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PREFACE

1. This is our third report based on the results of our examination of the
Irish tax system under the terms of reference given to us when we were
established in March, 1980. These were

“To enquire generally into the present system of taxation and to
recommend such changes as appear desirable and practicable so as to
achieve an equitable incidence of taxation, due attention being paid to
the need to encourage development of the national economy and to
maintain an adequate revenue yield; and to provide interim reports on
such matters as the Commission considers desirable or as may be
referred to it by the Minister for Finance for specific consideration”.

2. This report gives our recommendations on the general system of
indirect taxation which should apply in Ireland. The proposals made should
be read in conjunction with those in our first and second reports. Our first
report outlined a general system of direct taxation which should apply in
Ireland. Our second report dealt with the departures from this basic
structure which are required to accelerate the development of the national
economy. It is the impact of the tax system as a whole which is important
for both the citizen and the state. It is, therefore, the total system which
should reflect the principles of equity, efficiency and simplicity which have
guided us throughout these reports.

3. In preparing this report, we sought specialist advice to supplement the
work done by our own secretariat. Mr. Michael O’Connor of the Institute
of Taxation gave us the benefit of his research into stamp duties. Mr. John
Reilly of the Operations Research Unit of the Department of the Public
Scrvice analysed for us some special tabulations from the 1980 Household
Budget Survey. Access to the original data was allowed to him by the
Central Statistics Office. Professor Muiris FitzGerald of University College
Dublin advised us on the implications of cigarette smoking for health.
Professor Cedric Sandford of the University of Bath undertook a critical
review of the final draft of this report. We are grateful to them for their
valuable contribution to our work.
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Consultations

4. Inthe preparation of this report, we received assistance from the Office
of the Revenue Commissioners, in particular from officers dealing with
customs_ and excise duties, stamp duties and value-added tax. We also
consulted other Government Departments on appropriate matters. We had
discussions with a wide variety of interest groups, individuals and organi-
sations, both on a formal and informal basis. :

5. The Chairman and Secretary visited the EEC Commission in Brussels
to discuss aspects of indirect taxation. Discussions were also held in London
with officials of H.M. Customs & Excise and with experts in the field
under review. Two meetings were held with the Chairman and members
of the Committee on Economic and Monetary Affairs of the European
Parliament.

Acknowledgements

6. We again express our sincere thanks to the many individuals and
organisations who have helped us in drawing up this report. Many of those
who made submissions prior to the first and second reports gave us
supplementary information relating to indirect taxation. We hope that the
co-operation which we have received will continue until we have finished
our work. The Secretariat has again supplied an exceptionally high standard
of service to the Commission and we are particularly grateful to the
Secretary, Donal de Buitléir, the Assistant Secretary, Paul Reic and the
other members for their contribution.

Other Reports

The first two reports dealt with direct taxation and incentives. This report
is concerned with indirect taxation. Substantial issues still remain, including
the question of administration, and these will be dealt with in a further
report.
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THE KEY ELEMENTS OF PROPOSED
REFORMS

1. Thisreport deals with the system of indirect taxation which we consider
should apply in Ireland. Our recommendations complement those made in
our first two reports dealing with direct taxation and should be examined
as part of a total package. We believe that the system of indirect taxation,
which we propose in this report, is very much simpler than the existing
system, will contribute to economic progress by being much more efficient
and would be consistent with the proposals in our first and second reports.

2. Thekey elements of the system of indirect taxation we propose are

(1) value-added tax should be the main source of indirect taxation and
should eventually be levied at a single rate on all purchases,

(i) the single rate of value-added tax should be very much lower than
the existing low rate of 23 per cent,

(iii) special taxes, mainly excises, should still be levied on a relatively
narrow range of goods and activities, such as alcohol, tobacco,
motoring and betting,

(1v) excise duties, once established at a correct level, should be adjusted
on a regular basis to take account of inflation,

(v) when economic management requires a change in indirect taxation,
this should normally be confined to the single VAT rate because
this is a better method of demand management than sudden
increases in selective taxes, and

(vi) stamp duties should be immediately reformed and ultimately
abolished.

3. Some may argue that a single-rate VAT system would be less pro-
gressive than a multi-rate system which taxes ‘luxuries’ more than essen-
tlals. We are satisfied that to charge different rates of indirect tax on different
goods and services is a most wasteful and ineffective way of trying to
fedintribute income. That task is best achieved by well-designed public
expenditure programmes, supplemented at the top of the range of income
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and wealth by a progressive expenditure tax. Measures on the indirect tax
side complicate the system, give increased scope for evasion and accomplish
little in the way of redistribution.

Value-Added Tax

4. The history of value-added tax in Ireland has echoes of a familiar
theme. In 1972 the tax began its life as one levied at reasonably modest and
acceptable rates on a wide base. Since then the base has been steadily eroded
and the rates of tax on the remaining items have been increased to unac-
ceptable levels. This has increased the pressure for further concessions
which are very difficult to resist on any rational basis.

5. VAT has great advantages as an indirect tax. It is efficient in the
economic sense: it favours investment and saving relative to consumption
as it is levied only on the value added by an enterprise (basically its pay
costs and profits); it avoids the distortions to corporate structure implied
by many other forms of indirect taxation. It is also the form of indirect
taxation favoured by the EEC, and it is now a familiar tax in Ireland which
has proven relatively easy to administer. The collection of a high percentage
of the total tax from manufacturers and wholesalers reduces the danger of
evasion. Except at the retail level, VAT enables the records of taxpayers to
be cross-checked. For these reasons we consider that VAT should continue
to be the backbone of indirect taxation in Ireland.

6. We believe that it is time to revert to first principles and widen the tax
base. The Revenue Commissioners have told us that a rate of 14.4 per cent
on all consumption expenditure would produce the same yield as the
existing structure of six different rates. They also told us that some allow-
ance should be made for the increased efficiency and better compliance
which could be expected under a single rate.

7. We conclude that the objective should be to levy a general value-added
tax at a single rate. Considerable savings in administrative and compliance
costs arise from reducing the number of different rates of value-added tax
and by having one rate applied to all goods and services. The proposed
structure would also be more efficient. A general value-added tax levied at
a single rate would improve economic efficiency by removing the waste of
resources associated with the distortion of patterns of consumption and
production. The proposed new structure could also lead to more efficient
redistribution. An active social policy of granting welfare benefits to people
really in need of them would be much more effective in achieving redistri-
bution than a patchwork of different rates of value-added tax.

18
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Excise Duties

8. Excise duties are duties levied on a particular commodity, usually at an
early stage of the productive process and usually expressed as a fixed
amount of duty per volume purchased or produced. Common examples
are the duties on petrol, drink and tobacco. They are relatively simple to
collect but are a much less refined form of indirect taxation than VAT.
They impinge, in the first instance, on the productive sector but their final
incidence is uncertain and probably varies from one commodity to another.
Excise duties have played an important role in Irish taxation and are still
high by international standards. The level of individual excises is aggravated
by the imposition of VAT on the same commodities because VAT is levied
not only on the value of the product but also on the excise duty.

9. Excise duties are discriminatory taxes. However, this attribute can be
used to advantage where market prices do not reflect adequately the costs
to society of using the particular product. Thus, excises may increase
efficiency in the use of resources. Selective taxes (mainly excises) can also
be raised or lowered to curb or stimulate demand for certain products in
the short term. This may be for balance of payments reasons. However, if
excises are raised significantly they can disrupt the industries concerned.
Account must therefore be taken, in setting the level of duties, of the effects
on the industries themselves and on the tourist business if they are too high
and on the general diversion of trade, particularly to Northern Ireland and
Britain, if they lead to wide differences in price in the two jurisdictions.
Large price differentials give rise to smuggling and other illegal activities.
This has even more damaging effects than those arising from trade
distortion.

10. The range of excise duties examined includes: alcohol and tobacco,
transport, and betting. Different considerations affect the three groups.

Alcohol and Tobacco

»

11, In principle, we believe that excise duties on alcohol and tobacco may
be justified on the grounds that there are significant costs associated with
consumption of these products which are not reflected in their pre-tax
prices. We have identified the main areas where costs and benefits arise but
it is difficult to quantify them with any precision. We recommend that, in
determining the excise duties on alcohol and tobacco, account should be
taken of the level of VAT and of the need to avoid retail prices in the
Republic becoming significantly higher than in Northern Ireland and
Britain.
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Transport

12. Special taxes on transport may be used to cover the costs of deprecia-
tion of the roads and to offset the costs imposed on the community by air
and noise pollution, traffic congestion, increased risk of death and injury
and other damaging effects of the use of motor vehicles on third parties.
They may also be used to regulate imports of new cars.

13. There are three sources of taxation on transport: excise duty on
hydrocarbon oils, excise duty on motor vehicles, parts and accessories and
motor vehicle duties (commonly known as road tax or car tax). There is
room for simplification of this regime. Excise duties on fuel are the most
satisfactory form of taxation of motoring. We recommend that the highest
possible proportion of special taxes on motoring be collected from this
source, subject to the need to prevent the price of petrol in the Republic
becoming significantly higher than in Northern Ireland. Excise duties on
private cars should be retained but excises on parts, accessories and com-
mercial vehicles should be abolished. The road tax should be simplified by
a reduction in the number of rates of duty and the removal of tax from a
number of vehicles which are not primarily intended for use on the roads.

Betting

14, The present administration of betting duty is very unsatisfactory and
the duty appears to be evaded widely. The rate of duty at 20 per cent is
virtually unenforceable. The rate of betting duty should be reduced at least
to the level in the United Kingdom and the duty on on-course and off-
course bets should be aligned.

Stamp Duties

15. Stamp duties are a relic of the past and are an anachronism in a modern
fiscal system. The ultimate objective should be to remove them. However,
stamp duties raise significant amounts of revenue, mainly from the purchase
and sale of houses and land. (We do not propose that they be ended now
but we will consider possible alternatives in a further report). In the interim,
we propose a number of reforms which would improve the existing system.

Implementation

16. These proposals represent a substantial programme of tax reform.
Our views on how they might be introduced are in Chapter 14. Some of
the reforms are urgent and should be introduced immediately. However,
in general, we believe that the need for reform of direct taxation is greater.
Wherever a choice has to be made between the two, priority should be
given to the rationalisation of the existing system of direct taxation.

20



LIST OF RECOMMENDATIONS

Introduction

The principal conclusion drawn from our review of indirect taxation in
Ireland is that there is a great need to simplify the system. The changes we
propose would do this and would contribute to economic progress by
being much more efficient. Our full reccommendations are:

Chapter 5: Structural Aspects of Value-Added Tax

1. The general objective should be to levy value-added tax at a single rate
on as broad a'base as possible. In the context of this general recommendation
we make the following additional recommendations:

2. Expenditure on the following items which are zero-rated, exempt, or
charged at special rates should be charged fully to VAT:
(i) food, '
(i1) clothing and footwear,
(iii) oral medicine,
(iv) electricity,
(v) books,

(vi) agricultural services, farm accounting and farm management
services,

(vii) building and associated services,and property transactions already
within the scope of VAT subject to a fixed reduction in chargeable value by
reference to the unimproved value of sites,

(viii) building land subject to a fixed reduction in chargeable value by
reference to the unimproved value of land,

(1x) passenger transport services,
(x) admission to sporting events, and

(xi) telecommunications services.
3. Zero-rating or exemption of the following items should be maintained

ax long as they are compatible with Ireland’s obligations to the EEC under
the Sixth Directive:
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(i) animal feed stuff, animal oral medicine, fertilisers and seeds (zero-
rated),

(ii) services supplied by veterinary surgeons (exempt), and

(11i) supply of greyhounds and thoroughbred horses (exempt).

4. Expenditure on the following items should continue to be exempt from
VAT in accordance with the Sixth Directive:

(1) education, hospital and medical care,
(ii) financial services,
(ii1) insurance and reinsurance transactions, and

(iv) betting (subject to the existing conditions and limitations) and
lotteries.

5. Farmers and fishermen should retain the option to register for VAT.
Unregistered farmers and fishermen should continue to be compensated
for VAT on their purchases by means of a flat-rate addition to the prices at
which they sell their produce.

6. The existing restrictions on the right to deduct input tax should be
retained subject to compliance with EEC obligations.

Chapter 7: Structural Aspects of Excise Duties

7. Excise duties should be levied at wholly specific rates, subject to
compliance with EEC directives in the case of cigarettes.

8. Specific excises should be adjusted automatically on a quarterly basis
to take account of the effects of inflation. The adjustment should be made
by reference to the increase in the consumer price index in the preceding
quarter. When inflation does not reach a minimum level in any quarter, the
adjustment should be deferred until the next period.

Chapter 8: Excises on Alcoholic Beverages

9. Excise duties on alcohol may be justified on the basis that they charge
the consumer for the external costs imposed on society by the consumption
of alcohol. We have identified the main areas where costs and benefits arise,
but it is extremely difficult to quantify the net social costs in economic
terms. In determining the excise duty on alcohol, account should be taken
of the need to prevent the price of alcohol becoming significantly higher in
the Republic than in Northern Ireland and Britain.
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10. . Excises on alcohol should vary only with respect to the alcohol content
of different beverages.

11. Subject to due consideration for the structuré of the brewing industry,
the duty on beer should be levied on a finished product basis.

12.  The rebate of excise duty on beer produced by small brewers should
be abolished when duty on beer is charged on a finished product basis.

13.  All undenatured spirits (i.e. those containing potable alcohol) should
be charged to excise duty at the standard rate.

14.  Alcohol for medical purposes or for use in any art should continue to
be exempt from excise duty.

15. Excise duties on table waters should be abolished.

Chapter 9: Excises on Tobacco Products

16.  Excise duties on tobacco may be justified on the basis that they charge
the consumer for the external costs imposed on society by the consumption
of tobacco. We have identified the main areas where costs and benefits
arise, but it is extremely difficult to quantify the net social costs in economic
terms. In determining the excise duty on tobacco, account should be taken
of the need to prevent the price of tobacco becoming significantly higher
in the Republic than in Northern Ireland and Britain.

17.  All forms of tobacco should be charged to excises at the same rate, or
at equivalent rates where the bases of charge vary.

18, Subject to compliance with EEC directives, excise duties on tobacco
should be wholly specific.

Chapter 10: Taxation of Transport

19, Taxes on motoring should cover the depreciation of the road network
andt the costs imposed on the community arising from motoring in the
torm of air and noise pollution, traffic congestion and road accidents. These
taxes should be imposed on all road users. Further taxes may also be used
to tegulate imports of private cars and to reduce consumption of energy.
T'hese additional taxes should not apply to the traded sector.

#M. The highest possible proportion of special taxes on motoring should
be rained in excise duties on hydrocarbon oils, subject to the need to prevent
distortion of trade between Northern Ireland and the Republic.
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21. Some excise differential between petrol and auto-diesel should be
maintained while diesel is used mainly for industrial purposes. The existing
differential should be reduced. Auto-diesel and LPG should bear the same

rate of duty.

22. Leaded petrol should bear a significantly higher rate of excise duty .
than unleaded petrol.

23 Rebates for diesel used by public transport operators should be with-
drawn and replaced if necessary by a direct subvention.

24. Excise duties on motor cars, motor cycles and certain mini-buses
(Category ‘A’ vehicles) should be retained.

25. Excise duties on goods vehicles (Category ‘B’) should be abolished.

26. Excise duties on parts and accessories, tyres and tubes should be
abolished.

27. Road tax on mobile machines, forklift trucks, agricultural tractors,
general haulage tractors, excavators, trench diggers and other vehicles not
primarily used on the roads should be abolished.

28. The number of different rates of road tax on private cars and motor
cycles should be reduced.

29. Road tax on heavy goods vehicles should be related to gross vehicle
weight and the number of axles per vehicle.

30. Concessionary rates of road tax for large and small public service
vehicles should be continued.

31. The Road Fund should not be restored.

Chapter 11: Betting and Gambling

32. In order to deal with evasion of betting duty, the rate of betting duty
should be reduced as a matter of urgency. In any event, the rate of tax on
betting should not exceed that charged in the United Kingdom.

33, Tax on off-course bets should be reduced to the level of duty and levy
charged on on-course bets. The stamp duty on on-course betting should be
abolished. Tax on on-course betting, other than betting levies, should be
levied in the form of excise duties.
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Chapter 12: Miscellaneous Excises

34. Temporary selective excises on consumer durables should be imposed
only when the following criteria are met:

(i) the goods selected are a significant source of import demand,

(i) the imposition of the excises does not result in significant admin-
istrative or compliance costs, and

(iii) the price of goods after imposition of excises should not be such as
to encourage diversion of trade to Northern Ireland or give rise to
opportunities for smuggling.

35. Excise duties on televisions, videos and records should be revised in
line with the criteria in recommendation 34.

36. Excise duties on matches and mechanical lighters should be abolished.

37. The objective should be to charge expenditure on foreign travel to
value-added tax as soon as the position in other countries allows this to
happen. In the interim, the foreign travel tax could be retained.

38. Excise duties on residual fuel oil used by the ESB and by industry
should be removed.

39. Excise duties on hydrocarbon oil used by certain fishermen and
horticultural producers should be abolished.

40. Excise duties on domestic heating oil should be removed and such
fuels charged to value-added tax.

Chapter 13: Stamp Duties

41. Stamp duties on conveyances of lands, houses and other property,
leases, mortgages and settlements should be abolished eventually.

42. Stamp duties on transactions in stocks, shares and other securities

should be abolished.

43. Stamp duties on cheques, bills of exchange, promissory notes and on
credit cards should be abolished.

44. Stamp duties chargeable on life assurance policies should be abolished.

45. Stamp duties on profits of sweepstakes should be abolished when the
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Equity, Tax:

Excise Duties:

External Costs:

Incidence, Effective Tax:

Income Distribution:

Indirect Taxation:

Neutral Tax System:

Progressive Tax Structure:

Regressive Tax Structure:

Sales Tax:

Simplicity:

Specific Tax:

Stamp Duties:

Subsidy:
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Standards of fairness. The tax payable should
accord with ability to pay.

Selective taxes imposed on certain goods, the
most common being on tobacco, alcohol and
petrol.

Costs arising from the production or con-
sumption of goods which are not borne by
the producer or consumer of the goods.

Who ultimately pays a tax as a result of adjust-
ments to economic behaviour after the tax is
legally assessed.

The way in which total national income is
divided among individuals or households.

That part of total tax revenue collected by
means of a levy attached to expenditure or
services. Value-added tax and excise duties
are the principal sources of indirect taxation.

A system which does not distort economic
behaviour.

A system under which the average rate of tax
increases as income rises.

A system under which the average rate of tax
falls as income rises.

A tax levied on the sale of goods or services.

A tax structure characterised by comprehen-
sibility and consistency.

A tax charged on a unit or volume basis.

Charges imposed on certain written legal and
commercial documents.

A paymcnf or relief provided to producers of
goods and services intended to make prices
lower than they otherwise would be.




Tax Avoidance:

Tax Base:

Tax Evasion:

Value-Added Tax:

VAT Exemption:

Zero-rating:

Arranging one’s financial affairs within the
law so as to minimise taxation liabilities.

The object to which the tax rate is to be
applied, e.g. income, wealth or consumption.

Failure to meet true tax liabilities through not
declaring income, profit, or sales, or claiming
allowances to which no entitlement exists.

A general tax which is applied to all stages of
production and distribution of goods and
services and levied on the difference in value
between sales and taxable inputs.

The absence of a charge to value-added tax on
a product or service which does not allow the
recovery of tax borne on inputs.

The application of a zero rate of value-added
tax to a product or service which allows the
recovery of tax borne on inputs.




Part I
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CHAPTER 1
INDIRECT TAXATION IN PERSPECTIVE

Introduction

1.1 In this report we are concerned with indirect taxation. Firstly, we
examine the justification for indirect taxation. We then set out the latest
available information on the level of indirect taxation in Ireland and certain
other countries. An outline of the historical development in Ireland of the
various indirect taxes is in Appendix 1.

Definition

1.2 The forms of indirect taxation which we consider under this heading
include value-added tax, customs duties, excise duties (including liquor and
other licences), stamp duties, motor vehicle duties, agricultural levies,
broadcasting licence fees (excluding amounts transferred to RTE) and other
miscellaneous fees. A comparison of international classifications of tax
revenues is in Appendix 2. A list of licences, other than liquor licences, and
a list of miscellaneous fees included in the National Income Accounts as
taxation is in Appendix 3. We do not propose to examine all of these fees
in detail. However, we give our views on the principles which should
govern the introduction of fees and the level at which they are maintained.

Justification for Indirect Taxes

1.3 If the revenue demands of the Exchequer reach levels that cannot be
met from direct taxation without significantly reducing the incentives to
work, take risks, save and invest, then recourse must be had to indirect
taxation to raise revenue.

1.4 To preserve equity in the taxation system it is necessary to maintain
4 rcasonable balance between direct and indirect taxation. Some indirect
taxes are regressive. However, the fact that an individual tax is regressive
does not make it unacceptable as 2 means of raising revenue. Equity has to
be achieved through the impact of the tax and public expenditure system
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TABLE1

international Tax Comparisons OECD %or;l:tr‘l;l 1981 as a Share of Gross Domestic
u ,

General?
Other Taxes® 4 Total®
i Category' GT :;g: :: d on Goods Tgé%ser?\? Indirect
Services and Services Taxes
! % % % %
' Industrialised Europe 6.8 49 1.6 13.3
Non-Europe OECD 23 5.4 27 10.4
Less Industrialised Europe 36 5.4 1.0 10.0
ireland 6.0 1.3 1.7 19.0
OECD Average 53 5.4 1.8 124
EEC Average 6.8 5.1 19 13.7
ireland's ranking amongst OECD
countries 11th 1st 10th 2nd
Ireland’s ranking amongst EEC
countries 7th 1st 4th 2nd

Source:
Notes:

of gross domestic product.

1922 OECD countries excluding ireland have
Industrialised Europe comprises Austria, Be
Luxembourg, Netheriands, Norway, Swe
Non-Europe OECD comprises Australia, Canada, Ja
Less-industrialised Europe compris
2 The only tax under this heading in
3 The taxes under this heading in Ireland are cus
betting duties, agricultural levies and motor vehicle duties.
4 The taxes under this heading in Ireland.are stamp duties an
and taxes on estates, inheritances a
s This category includes motor ve
as direct taxes. Also, because of limitations in
taxes on estates, inheritances and gifts. In the

1.13 The heavy reliance on
Table 2 which shows the sh
accounted for by indirect taxes.

nd gifts are also included.
hicle duties paid by ho
the data ava

been grouped as follows:
igium, Denmark, Finland, Fra
den, Switzerland and the United Kingdom.

pan, New Zealand and the United States.
es Greece, Portugal, Spain and Turkey.

ireland is value-added tax.
toms and excise

TABLE2

national Tax Comparisons OECD Countries 1981 asa Sl

useholds which

Revenue Statistics of OECD Member Countries {1983 Ed).

nce, Germany, ltaly,

duties; excise licences,

d rates on property. Wealth tax

are usually classified
ilable, it includes taxes on wealth and
main these taxes account for less than 1 per cent

indirect taxation in Ireland is confirmed by
are of total tax revenue in OECD countries

hare of Total Tax Revenue

Inter
General
Category Taxes on O;:eéggsgs Taxeson | Total indirect
Gé):g?czr;d and Services Property Taxes
% % % %
Industrialised Europe 165 1.9 4.2 32.6
Non-Europe OECD 7.0 1741 8.5 326
Less industrialised Europe 125 208 4.2 375
Ireland 156.5 29.3 45 493
OECD Average 13.7 16.3 5.1 34.2
EEC Average 173 13.2 49 35.4
Ireland’s ranking amongst OECD
countries 11th 1st 11th 1st
Ireland’s ranking amongst EEC
countries 7th 1st 4th 1st
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1.14 Ireland’s reliance on indirect taxation is large and is increasing as a
proportion of gross domestic product. However, the relative importance
of indirect taxes as a share of total tax revenue has declined over the last
twenty years because direct taxes have risen even faster. This is shown by
Table 3 which reveals the changes in the composition of total tax revenue
in Ireland and in the proportion of gross domestic product absorbed by
these taxes between 1965 and 1979, together with estimates for 1983 and
1984.

TABLE 3

Structure of Taxation in Ireland

Share of Gross Domestic Share of Total Tax
Product Revenue

Category

1965 | 1979 | 1983 | 1984 | 1965 | 1979 | 1983 | 1984
_ % % % %. % % % %
Personal Income Taxes' 43 a9 | 129 | 140 | 16.7| 300 | 324] 345
Social Security contributions
—Employers 09| 30| 37 37 33) 9.2 92| 92
—Employees 08| 17 1.8 1.8 32| 50 45| 45
Corporation Income Taxes 24 19 15 1.6 90| b7 39| 39
Taxes on Goods and Services? 137 | 148 | 183 | 181 | 527| 434 | 46.1| 446
Taxes on Property® 39| 201 16 141 151 61 39| 33

Total 26.0 | 33.3 | 39.8 | 40.6 | 100.0100.0°| 100.0 | 100.0

Source: Revenue Statistics of OECD Member Countries (1983 Edition) and Department of
Finance.

Notes:

1 These include income tax and capital gains tax. The income levy and the youth employment
levy are included in the figures for 1983 and 1984.

2These include value-added tax, excise duties and excise licences, customs duties and
agricultural levies (EEC), motor vehicle duties and betting duties.

3 These include stamp duties, rates on property, wealth tax and taxes on estates, inheritances
and gifts. The residential property tax is included in the estimates for 1983 and 1984.

4 Slight discrepancy due to rounding of figures.

1.15 Table 3 shows that between 1965 and 1984, personal income taxes
and social security contributions have increased as a proportion of total tax
revenue, while taxes on goods and services, taxes on property and corpor-
ation income taxes have all declined as a proportion of total tax revenue.
Personal income taxes increased in importance due to rising incomes and,
in particular, to the failure to maintain the real value of personal tax
allowances and tax rate bands. While these structural changes have been
taking place, all the major taxes (personal income tax, social security
contributions and taxes on goods and services) have been increasing as a
proportion of gross domestic product.

1.16 Table 4 shows the changes in the composition of total indirect
taxation in Ireland between 1965 and 1984. The share of indirect taxes in
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total tax revenue has declined over the period, although there was a slight
increase in 1983. Within this overall trend there was substantial growth in
the relative importance of general taxes on goods and services, such as
value-added tax. There has been a decline in the relative importance of
other taxes on goods and services. Part of the decline is related to entry into
the EEC and the consequent dismantling of protective customs duties.

TABLE 4

Structure of Indirect Taxation in Ireland

Share of Gross Domestic Share of Total Tax
Category Product Revenue
1965 | 1979 | 1983 | 1984 | 1965 | 1979 [ 1983 | 1984
% % % % % % % %
General Taxes on Goods and
Services 1.5 57 | 85 8.8 5.7 171 | 215 | 21.7
Other Taxes on Goods and
Services 123 87198 93 470 | 263 | 246 | 229
—Customs 1.1 06| 06 0.6 4.2 1.7 1.4 14
—Excises 992 79| 84 79 (3822 237 | 21.3 | 190
—Other 1.3 02| 08 0.8 46 09 1.9 1.9
Taxes on Property 3.9 20| 15 1.3 15.1 6.1 4.0 34
—Rates 3.2 13108 08 12.2 39 2.0 2.0
—Stamp duties 0.4 0.6 | 0.7 0.5 1.4 1.7 1.9 1.3
—Other 0.3 0.1 1 0.02 | 0.03 1.5 0.5 0.1 0.1
Total Indirect Taxes 177 | 16.4 1198 194 | 678 | 495 | 50.1 | 480
Source: Revenue Statistics of OECD Member Countries (1983 Edition) and the Department
of Finance.
Notes:

' This figure represents only the protective duty element of customs, approximately 18 per
cent of total customs duties receipts. Prior to 1976 customs duties comprised fiscal duties and
protective duties. Under EEC decision (73/200/EEC), the fiscal element was removed from
certain customs duties and transferred to excise duties. .

2 This figure includes excise duties and the fiscal element of customs duties on certain goods.

1.17 Excises have also declined in importance, although they still account
for a large share of tax revenue. The share of total tax revenue in Ireland
accounted for by excise duties declined from 38.2 per cent in 1965 to 23.7
per cent in 1979. Since 1979 the share of excises increased to 27 per cent in
1981 but declined again to 23 per cent in 1982. A further decline to 21.3 per
cent took place in 1983 and it is estimated that excises will account for only
19.6 per cent of total tax revenues in 1984. The overall decline which
occurred in the period from 1965 to 1983 is due in the main to the
development of new taxes and in particular general taxes on goods and
services such as value-added tax. However, another factor which influenced
the trends in the share of excises was the rate of increase in the duties
compared with the rate of increases in the consumer price index. In the
period from 1969 to mid 1983, the specific duties increased at a slower rate
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than the consumer price index. However, since 1980 excises have tended
to increase at a faster rate than consumer prices. This led to the share of
excises reaching 27 per cent in 1981. The decline which took place in 1982
and 1983, despite large increases in excise duty rates in those years, was due
mainly to the increase in value-added tax as a share of tax revenue.

1.18 The level of individual excises is affected by the imposition of VAT |

on the same commodities because VAT is levied not only on the value of
the product but also on the excise duty. In effect, the increases over recent
years in VAT have effectively increased excises also. Therefore, a compar-
‘son of trends and even of levels of different indirect taxes can be misleading
where either VAT is at high levels or has been increasing rapidly.

1.19 Property taxes are also less significant now due largely to changes
which have taken place in the rating system and to the eventual abolition
of rates on domestic property. However, the decline in the share of taxes
on estates, inheritances and gifts is also reflected under this heading. Stamp
duties on property increased slightly in importance because of the increase
in the number of transactions subject to duties during the period and the
failure to index the property values subject to higher rates of duty.

Summary

1.20 From this brief review of developments, the following points become
obvious. Firstly, by international standards the share of total tax revenue
raised in indirect taxation in Ireland is relatively high. Secondly, the
structure of Irish taxation has changed considerably during the last twenty
years, with greater reliance now being placed on direct taxation than was
the case heretofore. Thirdly, the composition of indirect taxation has
undergone significant change. A large share of tax revenue is now raised in
value-added tax and the share of tax revenue raised in excises has declined.
Since VAT is applied to excises, however, the effect of rapid and large
increases in the rates of VAT over recent years has been, in effect, equivalent
to large increases in excises. Therefore, a comparison of trends and even of
levels in different indirect taxes can be misleading where VAT is either at
high levels or has been increasing rapidly.




CHAPTER 2
TYPES OF INDIRECT TAXES

Introduction

2.1 In this chapter we outline the main forms of indirect taxation which
it is possible to introduce. Most of these exist in Ireland, or did exist before
they were replaced by other indirect taxes.

2.2 Indirect taxes are levied on the sales of goods or services. Stamp
duties, which are also indirect taxes, are levied on specific legal instruments
and on certain financial and capital transactions. Taxes on goods and
services may be imposed at various levels — on the manufacturer, the
wholesaler or the retailer; in various forms — single and multiple stage;
and different exemptions may be provided — such as food and clothing.
Taxes on goods and services may be either narrowly-based, falling only on
a few consumption goods and services (even if they absorb quite a significant
proportion of consumer expenditure) or broadly-based on very large ranges
of goods and services.

BROADLY-BASED TAXES

2.3 Broadly-based taxes may take two forms — single-stage taxes or
multi-stage taxes. Multi-stage taxes may be operated with or without credit
for tax paid at earlier stages, that is, they may be cascade taxes or value-

added taxes.

Single-stage Taxes

2.4 Single-stage taxes are those which apply only once to each product or
service as it passes through the production and distribution process. These

taxes may be applied at

(i) manufacturing level: this tax is applied to all sales of manufactured
goods,

(ii) wholesale level: this tax is applied to all sales to retailers, whether
by manufacturers, wholesalers or importers, and

(iii) retail level: this tax is applied to the final retail sale to the consumer.
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Multi-stage Taxes

55 Cumulative or ‘cascade’ taxes charge transactions up to any of the
basic trade levels — manufacturing, wholesale or retail. The pure form of
cascade tax applies the full rate of tax to every transaction through which
goods pass on their way from the first stage of production t0 the final
consumer. No credit is given for tax paid at earlier stages.

2.6 Value-added tax is applied to all stages of production and distribution.
The tax base is the value which is added during each individual stage, that
is, sales less the cost of goods and services which were taxed when purchased
by the firm. Value-added tax is compulsory in all EEC countries and
directives are in force which govern the structure of the tax.

NARROWLY-BASED TAXES

27 Narrowly-based taxes are levied on a limited range of goods and
services. They take the form of excise duties, motor vehicle duties, customs
duties, agricultural levies, stamp duties and miscellaneous fees.

Excise Duties

2.8 Excise duties are selective taxes imposed on certain goods and services.
The three most common groups of goods subject to excises are tobacco
products, alcoholic drinks and petroleum products. Excises on services
include a levy on betting and the imposition of licence fees on a number of
activities, including ownership of a dog, gaming and money-lending. A
full list of excise licences is in Appendix 3.

2.9 Excises may be specific or ad valorem. Specific excises are expressed as
a fixed sum per excisable unit. Ad valorem excises are expressed as 2
percentage of unit value or price. Combinations of specific and ad valorem

rates are sometimes used.

Motor Vehicle Duties

2.10 Motor vehicle duties (commonly known as road tax) are levied in
respect of the use of vehicles in public places or on public roads. The tax is

a fixed annual charge levied on the basis of engine horsepower (or cubic

capacity) in the case of private cars' and on the basis of unladen weight in

the case of goods vehicles.?
—_—

! Motor vehicle duties paid by households are classified as direct taxes in the National Income

Accounts, whereas duties paid by businesses are treated as indirect taxes. .
7 All motor vehicle duties are collected through local authorities as agents for central government.
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Customs Duties

211 Originally there was 2 distinction between customs duties which
were imposed on imports and excise duties which were levied on home-
produced goods and services. This distinction is no longer made in Ireland.
Today, duties levied for revenue purposes are known as excise duties and
are charged on both home-produced and similar imported goods. Duties
for protective purposes are called customs duties and these are levied under
the EEC Common Customs Tariff. This means that Ireland, like the other
members of EEC, now operates a common tariff on imports from non-
“member countries while trade between EEC members is free of customs
duties. The rates and categories of customs duties are set out fully in the
Customs and Excise Tariff of Ireland. Individual member countries are not
empowered to alter rates unilaterally. While customs duties collected in
Ireland are payable to the Exchequer in the first instance, they are eventually
remitted in full® to the European Communities as part of the ‘own resources’
of the Community. The ‘own resources’ are used to finance the various

EEC programmes.

Agricultural Levies (EEC)

212 In the milk sector a co-responsibility levy on milk production
amounting to 2 per cent of the target price (currently* 97.53 pence per
gallon) is payable by milk producers. Those in disadvantaged areas (i.e. the
rwelve Western counties) pay 1.5 per cent of the target price on their first
12,800 gallons. This money is collected by the dairies/creameries and is
transmitted through the Department of Agriculture to the EEC. Some of
the money collected from the milk levy is used to finance projects aimed at

expanding the markets for milk and milk products and to improve the
quality of community produced milk. The remainder (if any) is used for
priority areas in the milk sector, such as the financing of export refunds’®
and low cost disposal of skimmed milk powder as animal feed. The total
proceeds of the levy collected in Ireland in 1982 amounted to £17.7 million.

2.13 Levies are payable on the production of sugar. Production levies are
payable at rates fixed by the EEC. This levy is meant to offset EEC

expenditure on export refunds® for sugar.

e

3 A reimbursement of 10 per cent of the amount paid is refunded to each member state to cover

the costs of collection.

4 Asat January, 1984.
5 Export refunds on CAP products are paid to exporters in order to eliminate as far as possible
the difference between Community price and the price prevailing on the world market for the

product in question.
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2.14 Monetary compensation amounts (MCAs) are designed to protect
producers of agricultural products covered by the EEC Common Agricul-
tural Policy from currency fluctuations. In the event of a currency deval-
uation, the advantage to exporters is neutralised by the imposition of a
charge on exports and the disadvantage to importers is neutralised by a
subsidy. In the case of currency appreciation, exporters are compensated
by a subsidy and importers incur a charge. In Ireland MCAs have taken the
form of a levy on exports and a subsidy on imports of the goods affected.
The Revenue Commissioners are responsible for the collection of the export
levy which is remitted to the European Communities. An outline of the
historical development of MCAs in Ireland and a note on their effects on
trade are in Appendix 4.

215 Customs duties levied under the Common Customs Tariff of the.
EEC and agricultural levies imposed by the EEC Common Agricultural
Policy will not form part of our review of the Irish taxation system. In
essence these duties and levies are Community taxes over which Ireland
has no independent control.

Stamp Duties

2.16 Generally speaking, stamp duties are levied on written legal and
commercial instruments, that is, documents in the broadest sense. They
find their main sanction in the fact that instruments are generally not
admissable for the purpose of legal proceedings unless they are duly
stamped, which, in turn, requires the prior payment of the duty. The
amount of the duty chargeable is determined by the nature of the transaction
effected by the written instrument.

Miscellaneous Fees

2.17 The National Income Accounts include as taxes on expenditure
broadcasting licence fees, excluding amounts transferred to RTE and certain
‘other fees’. The amount of broadcasting licence fees included as tax revenue
represents the administrative costs incurred by An Post in the collection of
the fees. The sums transferred to RTE are not regarded as tax revenue.

2.18 The other fees mentioned above include charges which fall princi-
pally on individuals; such as fees payable by applicants for driving licences,
fees for searches, certified copies of entries of births, deaths and marriages,
and charges which fall on businesses, such as film censorship fees, inspection
fees under Fish Meat Acts and Pig and Bacon Acts, or receipts under the
Trade Mark Act, 1963 and Patents Act, 1964. The total of such receipts is
included in the National Income Accounts as part of the taxes on expend-
iture. The United Nations System of National Accounts treats such fees as
compulsory fees where paid by individuals and as indirect taxation where
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paid by businesses. Thus, for example, the fees paid under the Trade Mark
Act, 1963 and the Patents Act, 1964 would be regarded as indirect taxes,
However, the revenues collected from these sources are relatively small and
in many cases cover only the costs of collection and administration.
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CHAPTER 3

CRITERIA FOR A GOOD INDIRECT TAX
STRUCTURE

Introduction

3.1 In this chapter we set down in general terms the requirements of a
good indirect tax structure. Such a structure must conform as far as possible
to the criteria of equity, efficiency and simplicity which we set out in our
first report. The indirect tax structure may or may not be equitable if looked
at in isolation. This does not matter very much. What is important is that
it forms part of a general system of tax and public expenditure which is
equitable. We also identify some of the main international and other
constraints which we must take into account in making our
recommendations.

Equity

3.2 In our first report we concluded' that taxation should be levied in
accordance with ability to pay. Taxpayers in the same circumstances should
pay the same amount of tax. Those with greater capacity to pay should pay
more. However, the tax system is only one part of the re-distributive
process. The other is public expenditure. In the pursuit of equity, the tax
system cannot be judged in isolation but must be looked at in conjunction
with government expenditure which is financed ultimately from tax
revenue.

Efficiency

3.3 Economic efficiency requires that indirect taxes should be levied in
such a way as to minimise the distortion of consumer and producer choices
except in cases of market failure. It could be argued that this requires that
indirect taxes be concentrated on those products which are least price
sensitive, because these taxes would then have the least effect upon the
pattern of consumer expenditure. However, this is not the case. To see

! Paragraph 3.4.
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what actually happens we must distinguish between the income and sub-
stitution effects of taxation.

3.4 Heavier taxes on goods and services will reduce the value of a
taxpayer’s real disposable income unless this is compensated for by increases
in government expenditure or reductions in direct taxation. The taxpayer
will adjust to this decline — the income effect — by reducing the volume
of his consumption of different products by different amounts depending
on their relative attraction for him. If the price of all commodities increases
at the same rate, the taxpayer will have no incentive to substitute one
commodity for another. However, if one commodity is subject to a special
tax, he will have an incentive to switch from the use of that commodity to
others — the substitution effect. Income effects are not a symptom of
economic inefficiency and waste; they are merely the result of the most
effective way of meeting the inevitable cost of given tax burdens. But
substitution effects are an indication of waste, even if they do no more than
offset the influence of income effects.

3.5 Indirect taxes may also increase economic efficiency if they compen-
sate for the failure of the market to reflect accurately all the costs and
benefits involved in producing or consuming specific goods and services.
For example, a householder does not bear the costs of disposing of the
smoke and sulphur waste products of his open fire. A special tax on fuel
related to the costs imposed by these waste products would improve
economic efficiency.

3.6 Itis also desirable that indirect taxes should be neutral in their effects
upon production and distribution techniques, that is, they should not alter
the relative advantages of various methods of distribution and production.
For example, if the burden of tax is greater when goods are sold directly by
the producer to'the retailer, than when sold through a wholesaler, firms
will be discouraged from making direct sales; if, however, the tax burden
is less, firms will be encouraged to eliminate as many independent trans-
actions as possible in order to avoid tax. To prevent eftects of this nature
the amount of tax on a commodity should be the same, irrespective of the
type of distribution network used.

3.7 If the various methods of production are to remain unaffected by the
tax then it must apply only to final consumption goods. If any producers’
goods, that is, goods used for further production, are included in the tax
base, the costs of some methods of production will be higher than others,
and the selection of production methods will be altered.

3.8 The indirect tax structure must also be compatible with the aims of
industrial policy. Ireland’s economic future is dependent on developing a
series of high value-added quality goods and services for export. To assist
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in this process, a viable home market for many of these products is necessary
so that manufacturers can develop them. It is important that the system of
taxation adopted in Ireland should not inhibit this process by effectively
killing the market for such products by excessive levels of taxation.

39 Indirect taxes are also useful as economic regulators. Changes in such
taxes may be the most appropriate ‘method of short-term demand
management.

Simplicity

3.10 Itis desirable that indirect taxes should not impose heavy compliance
costs on the taxpayer, or undue administrative costs on the Revenue
Commissioners. Where the tax is self-assessed it is important that the
procedures and forms should be simple and straightforward and that small
businesses in particular be provided with the assistance needed to operate
the tax. If they are to be effectively policed, most taxes will require the
maintenance of some accounting records on the part of the taxpayer. To
the extent that such records extend beyond those which should normally
be maintained for business purposes, they are equivalent to an increase in
tax that is not reflected in government revenue. We are aware of the need
to avoid burdening the taxpayer with indirect taxes that are unduly com-
plicated in their operation. The smaller the number of taxpayers for any
given amount of revenue with whom the administration has to deal, the
simpler is the system.

International Constraints

3.11 As a member of the EEC, Ireland is bound by the various directives
on the harmonisation of indirect taxes within the Community. These
directives, inter alia, prohibit member countries from using any form of
sales tax collection other than value-added tax. They also define the taxable
person, taxable event and 2 common basis of assessment for value-added
tax purposes. We are very much aware that our proposals for reform of
indirect taxation should not conflict with EEC directives. In particular, we
recognise that we are effectively precluded — not that we would wish to
— from recommending a change from the existing value-added tax system
for the collection of sales tax.

312 Constraints also arise from the need to take account of taxes levied
in other countries. Irish taxes must have some regard to the relative
competitive position of businesses which have to compete on international
markets.

313 A further constraint on the level of taxation on certain goods and
services arises from the need to avoid the prices of these items becoming
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significantly higher than the prices obtaining in Northern Ireland and
Britain, after making due allowance for differences in currency values. If
prices in the Republic become significantly higher, trade is likely to be
diverted to Northern Ireland, leading to loss of tax revenue, adverse balance
of payments effects and serious damage to the livelihood of traders in

border areas.

Conclusion

314 It is obvious that no type of indirect taxation can fulfil the require-
ments of equity, efficiency and simplicity perfectly. However, provided
indirect taxes are simple and efficient, it suffices if they form part of a
general system of tax and public expenditure which is equitable. In
recommending an indirect tax structure, account must also be taken of the
constraints imposed by Ireland’s membership of the EEC and by the need
to have regard to the levels of taxation applied in other countries.







CHAPTER 4
VALUE-ADDED TAX

Introduction

4.1 In this chapter we outline the characteristics of value-added tax and
describe in general the way in which the tax works. We examine the reasons
for its adoption by the EEC, discuss what we feel are its advantages and
compare it with alternative taxes. We conclude that value-added tax is
superior to these taxes. Appendix 5 describes the evolution of the tax in
Ireland and summarises its main provisions.

Definition

4.2 In simple terms, ‘value-added’ is the difference between the amount
which an enterprise receives from the sale of goods and services and the
amount which it lays out on the purchase of goods and services from
others. This difference normally represents its outlay on wages, salaries,
interest and, in addition, its profits. It is because the tax at each stage of
production and distribution is related to the value added at that stage that
value-added tax is so called. Thus, the purpose of the tax is to charge at
each stage, not the full turnover, as under the cascade system, but only
those elements in the turnover which represent value-added. In the actual
operation of the tax the full turnover is in fact charged at each stage, but a
credit or deduction is allowed for tax already borne on all purchases of
goods and services. Goods in this context cover not only raw materials and
fuel but also capital goods, whether plant and machinery or buildings.

Methods of Value-added Taxation

4.3 There are three ways of computing value-added in an economy. The
first of these calculates value-added by reference to the sum of all final
goods and services produced and sold during a given period, i.e., the entire
gross national product. A value-added tax in this context would be appli-
cable to both consumer and capital goods and would be levied at each stage
in the production and distribution process on the excess of gross receipts
over the cost of purchasing intermediate goods from prior producers. The
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tax base at each stage would equal the sum of depreciation, wages, interest,
profit and rent.

4.4 The second means of quantifying value-added is by deducting capital
consumption from gross national product, giving a figure corresponding
to net national product. A value-added tax here would be imposed by
taxing the net value added by each firm, with ‘net value-added’ defined as
gross receipts minus purchases of intermediate goods and depreciation.

4.5 The third measure of value-added is to subtract capital formation
from gross national product, which gives a result identical to aggregate
consumption. This involves deducting purchases of bought-in goods and
services from turnover and making a further deduction for. the cost of all
new capital goods (whether for replacement or expansion) rather than just
for capital consumption. If value added is computed in this way for each
firm in the economy, the total will then be equal to that of aggregate
consumption expenditure. The base of the value-added tax is thus defined
as a firm’s gross receipts minus the value of all its purchases of intermediate
products (materials and goods in process) as well as its capital expenditures
on plant and equipment. Permitting each firm to deduct its capital expend-
stures leaves the value of consumer goods output only. The value-added
tax in this instance is equivalent to a general retail sales tax on consumer
goods, the two differing in administrative procedure only.

4.6 There is a crucial difference between the first two variants of VAT
and the third. The first two differ from one another but are both a form of
income taxation while the third is a tax on consumption rather than on
income. The third variant operates in EEC countries and elsewhere. While
there have been cases where deductions for capital expenditure were incom-
plete, these are now only of historical interest. Therefore, we concentrate
on the third variant in the discussion which follows.

Operation of VAT

4.7 With the consumption type of value-added tax, we have seen that
each firm computes its tax base as sales minus purchases of intermediate
and capital goods. When it has done so, there are two methods of calculating
the tax liability. The first is the ‘base-from-base’ or accounts method, the
second is the ‘tax-from-tax’ or invoice method.

4.8 Under the base-from-base method, the firm calculates the value-
added by subtracting from sales the sum of the costs of all goods purchased
and applies the tax rate to this figure. This means that value-added tax
would not be shown separately on sales invoices. In setting their prices,
businessmen have to estimate in advance the amount of tax that accurately
reflects their value-added and for many firms this introduces an element of
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uncertainty. The method is simple and accurate only as long as the tax rates
on the inputs of the firm are uniform and there are no exemptions from the

tax.

4.9 Under the tax-from-tax method, the computation system used in the
EEC, each business separately states the VAT it charges on its sales invoices
to registered persons. Businesses determine during each taxable period the
VAT collected or invoiced on sales, subtract VAT paid or invoiced on
purchases of inputs and pay over the remainder to the tax collecting

authority. The remainder represents the tax on the value each business has
added to its output. A business which has borne more VAT than it has
collected or invoiced during the period receives a refund or credit from the
tax collecting authority. Each business attempts to pass its VAT costs onto
its customers until the product is sold to the retail customer, who ultimately
is intended to bear the tax burden. In most countries, including Ireland, the
tax element in the final retail price is not shown separately; only the tax-
inclusive price of the product appears on the retail invoice. The consumer
therefore is not in a position to determine the amount of sales tax that he
is paying on his purchases unless he knows the rates of VAT applicable to

his purchases and is willing to do some arithmetic.

410 Other things being equal, either method will produce the same
revenue. The tax-from-tax method, unlike the base-from-base method,
requires a separate statement of tax on each invoice. This practice avoids
the uncertainties associated with predicting the tax factor in advance which
arise under the base-from-base method. Furthermore, the tax-from-tax
system can fully ‘recapture’ tax where exemptions and different rates are a
feature of the tax base. Finally, under this system, exporters are not faced
with complications in determining the amount of tax rebate required to
obtain full relief. It is mainly for these reasons that the EEC opted for the

use of the tax-from-tax method.

411 While value-added tax systems can be very simple, in practice almost
all include multiple tax rates and/or exemptions. In addition to the standard

rate, VAT systems may include

(i) higher rates on ‘luxury items’,

(i1) areduced rate, and

(iii) a zero rate, applicable to exports and, in some countries, a range
of other goods and services.
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VAT in the EEC

4.12 The EEC adopted VAT to reduce trade distortions between its
members. This was seen as a further step towards ensuring the free
movement of goods and services within the Community.

4.13 On1 April, 1967, the EEC Council of Ministers directed its member
states to replace their existing national consumption tax systems with VAT
by 1 January, 1970. (The operative date was later revised to 1 January,
1972). This was to be the first major step in EEC tax harmonisation. By
1973 all the then members of the EEC, including Ireland, had adopted
VAT. The newest member country of the EEC, Greece, has not yet
introduced VAT.

4.14 Prior to April, 1967, each of the original EEC members, with the
exception of France, ! operated cascade turnover tax systems. The perceived
drawbacks of cascade turnover taxes in a common market environment
were the most important impetus to the selection of VAT. The cascade
turnover tax is similar to VAT, except that every time materials or products
change hands the tax is paid on the full value of the product, including
taxes previously paid, hence the cascade or multiple taxation effect. Asa
consequence, the effective tax rates on similar products could differ,
depending on the extent to which an industry or firm was vertically
integrated.? This led to inequities and resulted in a tax content which could
not be accurately measured in the final product price.

4.15 The inability to determine accurately the tax element of a finished
product had implications for intra-EEC trade in that it caused a potential
distortion in trade competition. Under the General Agreement on Tariffs
and Trade (GATT), governments are permitted to rebate the indirect tax
content of their exports and impose all applicable indirect taxes on imports.
Since governments were unable to determine the exact cascade tax element
of domestically produced goods, they were forced to estimate the border
tax adjustment based on so called ‘average rates’ of tax. The calculation and
operation of such average rates gave rise to many cross-border problems in
the member states and also to complaints of subsidisation of exports. This
arose because a clear tax advantage could be gained for domestic products

! France operated a value-added tax system but in addition there was a retail turnover tax which
accrued to the benefit of the local authorities. A wholesaler could opt to be charged under the retail
turnover tax instead of under the value-added tax.

2 Under a cascade tax, firms have a powerful incentive to eliminate as many independent
transactions as possible. While vertical integration may in some instances lead to increased
efficiency, this is not necessarily so and the encouragement of integration by a cascade tax is
undesirable. The tax discourages the separate ownership of the various stages of production and
distribution.
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from overestimating the rate of tax to be refunded on exports and levied on
his barrier to the frec movement of goods

imports. In order to overcome t
and services, value-added tax was chosen over a number of alternative tax
systems because the tax always represents an ascertainable proportion of a

product’s price.

4.16 Although there are EEC directives on VAT, member countries still
have a high degree of discretion regarding the choice of rate structure and
administrative system. Consequently, the VAT systems within the Com-~
munity differ in many respects. For instance, the VAT rates charged range
from a single rate to seven rates, and the filing periods of returns range
from one month to three months. In Ireland returns are filed at two monthly

intervals and there are six rates of VAT.

The Sixth Council Directive on VAT?

4.17 One of the most important EEC directives on VAT is the Sixth
Directive on Value-Added Tax which prescribes a uniform basis of assess-

ment. This directive was designed to ensure that the Community’s own

resources from VAT were collected equitably. In particular, the directive
e definition of taxable transac-

deals with the rules governing liability, th

tions, taxable amounts and chargeable event. In principle, the directive
places limitations on future freedom of action, especially in the number of
zero-rated items and the exemptions from the tax. However, to facilitate
the move towards a common system of value-added tax, it allows tempo-
rary (at least five years) departures from most aspects of the common
provisions proposed. These transitional provisions are summarised in
Appendix 6. A brief description of the calculation of the value-added tax
element of the Irish contribution to the EEC budget is in Appendix 7.

The Advantages of VAT

418 The main advantage of value-added tax is its neutrality in relation to
both international and domestic trade, because it eliminates the price
distortions which result under a multi-stage turnover tax and which may
occur to some degree under a single-stage turnover tax. Under a value-
added tax the precise element of tax in the cost of goods can be determined
at any stage, and each person in the chain of production and distribution
can take credit against the taX liability on his output for the tax borne by
him on his input items, including capital expenditure for business purposes.
The result is that the proportion of tax in the final price of any particular
product is the same, irrespective of the number of stages through which it

3 77/388/EEC (17 May, 1977) [O] No. L145.1,13.6.77).
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may paés. Accordingly, the tax content in the price of goods can be precisely
determined and allowed for.

419 Neutrality in the domestic field ensures that small enterprises can
compete on equal terms with large integrated enterprises with regard to the
payment of tax. Neutrality in the field of international trade means that a
rebate is given representing the precise amount of tax in the price of the
goods exported, and the amount of tax charged on imports is the same as
on similar home-produced goods of equal price. This latter is very impor-
tant in relation to exports, because any unrelieved tax places an exporter at
a disadvantage compared with competitors from countries with a more

favourable sales tax system.

420 Value-added tax does not involve any significant element of double
taxation because full credit is given not only for the tax paid on raw
materials but also for the tax paid on capital equipment, thus, there is no
barrier to modernisation of industry.*

421 Value-added tax makes evasion of tax less profitable than under a
single-stage system since the amount which any one taxpayer has to pay is
smaller, and the incentive to evade is correspondingly less. Moreover,
evasion is more difficult because the system, apart from the retail stage,
affords 2 method for cross-checking the records of taxable persons. This is
so because of the important role of the invoice in the operation of the
value-added tax. The amounts shown on invoices represent ingredients in
the calculation of the tax liability of both the seller and the buyer and are
recorded as readily identifiable items by both. The Revenue Commiss-
joners, by cross-checking suppliers with purchasers, can try to prevent
evasion or catch evaders. The resources required for detailed checking
between firms rule it out as an automatic controlling device, although it
would be feasible to check back with the suppliers and customers of a
particular firm under suspicion.

4.22 VAT is to some extent self-policing. Anyone seeking to evade VAT
will wish to overstate his input tax and understate his output tax. But, since
one man’s input tax is the other man’s output tax, each trader’s interest for
purposes of evasion is contrary to that of his suppliers and of his customers.
Collusion between two registered persons may lead to the suppression of
both the sale and the purchase, followed by the suppression of the subse-

4 Unregistered farmers may reclaim the tax borne or paid on expenditure on the construction,
extension, alteration or reconstruction of farm buildings or on land reclamation, provided the
expenditure qualifies for a grant from the Department of Agriculture, Roinn na Gaeltachta or the
Land Commission. In addition, farmers who do not register for value-added tax are compensated
for the tax they are charged on their purchases, such as agricultural machinery or parts, by means
of a 2 per cent flat-rate addition to the prices at which they sell their produce to persons registered

for VAT.
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quent resale by the purchaser, or the fraudulent creation of an invoice for
a non-existent purchase, or similar action in relation to a real purchase,
acquired from a non-taxable source, for example, smuggled goods. But,
collusion to evade on this basis is unlikely to be widespread.

4.23 However, neither the cross-checking nor the self-policing mecha-
nism works at the retail stage; and it is consequently at that stage that most
evasion is likely. Because of the absence of sales invoices, a taxpayer may
be able to minimise his tax liability by suppressing his sales volume. The
incentive to evade tax on sales is greatest when rates of tax are high. A
knowledge of retail margins helps control evasion but does not eliminate
it. This is especially true where widespread cash and carry facilities are
available and in the service trades where a high proportion of value-added
is produced at the final stage and there is little or no tax on inputs which
can be checked. But VAT has the advantage that only part of the tax is
collected at the retail stage. Consequently, with VAT, the incentive to
evade and the revenue at risk at the retail stage are much less than with a
retail sales tax having the same rates and revenue yield.

VAT and Inflation

4.24 VAT is automatically adjusted for inflation. The base is simply the
value of current transactions and tax receipts rise automatically as prices
rise. This is an undoubted advantage of the tax and is in sharp contrast with
the substantial effects inflation has on other taxes. However, proportional
taxation can distort competition by magnifying differences in pre-tax retail
prices of competing goods and services into large tax inclusive differences
in actual retail prices. For example, if one item sells for £100 more than a
competing lower quality item, the imposition of VAT at 35 per cent will
widen the price differential to £135. These distortions are minimised if rates

of tax are kept low.

VAT Compared to Other Forms of Sales Tax

4.25 At this stage in our analysis of value-added tax, a comparison with
its ‘competitor’ taxes is necessary. A brief examination of other forms of
sales tax is in Appendix 8. We are conscious, of course, that EEC regulations
would prevent the adoption of any such taxes by this country even if they
were thought to be desirable.

4.26 Value-added tax offers the prospect of avoiding the objectionable
features of turnover tax, without at the same time concentrating the impact
of the tax heavily on one group of taxpayers, as is the case with single-stage
taxes. A value-added tax may encompass all stages of production and
distribution, or it may be confined to just one stage. In taxing consumption
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both the value-added and single-stage forms of tax collection achieve a
similar result. Value-added tax yields the same amount as is yielded at one
level only under a single-stage tax but does this in the form of incremental
payments at each transaction stage. Value-added tax and single-stage taxes
also achieve the same distribution of burden by commodity, assuming that
the value-added tax is fully shifted forward.

4.27 Compared to the single-stage retail tax, value-added tax offers many
advantages. Firstly, the direct impact of the tax is diffused over a larger
number of firms instead of being concentrated exclusively on retailers. For
example, under the former Irish turnover tax, a large brewery or distillery
supplying 4,000 or 5,000 publicans would remit little or no tax because
most of its output would be sold to registered traders. The tax on the
consumption of drink was collected from thousands of comparatively small
traders while the strongest economic unit in the chain of distribution
remitted no tax. Under the value-added tax system, however, the greater
part of the tax on drink consumption is collected in a few payments from
brewers and distillers who, in effect, operate a ‘deduction at source’ system
for their customers. The collection of a high percentage of the total tax
from manufacturers and wholesalers reduces the danger of evasion,
especially if the rate is high.

4.28 Secondly, assuming the tax-from-tax method is used, cross-checking
of the returns of various firms is facilitated. Exclusion of producers’ goods
can be controlled much more effectively under a value-added tax than with
a single-stage retail tax. In the case of the value-added tax, capital goods are
taxed when sold but the buyer is allowed deduct the tax on them from his
overall VAT liability. Exemption of capital goods from a single-stage tax
is achieved by allowing the trader’s suppliers to make supplies to him tax-
free. The great advantage of the value-added tax system is that the respon-
sibility for the tax rests with the trader concerned whereas, under the other
system, the trader making the tax-free supply is held responsible by
reference to factors or circumstances relating primarily to his customer
over which he can have no control.

4.29 Value-added tax is a more complex tax than single-stage taxes. Firms
have to keep records of tax on purchases and on sales. Tax returns are more
complicated and auditing is more intricate. However, most of the additional
administrative complications and compliance costs result from exemptions
and differential rating. A value-added tax applied at a uniform rate to all
transactions is a relatively simple tax to operate.

‘4,30 Compared to the cascade turnover tax the advantages of value-added
tax are many. The discrimination against non-integrated firms is completely
eliminated. So also is the incentive towards vertical integration. The only
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disadvantage of the value-added tax, compared to the cascade turnover tax,
is that a higher tax rate is necessary to produce any given level of revenue.

4.31 Leaving aside Ireland’s EEC obligations, we believe that, on balance,
the value-added tax through to the retail level is superior to other forms of
sales taxes. Even if Ireland were no longer obliged to use value-added tax,
we would be happy to recommend that the existing value-added tax system
for the collection of sales tax be retained.

The Future of VAT

4.32 Any discussion of the future of VAT must have regard to the EEC
context. It is clear that much of the future development of VAT will
inevitably flow from EEC attempts to move closer to the realisation of the
long-standing objective to abolish fiscal frontiers between member coun-
tries. After the common basis of assessment specified in the Sixth Directive
is fully operational, further movement towards this end would involve the
imposition of a common rate structure. When both the common base and
rate structure have been implemented throughout the Community the way
will then be open for the abolition of fiscal frontiers. This implies a move
from the present destination basis to an origin basis for intra-Community
trade. It seems likely at this stage that such a move will require a uniform
rate of VAT within the Community. However, progress in this direction
is likely to be extremely slow.

The Sixth Directive and its Impact on the Irish Value-added Tax

4.33 The Sixth Directive which, as we have noted, is concerned with
achieving a common VAT system for EEC member states, limits strictly
a member state’s freedom to depart from the uniform basis of assessment
adopted by the directive. The general effect of the directive on the Irish
VAT regime is that no further exemptions or zero-ratings may be intro-
duced and that, after a transitional period of not less than five years, most
of the existing zero-ratings and some of the existing exemptions must be
discontinued. At the end of a transitional period, which may be considerably
longer than five years, the following are to become taxable:

food and oral medicine (at present zero-rated)
children’s clothing (at present zero-rated)
footwear (at present zero-rated)
books® (at present zero-rated)

5 Article 28(2) of the Sixth Directive broadly allows member states to maintain reduced rates
which were in existence on 31 December, 1975, at least until fiscal frontiers between member
states are abolished. The zero-rating of books was introduced on 1 May, 1982. Infringement
proceedings have been initiated by the Commission.

59




P ATy . AT m -, S AP et

:
2
i
;

¥

passenger transport (exempt)

telecommunications services (exempt)
admissions to sporting events (exempt)
horses and greyhounds (exempt)
funeral undertaking (exempt)
certain professional services (exempt)

Some other exemptions of a minor nature will also be affected.

4.34 A further effect of the Sixth Directive is that those activities which
are exempted under the directive cannot be brought within the charge of
VAT. These activities include banking, insurance and betting, in addition
to education and medical care.

4.35 Despite the seemingly pre-eminent role of the EEC in VAT matters,
many changes in the structure and operation of VAT could be made at a
national level. We also consider whether changes which might be imposed
eventually on Ireland by EEC obligations are desirable in their own right
and should be implemented more quickly. We examine these possibilities
in Chapter 5.

Conclusion

4.36 We conclude that value-added tax is the most desirable form of
broadly-based sales tax.




CHAPTER 5

STRUCTURAL ASPETQT}S{ OF VALUE-ADDED
A

Introduction

5.1 In this chapter we consider the goods and services which should form
the base for value-added tax and we examine the rate structure that should
be applied to these goods and services. We conclude that the base for
value-added tax should be widened significantly and that the long-term
objective should be to charge value-added tax at a single rate on as wide a
base as possible. In Chapter 14 we discuss the transitional measures that are

necessary.

The Objective

5.2 The history of value-added tax in Ireland has echoes of a familiar
theme. In 1972, the tax began its life as one levied at reasonably modest and
acceptable rates on a wide base. Since then the base has been steadily eroded
and the rates of tax on the remaining items have been increased to
unacceptable levels. This increases the pressure for further concessions
which are very difficult to resist on any rational basis.

5.3 We believe that it is time to revert to first principles — to widen the
base and to reduce the rates on goods and services which now bear value-
added tax at rates which, with no sense of irony, are referred to as low (23
per cent) and standard (35 per cent). Much of the diversion of trade in
border areas at present arises because the rate of value-added tax in the
United Kingdom is 15 per cent. The Revenue Commissioners informed us
that the present structure of value-added tax is broadly equivalent to a
single rate of 14.4 per cent, arithmetically calculated. They also told us that
some allowance should be made for the increased efficiency and better

compliance which could be expected under a single rate.
61



Value-added Tax Rate Structure

5.4 Exemptions and differential rating make the administration of
value-added tax more difficult and increase compliance costs because of the

additional record-keeping necessary to segregate sales into their appropriate

tax classifications viz. exempt, zero-rated, 5 per cent, 8 per cent, 18 per

cent, 23 per cent or 35 per cent. They also facilitate evasion and make

enforcement more difficult. Exempt and low rated goods and services

result in discrimination against those persons who have relatively low

preferences for such goods and services. Closely related to this is the

distortion in the demand for and supply of goods and services caused by
exemptions and differential rating. Generally speaking, changes in relative
prices resulting from taxation alter the allocation of resources among
various possible uses. Unless these changes compensate for market imper-
fections, the allocation of resources is distorted and Irish people are poorer
as a result. In order to raise a given revenue the existence of exemptions
imposes a higher effective tax rate on goods and services subject to tax than
would be required under a comprehensive sales tax. High rates are an
incentive to evasion, particularly at the retail level, where the system of
cross-checking of invoices cannot apply. Moreover, the use of a number of
different taxable categories inevitably results in some misapplication of tax
and it facilitates evasion through misreporting of sales.

55 In our view, a sales tax is fundamentally a simple tax to operate but
only if it is applied uniformly to all transactions. Experience of other
countries shows that most of the compliance costs and administrative
complications result from exemptions and differential rating.

5.6 We received submissions which criticised the compliance costs
imposed on taxpayers in meeting their obligations under value-added tax.
There is no information on the extent of compliance costs in Ireland. A
United Kingdom study' estimated that the private compliance costs asso-
ciated with value-added tax in 1977-78 represented more than 9 per cent of
revenue while public administrative costs were 2 per cent. The study
concluded that a significant proportion of these costs resulted from admin-

istering the zero-rate of tax.

5.7 The study found that many businesses could show substantial offsets
to their compliance costs in the form of managerial and cash flow benefits.
Managerial benefits arose from the improved record-keeping that VAT has
required of some firms, especially smaller ones, which may result in better

1 Costs and Benefits of VAT, C.T. Sandford, M. Godwin, P. Hardwick and L. Butterworth.
Heinemnan Educational Books, 1981.
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decision-making and improved efficiency. However, the survey found that
traders thought this was of limited value. More significant in the aggregate
were the net cash flow benefits to business. However, only improved
record-keeping of firms which generates improved business efficiency
represents a real gain to the community. Any cash flow benefits are in the
nature of a transfer which may affect the resource costs to the trader but

not to the community as a whole.

5.8 Since 1977-78, various measures have been introduced in the United
Kingdom to simplify value-added tax. A major simplification was the
elimination in 1979 of a separate higher rate above the standard rate. Data
from the research suggested that the existence of a higher rate above the
standard rate added about 9 per cent to compliance costs in 1977-78. It also
increased administrative costs.

5.9 We discussed the operation of the present VAT structure with the
Revenue Commissioners?. They drew our attention to the following

unsatisfactory features of the present system:

“(i) The existing rate structure gives rise to substantial repayments of
tax. The gross receipts amount to about £1,900 million of which
£800 million must be repaid. These repayments have to be made
within three weeks, and control by the Revenue Commissioners
is, of necessity, less than they would wish.

(ii) While VAT returns are checked against income tax returns, these
checks are of little real value for VAT purposes because of the

number of different rates of VAT.

(iii) The present system bears most heavily on those least able to comply
with it — for example, small retailers who sell goods liable at all
rates. The VAT return form has thirty-eight entries which leads to
confusion. Liability to VAT in these cases is determined by appor-
tioning sales in the ratio of purchases in that taxable period. Since
sales are never related precisely to purchases in the same period,
this leads to absurd results in some instances. Seasonality of pur-
chases and sales is 2 major contributory factor to these distortions. ”

5.10 The present system also leads to considerable anomalies. Soap,
toothpaste, toilet tissues, prams and bicycles are taxed at 35 per cent while
luxury items of clothing are charged at 8 per cent. Other anomalies were
also drawn to our attention. For example, Chivers and Sons Limited advised

us that they

2 Meeting of 13 July, 1983.



“sell glacé cherries in addition to candied peel primarily for the
purpose of baking. Candied peel is zero rated for the purpose of VAT
{ while glacé cherries attract a 23 per cent VAT”.?

B 5.11 Anomalies such as these are ridiculous and unjustifiable. They bring
taxation into disrepute. However, it is well-nigh impossible to avoid them

under a multi-rate system.

512 On this basis we conclude that there are clear administrative advan-

tages to be obtained from having a single rate applied to all goods and
services supplied in the state. The zero rate would continue to apply to
exports including goods supplied to a registered person within the Shannon (
customs free airport. These administrative arguments may be insufficient ‘
if there are strong economic and social arguments for retaining a relatively
complicated rate structure. We now consider these arguments.

EQUITY

513 We concluded in our first report* that an individual tax which is
regressive is not necessarily an undesirable form of raising revenue. Equity
is an aggregate issue. If a tax is efficient and relatively simple to operate,
then the regressivity of the tax can readily be offset elsewhere in the tax
system, or through adjustments in public expenditure. In the pursuit of
equity, the tax system cannot be judged in isolation but must be looked at
in conjunction with government expenditure which is financed ultimately

from tax revenue.

514 The main argument against having a single rate of value-added tax
charged on all consumer goods and services is that this is unfair. This
argument usually assumes that tax is passed on to consumers in the form
of higher prices. On this basis the proportion of a person’s income which
will be taken by a flat-rate general sales tax will depend on the proportion
of his income spent on personal consumption. This proportion tends to
decline as income rises. Therefore, it is argued, a sales tax is regressive in
its incidence in relation to income. In particular, ‘necessary’ expenditures
on items such as food comprise a larger proportion of lower income budgets
than of higher income budgets and the impact of sales tax on these items

has been the traditional basis of opposition to such a tax.

5.15 The conclusion that a general value-added tax on all items of con-
sumption is regressive is based on evidence from cross-section data which

3 Letter of 12 September, 1983.
4 Paragraph 21.27.
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show that in a particular period,’ families with low incomes in that period
consume a higher fraction of their incomes than high income families. The
proportion of income consumed is shown to decline as one moves up the
income scale. If a general value-added tax is measured against income as
shown in household budget surveys, the tax will appear regressive.

5.16 The validity of evidence drawn from a cross-section for any relatively
short period may be questioned. Evidence that consumption falls as a
proportion of income as income increases for any period is consistent with
a wide range of hypotheses regarding the relationship of consumption to
income at different levels over a longer period. Households in any given
income range will include those whose income is permanently in that range,
as well as others who occupy it only temporarily. In the low ranges, this
temporary group will consist generally of households whose income is
normally higher. If such households tend to maintain past consumption
patterns or anticipate future income increases, they will consume more than
households with permanently low incomes. As a result, use of cross-section

ata overstates the decline in the average proportion of income consumed
as one moves up the income scale and, with it, the regressivity of a general
value-added tax as applied to the more permanent income position of
households, which is the ideal base against which to measure the overall
progressivity of the tax/expenditure system.

5.17 ' If all income were consumed over a person’s lifetime, a general tax
on consumption would be proportional to lifetime income. However, not
all income is consumed and capital is accumulated. It seems reasonable to
assume that the ratio of capital accumulated to lifetime income rises when
moving up the scale of lifetime income. Therefore, a general tax on
consumption remains regressive in relation to lifetime income, though not
to the degree implied by results from cross-section data. This assumes that
the tax is fully shifted to consumers.

Incidence of Value-added Tax

5.18 The conclusion that indirect taxes are regressive is also based on
dubious assumptions about the incidence of these taxes. The formal incid-
ence falls on those who have the actual legal liability for paying the tax. In
the case of value-added tax, this is the manufacturer, wholesaler, retailer or
importer. However, formal incidence is not really important. What matters
is the effective incidence which identifies those who are, in the end, the

® The Household Budget Survey 1980 CSO pl. 1221 December, 1982 pxi states “Although the
expenditure data for a particular household were based on records kept during the survey period
- . while expenditure was, by and large, surveyed on a current basis a considerable proportion of
income, particularly own-account income and investments, had to be based on retrospective data
relating to some twelve month period preceding the interview”,
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people who are poorer as 2 result of the imposition of the tax. Itis generally

assumed that value-added tax is essentially a tax on consumers. This is an
over-simplification, particularly when special discriminatory rates of tax
are levied on certain commodities. For example, if a special rate of tax'is

levied on a range of goods, say hotel services, their price will rise and the
i tax. However, the demand for

purchasers of such services will pay more
hotel services is likely to fall, as will profit margins of hoteliers. The

earnings of hotel employees mMay 61l and some of them may lose their jobs.
Thus, while part of the incidence of such a tax may fall on consumers,
some of it will fall on employers and employees in the hotel industry.

519 As a general rule, the greater the fall in demand for 2 product
e, the less likely is a tax on that product t0 be
shifted to the consumer. Thus, taxes on luxury goods and services, which
by definition are inessential, are much more likely to be borne by the
persons engaged in the production of these products. For this reason, it 1
extremely dangerous t0 put any reliance on the simple view of tax incidence
that value-added tax is borne by the consumer.

resulting from a r1s€ in its pric

5.20 The incidence of the tax in a multi-rate system results from the way

in which retailers selling goods at two of more rates decide to recover the
tax by way of increasing prices. We have discussed this question with
various interests. The consensus about what actually happens in practice

may be illustrated by a simple example. Take the case of a retailer who 18
not subject to price control and who sells products Jiable to value-added tax
1t a number of different rates — $3y Zero,

Jearns from experience
which bear that rate, demand for them collapses. To compensa

he reduces his profit margins on such goo

which bear lower rates. This means
actually shifted by the retailer to essentials. Market forces gl

choice. Therefore, even if certain goods ar
still bear some of the burden of taxation.

521 The Revenue Commissioners confirmed
fact that because

““a particular product was charged at a |
necessarily benefit the final consumer.
with recouping 2 certain amount O

adjusted their prices in
of the rate of tax prescribed for individual items.””

—_

¢ Meeting of 13 July, 1983.
66

23 per cent and 35 per cent. He

that if he charges the tax at 35 per cent on the goods
te for this

ds and increases them on goods

that part of the tax on luxuries 18
ve him no other

e exempt from taX, they may

that in their experience the

ow rate of VAT did not
In reality traders were faced
£ VAT from consumets. They
ine with what the market would bear regardless

£
¥
23
1
N



T ST R

Zero-rating and Equity

5.22 The main reason given for charging zero ot low rates of value-added
tax on certain goods and services is to try to improve the equity of the tax
system. Zero-rating of food was introduced in Ireland in 1973. Certain
clothing, footwear, clothing material and fuel were zero-rated in 1975. The
rate on fuels, except electricity, was raised to 5 per cent in May, 1983. The
rate on clothing, other than children’s clothing, and clothing material was
raised to 8 per cent in May, 1984. Since the poor spend 2 higher proportion
of their incomes (expenditure) on basic commodities such as food than do
the rich, it is argued that low rates of tax on such items must have desirable
income distribution effects.

523 While this notion seems plausible, it does not stand up to analysis.
Reduced rates of tax benefit all consumers, irrespective of their circum-
stances. As a result most of the revenue foregone does not end up in the
pockets of the poor. Zero of low tax rates on certain commodities are
highly inefficient as a method of improving income distribution. This is
clear from the data in Appendix 9 which show that a very low proportion

of total expenditure on necessities 1S accounted for by the poor.

5.24 Expenditure on zero-rated food, clothing and footwear amounted to
almost £1,700 million in 1983. Taxation on this expenditure would raise a
sum far in excess of what would be necessary to compensate the poor for
the regressive impact of a general value-added tax. We must now consider,
however, how relief could be directed to those people who would be in
need.

505 If ‘necessary’ items are included in the tax base it may be possible to
offset the regressive effects that follow by taking compensatory action in
other areas of the taxation system or through changes in public expenditure.
We considered a number of schemes:

(i) the use of the existing personal income tax machinery to allow
certain individuals and families a credit for value-added tax (up to
a speciﬁed amount on selected goods), with a refund of tax if the

credit exceeded the income tax Jiability. The concept here is related
to that of negative income tax. In view of our rejection of this
concept in our first report’, we did not consider this scheme any
further,

(i1) the use of stamps, Or COupons, which would either be issued by
retailers to consumers in proportion to their purchases and would

—————

7Paragraph 23.20.
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income groups afid to take account of the fact that today’s luxuries are
tomorrow’s necessities. Such taxes are also much more likely to be borne
by the producers of these goods than taxes on essentials which can be
shifted more easily to consumers.

5.28 On the question of equity we consider that progressive taxation of
expenditure is best achieved by a direct tax on expenditure on the lines
proposed in our first report. Furthermore, as already stated, we believe that
it is the overall progressivity of the tax and public expenditure systems
which is important from the point of view of achieving equity, not the
position in relation to individual taxes or expenditure schemes. Progres-
sivity in the tax system can be achieved through the direct tax system; a
major contribution to equity must also come from public expenditure.

EFFICIENCY

5.29 Exemptions and differential rating distort the pattern of consumption
and ultimately of production. When the price of a specific product is made
cheap relative to the price of goods generally, through the application of a
sero rate or reduced rate of tax, the demand for it rises above the level that
would prevail in the absence of special measures. Resources are then pulled
from other productive areas to meet the artificially created demand. This
is wasteful unless it compensates for market imperfections.

530 On grounds of economic efficiency it is desirable that the indirect
tax system should take account of the needs of industrial policy. One aspect
of industrial policy relates to the development of products for export with
higher value-added. A thriving home market is essential in order to develop
these products. High rates of indirect tax on specific products could inhibit
the development of such goods by reducing their home market.

THE WIDENING OF THE TAX BASE

5.31 The scope for broadening the existing sales tax base must be exam-
ined. We do so by looking at those areas of personal consumption which
are not taxed at present and into which the tax might be extended. In doing
so we are conscious that most of the existing rates of VAT are much too
high. We put forward our recommendations for extending the tax base
solely on the basis that these rates are reduced to a sustainable level. Even
if the rates of VAT on certain items are reduced, low income consumers
would have to be compensated through the social welfare system for the
changes brought about by the impact of our proposals, particularly in
relation to the taxation of expenditure on food. However, we believe that
a greater contribution to equity can be made by charging all goods to
value-added tax and providing assistance directly to those in need. Increases
in social welfare payments and children’s allowances are the most efficient
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way of doing this. In other areas, policies on housing, transport, education,
cultural development and other matters affected by the changes we propose
will have to be examined and alterations made where necessary.

Zero-rating and Exemption

532 Before considering the value-added tax base we look briefly at the
ways in which goods and services may be freed of value-added tax. In
practice, goods may be zero-rated or exempt.

5.33 Zero-rating is the most favourable treatment available under VAT.
It means that sales of zero-rated goods bear no tax but the supplier may
claim deduction or repayment for any tax paid on his inputs. The zero rate
completely eliminates the value-added tax on a product or service. The
following are some of the more important items which are zero-rated: most
items of food for human consumption, except alcoholic drinks, ice-cream,
chocolate, soft drinks and potato crisps; children’s clothing and footwear;
medicine for human oral consumption; electricity; books and certain farm
inputs. The export of goods and certain services connected with the export
of goods are also zero-rated. The zero-rating of exports, which applies
throughout the European Community, ensures that there is no distortion
in trade competition between EEC member states as a result of VAT.
Goods produced in Ireland can compete in EEC markets on the same basis
as goods produced in other EEC countries.

5.34 Exemption means that, as with zero-rating, no tax is imposed on the
sale or supply of an exempt good or service, but in this case no credit is
allowed for the tax on inputs. In contrast to the zero rate, an exempt
transaction bears some VAT. Tax is charged on purchases of the exempt
supplier which is ultimately passed on to the consumer, for example, the
VAT paid by banks on the purchase of buildings, office equipment and
services is reflected in the cost of financial services which are exempt from
VAT. The other principal exemptions relate to education and health
services, insurance and reinsurance transactions, betting subject to certain
onditions and limitations, telecommunications services and passenger

transport.

Food

5.35 Food has been zero-rated since September, 1973. This results in
severe erosion of the tax base (expenditure on food accounts on average for
almost 28 per cent of personal consumption) and consequently in much
higher rates of tax on other items.

536 The aim of the zero-rating of food is to reduce the regressive impact
of a general value-added tax on the lower income groups. However, from
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our earlier analysis of the income distribution effects of zero-rating we sec
that the greater share of the benefits in absolute cash terms goes to the better
off. This is inefficient and wasteful. We recommend that food be charged

to value-added tax.

Clothing and Footwear
5.37 VAT has been charged at 8 per cent on clothing, other than clothing
for children under eleven years, and on clothing materials since 1 May,
1984. Prior to that, most personal clothing and clothing materials were

sero-rated. Footwear has been sero-rated since 1975. The data in Appendix
9 reveal that expenditure on clothing and footwear actually increases as a
s. Because of this, an even

proportion of expenditure as expenditure rise
greater share of the tax foregone through zero-rating or reduced rates goes

to the better off than in the case of food. Moreover, there are no practical
difficulties associated with the taxation of clothing and footwear. Accord-
ingly, we recommend that expenditure on clothing and footwear be subject

to value-added tax at the single rate.

538 We considered the question of the taxation of expenditure on chil-
dren’s clothing. The data in Table 9.3 in Appendix 9 suggest that a tax on
this category of expenditure would not be regressive. Exemption of such
clothing from VAT isa wholly inefficient method of helping those in need.

Any arbitrary classification of children’s clothing gives rise to inequalities.

We consider in these circumstances that children’s clothing does not warrant

continued exclusion from the tax base. We recommend that value-added
tax be applied to all expenditure on clothing.

Oral Medicine

5.39 At present only oral medicines are zero-rated for value-added tax

purposes; all other medicines are charged at 23 per cent, excluding goods
which are categorised as s0aps, shampoos, detergents, bleaches, germicides,
insecticides, antiseptics OT disinfectants, which are charged at 35 per cent.

5.40 The Revenue Commissioners advised us that

omplexities the classification
ust sometimes be extended
The relief for food, for

“In order to reduce the difficulties and ¢
of the goods to which a rate applie