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Abstract
VAT rates have gradually become an important fiscal policy tool of of EU member states. This 
paper quantifies the influence on the VAT revenue of the potential transfer of selected labour 
intensive services from the standard to a reduced VAT rate in the Czech Republic. The data used 
for the analysis were obtained by a questionnaire, as well as through research performed at the 
General Financial Directorate and the Czech Statistical Office. To analyze the data, a compari-
son analysis and descriptive statistical methods were used. The change in VAT rate would cause 
a decrease in VAT revenue up to 1.6 billion CZK per year, but it would also bring positive effects, 
especially in the business development of the suppliers of labor intensive services. It could also 
prevent a price increase during the planned introduction of the e-sales system in restaurants. 
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1. INTRODUCTION
Value added tax (hereinafter referred to as VAT) has become an important tool of fiscal policy 
worldwide since its introduction (Tait, 1988; James, 2015). Since direct taxes revenue has ten-
dency to decrease, on the contrary the VAT revenue has more increasingly important proportion 
on the EU states´ revenues. An exceptional position of VAT rates is also used as a tool of encour-
agement of supplying of specific categories of goods and services that could bring subsequent 
effects to the economy as in case of possibility of application of reduced VAT rates to labour-
intensive services. That is the reason why the application of VAT rates has been a long discussed 
topic within the EU. Generally, the current trend in the European Union is rather an increasing 
of VAT rates (European Commission, 2015).

Anyway, Bye, Strom and Avitsland (2012) found by the research carried out in Norway that 
general and uniform VAT system covering all goods and services without exemptions is welfare 
superior to current and former non general and non-uniform Norwegian system. Similar results 
were obtained by Buettner and Erbe (2014) when they quantified the estimates of the effects of 
repealing the VAT exemption of financial services in Germany. 

In addition, the Czech Republic has been considering for a longer time, in accordance with the 
Council Directive 2009/47/EC of 5 May 2009 amending Directive 2006/112/EC as regards re-
duced rates of VAT, the application of a reduced VAT rate (now the first reduced rate on the 15% 
level) for the selected labour-intensive services for which there is still applied the standard rate. 
Specifically, the restaurant and catering services, hairdressing services, minor repairing of shoes 
and leather goods and minor repairing of bicycles. 
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Currently, the  debates has been taking place in the Chamber of Deputies on the Government 
draft law amending certain laws in relation with the adoption of the law on records of sales. This 
is Parliamentary press No. 514. A part of the Government draft law is a transfer of restaurant 
and catering services to the first reduced VAT rate, since for these services there should be intro-
duced the system of the electronic records of cash sales in the first wave. The system (for more 
information about implementation of this system in Croatia see Tot and Detelj (2014)) as a new 
tool in the fight against tax evasion (the problem of tax evasion is dealt in detail also by Manea & 
Manea, 2011; Bieliková, Buňo & Hrašková, 2015) should be successively implemented since 2016 
(Chamber of Deputies of the Parliament of the Czech Republic, 2015).

In contrast to the Czech Republic, a majority of the EU Member States applied the reduced rate 
at least to some of the above mentioned services. Studies carried out within these countries eval-
uated that this legislative change did not always lead to the anticipated positive effect, especially 
in terms of pricing policy of these services suppliers and state budgets. More positive indicators 
were generally reported in the area of business investment or increasing of the profit but less in 
increasing of employment in the selected sectors. Another approach to the empirical analysis 
of impact of taxes other than income taxes on the corporate investment is brought by Buettner 
and Wamser (2009). Jensen and Schjelderup (2011) have also focused on indirect taxation and 
tax incidence under nonlinear pricing in their research. These included e.g. the application of 
a reduced rate to restaurant services in France, where the beneficial effect was also reflected in 
a decrease in unemployment (for more information see, e.g. Ministry for the Economy, Industry 
and Employment France, 2010; Ministére de ĹArtisanat du Commerce et du Tourisme, 2012). 
Furthermore, Finland, where the price reduction was reflected mainly in large companies, sup-
pliers of hairdressing services and restaurants that were a part of an association of suppliers of 
restaurant services MaRa (see Kosonen, 2013; Kosonen & Harju, 2013). In case of Belgium, 
there was an increase in number of jobs and business investment (for more information see 
Goos, Konings & Breemersch, 2013). In Germany, the VAT rate applied to restaurant services 
was reduced in 2010, which led to an increase of investment in the sector and a slight increase 
of job vacancies (Lomas, 2010). The reduction of VAT rates in the sector of hotel and restaurant 
services was also considered in Italy. The results of the study showed an increase in consump-
tion of accommodation services, a slight decrease in prices and increase of number of new jobs. 
Despite the positive aspects, however, there would be a decline in VAT revenues (Manente & 
Zanente, 2010).

The paper is focused on quantification of impact of possible transfer of above mentioned se-
lected labour-intensive services from the standard to the reduced VAT rate on VAT revenue in 
the conditions of the Czech Republic. 

2. THEORETICAL BACKGROUND
VAT is a general consumption tax which the taxpayer, the final consumer pays included in the 
price of purchased goods and services ( James & Nobes, 2010). The VAT payer pays tax on the 
output of the taxable supply, while claiming deduction of the received taxable supplies in order 
to realize this taxable supply (Platteeuw & Pestana, 2011). Every supplier of goods or services 
pays the tax only on the value that he added to his or her activity.
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The general provisions regulating the issue of VAT rates applied in the EU Member States are 
contained in Articles 93 to 130 of the Council Directive 2006/112/EC of 28 November 2006 
on the common system of the VAT (hereinafter referred to as VAT Directive) and its relevant 
Annexes. The provisions referred that the supplies of goods and services are usually subject to 
the standard VAT rate of at least 15% (Annacondia & Corput, 2013). Furthermore, the Member 
States are allowed to apply one or two reduced rates of at least 5%, but only for a limited range 
of goods and services (Schenk, Thuronyi & Cui, 2015).

An application of reduced VAT rates on labour-intensive services has been an actual topic for 
a long time. The labour-intensive services have limited ability to innovate (they cannot benefit 
from technological progress as much as other sectors) and therefore have relatively high costs 
per unit of labour.

In this context, within the originally three-year experiment there was adopted Council Directive 
1999/85/EC concerning VAT on labour-intensive services (category minor repairs of bicycles, 
shoes and leather goods, renovations and repairs of private dwellings, cleaning in private house-
holds, domestic care services and hairdressing), which allowed, since 1 January 2000, to apply 
a reduced VAT rate to certain specified labour-intensive services, but only for an experimental 
period, so that it could be possible to test the impact, in terms of job creation and in combating 
the “black market economy”. Originally a three-year experimental period was prolonged several 
times until the end of 2010.

The European Commission had to prepare a report for evaluation of this experiment for the 
European Parliament. The required evaluation report was prepared in May 2007 by a group 
of independent economic experts from the Copenhagen Economics company as a “Study on 
reduced VAT applied to goods and services in the Member States of the European Union” 
(hereinafter CE study). Key results showed, as stated in Copenhagen Economics (2007), that the 
economic impact of the transfer of services from the standard to the reduced VAT rate envis-
aged an increasing of productivity, gross domestic product, employment, wages and lower prices 
of services. Higher wages and lower prices should bring an increase in consumption in the EU, 
which would lead to an increase in demand for these goods and services. This study also as-
sumes that SMEs will be able to enter the market thanks to the released barriers, through which 
the large companies have the opportunity to keep prices unreasonably high, the opportunity to 
enter the market. Other assumptions include the shift from a so-called grey economy and “do 
it yourself activities” into the legal taxable sphere. Based on the results of this report and other 
consultations, the European Commission concluded that the application of reduced VAT rate 
for labour-intensive services which are intended for the local market, poses no real threat to the 
functioning of the internal market.

For these reasons, Council Directive 2009/47/EC of 5 May 2009 amending Directive 2006/112/
EC as regards reduced rates of value added tax (hereinafter “Directive 2009/47/ EC”) which 
entered into force on 1 June 2009. Directive 2009/47/ EC allows the Member States of the Eu-
ropean Union to include the selected services within a reduced tax rate without a time limit. In 
addition to the previously mentioned services, there are also a restaurant and catering services 
and delivery of books on any medium.
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The proof of the persistent relevance of the VAT rates topic in the European Union are two 
public discussions that the European Commission launched to this given subject. First, a con-
sultation entitled “Green Paper on the future of VAT. Simpler, more robust and efficient VAT 
system.” was launched in 2010 (European Commission, 2010) and later it was followed by debate 
in 2012 entitled “Review of existing legislation on reduced VAT rates”. The purpose of these 
public consultations was according to the European Commission (2012) collecting of relevant 
opinions, evidences and recommendations of the general public, especially among profession-
als in order to help the European Commission to develop reflection in this field. The results of 
those discussions, similarly to the results of the CE study from 2007, led to the recommenda-
tions for the Member States to apply the reduced VAT rates for selected commodities and serv-
ices including the labour-intensive ones which are intended for the local market (Copenhagen 
Economics, 2007).

3. OBJECTIVES AND METHODOLOGY
The goal of this paper is to quantify the foreseeable impact of a potential transfer of above 
mentioned selected labour-intensive services from the standard to the reduced VAT rate on VAT 
revenues in the conditions of the Czech Republic.

The data for the primary empirical research were obtained by the questionnaire research carried 
out among suppliers of these services in the Moravian-Silesian Region of the Czech Republic. 
Last but not least, mainly for the more advanced analysis, there were used the data from the 
Czech Statistical Office and the General Financial Directorate of the Czech Republic (GFD).

Based on the assumption of approximate similarity of selected labour-intensive services suppli-
ers´ attitudes throughout the Czech Republic, it is possible to apply correctly a coefficient (see 
equation 1) with negligible distortion, the coefficient was used to analyze potential changes in 
VAT collection in terms of Moravian Silesian Region (Krzikallová & Střílková, 2015).

On the one hand, the questionnaire contains the actual data for the taxable period of 4th calen-
dar quarter of the 2010 or in case of month taxable period - December 2010. On the other hand, 
it contains the data that are presupposed by the VAT payer in case of the transfer of these serv-
ices from the standard to the reduced VAT rate. Respondents, who were not registered to VAT, 
reported the data that would be demonstrated in a situation if they were VAT payers.

The analysis that is contained in this paper was prepared using the data included in the question-
naire related to VAT liability. Specifically: sales excluding VAT, costs excluding VAT, output tax 
according to VAT rates, input tax according to VAT rates and tax liability. Presupposed data 
of the respondents involved aspects of changes in labour productivity, number of employees, 
labour costs, trade margin, and investment in business development or potential increase of 
demand of their services.

The transfer of the labour-intensive services from the standard to the reduced VAT rate could 
increase the competitiveness of the suppliers of these services in the current conditions of the 
Czech Republic. For more information about impact of potential VAT rates changes on the 
behavior of suppliers of these services, see Randová and Krajňák, 2012; Randová, Krajňák and 
Friedrich, 2013.
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3.1 Determination of the sample of the respondents
Prior to starting the very research, it was necessary to determine the sample size in such a way to 
get results to at least average reliability and accuracy (Sudman, 1976). The process of determina-
tion of the sample size was expressed in detail in Randová & Krajňák, 2013. 

Tab. 1 - Population and sample size according to the subgroups. Source: Authors´ calculations 
according to data from the Czech Statistical Office.

Population
Sample size  

(number of respondents)
Restaurant Services 161
Hairdressing Services  84
Minor repairing of shoes and leather goods  36
Minor repairing of bicycles  36
Total 317

3.2 Procedure of recalculating of VAT liability change of the respondents
The data provided by the General Financial Directorate involved information about the VAT 
liability of suppliers of the analyzed services in total for each calendar year, but they were not 
classified according to each tax period. As it has been already mentioned, the respondents pro-
vided data for the last tax period of the year 2010 (a month or a quarter, depending on the VAT 
payer type).

For the comparability of data and for achieving the aim of this paper, the recalculation was made 
of the data obtained by the questionnaire research on the data per year. The real and estimated 
VAT liability of each respondent for the referred tax period was at first multiplied by the number 
of VAT returns that the respondent submits per year (four in case of quarterly VAT payer and 
twelve in case of monthly VAT payer). Subsequently, the average real and estimated VAT liabil-
ity by individual categories of the respondents was calculated. The identified average real and 
estimated VAT liability was multiplied by the number of respondents in each category. This was 
a way of determining the recalculated sum of real and estimated VAT liability of the respondents 
was determined for the year that the questionnaire research was carried out (2010).

The change of average recalculated VAT liability (coefficient) in the year that the questionnaire 
research was carried out (2010) was calculated as ratio of recalculated estimated and recalculated 
real annual VAT liability of all respondents according to equation (1)

where

  	 - is a recalculated average annual VAT liability change of the respondents in the year 
that the questionnaire research was carried out (coefficient),

	 - is a recalculated sum of estimated VAT liability of all respondents in the year that 
the questionnaire research was carried out, 

, (1) 

, (1) 

, (1) 
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	  - is a sum of recalculated real VAT liability of all respondents in the year that the 
questionnaire research was carried out. 

The coefficient was rounded to four decimal places for the purpose of the calculations.

Procedure of recalculating of VAT liability change (a potential VAT revenue of the Czech re-
public)

Subsequently, the data about real reported annual VAT liability (a potential VAT revenue) of the 
Czech Republic obtained from the General Financial Directorate were multiplied by the coef-
ficient (a recalculated average VAT liability change) in each year. The same coefficient was used 
because of the fact that owing to the persistence of the global economic crisis in the analyzed 
periods, there is not expected a significant change in the behaviour of the respondents, suppliers 
of the services or their customers. Since the VAT rates were different in each analyzed period, 
to reflect this fact the recalculated VAT liability of the each analyzed year was determined ac-
cording to equation (2)

where

	 - is the recalculated estimated VAT liability of the analyzed year, 

	 - is the recalculated average annual VAT liability change of the respondents in the 
year that the questionnaire research was carried out (coefficient), 

	 - is the real VAT liability of the analyzed year, 

	 - is the standard VAT rate of the analyzed year, 

	 - is the reduced VAT rate of the analyzed year, 

	 - is the standard VAT rate of the year of questionnaire research was carried out, 

	 - is the reduced VAT rate of the year that the questionnaire research was carried out.

The potential change of VAT liability (VAT revenue) in individual years was calculated according 
to equation (3)

where

	 - is the change of VAT liability (VAT revenue) of the analyzed year, 

	 - is the real VAT liability of the analyzed year, 

	 - is the recalculated estimated VAT liability of the analyzed year. 

Procedures for data processing and analysis by mathematical and statistical methods are recom-
mended e.g. by Anderson, Sweeney & Williams, 2011; Buglear, 2012; Newbold, Carlson & Thorne 
2013. 

, (1) 

, (2) 

, (2) 

, (2) 

, (2) 

, (2) 
, (2) , (2) 
, (2) 

, (3) 

, (3) 

, (3) 

, (3) 
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4. RESULTS
This part of the paper contains deeper analysis of changes of VAT liability of all of the selected 
categories of labour-intensive services suppliers, especially the impact of potential transfer of 
these services from the standard to the reduced VAT rate on the VAT liability of the suppliers 
and a potential impact on VAT revenue in conditions of the Czech Republic.

4.1 Calculation of an average change of VAT liability (potential VAT revenue  
      of Moravian-Silesian Region and the Czech Republic)
By recalculating the data obtained by the questionnaire research, it was found that suppliers of 
services in the sample of Moravian-Silesian Region declared following changes in the average 
VAT liability, as shown in Tab. 2. 

Tab. 2 - An average change of VAT liability annually and respondent in Moravian-Silesian 
Region in the year of questionnaire research in 2010. Source: Authors´ calculations according 
to the questionnaire research.

Suppliers of labour-
intensive services

Average real VAT 
liability (CZK)

Average estimated 
VAT liability (CZK)

Average change of 
VAT liability (p.p.)

Restaurant services 543 678.47 218 341.39 60
Hairdressing services 87 870.18 5 021.09 94
Repairing of shoes 
and leather goods

46 152.67 - 13 084.33 128

Repairing of bicycles 85 401.89 - 7 597.67 109

As it is clear from results in Tab. 2, it was found by questionnaire research that suppliers of restaurant 
services would estimate an average VAT liability decrease by 60 p.p. in comparison with the originally 
declared liability, suppliers of hairdressing services by 94 p.p. Suppliers of category repairing of shoes 
and leather goods would expect creation of an excess VAT deduction, therefore, they would assume 
an average VAT liability decrease by 128 p.p. and suppliers of repairing of bicycles by 109 p.p. The 
procedure of recalculating of VAT liability change of the respondents is contained in the Chapter 3.2. 
The results of the calculation of the coefficient according to equation (1) are shown in Tab. 3. 

Tab. 3 - The change of average recalculated VAT liability of the respondents (coefficient). 
Source: Authors´ calculations according to the questionnaire research.

Suppliers of labour-
intensive services

 
(CZK)

 
(CZK)

 
(coefficient)

Restaurant services 87 532 234 35 152 964 0.4016
Hairdressing services 7 381 095 421 771 0.0571
Repairing of shoes 
and leather goods

1 661 496 - 471 036 - 0.2835

Repairing of bicycles 3 074 468 - 273 516 - 0.0890

, (1) , (1) 
, (1) 
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Through a process referred to in Chapter 3.3 of the article, using equation (2) the recalculation 
was done of really declared VAT liability (potential VAT revenue) to VAT liability that would 
have been declared in the case of the mentioned legislative change in individual years in the 
selected categories of analyzed services. The quantification was made for the period of years 
2005 to 2013.

4.2 Results of the restaurant services category
Fig. 1 shows that the potential transfer of restaurant services from the standard to the reduced 
VAT rate would cause a significant decrease of VAT liability in this category. This drop could 
possibly be eliminated by introducing the above mentioned e-sales system. The decrease of the 
potential VAT revenue in this category is reflected in the approximate range of 482 million to 1.6 
billion CZK annually. The biggest change would arise in case of the possible legislative change 
in 2008.

Fig. 1 - Real and recalculated estimated VAT liability of restaurant services. Source: Authorś  calculation accord-
ing to the questionnaire research and GFD.

4.3 Results of the hairdressing services category
Fig. 2 illustrates very clearly that the transfer of hairdressing services from the standard to the 
first reduced VAT rate would mean a significant reduction of VAT liability of this category and 
thus a decrease in VAT revenue which is reflected in the range of about 87 to 122.5 million CZK 
annually. The biggest drop would occur in case of the mentioned legislative change in 2013, 
when there was also expressed the highest real VAT liability. In this year, there was also declared 
the highest real VAT liability of suppliers of these services. 
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Fig. 2 - Real and recalculated estimated VAT liability of hairdressing services and its change. Source: Authorś  
calculation according to the questionnaire research and GFD.

4.4 Results of the category of minor repairing of shoes and leather goods
In case of another analyzed category of suppliers of minor repairing of shoes and leather goods, 
it is clearly evident in Fig. 3 that there is the rapid drop of the real VAT liability (VAT revenue) to 
the approximately value of 9 million CZK. Subsequently in 2010 in this category there is a slight 
increase of VAT revenue and the trend continues for the rest of analyzed periods. In 2013, the 
VAT revenue gets nearer the value of the year 2008 which was the highest in the analyzed peri-
ods, it means about 13.9 million CZK.

If there was a transfer of these services from the standard to the first reduced VAT rate, there 
would be created excess VAT deductions therefore the VAT revenue would be negative. The big-
gest differences would occur in the periods of years 2007 and 2008 in which the highest real VAT 
liabilities were declared. The annual decrease of VAT liability would be reflected in the range of 
11.6 to 19.2 million CZK.
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Fig. 3 - Real and recalculated estimated VAT liability of repairing of shoes and leather goods and its change. 
Source: authorś  calculation according to the questionnaire research and GFD.

4.5 Results of the category of repairing of bicycles
As with the category of minor repairing of shoes and leather goods, the category of repairing 
of bicycles would start to create an excess VAT deductions so that the VAT revenue would be 
negative in case of the already mentioned potential legislative change. As it is clear from Fig. 4, 
the suppliers of these services declared, unlike in the other analyzed years, significantly higher 
real VAT liability in 2010. Regardless of this fact, the category of repairing of bicycles in case of 
transfer of these services to the first reduced VAT rate, would report very similar results of the 
recalculated estimated VAT liability (potential VAT revenue) in each analyzed period.

For the foregoing reason, the biggest change of presupposed VAT liability and the highest drop 
of VAT revenue would occur in 2010, approximately by 194 mil. CZK, see Fig. 4. The decrease 
of VAT liability in the analyzed periods would be reflected in the range of about 60 to 194 mil-
lion CZK.
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Fig. 4 - Real and recalculated estimated VAT liability of repairing of bicycles and its change. Source: Authorś  
calculation according to the questionnaire research and GFD.

5. DISCUSSION AND CONCLUSION
VAT is a substantial part of tax revenues in the Czech Republic. The issue of application of re-
duced VAT rates on the selected labour-intensive services is a long term discussed topic in the 
Czech Republic. That is why the authors have also decided to focus on the analysis of influence 
of this possible legislative change on the VAT revenue. Although it is clear, at the first sight, that 
this legislative change would have a negative impact on the VAT revenue, in the opinion of the 
authors it should be useful when deciding about the application of VAT rates to take into account 
other aspects such as investment into the business.

The transfer of the restaurant services from the standard to the reduced VAT rate would be 
reflected by the decrease of the VAT revenue in the range of about 482 to 1.6 billion CZK annu-
ally in the analyzed years from 2005 to 2013. The VAT revenue in case of category hairdressing 
services would decrease approximately by 87 to 122.5 mil. CZK per year. Suppliers of minor 
repairing of shoes and leather goods would recorded a drop of VAT liability in the range of about 
11.6 million and 19.2 million per year. Category of suppliers of repairing of bicycles decrease of 
60 to 194 million CZK. Both the last mentioned categories would become to report the excess 
VAT deductions in the each year.

According to the authors´ opinion, the government should transfer at least restaurant and cater-
ing services to the first reduced VAT rate, since a reduced VAT rate is applied to most of their 
inputs, which leads in high proportion to their high VAT liability. This legislative change also 
could help to reduce tax evasion in a form of reduction of revenues and avoidance of exceed-
ing a turnover for compulsory registration to VAT. Particularly in the situation when the limit 
for the compulsory registration is maintained at the level of one million CZK for twelve con-
secutive calendar months. For more about threshold limit value for the VAT registration see 
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Sobotovičová, Blechová & Janoušková, 2013. The potential legislative change might also lead to 
the elimination of price increase in restaurants in case of introducing the system of Electronic 
records of cash sales. 

The authors are also aware of the fact that the results of this paper represent only one of pos-
sible ways of quantification of the impacts of this possible legislative change on VAT revenue. 
For another statistical approach to taxes evaluating see also e.g. Friedrich, Maková & Široký, 
2012; Krajňák, 2015. This problem has been analyzed in many Member States and each analysis 
brought different results. Compare for example Goos, Konings, & Breemersch, 2013 and Lo-
mas, 2010 in case of Germany or in case of Finland see Kosonen, 2013 and Kosonen & Harju, 
2013. Due to these reasons, in authors´ opinion, this problem deserves further research.
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