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Tax policy plays a significant role in 
the internal market. However, the EU has 
relatively little competence in taxation. Di-
rect taxation is regulated almost entirely 
through bilateral agreements, while the EC 
Treaty contains a few provisions concer-
ning indirect taxation and the harmonizati-
on indirect taxation. 

Despite the introduction of a single 
market and economic and monetary union, 
there is still no genuine Community policy 
on taxation. What the EU does is to ensu-
re that national tax rules are consistent with 
the Union’s goal of job creation and that 
they do not give businesses from one co-
untry an unfair advantage over their com-
petitors in another country. EU tax policy is 
about upholding the principles of the single 
market and free movement of capital.

National governments raise tax to fi-
nance their expenditure. Different member 
states have different spending priorities and 
the EU does not stand in the way of those 
priorities providing member states stay wit-
hin reasonable spending limits. If they over-
spend and become too indebted, they could 

jeopardize the economic growth of other 
EU countries. However, providing they are 
prudent in their economic policy, they have 
considerable discretion on how to spend 
their money and, therefore, what taxes to 
raise to fund their spending. Member states’ 
governments are free to set tax rates on cor-
porate profits and personal incomes, savings 
and capital gains. The EU as a whole merely 
keeps an eye on these decisions to see they 
are fair to the EU as a whole.

Company taxation. EU pays particu-
lar attention to corporate taxation because 
of a risk that taxes could create obstacles to 
the smooth movement of goods, services 
and capital around the EU’s single market. 
For example, member countries are bound 
by a code of conduct to prevent them pro-
viding tax breaks which distort investment 
decisions. As part of a tax package aimed at 
countering harmful tax competition, the Co-
uncil of the European Union has adopted:

•  a Code of Conduct on business taxa-
tion (December 1997); 

•  an act to remedy distortions in the ef-
fective taxation of savings income in 
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the form of interest payments (Direc-
tive on the taxation of cross-border 
income from savings – June 2003); 

•  a common system of taxation appli-
cable to interest and royalty payments 
made between associated companies 
(Interest and Royalty Payments Di-
rective – June 2003). 

Individual taxation. Personal taxation 
rules and rates on the other hand are matters 
for individual EU governments, unless an 
individual’s cross-border rights are affec-
ted. So the European Commission has taken 
action to ensure that EU citizens are not de-
terred from working in other EU countries 
by problems linked to the transfer and taxa-
tion of their pensions and pension rights.

The EU also has a role in avoiding 
cross-border tax evasion. While EU ci-
tizens can place their savings where they 
think they will get the best return, they ca-
nnot use this as a means of avoiding paying 
tax. EU governments lose legitimate reve-
nue if their residents do not declare interest 
income on savings held abroad.

EU countries and some other Euro-
pean governments have agreed to exchan-
ge information on non-residents’ savings. 
The only exceptions are Austria, Belgium 
and Luxembourg and some other countries, 
which for the time being impose a withhol-
ding tax instead. They then transfer a large 
part of the money to the home country of 
the saver. As this is a bulk payment, the in-
dividual saver’s anonymity is not breached, 
but the tax is still paid where it is due.

Value-added taxation. The adoption 
of the single currency is making the esta-
blishment of truly common rates of value-
added tax (VAT) in the European Union a 
matter of increasing urgency.

Value added tax rates require a degree 
of EU involvement as they are fundamen-

tal to a properly functioning single market 
and fair competition across the EU. The EU 
has therefore set upper and lower limits on 
the VAT rates: the standard rate of VAT 
may not be less than 15%. Member states 
may apply one or two reduced rates of not 
less than 5%.

This nevertheless leaves considera-
ble liberty for national differences in VAT 
rates. Exemptions can be allowed if a co-
untry so wishes, for example, for goods and 
services not in competition with goods and 
services from another EU member, or for 
the necessities of daily life, such as food 
and medicine.

Moreover, VAT rules and rates respect 
the EU principle that decisions on tax ma-
tters can only be taken if countries are una-
nimous. This rule safeguards national in-
dependence.

Excise taxation. Changes and diffe-
rences in excises on petrol, drinks or ci-
garettes can very easily distort competiti-
on across EU borders. This is why they too 
are subject to some common rules. Never-
theless, they leave plenty of room for cul-
tural differences. That is one reason why 
beer and wine prices vary so widely from 
one EU country to the next. Economic dif-
ferences are another. A country with heal-
thy public finances cannot be forced to tax 
for taxation’s sake and Luxembourg’s low 
excise duties offer bargains for motorists 
and shoppers from neighboring countries 
or for those passing through.

It also makes sense for the EU to have 
common rules on taxing energy products. 
This makes it possible for the EU to take 
a single approach to using them as incenti-
ves to energy efficiency, but again rules are 
flexible enough to accommodate special na-
tional circumstances.
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