
(in fact this is a sales transaction). In the case of
an open-end lease (classified as a service) the
leasing firm cannot deduct the VAT on the pas-
senger car for the purpose of the VAT Act the
lease contract is practically a rental contract,
without re-sale. In addition, we should also
take into account that the tax exempt group
indicated above (for example financial service
providers) cannot deduct VAT on purchased
passenger cars irrespective of the restrictions
on the right to deduct indicated above, and
therefore compensation cannot apply to such
amounts. Similarly, amounts belonging to com-
panies (for example taxi companies), which can
deduct VAT on passenger cars in certain cases,
should also be deducted. 

In the case of closed-end leasing, the leas-
ing firm can reclaim VAT on the passenger
car. However, in such cases the VAT on the
lease fee cannot be deducted (VAT Act
Article 6 Section 2). In the case of business-
type use, this could be deducted, and there-
fore negative compensation occurs. The cal-
culation of this compensation item is based
on the financed value of passenger cars put on
financial leasing, which is provided by the
survey of the Hungarian Leasing Association
among its members. The Hungarian Leasing
Association also presents expert estimations
concerning the share of that stock belonging
to business companies having the right to
deduct, share of closed-end leasing total
stock of financial leasing related to passenger
cars and the market share of the member
companies of the Hungarian Leasing
Association. Consequently there is an extrap-
olation in the calculation as well.

A survey was conducted within the frame-
work of National Statistical Survey Programme
(NSSP) by HCSO for closed-end leasing.
After data processing, the harmonisation 
of data provided by the Hungarian Leasing
Association and NSSP together with the elabo-
ration of a more accurate methodology is cur-
rently proceeding. The Commission also
prefers calculations based on statistical data.

Compensation related to fuel and diesel oil used
by passenger cars 
Pursuant to the provisions of Article 33
Section 1/c of the VAT Act, no VAT can be

Compensation  for  closed-eend  leasing  = – (net VAT

base of the annual stock of financial leasing related to

passenger cars – ratio of private use – tax exempt enti-

ties and entities with the right to deduct) x (ratio of

close-end leasing within the financial leasing) x (ratio

of car use for business purposes)
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reclaimed for fuel, providing it relates to the
operation of passenger cars. In this case, there
is a need for further negative compensation,
because on the basis of the Council Directive
No. 77/388/EEC, VAT for business consump-
tion could be deducted. The negative compen-
sation amount can be calculated with the fol-
lowing formula:

Fuel
On the one hand, in the case of fuels, the

restriction of the right to deduct applies not
only to passenger cars, but also to total con-
sumption according to Article 33 Section
2/a of the Act on VAT. For the calculation
the volume data concerning fuel use for
business purposes are provided by the
Energy Centre Non-profit Company, the
fuel average prices are provided by HCSO.
The volume data are reduced by the fuel con-
sumption of flat-rate farmers, as there is a
particular correction item for them. Fuel
consumption not related to passenger cars is
considered insignificant.

Diesel
For estimating the consumption of passen-

ger cars running on diesel, the passenger car
statistics of HCSO can be used with an
assumption, namely the average mileage of 
passenger cars used for business purposes is
independent from the consumed fuel. Data on
the breakdown of petrol and diesel operated
passenger car and diesel average price data are
provided by HCSO.

Compensation for repair and maintenance costs
of passenger cars 
On the basis of Article 33 Section 1/a of the
VAT Act, VAT cannot be deducted if the
expense does not relate to the economic activi-
ties of the taxpayer. The net VAT base of car
maintenance was calculated on the basis of the
relevant data of the National Accounts for the
purchased consumption of households (using
the ratio of expenses for fuel and repair and
maintenance) and assuming that the propor-
tions were also the same for car use for busi-
ness purposes. In the VAT statement for 2004
the HCSO turned to the quarterly estimation
of household consumption on the group level
of four digits. It means, that from 2004 the
(estimated) data of the appropriate COICOP
groups are available for the calculation of this
negative compensation.

Compensations applied on the basis of
Article 17 Section 7 of Council Directive
No. 77/388/EEC

The right of VAT deduction is not restricted on
the basis of Article 17 Section 7 of Council
Directive No. 77/388/EEC in Hungary.

Final (harmonised) VAT assessment
base for year n. 

The final single (harmonised) VAT base is cal-
culated by adding positive compensations to
and deducting negative compensations from
the intermediate VAT base. On the basis of the

Repair,  maintenance  compensation  = – (absolute figure

of total fuel compensation) x (value of repair, mainte-

nance and vehicle components according to household

statistics)/(fuel-consumption according to household

statistics)

Compensation  for  fuel  =  – (net value of fuel con-

sumption of passenger cars owned by enterprises –

tax exempt entities and entities with a right to deduct

VAT) x (ratio of use for business purposes) – net value

of diesel consumption of passenger cars owned by

enterprises – tax exempt entities and entities with a

right to deduct VAT) x (ratio of use for business pur-

poses)



PUBLIC FINANCES 

195

provisions of Article 2 Section (c) of No.
2000/597/EC Euratom Council Regulation,
the harmonised VAT assessment base of the
member states, which is the basis of the VAT-
based contribution, cannot exceed 50 per cent
of the GNI of the member state concerned. If
the harmonised VAT base exceeds 50 per cent
of the GNI, the VAT-based own resource must
be paid to the general budget of the EU on the
basis of 50 per cent of GNI.

PAYMENT OF THE VAT OWN RESOURCE,
QUESTIONS ABOUT THE FUTURE

Calculation of the VAT based payment maxi-
mized in 50 per cent of GNI (capped VAT
base) is the following. Determination of the
frozen rate taking into account the UK rebate
constitutes the most important part of the
method: the theoretical contribution of
Germany, Austria, the Netherlands and Sweden
(net contributors) to the financing of the UK
rebate is deducted from the sum of the UK

rebate, the figure is then divided by the aggre-
gate capped VAT bases of the remaining mem-
ber states. Deducting this rate from the maxi-
mum call-in rate fixed at 0.5 percent we get the
uniform rate with which the capped VAT base
of a given member state is multiplied, thus giv-
ing the amount of the VAT own resource pay-
ment to be effected by the given member state.
The above method shall change from 2007 con-
cerning the uniform rate which will be fixed at
0.3 per cent (except 0.225 per cent in Austria,
0.15 in Germany and 0.1 per cent in Sweden
and the Netherlands). 

Regarding the amount of VAT own resource
payments set for 2005, the biggest contributor
is Germany, followed by the UK, France, Italy
and Spain. The order of countries is the same as
far as GNI based contributions are concerned.
It is useful though to examine the structure of
countries' payments, showing which countries
pay relatively more and which pay relatively
less VAT resource. The following diagram
shows the proportion of VAT based and GNI
based payments.

Figure 2

VAT-BASED PAYMENTS / GNI-BASED PAYMENTS
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According to the above data, Denmark pays
proportionately the least VAT own resource
(less than 17 per cent), it is followed by
Belgium and Italy. As can be seen in the dia-
gram, in the payment of most new members
states the weight of the VAT based part is rela-
tively higher than in older member states,
reaching 21–22 per cent. Due to the capping of
the VAT base (in 50 per cent of GNI) the rate
does not increase beyond a certain limit, it
never reaches 22 per cent. The difference of the
above rates between countries can be explained
by the following factors.  

• Differing rates of consumption and sav-
ings measured in proportion to national
income: countries with a lower propensity
to save pay relatively more VAT own
resource.

• Difference between the effectiveness of
tax administrations: ineffective systems
produce less VAT revenues.

• Significant discrepancies between cash-
based and accruals-based VAT revenues for
a given year. As the report on the harmo-
nized VAT base takes a cash-based
approach, revenues carried forward
between years affect yearly VAT based
contributions to the EU, too.

• Reliability of estimates used for correc-
tions and compensations: different coun-
tries may have different databases and
methods for calculations of adjustments
necessitated by the difference within cer-
tain limits between VAT regulations of the
member states, it is up to the
Commission's judgment whether a
methodology is accepted or not. It hap-
pens that lacking the requisite data, a
member state is not permitted to calculate
a negative compensation of the VAT base
for a certain item. 

In theory, the difference of VAT rates
between member states – ceteris paribus – does
not affect the amount of the national VAT

based payment, since for the calculation of the
intermediate VAT base the weighted average
VAT rate is applied. However, taking a dynam-
ic approach – depending on price elasticities
and tax incidence – high VAT rates discourage
(registered legal) consumption, resulting in a
more moderate VAT base. The influence of
VAT exemptions of certain entrepreneurs per-
mitted within certain limits is supposed to be
neutralized by compensations of the interme-
diate VAT base, consequently, these exemp-
tions differing from one country to another do
not influence the final (harmonized) VAT
bases in a static approach. However, differences
in exemption of certain products and services
can have an effect on the harmonized VAT
base.

Regarding the future of own resources, in
the short term (until the end of the next EU
budget cycle) the three present sources (GNI
based, VAT based and traditional own
resources) will continue to assure the financing
of the common budget. Although the present
system ensures the stability of revenues for the
EU, it makes the common budget increasingly
dependent on transfers from national treasur-
ies. On preparing and evaluating its study on
own resources, the Commission proposed the
reform of the current system to the Council. In
assessing the system of own resources7, the
Commission applied the following criteria:  

• transparency and simplicity, 
• financial autonomy, 
• efficient allocation of resources,
• sufficiency, 
• cost-effectiveness, 
• stability, 
• equity. 
The conclusion is that though the present

system of own resources ensures the stability
and sufficiency of resources, the system has a
low level of transparency, does not ensure the
efficient allocation of resources, furthermore,
it restrains the financial autonomy of the EU.
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The Commission put forward three alterna-
tives for financing the EU budget in the future
(all would retain traditional own resources). 

maintaining the present financing system
unchanged;
adopting a purely GNI-based financing
system;
adopting a financing system based on fis-
cal own resources.

The Commission does not approve the 1st

version, because the system in its present form
does not assure a direct link between the EU
and its citizens who tend to judge EU policies
and initiatives exclusively in terms of their
national allocation. 

According to the Commission, the 2nd ver-
sion is simple and easy to understand but does
not reflect the status of the EU, which is more
than an international organization. It would
imply an idea of the Union in which citizens
would be only indirectly represented by their
Member State, something that is unacceptable
to the Commission. 

The 3rd version means that part of the pres-
ent GNI based resource and the statistical VAT
resource would be replaced by a fiscal own
resource (or fiscal own resources). This could
increase the financial autonomy of the EU and
introduce a direct link to citizens. The partici-
pation of citizens and economic operators in
the EU budget would go hand in hand with a
reduction in the level of contributions by
Member States and ensure higher visibility and
increased political accountability for expendi-
ture decisions. However, a fully tax-based sys-
tem does not appear appropriate to the
Commission because of the threat to balanced
budgets. Therefore, the retention of a limited
GNI resource together with an increase in the
share (maybe to 50 per cent) of taxed-based
resources seems preferable. A prerequisite for
the functioning of the system would be the
harmonization of tax bases. The increase of
tax-based own resources does not call for any

new taxes because the EU share could be levied
as part of the national rate paid by taxpayers.
The Commission put forward three options:

• Fiscal resources related to energy con-
sumption: Under the new directive on
energy taxation, most energy products are
subject to Community taxation. However,
the Commission proposes limiting the
Community levy to the tax base related to
motor fuel used for road transport, which
is already harmonized at a Community
level. It could be supplemented with a levy
on aviation fuel or the related emissions.
This option could be implemented within a
short period of time (around 3 to 6 years); 

• A fiscal VAT resource: In place of the pres-
ent statistical VAT resource, the EU rate
would be levied as part of the national VAT
rate paid by taxpayers, together with the
national rate on the same taxable base.
Citizens would not have to bear an addi-
tional tax burden as the EU rate would be
offset by an equivalent decrease in the
national VAT rate. The main stumbling
block to this measure is the incomplete
harmonization of member states' VAT sys-
tems. Technically, the introduction of this
option would be possible within a period
of up to 6 years; 

• A resource based on corporate income.
This option would require a prior defini-
tion of a common consolidated tax base,
thereby boosting cross-border economic
activity, which is hampered by 25 national
tax systems and a myriad of laws. This
option would imply setting a minimum tax
rate for the harmonized tax base and
would be the longest to implement. 

The proposals have been discussed in the
Own Resources Working Groups of the
Council on several occasions. Instead of arriving
at political decisions, the object of the working
groups was to discuss the technical details of the
proposals and the positions of member states
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with regard to them. The negotiations will con-
tinue during next presidential cycles.

Changing of the financing system of the
EU requires unanimous decision of the
Council (i.e governments of the member
states). In order to reach a political consen-
sus, coordination of the divergent interests of
the member states and elaboration of a com-
promised proposal are indispensable. As dis-
cussed at the beginning of the article, the

development of the own resources system
was, in itself, the result of a long, multi-
staged process, therefore the introduction of
a new element is possible at the earliest in the
framework of the financial perspective begin-
ning 2014. It is certain that until that time the
current statistical VAT own resource will
remain, at the maximum some methodologi-
cal changes are possible pending mutual
agreement of the member states.
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