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INTRODUCTION

I Thedeasion by the Government to appoint a Cotmnmnission on Laxation
wis announced 1 a statement issued on behalf of the Minister for Finance
by the Government Intormation Services on 2% March. 1980, The Com-
nssion was ostablislicd with the tollow g terms ot reference:

“to enquire generally inte the present system of taxation and o
recormnend such clianges as appear desirable and practicable so as ro
achieve an equitable meidence of taxauon, due attenton being pad to
the need w oncourage development of the national economy and to
maitain an adequate revenue vield: and to provide interim reports o,
such matters as the Commission considers desirable or as mav be
referred to it by the Minister for Finance for specitic consideration ™,

2. Inan address to our nrst meeting on 14 April. 1980, the Minister for
Finance, Mr. Michael O'Kennedv T.1D., made it clear that the terms of
reterence were very broad and suggested that we establish certain priorities
for our examination of the taxation system. He did not think it appropriate
to say what these prionities should be. this being a matter for us to decide,
but commented generally on the problems of taxation as the Government
saw them. The Minister asked us to take account of:

(1) The fevel of taxation needed to provide the services that are
required.

(i1} The desirability of a morc equitable personal income tax system.

(111} The need to examine the relationship between taxes on income and
on capital.

(iv) The need to examine the relationship between income tax and
social insurance contributions.

(v} The contribution to taxation made by companies, and

(vi) The possibility of improving the administration of the tax code.

Our Approach

3. Having examined the existing tax system and having taken account of
the views expressed in the submissions received, we have set out in this
report the principles on which taxation should be based and how these
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principles should be applied in the case of direct personal, corporate and
capital taxation.

4. Qur reccommendations in this report are designed to establish a basic
system of taxation which is equitable and relatively simple. This structure
is flexible enough in its detailed operaton to adjust to changes dictated by
political decisions of Government. Such flexibility is essential if the system
is to last for a long period of time. as we believe it can.

5. Adjustments to this system tor purpescs of gencral cconomic manage-
ment will be required. These will be in the form of incentives or disincen-
tives provided on a temporary basis and designed to influence cconomic
behaviour. We will deal with this queston in a later report. Other matters
which we propose to consider include indirect taxation, the machinery of
taxation, local taxation and the taxation of charities. The question of the
balance between direct and indirect taxation must also be dealt with.

6. We have examined estimates of the revenue and income distribution
effccts of our proposals. We arc satisfied that our recommendations are
feasible. We will continue to keep this aspect of our work under review,

7. Addressing our first meeting. the Minister tor Finance indicated that
we should consider the feasibility of submitting interim reports on certain
topics. In this context, he mentioned specifically the taxation of farmers
and financial institutions. The first of these subjects is examined in this
report against the general background of the taxation of self~employed
persons. The departures from the proposed general system which may be
required to achieve improved efficiency and output in farming will be dealt
with in a later report.

8. On the question of the appropriate tax treatment of financial institu-
tions, we concluded that it would be undesirable to publish a comprehensive
study of this special arca without first considering the general principles
which should underpin the direct tax system as a whole. Existing levies on
financial institutions are examined herc however, in the context of the
taxation of company income. We also consider tax-related lending to the
extent that it affects the taxation of bank profits.

9. Our main proposals and the major considerations which informed
them are outlined in “The Key Elements of Proposed Reforms” which
follows this introduction. This is followed by a list of our specific
recommendations.

Method of Work

10. At our first meeting we decided to invite the public to make written
submissions. We advertised in the national morning papers on 18 April and
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5 May, 1980 inviting submissions by 30 June, 1980. Individual letters
specifically inviting submissions were addressed to a range of national
organisations (including all registered political parties), trade unions and
trade groups which might be expected to have a dircct interest in our work.
Many of those approached took advantage of the opportunity offered to
make representations. A full Tist of submissions is pubhshed in Appendix
1. While a substantial number of submissions was received by 30 June,
1980, their low continued throughour 19800 1981 and almost up w the
date of publication ot this report,

11, We did not consider it necessary to request all those who made
submissions to appear before us in support of thetr written opinions, To
have requested a meeting in cach case would have imposed an unnecessary
burden on the time of the organisations and individuals concerned and
would have unduly prolonged our review., We did, however, invite s
number of people to meet us where we thought a discussion would be of
assistance. We also consulted widely on an informal basts with a large
number of individuals both at home and abroad. These consultations were
very valuable in developing our understanding of the problems we had to
consider. A list of official bodies who helped us is set out in Appendix 2.

2. Continuous contact was mamtained with the Othice of the Revenuc
Commissioners and the Department of Finance. Other Government
Departments and the Central Statistics Oftice were asked to provide back-
ground mtormation or comment on aspects of our work which we consid-
ered relevant to them. The Department of Foreign Affairs helped in
arranging contacts abroad and obtaining necessary information and
literature.

13, On certain aspects of our investigations where specialist research was
necessary we commissioned studies and sought specialist advice to supple-
ment the work done by our own secretariat. A list of these studies and their
authors is given in Appendix 3.

14, The Chairman of the Commission and members of the secretariat
paid visits abroad to discuss certain aspects of taxation with officials from
Governments and other organisations and experts in various fields. Visits
were made to the United Kingdom, Belgium and France.

15 We met formally on 38 occasions in the preparation of this report. All
meetings were held in Dublin.

Construction

16, Taxation 1s paid by people and a tax system applies to people. To
avold the continual use of awkward constructions such as “his/her” or
“her/his”, the words “he”, “his”, and “him” are used throughout this
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report for both sexes whenever the sex of the person in question is of no
consequence for the discussion. It is not implied that tax provisions apply
only to men; the term “he” is used to embrace both male and female.

Acknowledgements

17 We have mentioned the large number of persons and agencies who
Bolped s i so niany wavs, These mclude those w o made submissions.
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THE KEY ELEMENTS OF PROPOSED
REFORMS

Introduction

I This report deals with the general system of direer taxation which we
consider should apply in [reland. We have been set the task of devising a
system which is equitable, contribures to economic progress and is relatively
stimple. These requirenients can conflicr. However, because the existimy
svstem 15 untair, muddled and complicated. we have been able to make
recommendanons winch otfer substantial improvement on all counts. In
cases i awhich the reguirenents of cquity, ctficiones and simplicity have
come into conflict. we have had to make judgements on the proper weight
to i w cachs Howevet i vur reconnnendations dhe spinc of equity 1s
the fint and most wnpoitand constderation, Dopaiiure from cquity st
be clearly Jusnhied by reference to the needs ot economic development or
to avoid imposing unreasonable comphance costs on individuals or high
admunistrative costs on the Revenue Commnssioners,

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

(1) Income tax should remain the main source of direct taxation in
Ireland.

(i1} Income tax should be charged at a single rate on all income arising
in the personal and corporate sectors.

(i11) The single rate of income tax should be lower than the current
standard rate and should apply to a much more equitable and
comprehensive definition of income than at present, including
wages, salaries, profits, realised capital gains, lump sum receipts,
gifts, inheritances and other windfalls.

{iv) The extraordinary range of exemptions and deductions from
mmcome for tax purposes which narrow the tax base and result in
higher tax rates should be abandoned. Only standard personal
allowances given in the form of tax credits should remain.

(v) The essential redistributive function of the tax and public expend-
iture systems should be achieved through direct payments at the
bottom of the scale, through the choice of a level of personal credit
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and the tax rate in the middle income range and the imposition of
a progressive direct tax on expenditure at the top of the scale.

(vi) Social insurance contributions should be replaced by a social secu-
rity tax levied at a single rate on all income as we define it, including
realised capital gains and taxable gifts and inheritances.

(vii) The tax system should be adjusted systematically to deal with the
distortions arising from inflation through indexation of progressive
tax structures and capital/income adjustments to take account of
changes in the real value of liabilities and income-producing assets.

{(vil1) Tax borne at the company level should be available for imputation
in full to the sharcholder when distributions are made out of the
underlying profits.

(ix) The different treatment of individual and family for income and
capital tax purposes should be replaced by uniform treatment in
which the family is the basic unit.

3. These proposals constitute a tormidable programme of tax retorm
which could not be carried through easily or in a short time. Many of the
individual recommendations mav be opposed. However, tax reform is a
collecuon of measures, cach of which aftects some mdividuals adversely
and others favourably. Those who will not benetit are those who are over
favourably treated under the existing system. Our recommendations are
interlinked; the advantageous cannot be demanded while the unpalatable
are rejected. We believe that the total package represents a practicable and
desirable measure of tax reform. The end result will be a more equitable
system which will be less complicated than the present system and will
contribute to greater economic efficiency and social progress.

The Income Tax Base

4. The major defect of the existing system of direct taxation in Ireland is
that there 1s no definition of the income tax base in our tax code. What is
regarded as income follows from judgements laid down by the Courts over
many years. The de facto definition of income which has evolved as a result
is not clear, consistent or coherent. It also facilitates avoidance.

5. We believe that the direct tax base should be defined on a basis which
measures the amount which a person could spend in a particular period,
while maintaining the real value of his capital intact in terms of generfal
purchasing power. Such a tax base embraces all accretions qf economic
power including capital gains, gifts, inheritances and other windfalls. We
do not believe it matters, from the point of view of taxation, whether an
accretion is carned through working, gained from operating a busiqcss,
received as a return from property, gained from selling property or received

30

as a gift. It does not matter whether the accretion is expected or unexpected,
whether it is in cash or in kind, whether it is received in return for work or
gratuitously or whether it is regular or irregular.

6. It1s important to underline that we define the tax base in real terms.
The distorting effects of inflation on taxation must be tackled systematically.
This requires the indexation of all progressive tax structures and adjust-
ments to the tax base to ensure that only real aceretions of capital are taxed
as imcome. To compensate some sectors tor inflation and not others would
give rise to unacceptable inequities between taxpavers and would distort
the allocation of resources. thereby making us all poorer. The adjustments
necessary to deal with inflation increase the complexity of the system.
However. they are essential unless raxation is to be wholly unfair and to
hinder the efticient working of the economy,

7. Theadopron of a comprehensive tax base has made our task relatively
easy. From it we have concluded that much of income which at present is
excluded from raxanen should be brought into charge and that manv
extsting reliefs should be terminated. For example, we recommend thar all
social welfare benefits, compensation payments for loss of office, redun-
dancy payments, lump sum retirement benetits, artists” carnings and gam-
bling winnings should be charged to tax. We also recommend chat Uie tax
deduction tor certain inzerest. lie assurance and medical insurance premi-
ums be withdrawn. Some turther implications of the comprehensive tax
base are dravwn out below.

Fringe Benefits

8. We have paid particular attention to the taxation of fringe benefits.
Income in the form of benefits-in-kind should bear the same amount of tax
as would its cquivalent in the form of money, if paid dircctly to the
recipient.

9. We recommend that fringe benefits be charged on the basis that the
market value of property, services or facilities furnished by an employer in
connection with the performance of services must be included in the
recipients’ gross income. “Market value” generally is the amount that the
recipient would have to pay in an arm’s length transaction to purchase the
same or an equivalent item or its use. Exceptions need to be provided from
this general rule in respect of working conditions and for reasons of
administrative convenience.

Taxation of Borrowings and Savings

10. The tax treatment of borrowing in Ireland is generous compared with
the tax treatment of savings. Interest rates are low relative to the prevailing
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rate of price inflation. Real interest rates have generally been negative for
some vears. Other things being equal, this can be expected to encourage
borrowing and discourage savings.

11, The personal sector also enjoys significant inducements to borrow.
However, the taxation of savings is penal. The amounts of nominal interest
which can be earned tax-free on most deposits is £140 per vear for a married
coupie. Loy ving tax on nominal interest carnings rather than on real interest
cartings s & discrunindtory ax on Certdin forms ot capital and creates
strong disincentives to some torms ot saving m an inflationary environment.
Other forms of savings such as Tife assurance premiums, retirement annu-
Jties or contribudons o approved superannuation tunds qualify for a greater
mmeasure ol tax reliet

17 The structure of rehiets and exemprions in respect of savings has been
canle up over a numiber of vears in pursuic ot 4 varicty of objectives and 18
now extremelyv complex. Equity and ctheiency are hikely to be best served
i the evistine distortions 1n the savings marker, introduced bv ditierential
rax treatment. were climinated. Our proposals mvolve a substanual move
m this direction.

5. We conciude that the overall balance in hiddand is heavily weighied
cowards borrowing and against saving, [his imbalance needs to be rectified.
This should be achieved by reducing the tax reliets for borrowing and
increasing those for saving. Such a policy, in addition to improving the
cquity of the tax system, would also lcad to improvements mn economic
efficiency as the distortions which result from the present system were
eliminated.

The Tax Treatment of Housing

4. We have considered in some derail the tax provisions which apply to
housing. The market for dwelling houses is distorted by many interyf;ntiops
by Government (including special tax provisions). The tax provisions in
relation to the acquisition and owner-occupation of housing are very
favourable. We believe that these have increased the price of housing, as
well as the proportion of investment going to certain types of housing not
related to needs. In addition to being a necessity of life, housing is regarded
widely as an investment medium, providing one of the best hedges against
inflation. We consider that this perception of housing under our present
system has been accurate,

15, If we were 1o deal with housing by strictly applying our definition of
income, owners would include rent (or imputed rent in the case of
owner-occupicers) and real capital gains. less real interest and n'lainten.an.ce
costs, in their income for tax purposes. This scheme would be neutral in its
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treatment of housing investment relative to other forms of expenditure,
and would improve the utilisation of the existing housing stock. We
recommend this scheme in all cases except that of a principal residence.

16. In the case of a principal residence, we do not suggest imputing a
rental income. However, we do recommend that mortgage interest pay-
ments should no longer be allowable generally as a deduction from income

for tax purposes. This would reduce the distortions in the existing housing
market.

17, Weconsider that the encouragement of owner-occupation is desirable,
but State aid to heme buvers needs to be made more selective and concen-
rrated on tirst-time home buyers. To mmprove cquity and efficiency in
housmyg. we recommend that the deduction tor mortgage interest be
replaced by a scheme which would concentrate Srate aid on first-time
purchasers ot houses durmg the carly vears of their mortgage, which s the
period m which they require most help.

I8, Wehave also considered giving a deduction for rent paid. This would
lead to @ more etficient market for housing (equivalent to imputing the
rental income of owner-occupiers). We are convinced that this would
unduly narrow the tax base and tavour housing refative to other expenditure
and we deaded against i i were desired to equalise the tax treatment of
owners and renters, this should be done by imposing additional taxation
on owners rather than by reducing it on renters.

19, None of the above considerations affects our conclusion that realised
capital gains in real terms on all housing should be charged to tax.

The Treatment of Capital Gains

20.  Capital gains come within our concept of income and should be taxed

as such. However, 1t is not possible to charge capital gains to tax as they

accrue without creating severe problems for both taxpayers and the Revenue
Commissioners. For this rcason, we propose that such gains should only
be charged when they are realised. We consider that only real gains can
properly be treated as income. As a result, nominal gains need to be deflated
by a suitable price index — in our view the Consumer Price Index — to
determine the taxable'gain.

21, We consider that development gains require special treatment. These
are gains which arise primarily from the provision of infrastructural services
financed by the community or from community decisions allowing devel-
opment to take place in some arcas but not in others. In principle, all such
gains should accrue to the community in full. The proper method of
cnsuring this has been the subject of study by a number of bodies. It is a
highly complex area. We content ourselves with outlining a possible scheme
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to obtain some of the benefit involved for the taxpayer if it should be
decided that taxation measures are an appropriate and efficient method of
doing so.

Personal Tax Allowances and Reliefs

22, We consider that all personal tax allowances should be converted into
tax credits, We do so for three main reasons. Firstiy. under a progressive
svstem, if allowances for all items other than the single and martied personal
allowances are given in the form of credits, the effective amount given to
all taxpavers is the same. Secondly, a change to credits would enable a
reduction to be made in marginal rates of tax while maintaining the same
progression of the tax structure; this would be a simpler and clearer
alternative. Thirdly, if the single and married allowances are also given as
credits the system is simpler to administer and easier to understand.

23, We believe that the most effective and efficient method of helping the
poor is not to exempt thens from taxation but to ensure, by means of direct
transfer payments or other measures, that they have an adequate income.
The tax svstern cannot be used to help people who have little or no mcome
— those who need help most. The sole purpose of tax credits should be to
achicve equity between persons with the same income but difterent depend-
ency and other obligations, and not to exempt a minimum or subsistence
income from taxation. In principle, therefore, the credit for single persons
could be set at any level and the level of all other credits fixed to ensure that
the relative tax payable by other categories is satisfactory in relation to
single people.

24. We have also considered the allowances and reliefs now available in
the personal income tax code. In many cases they seem a partial solution to
problems which would be better dealt with through the socaal secunty
system in ways which give equitable treatment to taxpayer and non-
taxpaver alike. This applies particularly to the income tax child allowance
which we recommend should be integrated with the social welfare child
allowance and paid at a flat-rate in respect of all children.

Indexation of Personal Taxation

25 We recommend that any tax credits, thresholds or bands of taxable
income be indexed annually in line with movements in the Consumer Price
index. This does not mean that Government is committed irrevocably to
unchanged taxes in real terms. Indexation is purely a technical procedure
to ensure that decisions to increase or decrease the tax burden or to change
its distribution are taken explicitly, rather than allowed to occur unnoticed.
Government would retain full discretion over taxation but should present
changes in policy against the background of the indexed system.
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Single Rate of Income Tax

26. We have recommended that tax be charged at a single rate on ordinary
income, realised capital gains and gifts and inheritances. This has very great
advantages. It enables the tax base to be expanded. The tax system is then
neutral between income gains and capital gains, thereby allowing significant
simplification and reducing the scope for tax avoidance. It is neutral also
between incorporated and unincorporated businesscs and between the
retained and distributed profits of companics. A single rate of income tax
ata relatively low rate would enable capital to be accumulated by individuals
out ot earnings for iInvestment purposes. When set against these advantages,
1t is clear that the price to be paid for having a nominally progressive
income tax schedule is high, without such a system achieving very much
in the wav of redistribution because the tax base is so narrow.

Direct Expenditure Tax

27, The main disadvantage with charging income tax at a single rate is

that it removes the major progressive clement in the tax system. We believe
that an acceprable degree of progressivity can be brought into the tax
system by means of a sur-tax on expenditure. This would enable the
advantages of charging income tax at a single rate to be retained. In these
circunistances, we recommend the introduction of a direct expenditure tax
at progressive rates to apply to individuals with relatively high expenditure.

28.  In addition to allowing the advantages of a single ratc of tax on all
income, a direct expenditure tax has distinct advantages over income tax at
the higher rates. A direct expenditure tax is more difficult to avoid than an
income tax, since there is less scope to artificially reduce expenditure rather
than income without reducing living standards. One of the main arguments
for a wealth tax 1s that wealth confers on its holders the opportunity to
consume more than their income. To the extent that this opportunity is
exercised, it will be charged to expenditure tax. This achieves some of the
equity objectives sought by the proponents of wealth tax without the
adverse economic effects on wealth creation and investment.

Progressivity

29 We believe that equity requires a degree of progressivity in the tax
and public expenditure systems. In simple terms, when all State taxes and
benefits are paid and received, the better-off should be somewhat worse off
and the position of the poorer sections of the community improved. We
accept that only the political process can finally determine the degree of
progressivity that 1s thought to be desirable.

30.  Substantia] progressivity in the system can be achieved on the expend-
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iture side of the account through transfer payments to certain classes. This
is the only method of achieving a degree of progressivity likely to be
acceptable at the lower end of the scale. The direct tax system must,
however, be capable of imparting some progressive bias to the system,
particularly at the higher end of the scale.

31. Many of our recommendations would increase the progressivity of
the existing tax system at existing rates of tax. These include the change
from allowances to credits. the abolition of many deductions and reliefs
and the extension of the incomie tax base. Our proposals for a social security
tax remove a significant regressive clement from the tax code. This raises
the question of the number ot people who should be liable cither to mcome
tax at the higher rates or the direct expenditure tax.

32, When such esumates as can be made are examined. it appears that the
present system of taxation has been approximately proportional over the
middle band of income 1 which most people in Ireland spend most of their
working lives. We believe that proportional taxation is broadly acceprable
to the public at large, provided it is supplemented by progressivity towards
the top of the income scale and by relief at the other extreme.

33, The number of persons lable to sur-tax for 1973/74 was about 8,000,
or about 1 per cent of the total number of effectively liable taxpayers
(730,000) for that year. For 1981/82 about 135,000, or 17 per cent of
effectively liable taxpavers, paid tax at the higher rates. Provisional esti-
mates for 1982/83 put the number lhable at the higher rates at 315,000 or
about 40 per cent of the total number of income taxpayers. The effect of
the March, 1982 budget was to bring nearly 200,000 more individuals into
liability at the higher rates who had previously been liable to tax at the
standard ratc only.

34. Inour view, this situation cannot be sustained, since it is not acceptable
that persons whose incomes are a little above average should be liable to
tax at marginal rates in the region of 50 per cent. The contrast with the
position in the United Kingdom 1s striking. There, only about 4.5 per cent
of taxpayers were liable at the higher rates in 1981/82. We consider that our
proposals to extend the income tax base and to introduce a direct expend-
iture tax for those at the upper end of the scale of income and wealth must
result in the vast majority of taxpayers being liable at a combined income
and social security tax rate below the current standard rate of income tax
of 35 per cent. Not only would this allow more cffective redistribution
than at present but the disincentive effects of the current high marginal rates
and the encouragement they provide to avoidance and evasion would be
greatly reduced. Accordingly, our proposals would lead to greater certainty
and stability in the whole taxation area. This would in turn facilitate the
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orderly development of incomes aid industrial relations policies, business
and investment planning and public sector financing.

The Unit of Personal Taxation

35. The selection of the unit of taxation is one of the most difficult issues
in the field of direct taxation. Should the unit be the individual, husband
and wife. the family or some wider group? We consider that the tax unit
should be defined in a wav which reflects the manner in which soctety
organises itself for social and economic purposes. It should recognise that
people pool their resources and assume the responsibility tor the care and
maintenance of others. The tax code cannot take into account every indi-
vidual case where incomes are shared or responsibility, whole or partial,
assumed. It must therefore make certain assumptions and the obvious
group about which to make these assumptions is the family. Therctore, we
helieve that mcome sharing should be assumed to exist between spouses
{except where the spouses declare otherwise) and between parents and
dependent children. This implies that the income of spouscs and dependent
children be aggregated and that taxation on an individual basis be applied
in other cases. A married couple would still have an option to be assessed
as single persons and in such a case we recommend that the income of
dependent children should be divided equally berween the spouses for tax
purposes.

Social Security Tax

36. Most of us recommend that social insurance contributions be replaced
by a social security tax levied on income as we have defined it, including
realised capital gains and taxable gifis and inheritances. This would imply
that employer contributions would be related to profits rather than payroll,
while employee contributions would be a proportion of income (without
a ceiling). This would make social security taxation indistinguishable from
personal income and corporate taxation in its incidence and administration.
However, we do suggest a continuing conceptual distinction between these
taxes and the continuation of a separate fund along the lines of the existing
Social Insurance Fund.

37. These proposals represent a great improvement on the existing social
insurance contributions which are objectionable in many respects. They are
regressive relative to income, due to the imposition of a ceiling of income
above which the same absolute contribution is payable. They fail to take
ability to pay into account, since the same contribution is payable without
regard to marital status. Their economic effects are undesirable, resulting
in a higher level of unemployment and a larger balance of payments deficit
than if the same amount of revenue were raised by alternative means.

37




38.  Our proposals also imply a reduction in emplovyers’ social insurance
contributions. The burden of the social insurance contributions now levied
on employers is largely shifted to consumers in the form of higher prices.
In the exposed market sector, it is shifted to employees in the form of lower
wages or higher unemployment. These contributions are a discriminatory
tax on employment and are completely contrary to the declared national
goal of achieving full employment. They also reduce the competitiveness
of [rish made goods on both the home and export markets.

Assigned Revenues

39.  Assigned revenues are special levies or taxes earmarked for specitic
purposes. In general, we are opposed to such taxes and conclude that they
should be integrated with gencral taxation. In particular, we recommend
that health contributions and the youth employment levy should be nte-
grated entirely with income tax.

Negative Income Tax

40. Negative income taxes are schemes which involve the closer integra-
tion of direct taxation and income maintenance schemes. Any attempt to
solve the problem of poverty with a single comprehensive system of income
maintenance, which is integrated with the income tax system, would be
very costly. The problem: with negative income tax schemes 1s that the level
of personal tax credits must be fixed at a high level of income and these
must be extended to everybody. While the idea has attractions, we have
concluded that negative income tax would restrict the flexibility of the
system and be very costly. When resources are scarce the only method of
granting an acceptable level of income to the poor is to make selective
payments to them, not to give universal payments to everyone, regardless
of income.

41. Webelieve that our approach, which involves the continued separation
of direct tax and income maintenance schemes, is better than integrating
the two systems. This is because it is the only method of providing an
acceptable level of income maintenance. Secondly, it enables substantial
simplifications to be made to the income tax code without causing further
complications to income maintenance schemes. Thirdly, by lowering mar-
ginal rates of income tax across the board, poverty traps are reduced. This
also has a beneficial effect on work incentives by enabling lower marginal
rates of tax to be charged on the taxpayer at work than would be the case
if negative income taxes were introduced.

The Taxation of Company Income

42,  Under a system which taxes income on a comprehensive basis, the
correct treatment in principle of income arising to companies would be to
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allocate to each sharcholder his share of the earnings of the company which
had not been paid out in dividends. The basic idea would be to tax the
company as if the shareholders formed a partnership. This is not possible
in practice, particularly in the case of companies with wide share ownership.
Therefore, tax should continue to be collected at the company level as a
prepayment of shareholders’ liability.

43, Almost all the problems in the arca of company taxation arise because
company profits are charged to tax at a flat-rate, while income tax on
individuals 1s charged at progressive rates. This results in the use of
companics for tax avoidance purposes. Distortions also arise because, under
such a system, it is impossible for taxation to be neutral 1n its treatment of
retentions and distributions. The present Irish system also discriminates
against income taken out of companies by way of dividend rather than
remuneration. It favours debt as against cquity capital.

44, We rccommend that tax be charged on company profits at the single
rate which applies to personal income and realised capital gains. We also
recommend that the rate of imputation on company dividends be increased
to 100 per cent of the underlying corporation tax and that a withholding
tax should be levied on company distributions. Such a system would
remove all the distortions which arise under the present system of taxing
company income.

The Determination of Business Income

45.  Special problems arise in determining business income in periods of
inflation. We believe that in computing the income arising from a business,
account must be taken of the fact that the business s a going concern and
will continue in operation for the foreseeable future. This implies that the
profit of the business cntity is the amount which remains after having
maintained intact the operational capacity of the enterprise and before
remunerating the providers of equity and debt capttal.

46. The experience of inflationary conditions in recent years has high-
lighted the deficiencies of historical cost accounting. Conventional financial
statements have lost much of their significance and have, in many cases,
seriously distorted the perceived financial position of enterprises. By largely
ignoring the effects of price changes on non-monetary items, and entirely
ignoring the impact of inflation on monetary assets and liabilities, historical
cost accounts fail to provide an up-to-date measure of the resources and
operating results of the business entity. As a result, we consider that
historical cost profit is not an appropriate basis for taxation.

47. We consider, in principle, that business income should be determined
for tax purposes on a basts which maintains intact the capital employed in
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the business entity. It is a matter for the accountancy profession to develop
a system of accounting which achieves this result. Accountancy is in the
process of evolving and developing from the traditional historical cost
convention. Although an accounting standard exists which makes it man-
datory for certain businesses to publish current cost accounts, there is as yet
insufficient acceptance that this method is adequately tested and capable of
general application. Until the evolution has reached a point at which the
accounting profession has confirmed the principles and practice of current
cost accounting for universal apphication. it would not be appropriate as a
basis for taxation. However, we consider that the tax system should
facilitate rather than inhibit the evolution of an improved accounting
method. Our recommendations in this area are set out in Chapter 26.

Income from Self-Employment

48, There 15 a widespread behiet that income from selt-employment
charged to tax under Schedule 1) 1s treated more leniently than income
from employment charged under Schedule E. This arises because the basis
of assessment, the arrangements for paymient of tax and the rule allowing,
a deduction for expenses are different tor the two classes of income. We
find that in periods of inflation the treatment of Schedule 12 income is more
favourable. However, other clements in the tax system weigh heavily on
the self~employed. We make recommendations designed to equalise the tax
burden on the two forms of income.

Farming Profits

49. In general, equity requires that the same principles of taxation should
apply to farmers as to other taxpayers in so far as this is possible. Departures
from the treatment implied by this principle imply inequitable treatment of
farming and require specific justification. For this reason, the general
structure of taxation which we recommend for self-emploved persons
should apply to farmers. An is the case of other sectors, we defer the
question of incentives for agricultural development to a later report.

Taxation of Gifts and Inheritances

50. The main justification for gift and inheritance taxes is on equity
grounds, since gifts and inheritances confer the same command over
economic resources as ordinary income. This suggests that, in principle,
gifts and inheritances should be taxed at the same rate as ordinary income.
Departures from this approach may be justified on two grounds only.
Firstly, reliefs may be required on economic grounds because of the adverse
effects on production and investment which may result from imposing
such a charge. Secondly, if income is charged at progressive rates on an
annual basis it would clearly be inequitable to charge gifts, inheritances and
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other windfalls without giving some relief due to the irregular pattern in
which they occur.

51. Onthis basis, we conclude that gifts and inheritances should be subject
to the single rate of income tax, We hold different views on whether or not
there should be an exemption threshold for purposes of tax on gifts and
inheritances and if so how much it should be. We see no strong case on
equity grounds for anv exemption threshold for amounts received by way
of gift or inheritance, We are. however, agreed that the existing threshold
of £150,000 for immediate relatives would be much too high in the context
of our recommendations and should be substantially reduced when they
are implemented.

32, We have also considered the question of reliefs on the basis of consan-
guinity. This implics varving the rate of tax according to the closeness of
the relationship between the donor and the donee. We conclude that the
casc in equity for consanguinity reliefs is extremely weak. It may be felt
that these proposals tor the taxation ot gifts and inheritances involve a
heavier burden than has been traditional in Ireland. While this may be soin
certain instances, our proposals must be seen in the context of our other
recommendations regarding capital maintenance. In addioon, the effecnive
excrption of tax on transfers between spouses and the deferral of rax on
transfers to dependent children will ensure that no hardship results from
these proposals.

53.  We recognise that the generally held view in Ireland is in favour of
consanguinity reliefs. We hold divergent views on this question. However,
it is not a major principle. We recommend, therefore,that if the case for
consangutnity reliefs is conceded, the reliefs should be implemented by
reducing the exemption threshold, if any, for cases in which the relationship
15 more distant, rather than increasing it for gifts and inheritances passing
to the immediate family.

534, Wehave also considered difficulties which may arisc from the payment
of tax on productive assets in cases in which there are problems in meeting
tax liabilities. We believe that this problem should be tackled by making
appropriate arrangements for the spreading of tax lability rather than by
mtroducing vaiuation concessions which, of their nature, tend to be
reflected in increased prices of the assets i question, thereby defeating the
purpose for which they were intended.

An Annual Wealth Tax

35. We¢ have examined the case for an annual wealth tax and concluded
that the taxation of capital through the imposition of comprehensive
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taxation of gifts and inheritances, rather than the imposition of an annual
wealth tax, is more desirable on equity and efficiency grounds. There are
also substantial administrative arguments favouring this approach. The
only firm basis on which a case for a wealth tax can be made is to bring
about changes in the distribution of wealth.

Taxes to Alter the Distribution of Wealth

536, Information about the distribution of wealth in Ireland is defective
and does not provide a satisfactory basis on which to make judgements
about the need for capital taxation. However, the distribution of wealth is
alegitimate concern of Government. Itis for Government to decide whether
interventon to secure a more even distribution of wealth would be in the
community interest. Taxation is one instrument which may be used to
achieve this. Should it be decided to use the tax system to bring about
changes in this arca. we consider that the most effective method of doing
s0 s to introduce a progressive tax on accessions. This would be more
cquitable than other possible instruments and is likely to be less disruptive
of cconomic activity.

Conclusion
57. Thekey elements in our proposals are:

(1) Income tax should remain the main source of direct taxation in
[reland.

(11) Income tax should be charged at a single rate on all income arising
in the personal and corporate sectors.

(i) The single race of income tax should be lower than the current
standard rate and should apply to a much more equitable and
comprehensive definition of income than at present, including
wages, salaries, profits, realised capital gains, lump sum receipts,
gifts, inheritances and other windfalls.

(iv) The extraordinary range of exemptions and deductions from
income for tax purposes which narrow the tax base and result in
higher tax rates should be abandoned. Only standard personal
allowances given in the form of tax credits should remain.

(vi) The essential redistributive function of the tax and public expend-
iture systems should be achieved through direct payments at the
bottom of the scale, through the choice of a level of personal credic
and the tax rate in the middle income range and the imposition of
a progressive direct tax on expenditure at the top of the scale.

(vi) Social insurance contributions should be replaced by a social secu-
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(vii)

(viif)

(1x)

rity tax levied at a single rate on all income as we define it, including
realised capital gains and taxable gifts and inheritances.

The tax system should be adjusted systematically to deal with the
distortions arising from inflation through indexation of progressive
tax structurcs and capital/income adjustments to take account of
changes in the real value of liabilities and income-producing assets.

Tax borne at the company level should be available for impuration
m full to the sharcholder when distnbutions are made out of the
underlving profits.

The different trearment of mdividual and family tor income and
capital tax purposes should be replaced by untform treatment in
which the tanuly 1s the basic unie
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SUMMARY OF RECOMMENDATIONS

Chapter 3: Criteria for Tax Systems

1. A tax expenditure budget listing the cost in terms of revenue foregone
of all items of tax expenditure should be published regularly.

Chapter 7: Inflation and Taxation

2. The tax svstem should be neutral with respect to inflation.

Chapter 10: The Widening of the Income Tax Base

3. Duc to the administrative difficulties of charging the mmputed rental
income from housing and other durable goods, such income should con-
tinue to be exempt from tax. except in the case ot houses other than a
taxpayer s principal private residence.

4. Rent should not be allowed as a deduction for income tax purposes.

5. All social weifare benefits should be charged to income tax.

6. The scheme to limit the income of an unemployed person to 83 per
cent of the after-tax income enjoyed in the period prior to unemployment
could be terminated, if all social welfare benefits were taxed.

7. Compensation payments for loss of office should be charged to income
tax in tulk.

8. Lump sum retirement benefits should be charged to income tax in full.

9. Lump sum payments under the Redundancy Payments Act, 1967
should be charged to income tax in full.

10.  That part of compensation payments for physical or other injury
which is attributable to loss of past or potential future income should be
charged to income tax.

11. The exemption of certain foreign pensions paid to Irish residents
under section 9 of the Finance (Miscellaneous Provisions) Act, 1968 should
be repealed.

12.  The exemption of the earnings of certain artists should be terminated.

13, Payments to artists under the Aosdana scheme should be charged to
ncome tax.
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14. Gambling winnings in excess of a de minimis figure should be charged
to Income tax,

15. Gambling losses should only be available for set-off against future
winnings trom gambling. '

16.  The exemption from tax of the profits of sweepstakes held under the
Public Hospitals Act, 1933 should be withdrawn.

17 Medical msurance relief should be abolished.

I8, Unnl adequate provision can be made through direct expenditure
under the health services for long-term illness, health expenses relief should
be retained tor unreimbursed expenses in excess of £300 per annum.

9. The deduction for premiums under permanent health insurance
schemes should be withdrawn and anv benefits under these policies paid
tree of tax.

200 Relief tor expenditure on residential premises should be terminated.

21 No general change should be made in the Schedule E expenses rule.,

22, No change should be made to extend tax relief in respect of expenses

mcurred in travelling to and from work.

23, No turther relief should be introduced in respect of educational
expenses.

24. The additional deduction for Schedule E taxpayvers should be ended
when Schedule D taxpayers are put on a current year basis of assessment.

25. Interest on underpayments and overpayments of PAYE tax should
run from the end of the year of assessment for which the tax was underpaid
or overpaid.

26.  Recognition of new covenants for tax purposes should be withdrawn
from a current date. Existing covenants could be allowed to run their
course. In cases in which an individual is making payments under covenant
to-a scparated spouse, such an individual should be entitled to the married
person’s tax credit.

Chapter 11: The Taxation of Borrowing and Saving

27. Income from all interest-bearing deposits should be charged to tax to
the extent only that the rate at which it accrues exceeds the rate of inflation
during the period of accrual.

28.  The gearing gain arising from the erosion of the real value of monetary
liabilities should be charged to tax. As a first step towards achieving this
end. the deduction for tax purposes of all interest (including house purchase)
should be withdrawn. [We set out in Appendix 9 an alternative scheme of
aiding first-time purchasers of houses].

46

29.  The same treatment for tax purposes should apply to deposits with all
deposit-taking institutions.

30. The composite rate arrangement for the taxation of interest on build-
ing society deposits should be ended.

31, The 20 per cent relief for individual investors in certain industrial
companies should be ended.

32, Dividends paid out of profits which quality tor export sales reliet
should continue to be tree of tax.

33.  Any approved pension scheme should refund to an individual who is
leaving an employment a lump sum equal to total contributions made on
his behalf plus interest carned thereon. The refund ot contributions should
be charged to tax in full. If the lump sum 15 subsequently reinvested in
some other approved pension arrangement the tax deducted should be
refunded.

34, The present restrictions on the proporrion ot income which may be
devoted te purchasing retirement annuitics discriminate against self-
employed persons and should be brought inte hine with those applving to
emplovees,

35, As an alternative to approved pension schemes and retirement annu-
ities, the use of individual retirement accounts on the lines set out in
paragraph 11.60 should be considered.

36. Income tax relief in respect of life assurance premiums should be
withdrawn and such premiums governed by the same provisions as other
forms of saving.

37. Income from national savings should be charged to tax in the same
way as income from other savings.

Chapter 12: The Taxation of Fringe Benefits

38.  Fringe benetits should be charged to tax on the basis of the market
value of the property, services or facilities furnished by the employer
subject to exceptions in respect of working conditions and on the grounds
of administrative convenience.

39. The Revenue Commissioners should keep the taxation arrangements
applying to benefits-in-kind under review. They should concentrate on
bringing the most important items into charge and apply de minimis pro-
visions where benefits are small or disproportionate administrative prob-
lems arise provided the benefits in question are available to all employees
in a firm on a non-discriminatory basis.

40. The Revenue Commissioners should publish a scale of charges to be
used in assessing the benefit-in-kind arising from the provision of a car by
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an employer which may be used for an employee’s private use. This scale
should take account of the factors mentioned in paragraph 12.26. Taxpayers
should be offered the right of appeal against the application of scale benefits.

41, In the case of cmployees who use their own cars in the course of their
business and are reimbursed on the basis of a milcage allowance, any
remuneration element in the reimbursement should be charged to tax on
the lines proposed in paragraph 12.27.

42 The benefit arising on loans to emplovees at preferential rates of
nterest should be charged to tax. The amount of the benefit should be
calculated as the ditterence between the amount of interest pavable at the
preterential rate and that pavable at either commercial rates or the rate of
inflation whichever is the greater.

43, The benefit arising from the occupation of living accommodation
provided for an employee, which he is required by the terms of his
employment to occupy for the purposes of pertorming his duties. should
be charged to tax to the extent that it is of value to him.

44 Benetits ansing trom preferential universicy fees charged in respect of
children of full-time staff should be charged to tax.

45, Education tees retunded by an employer for courses unrelated to the
employer’s business should be charged 1o tax.

46. Free or subsidised transport facilities should be charged to tax.

47, Free car-parking facilities provided to employces particularly in urban
areas should be charged to tax subject to de minimis provisions.

48.  Share options should be charged at the date the option is exercised
and taxed at the difference between the option price and the market price
at the date of option.

49. The income limit of £1,500 below which benefits-in-kind provided to
employees are not charged to tax should be removed.

50.  Discounts provided to shareholders should be taxed on the same basis
as benefits provided for emplovees.

51.  To discourage the proliferation of fringe benefits, a benefit-in-kind
tax on bencfits unallocated to individual employees should be considered.

Chapter 13: The Taxation of Capital Gains

52, Capital gains should be charged to tax on realisations rather than
accruals,

53.  In computing the amount of any capital gain or loss, the acquisition
cost should continue to be adjusted by the change in the Consumer Price
Index in the period between acquisition and disposal.
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54. When tax is charged at a single rate, income arising in the form of
realised capital gains should be charged to tax as income.

55. Capital losses should be allowable against other income subject to the
anti-avoidance provisions noted in paragraph 13.40.

56. Death should be treated as a disposal of assets for capital gains tax
purposes.

57.  In principle, emigranon should constitute deemed realisation ot assets
tor capital gains tax purposes.

58, The exemption limit for small gains should be abolished.

59, All Government and other securities should be chargeable assets for
capital gains tax purposes.

60, No change is required in the treatment of personal chattels for tax
PUrpOses.

61, The exemption of a principal private residence for capital gains tax
purposcs should be withdrawn.

62, Provisions allowing tor the deferral of capital gains tax liability where
the proceeds on realisation are reinvested in other assets should be replaced
by arrangements for payment of tax due by instalments subject to interest
charges.

63. The existing provisions allowing relief and exemptions to persons
aged 55 vears or over who dispose of business assets should be terminated.

64.  Stamp duty payable on the acquisition of a house should be zllowed
as a credit against any capital gains tax liability on the disposal of a previous
residence.,

65. Consideration should be given to giving a deduction for transactions
costs involved in buying and selling houses against the sale price of a
principal private residence in computing liability to capital gains tax.

66.  Capital gains realised by companies should be charged to tax at the
same rate as other income.

67. Capital gains realised by companies which are charged to tax should
carry a tax credit when they are distributed in the same way as other
Income.

Chapter 15: The Unit of Personal Taxation

68. A husband and wife living together should be regarded as the basic
unit for tax purposes.
69. Married persons should continue to have the right to be charged to

tax as single persons.
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70. The income in excess of £150 per annum of children under 16 years
should be aggregated with the income of the family.

71. When children leave the family unit (at age 16 years) we recommend

that tax is payable on whatever property they take with themn from the unit
subject to the arrangements proposed in Chapter 34.

72, Where married persons opt to be assessed as single persons, the
income of children under 16 vears should be divided equallv between the
parents tor tax purposcs.

Chapter 16: Personal Tax—Allowances and Reliefs

73. Inthe year of marriage, both spouses should be raxed as single persons.
However, they should have the right to opt to be taxed jointly in the vear
of marriage. In such a case any repavment due should be reduced in the
proportion that the period of marriage in the vear bears to the full vear.

74, Widowed persons with no dependent children should be charged to
tax as it they were unmarried.

75 On the death of a spouse, a death grant should be payable to mitgate
anv hardship which arises,

76. Income tax reliefs for children should be abolished and integrated
with social welfare children’s allowances to be made pavable in respect of
all children up to the age of 16 years or up to 21 years where the child is
undergoing full-time education. A supplementary payment should be made
in respect of incapacitated children. These benefits should not be subject to
tax.

77.  The additional allowance for one-parent families should be converted
into a social security benefit payable in association with child benefit.

78.  Age allowance should be abolished.

79.  Age exemption limits for persons aged 75 years or over should be
retained. For married couples the exemption threshold might be set at
about average earnings.

80. The dependent relative allowance should be abolished.

81.  The blind persons’ allowance should be integrated with direct pay-
ments made under the Social Welfare or Health Acts.

82.  The allowance for an employed person taking care of an incapacited
individual should be abolished and replaced if necessary by direct payments.

83. A head of household credit should be introduced in cases in which a
dependent adult relative is resident with the claimant. The credit should be
equal to the difference between the credit for single and married persons.

50

In cases in which the credit is claimed, the dependent should be regarded
as a member of the tax unit with which he resides and his income should
be aggregated with that unit for tax purposes.

84.  Exemption hmits of general application for income tax purposes, in
excess of those which result from the granting of allowances or credits,
should not remain as a permanent part of the income tax code.

85, All rax reliefs which remain in the direct tax system after our proposals
liave been acted upon should be given in the form of tax credits.

86.  The sole purpose of tax credits should be to achieve horizontal equity
between persons in different circumstances, They should not be regarded
as a means of exempting a particular minimum level of income from
taxation.

87.  Work should be undertaken to establish appropriate equivalence scales
for Ireland in order to provide an approximate guide for the legislature to
determine the appropriate relative amounts of tax credits.

Chapter 17: The Income Tax Structure
88.  There should not be a reduced rate of income tax.

89. The objective should be to charge income tax at a single rate.

Chapter 18: Direct Expenditure Tax

90. Income tax at the higher rates should be replaced by a direct expend-
iture tax operated on the “expenditure adjustment method” outlined in
paragraph 18.22.

91.  Deductions for saving should be given in respect of increases in listed
assets or decreases in borrowings.

92. Housing should be treated as a listed asset for expenditure tax
purposes. .

93. It 15 desirable that a ceiling be imposed on the amount of housing
which would qualify as a listed asset. This ceiling should be fixed and
maintained at a relatively high level so as to exclude the majority of
individuals liable to direct expenditure tax.

94.  Certain borrowings such as consumer credits and personal borrowings
for consumption purposes might be ignored on de minimis grounds. In these
circumstances, there would have to be limitations on the amounts of such
borrowings which could be invested in listed assets.

95. Expenditure on antiques should be treated as consumption.

96. Direct expenditure tax could be charged on either a current or pre-
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ceding year basis of assessment. We favour the basis which causes the least
difficulty for both taxpayers and the Revenue Commissioners.

97.  The tax unit for direct expenditure tax should be the family as for all
other taxes.

98. A system of averaging as outlined in Chapter 19 should be available.

99, Gifts and bequests of listed assets should not be treated as part of the
donor’s taxable expenditure,

160, Both mcome tax and expenditure tax paid should be treated as
chargeable expenditure.

101, To the extent that credits, recommended in Chapter 16, cannot be
set ot aganst lability to income tax or social security tax, they should be
set against Liabiliry to direct expenditure tax.

102, The exemption threshold for direct expenditure tax in the case of
families should be at least double that provided in other cases,

103, An additional credit/threshold should be provided in respect of
children for purposes of direct expenditure tax only.

104 In the event of there being different rates of direct expenditure tax,
double rate bands should be provided for familics, However, the number
of rates should not exceed three.

Chapter 19: Averaging

105 An averaging system of general application on the noving average
principle should be provided.

106.  The averaging period should be at least six years.

107, The starting point for averaging should be the first full year in which
a particular tax unit was in existence.

108.  Averaging should be confined to fluctuations in real income {or
expenditure) determined by reference to the Consumer Price Index.

Chapter 20: Indexation of Personal Taxation

109, The monetary amounts of all personal tax allowances or credits and
bands of taxable income should be adjusted cach year by reference to the
change in the Consumer Price Index over the previous period of twelve
months,

HO. If it is necessary for administrative reasons to do so monetary
amounts should be rounded upwards.

111, To aid public understanding of the effects of inflation, the gains or
losses arising from discretionary changes in income tax rates and allowances
or credits should be shown by reference to the indexed position.
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Chapter 21: Social Insurance Contributions

12, Soctal insurance contributions should be replaced by a social security
tax Ievied at a single rate on all income including realised capital gains and
gifts and inheritances.

113, The yield from social security tax should be paid into a separate
Fund, along the lines of the present Social Insurance Fund,

H4 Socual security tax should not be allowed 25 a deduction in com puting
mcome or profits for the purposes of income tax or corporation tax.

115, Social security tax paid in respect of income which arises in the first
place ro companies should be fully imputed to sharcholders when dividends
are paid out of profits which have borne the tax.

116, Soaal security tax imputed to exempt funds or non-resident share-
nolders should not be repaid.

117, The basis of assessment and arrangements for collection of social
security tax should be the same as for other direct taxes.

118 In present circumstances, the rate of social security tax should be
abour 5 per cent. The balance of the Fund proposed in Recomimendation
3 should be raiced from indirect taxation.

Chapter 22: Assigned Revenues
119, Taxes should not be earmarked for specific purposes.

120, The collection of health contributions should be discontinued. The
revenue foregone would be more efficiently collected from general taxation.

121, The youth employment levy should be discontinued and the revenue
foregone collected from general taxation.

Chapter 23: Negative Income Tax

122, The direct tax and income maintenance systems should continue to
be separate.

Chapter 26: The Determination of Business Income

123, "The cost of sales adjustment should be allowed by reference to stocks
plus debtors, minus creditors as shown in the apening balance sheet and
calculated by reference to changes in the Consumer Price Index.

124, Taxation should be assessed on the operating profit of the entity
before remunerating holders of debt and equity capital.

125, Capital allowances for taxation should be retained in place of any
charge for depreciation in the accounts of a business.
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126, Capital allowances computed on the original cost of the asset should
be indexed in line with changes in the Consumer Price Index.

127.  Balancing allowances and charges should take the full proceeds of
sale into account and be computed by reference to the written down value
indexed for the period from purchase to sale.

128.  No capital allowances should be introduced for land.

129, To easc administration, allowances for capital wastage in respect of
all classes of buildings should be allowed only when the buildings are
disposed of. All these assets should be regarded as chargeable assets for
capital gains tax purposes. Buildings which are custom-built for specific
industrial purposes should be classified as plant and capital allowances
granted accordingly.

130.  The distinction in the capital allowances granted to OWIECT-0CCupicrs
and lessors of industrial buildings should be removed.

131, Capital allowances on motor vehicles should be allowed in full to
the business entity.

132. In the case of assets which qualify for capital allowances, reasonably
realistic write-oft periods for broad classes of assets should be prescribed
by statutory regulation.

133, Losses and capital allowances carried forward or backwards shouid
be indexed upwards or downwards as appropriate by reference to changes
in the Consumer Price Index.

Chapter 27: Taxation of Company Income
134, Animputation system of company taxation should be retained.

135, The rate of imputation should be increased to 100 per cent of the
underlying corporation tax.

Chapter 28: Other Aspects of Company Taxation

136. The rate of corporation tax should be the single rate of personal
ihcome tax recommended in Chapter 17.

137. In the case of companies liable to corporation tax, a minimum
payment of corporation tax should be made. This payment should be equal
to the amount of the tax credit on distributions by the company.

138.  The amount of the tax credit on a distribution should be equivalent
to tax at the standard rate of income tax on the aggregate of the net
distribution and the tax credit.

139.  The minimum payment of corporation tax in respect of distributions
should be credited against the corporation tax liability of the company.

>4

140. The due dates for payment of tax by companies should be the same
as for self-employed individuals.

141, The acceleration in the collection of tax from companies should be
achieved by advancing the dates of payment by a maximum of three months
per year.

142, The recommendations in relation to the period of grace and payment
of mterest on overdue tax which we have recommended in the case of
self-emploved persons should also apply to companies.

143, The special rate of corporation tax which applies to small companies
should be abolished.

144, During the transition to a single rate of income tax, close companies
should be taxed on the same basis as partnerships. Accordingly, the sur-
charge on the undistributed income of close companties should be abolished.

Chapter 30: Aspects of the Taxation of Financial Institutions

145, The income of all banks should be charged to tax in the normal way,
that is, at the single rate of tax.

146, As far as the raxanon of financial institutions is concerned, there 1
no need to limit the use of tax-related lending. We will deal with the
question of whether or not tax-related lending is an efficient means of
providing an incentive to industry in a later report.

147.  The withholding tax recommended in Chapter 28 should not apply
to distributions under tax-related lending agreements entered into under
existing arrangements.

148.  No further special levies should be imposed on banks.

149, Building societies should be charged to tax on their profits at the
single rate of tax.

Chapter 31: Income from Self-employment

150.  All income as defined should be charged to tax for a year of assess-
ment on the basis of the income arising in that year of assessment.

151. DBusiness expenses should be deductible anly when they are laid out
wholly, exclusively and necessarily for the purposes of a trade or profession.

152, Motor expenses which are incurred wholly, exclusively and
necessarily for business purposes should be allowed in full in computing
the profits of the business entity.

153.  In cases in which motor vehicles are used by self-employed persons,
consideration should be given to restricting business motoring costs to the
scale rates set down for employees.
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154.  Entertainment expenses which are incurred wholly, exclusively and
necessarily for business purposes should be allowed in full in computing
the profits of the business entity. Any private benefit arising to individuals
should be charged to them as a benefit-in-kind, to the extent that the
Revenue Commissioners are satisfied that the expenses incurred are unrea-
sonable and unacceptable.

155, Taxpayers subject to direct assessment should be required to make
_provmon.al- tax payments in four instalments during the vear of assessment
The provisional tax should amount to 80 per cent of the lesser of the amout
assessed or ultimately found to be duc, in order to avoid interest charges

156. The balance of tax due should be pavable within fourteen days of the
assessment being finalised, in order to avoid interest charges. Reciprocal
arrangements should apply where tax has been overpaid,

157, Interest should be paid on underpayments and overpavments of tax

at a rate equivalent to the rate charged on personal overdrafis by the
Associated Banks. '

138. A penal rate of interest should be applied to tax which has not been
paid to the Revenue Commissioners after two years from the end of the
vear of assessment or the finalisation of the assessment if later

- o R .
159, Interest payable on late payments of tax whether by the Revenue or

the taxpayer should be treated for tax purposes in the same way as other
mterest,

160, The two months period of grace before int :
e two mo g ore interest becomes payable

161, Ificis necessary for administrative reasons to avoid the collection of
small amounts of interest, this should be done by legislation authorising
the writing off of amounts below a certain figure. '

2 i iness
162 Rates paid on business property should be allowed as a credit against
mmcome tax payable on the profits of the business.

Chapter 32: Farming Profits

163.  Special restrictions on the capital allowances available to farmers
should be removed. |

164.  The same general system of taxation should apply to all £ .
to other self-employed persons. pply to all farmers as

165.  The use of existing rateable valuations to determine tax liability in
any way should be discontinued as soon as possible. ’

166.  Rates on land should be abolished. Pending their abolition. rates

an'able should be allowed as a credit against income tax due on a current
asis.
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Chapter 33: Investment Income

167. All investment income should be charged to tax on a current year
basis.

168. The same arrangements should apply for payment of tax on invest-
ment income as those which apply to other income from self-employment.

169. Investment income should be charged to tax at the same rate as other

INCOINC,

Chapter 34: The Taxation of Gifts and Inheritances
170, Gifts and inheritances should be subject to tax the single rate of tax
levied on other income.

171, The unit of taxation for the purposes of taxation of gitts and inher-
itances should be the same as for other taxes. .o, the family

172, Children should be charged to tax on whatever capital they take out
of the family unit at the time they leave the family unit. subject to the
special arrangements outlined i paragraph 34.15.

173, Productive asscts should nort attract a favourable rate of tax. The
problem of financing payment of tax where the amount of liquid assets 1s
relatvely low or where the assets are not readily realisable may be dealt
with through insurance schemes and liberalising the arrangements tor
payment of tax by instalments.

174 The basis of valuation of agricultural land should be fair market
value at existing use. Farmers should be allowed to spread rax liability on
an annuity basis.

175.  No general relief should be introduced for assets passing by way of
gift rather than inheritance.

176. We hold divergent views on whether or not there should be an
exemption threshold for purposes of tax on gifts and inheritances and if so,
how much it should be. We arc all agreed that the existing threshold of
£150,000 for immediate relatives would be much too high in the context of
our recommendations and should be substantially reduced when these are
implemented. Any threshold should be index-linked.

177.  We hold different views on the question of consanguinity reliefs. If
these are conceded. they should be implemented by reducing any exemption
thresholds in cases in which the relationship is more distant rather than by
increasing it for gifts and inheritances passing to children. We arc all agreed
that the number of classes under the present capital acquisitions tax should
be reduced.

178.  The practice of accepting certain Irish Government securities at face
value in payment of inheritance tax should be discontinued.
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179.  For the purposes of calculating the amount of tax payable on any
particular gift or inheritance, the value of gifts and inheritances received in
carlier years should be inflated to current money values.

180.  Annual gifts up to an amount of one-thirtieth of any exemption
threshold adopted for taxation of gifts and inheritances should be exempt
from gift tax but should be treated as taxable expenditure in the hands of
the donee.

Chapter 35: Annual Wealth Tax

181, Provided income including realised capital gains and gifts and inher-
itances is charged to tax at a single rate on a comprehensive basis and
dissavings arc charged to a direct expenditure tax, therc is no case for an
annual wealth tax and it should not be introduced.

Chapter 37: The Taxation of Trusts
182, Trusts should be charged to income tax at the single rate.

183, Full credit should be allowed to the beneficiary for anv income tax
paid at the trust level when the income is distributed.

184.. When Income tax is charged at a single rate, the surcharge on the
undistributed income of trusrs should be discontinued.

185 The transfer of property by a settlor to a trust should remain 2
dlgposal for capital gains tax purposes. However, restrictions on the allow-
ability of losses in the circumstances should be removed.

186. The death of a person with a life interest in any property should be
treated as a disposal for purposes of capital gains tax.

187, Tax should be charged on the market value of property transferred
mto a discretionary trust and annually thereafter. This tax would be an
advance payment of capital acquisitions tax. The rate of tax should be of
the order of onc per cent. There should be no exemption threshold.
Provided the property is transferred out of a discretionary trust within
thirty years, any tax paid on the property in the trust should be allowed as
a credit against the liability of the beneficiary to gift and inheritance tax,
The credit should be indexed and refundable. Once a period of thirty years
had elapsed the credit accumulated over that period would be lost.
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GLOSSARY OF TERMS

Accessions Tax

Administranive Closis)

Advance Corporation Tax
(ACT

Average Rate of Tax:

Capital Allowances

Capital CGain:

Cash Flow:

Current Cost Accounting
(CCA):

CCA Depreciation
Adjustment:

Classical System:

A tax charged at progressive rates on the
cumulative total of gifts and heritances
received by an mdividual throughout his hte.

The costs of assessment and collection of tax
borne by the public sector.

Tax paid on rhe occasion of a dividend etc..
ACT is sct against the company's tax liabiliy
Q11165 WICOME.

Total tax paid as a proportion of the tax basc.

Allowances normally intended to give reliet
tor depreciation of assets i a business.

An increase in the value of a capital asset.

The flow of money payments to or from a
business.

A system of accounting in which adjustments
are made to the historical cost accounts, 1n
accordance with the principles laid down in
SSAP16, for the effects of speafic price
changes on business assets.

An adjustment in the calculation of current
cost profit or loss to allow for the difterence
between the depreciation charge based on the
historical cost of fixed assets and the charge
based normaily on their gross current replace-
ment cost.

A corporation tax system under which the
company is taxed at a flat rate on all its income
and as a separate matter the sharcholders are
taxed on distributions from the company.
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Close Company:

Compliance Costs:

Consusiter Price Index:

Cost Of Sales Adjustinent
(COSA):

Cuorrent Budger Deficit:
Current Purchasing  Power

Accennting (CPPA

Depreciation:

Direct Taxation:

Dividend:

Double Taxation:

Double Taxarion Relicf:

Earned Income:
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A company that is effectively controlled by
five or fewer shareholders.

The costs in money, time and effort of assess-
ment and collection of tax borne by the pri-
vate sector.

A measure of changes in the prices paid bv
consuniers for the goods thev typically buy

Anadjustment in the calculation of the current
cost profit or loss to make allowance for
changes in the price of stock between the dare
of acquisition and the date of its use in the
business.

An excess of Government current expendi-
tUre OVer [ax revenue.

A system of accounting in which adjustments
are made to the historical cost accounts for
the effects of general price changes on business
asscts.

The reduction in the value of an asset through
wear and tear.

Taxation which is charged on individuals or
companies and is paid directly by them or
through their employer to the Revenue Com-
missioncrs, e.g. income taxation, wealth tax-
ation and social insurance contributions.

The amount of a company’s profits that the
board of directors decides to distribute to
shareholders.

The situation in which the same tax base is
taxed more than once.

Relief given against one country’s tax charge
for certain taxes paid in another country on
the same income.,

That part of a person’s income whick is
obtained as a result of the application of his

U -

Efficiency:

Effective Tax Incidence:

Lguity, Tax:

Equity, Shareliolders”:

LCxcess Burden:

Fivstin First Out (FTHO

Fiscal Drag:

Fixed Assets:

Formal Tax Incidence:

Fringe Benefits:

own labour either as an employee or as a
self-employed person.

Allocating economic resources so that opti-
mal output is achieved.

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

Standards of fairness. The tax pavable should
accord with ability to pay.

'hat part of'a company’s capital provided by
the shareholders.

Distortion caused by taxation so that the most
efticient patterns of production and consump-
tion are not achicved.

An accounting term referring to a method of
valuing stocks. Under FIFQ, raw materials
are assumed to be withdrawn from stocks in
the order in which they were put in, the oldest
items being withdrawn first.

The effect of mflation on a progressive tax
rate structure; because the proportion of tax
grows as additional money income is earned,
fiscal drag results in more tax being collected
from personal income tax each year without
the need to change tax rates explicitly.

Those business assets which are purchased for
continued use in production (e.g. land, plant
and machinery, etc.)

The point where a tax is legally assessed. For
example, the formal incidence of personal
Income tax is personal income.

Rewards for employment over and above the
wages and salaries paid.
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CCA Gearing Adjustment:

Historical Cost Accounting:

Horizontal Equity:
Lnputation Systemn:

Indexation:

Indirect Taxation:

Inflation:

Last in First OQut (LIFO)

Marginal Tax Rate:

Monetary Working Capital

Adjustment (MWCA):
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This reduces the COSA and the MWCA (see
below) and the CCA depreciation adjust-
ments in the proportion that the business is
financed by borrowing as distinct from equity
capital,

The traditional method of accounting
whereby all values whether attributable to
asscts and labilities or income and expendi-
ture are cxpressed mn terms of the original
amount expended.

The achievement of cquity between persons
who have the same income or capital but
differ in other respects.

A system under which part of the corporation
tax paid by a company is treated as satisfyving
income tax payable by the shareholder.

Linking the tax structure to movements in an
index of prices.

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 process of rising prices resulting in dimin-
ishing purchasing power of a given nominal
sum of money.

A method of valuing stocks. Under LIFQ,
raw materials are assumed to be withdrawn
from stocks in the reverse order in which they
were put in, the most recently bought items
being withdrawn first.

Rate of tax paid on the last pound of additional
income or capital.

An adjustment in the calculation of current
cost profit or loss to take account of price
changes on the working capital (excluding
stocks) of a business.

Neutral Tax System:

Pay-as-You-Earm (PAYE):

Poverry Trap:

Progressive Tax Structure:

Propornional Tux Structire:

Regressive Tax Structure:

Roll-Over Relief:

Simplicity:

SSAP16:

Sur-tax:

Taxation:

Tax Avoidance:

Tax Base:

A system which does not distort economic
behaviour.

System of collecting income tax through reg-
ular deduction by the emplover from earnings
as they are paid.

The position in which a person who has a low
inrcome increases his earnings only to find that
the loss of benefits mav nearly equal or even
exceed his increased earnings. It is thus very
difficult for him to drag himselt out ot poverty
by his own ettorrs.

A systemn under which the average rare of tax
ncreases with income,

A system under which the average rate of tax
1s the same at all levels of income,

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

A system which enables a business to defer
payment of tax on gains from the disposal of
a fixed asset where proceeds are used to pur-
chase a replacement for that asset.

A tax structure characterised by comprehen-
sibility and consistency.

The Statement of Standard Accounting Prac-
tice on Current Cost Accounting.

An additional tax on the better-off.

Compulsory levies imposed by Governments
which divert resources from chiefly private
sector activities to publicly provided goods
and services.

Arranging one’s financial affairs within the
law s0 as to minimise taxation liabilities.

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

63




Tax Capitalisation:

Tax Evasion:

Tax Expenditures:

Tax Threshold:

Tax Yield:

Trust:

Unearned Incone:

Vertical Equity:

Working Capital:
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When a tax concession is built into the capiral
value of an asset.

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

Subsidies. reliefs. or concessions in the tax
svstem which reduce tax Habihiey and have an
ettect on the Government's budget similar o
direct expenditures.

The level at which rax commences 1o be
levied.

The amount of revenuce which is collected
from a particular tax or the tax system as a
whole.

Money or property entrusted to an individual
or group of individuals to administer in the
mterests of others.

Income derived from assets rather than work.

The achievement of equity between persons
who have different amounts of income or
capital.

The aggregate of stock plus trade debtors less
trade creditors insofar as they arise from the
day-to-day operating activities of the
business.

Part ]

General Principles




CHAPTER1
THE IRISH TAX SYSTEM IN PERSPECTIVE

Introduction

1.1 While the work of the Commission 1s concerned primarily with the
development of future taxation policy. we begin with an outline of the
cvolution of the present system, This is followed by a description of the
econontic environment in which it has developed, with particular reference
o the past twenty vears. We then examine the position of the public
tinances in recent years and the structure of Irish tax revenue. Finally, we
place the Irish tax system in its international context.

1.2 We first set out our mierpretation of the terms of reference which
govern the work of the Commission.

Terms of Reference

1.3 The phrase “taxaton system” is used in our terms of reference. This
way of regarding a collection of administratively distinct taxes is of fun-
damental importance. In a modern economy, where Government expend-
iture ts at a high level, it is impossible to raise all the revenue needed from
any single rax. Each individual tax will have its own merits and defects
when judged by the various criteria commonly applied to taxation. When
several taxes arc used, they must be considered in relation to each other and
their interactions and conflicts have to be studicd. Whatever their individual
characteristics, 1t 1s their combined impact that should be the concern of
policy makers. The complete set of taxes must therefore be assessed as a
whole, cven though before this can be done it is necessary to examine the
parts in some detail. All payments classified as taxces have two characteris-
tics. They arc compulsory payments to central or local authorities and the
benetfits which they finance do not necessarily accrue to the taxpayers in
proportion to their payments.

1.4 We have interpreted taxation to mean those items shown under this
heading in the National Income Accounts. Existing taxes include personal
income tax, social insurance, redundancy and health contributions, cor-
poration tax, capital gains tax, capital acquisitions tax, customs and excise
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duties, value-added tax, stamp duties, rates, motor vehicle duties and
agricultural levies. We have also considered other taxes which could replace
or supplement some of these sources of revenue.

1.5 The Commission is charged with the task of reviewing the present
system of taxation with “due attention being paid to the need . . . to
maintain an adequate revenue yicld”. This may be taken to exclude ﬁ:om
our report any substantial discussion of the relative place of txation and
borrowing in the overall public finances of Ircland. We note that in Iretand
over the past decade a relatively large proportion of current expenditure
ha§ becn1 timanced by borrowing. We note also the opinion of consecutive
Ministers for Finance that borrowing for current purposes must be phased
out over a few vears. For this reason, we have interpreted our terms of
reference to mean that we are obliged to recommend a general 5& of
measures that would assist in closing the gap between total tax revenue and
current cxp_cnditurc. Any proposal. explicit or mplicit, that entails 2
reduction of present taxation in anv particular area has to be matchcdl at
the very least, by proposals that allow for increases in others, Although. ‘thc
great .bulk of the submissions received by us contain .suggestj()ﬁs tor
reducing taxation in particular arcas, we have had to ask where the re\;enue
foregone could be recouped more tairly, more simply and more cf‘ﬂcicm]{‘.
\X/e' have concentrated on devising a proper structure of taxation in Ircland
wlnch. would be capable of producing varying amounts of revenue through
an adjustmcnt of the rates and we have taken the view that. for rwo
altc.rnatwe systems producing equivalent amounts of revenue, the cne
which charges lower rates on a wider base is to be preferred duc account
being taken of the need to keep comphiance costs as low as pos,siblc.

1.6 The terms of reference require us to have regard to changes in taxation
that are “desirable and practicable™, that achieve an “equitable incidc.nce of
taxation” and that pay “duc attention to the need to encourage development
of the national economy”. The demands imposed by thesc requircments
are potentially conflicting and the relative welght accorded to them 111;1;'
change over time. For example, a country at a relatively low level of
economic development may accord a high priority to achic‘ving economic
growth through the use of fiscal incentives. At alarer stage, grea{cr attention
may be paid to the distribution of income and wealth in society and
accordingly a higher priority assigned to equity. The problems which arise
f-rlOI_]l attempting to satisfy these requirements simultaneously are often
difficult to resolve. For this reason, it is necessary to discuss the criteria
against which a tax system and individual taxes are commonly measured
to test their acceptability. This is done in Chapter 3. ’ ‘

Development of the Irish Tax System

1.7 The Irish tax system was inherited from the United Kingdom on the
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foundation of the State in 1922. It had developed in a piecemeal fashion
over a number of centuries. Since independence there have been two
commissions of inquiry into the Irish tax system, both under the chair-
manship of the Hon. Mr. Justice Cearbhaill O Dilaigh.

1.8 The Committee of Inquiry into Taxation on Industry was appointed
on Y October, 1933
“to examine the effecr of taxation on industrial production with
particular regard to the extent to which the madence ot income
taxation constwutes a deterrent to the maintenance, modernisation or
extension of productive capacity: and having due regard to the interests
of the gencral body of taxpavers. to make recommendations as to any
amendments of the existing law or practice that may appear necessary
and pracucable™.
The Cormmittee reported on 28 March. 1956 and recommended aceclerated
depreciation allowances tor industrial buldmgs and machinery and plant.
Following this report. the Finance Act. 19536 provided for the granting of
inttial allowances of 20 per cent of capital expenditure incurred on the
provision of new machinery and plant (excluding road vehicles}. An mninal
allowance of 10 per cent of capital expenditure on industrial buildings and
hotels was also introduced. The allowances for capital expenditure for
industrial purposes were greatly increased in later vears,

1.9 A Commission on Income Taxation was appointed on 18 February,

1957
“‘to enquire generally into the present system of taxation of profits and
income, its scope and structure, including the provisions for collection
and for the prevention of evasion; its effects on the national economy,
and the equity of its incidence; to recommend such amendments of the
law as appear desirable and practicable; and if it is considered that the
taxation of profits and income should be terminated, or moditied
any manner involving loss of revenue to recommend alternative means
of raising cquivalent revenue’.

1.10  The Commission on Income Taxation made seven separate reports
to the Minister for Finance, the final report being submitted on 28 March,
1962,

® Following a recommendation in the Commission’s First Report, a Pay

As You Farn (PAYE) system for the taxation of salaries and wages
was introduced with effect from 6 October, 1960.

® The procedures for the assessment and collection of income tax and
sur-tax were altered in 1963 to enable the system of “one taxpayer,
one charge” to be brought into operation as recommended in the
Commission’s Second Report. -
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® A majority of the Commission recommended the introduction of a
purchase tax in the Third Report but the introduction of a wealth tax,
capital gains tax and an expenditure tax was rejected.

® The Fourth Report recommended that the taxation of farmers on the
basis of actual profits be extended gradually,

® The Fifth and Sixth Reports dealt with the taxation of co-operative
societics and general administrative questions respectively,

® The Scventh and Final Report deale with a wide variety of matters
ranging from personal allowances, capital allowances,  business
expenditure and rax evasion. Many of the recommendations were
mplemented in later years.

I'11 Since the toundation of the State there has been no comprehensive
review of the taxatdon system, The list review of part of the system was
completed in 1962 and the system of taxation has changed substantially
since then. A turnover tax was introduced in November, 1963 and 4
wholesale tax was added in 1966. These taxes were replaced by a value-
added tax on 1 November. 1972 Income tax was extended to cortain
farmers and the income tax svstem was restructured in 1974, Estate dutics
were removed in respect of deaths occurring on or after | April, 1975 and
replaced by a capital acquisitions tax on gifts and inheritances. Gifts received
on or after 28 February. 1974 were made liable to tax, while inheritances
received on or after 1 April, 1975 were made liable to inheritance tax.
Capital gains tax and wealth tax were introduced in 1975 but the wealth tax
was abolished in 1978, Corporation tax was introduced on company profits
in place of the income tax and corporation profits tax by the Corporation
Tax Act, 1976. Rates on private houses were removed in 1978. A funda-
mental change was made in the social insurance system when pay-related
contributions (up to a specified maximum) were introduced in 1979, In
addition to these developments, there have been manv changes in the
detailed provisions of individual taxes. ' i

1.12 .Bcforc embarking on a detailed review of the tax system, it is useful
to review developments in the volume and composition of public expend-
iture, the structure of taxation, inflation and economic growth over the last
two decades. i

Economic Growth

1.1.? The size and shape of the Irish economy has changed significantly
during the last twenty years. Between 1960 and 1980 gross domestic
product at constant factor cost increased by 197 per cent. This has been
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associated with a relative increase in the importance of industry and services.
These trends are shown in Table 1.

TABLE1

Shares of Agriculture, Industry and Services Sectors in Employment and in Gross
Domestic Product

EMPLOYMENT

i *gg° [ 14980

; o o
Agricultare i 361 189
[ndustry 24.45 : 32 O
Services 395 491

i .

| .
Total ! 1000 1000

GDB AT CURRENT FACTOR PRICES®
T
‘ 1961 1980
Yo ' Yo

Agriculture 24.0 110
!P%JS'.?‘, 300 i 350
Services | 7459 | 754?
Total } 100.0 ! 100.0

*The decline in the relative contribution of agriculture to GDP is due mainly to the increase in
the contribution made by industry and the dramatic increase in services rather than to an

absolute decline in the agricultural sector .
Saurce: Economic Beview and Outiook, 1981 and Department of Finance.

Inflation

1.14 The rate of inflation has increased substantially since the early nine-
teen sixties. For example, in 1961 consumer prices mcreased by 2.7 per
cent. In 1981, they jumped by 20.4 per cent. The rate of inflation over the
period 1961-1981, however, has not been one of stcady progression. In the
sixties price increases, while still relatively fow, tended to move erratically
if not dramatically. In 1969, the pace of inflation quickened noticeably.
Then followed the period from 1970 to 1972 during which the rate of
inflation increased only very gradually. Inflanon accelerated sharply
between 1973 and 1975. The rate of inflation declined between 1976 and
1978 but since then has increased again to very high levels. The pattern of
inflation over the period 1961 to 1981 is shown clearly in Table 2 below.

Public Finances

1.15 There is a wide varicty of definitions of the public sector and the
choice of definition will ultimately depend on the purpose of the analysis.
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TABLE 2
Consumer Price Index—All kems Annual Percentage Changes
Year % change Year % change Year % change
1961 2.7 1968 4.7 19785 209
1962 4.2 1969 7.4 1976 18.0
1963 3.5 1970 82 1977 138
1964 67 1971 8.9 | 1978 76
1965 5.0 1972 8.7 | 1979 | 132
1966 3.0 1373 113 1980 182
1967 [ 31 1974 | 170 { 1981 [ 204

Source: Department of Finance.

In this review, public expenditure includes the current and capital spending
of central Government and of local authorities and is detined in terms ()fthz
conventions used in preparing the National Accounts. Current expenditure
on public consumption covers such items as expenditure on the purchase
of goods and services (mamly the wages and salaries of public sector
cemplovees), subventions to State-sponsored bodies, current transfer pav-
ments. ¢.g. social welfare pensions. subsidies and national debt mterest.
Capital expenditure consists mainly of dircct capital investment by the
State, capital grants and loan repayments. ’

I.16 Receiprs, like expenditure, may be divided into current and capital
items. The main component of current revenue is taxation. while the
balance consists of gross trading and investment income, transfers from
abroad and miscellaneous receipts. Borrowing accounts for the bulk of
capital reccipts. the remainder being made up largely of capital taxes,
transfers from abroad and loan repayments to the State,

1.17. Table 3 shows the growth in public expenditures and receipts in
relation to gross domestic product between 1965 and 1981,

TABLE 3

Public Expenditure and Receipts as Percentage of Gross Domestic Product

1965 1987
‘ % Yo

Current expenditure 28.5 49.6
Capital expenditure (including borrowing) 91 175
Total public expenditure 37.9 671
Current receipts 300 433
Capital receipts lincluding borrowing) 79 23.8
Borrowing for current purposes -1.2 6.3

Source. National Income and Expenditure and Department of Finance.
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Table 3 shows that total public expenditure, both current and capital,
grew at a much faster rate than gross domestic product. Capital receipts
(mainly borrowing) grew much faster than current receipts. By 1981,
expenditure for current purposes exceeded current receipts by 6.3 per cent
of gross domestic product. An increasing proportion of public borrowing
has been obtained from external sources.

118 Table 4 shows the amount of debr service charged to raxation as a
propornon of total tax revenue. It also shows the change i the vroporion
of Interest pavinents on loans denommated in esternal CUITONCY,

TABLE4

Exchequer Debt interest*

|
: erest payTerts onloans denomirated o
Tota debs Ao properton oT FGrEgn cutrenties as proporion of lota tax
Year nterest total tax revenue J revenue
|
f‘ﬁ\ ‘.l: N :J..
14966 66 28 139 35
1970 71 53 43 76
1375 P56 ; 6.6 212
1976 | 217 i 171 i 24 4
1977 ! 279 188 280
1978 361 20.9 266
1973 450 224 229
1980 583 22.3 281
1981 795 240 . 314

*Central Fund Services.
Source: Department of Finance.

1.19 Table 5 shows the change in the composition of public expenditure
by major category between 1963/66 and 1978 as a proportion of gross
domestic product. The analysis covers both current and capital expenditure.
Table 5 shows that the largest increases have been on health, education,
social security and welfare and service of the public debt.

1.20° The level of taxation in relation to gross domestic product has also
increased in other countries. In all OECD countries, total tax revenue has
mereased more rapidly than national output. rising from an average of less
than 28 per cent of gross domestic product in 1963 to more than 35 per cent
by 1979. The corresponding figures for Ireland are 26 per cent and 34 per
cent respectivelv,

Budgetary Policy

1.21 When introducing a supplementary budget in October, 1970 the
Minister for Finance announced that the Government would in future aim
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TABLE 5 Structure of Tax Revenue in Ireland
Functional Composition of Public Expenditure: Current and Capital 1.24 Table 6 shows the changes. in the composition of total tax revenue
Share of gross in Ireland between 1965 and 1979, together with estimates for 1981, and in
Category domestic product ! the proportion of gross domestic product absorbed by these taxes.
| 1965:66* [ 1978
: TABLE6
% %
Structure of Taxation in freland
1. Public Debt 4 98 ; 1AL \i[__.i_i_, -
2. Souai Secunty and Weltare | 6507 ‘ .62 | . [ Snare of Gross Domestic
3 Healn ‘ 326 | 667 Category ! Share of Total Tax Revenue | Product
4. Education 417 | 5o Hﬁr iL;rHﬁ——
5 Transport and Communications I 3.66 417 - o { 188t 7193 i 1381 1885 1973 1981
6 Other General Government Servicoes | 295 | 4.08 T | ‘
/. Agriculture, Forostry and Fishing 498 1 334 J Yo } Yo | Y Ly % ’ %
8. Housing 283 [ 2.87 [
8. Otner Economic Services 091 [ 230 Persona! Incomie Taxes e o age 34| a3 J W20 020
10 Mining, Manulactur ng and Constraction l 1.59 221 Socal Becurty contrutans ; ! | i |
T Defence N Errployers | 33 | g | i 0.9 o 1
12, Gther Community & Sonial Services ‘ 090 | 1.37 Empioyees 32 0 5 i1 og | & 54
Total [ 3707 | 55 70 Corporat or income Taxes | 9c . 58 | 5yp 24 19 | 19
e B L S Taxes on Goods and Services 527 | 437 J 44 8 | 13.7 148 { 17.2
_ _ Taxes on Property \ w8 i a4y 39 o "8
*Public expenditure is shown as a percentage of the aggregate of three-quarters of gross !
dormestic product for 1965 and one-auarter of gross domeast’s oroduct for 1366. Total Mmoo lTiago Do 260 1 33w 383
Source: National Income and Expenditure: Table A 24 \i——QEA——#__IE—;——L‘
Source: Revenue Statistics of OECD Member Countries (1981 Edition) and Department of

ata current deficit when cconomic activity was depressed and at a surplus : Finance.
in condittons of inflation.
1.25 It can be scen that personal income tax has inereased in importance,

1,22 1972 was the first year in which the budget provided for a current This is due to rising real incomes and to the decline in the real value of
deficit. In the event, the actual deficit which resulted was substantially less personal tax allowances. The fall in the share of corporate taxation reflects
than had been planned. Since 1972, there has been 3 succession of current the fact that much of the expansion in the industrial base resulted from new
budget deficits. In 1973, at the height of the recession which followed the manufacturing industry which quahfied for a wide range of tax reliefs. The
1973 oil crisis, borrowing for current purposes amounted to 6.8 per cent of drop in the share of property taxes is due largely to the transfer du ring the
gross domestic product. By 1977, the current deficit had declined to 3.6 per peried from local to general taxation of that part of the cost of the health
cent of gross domestic product. It increased sharply again in 1978 and 1979, services and local authority housing charges which used to he borne on the

reaching 6.9 per cent of gross domestic product in the latter year, In 1980, rates and by the removal of rates from domestic property in 1978,

it was reduced to 3.9 per cent. In 1981, despite corrective measures taken
in July of that year, the current deficit rose to 7.7 per cent of gross domestic 1.26 Valid international comparisons are notoriously difficult to make
product. and taxation is no exception. A measure commonly used to compare levels
of taxation in different countries is the proportion of gross domestic product
.23 Government policy in relation to current deficits was outlined by absorbed by toral taxation and by individual taxes. Comparisons on this
the Minister for Finance in his 1982 budget statement when he said that basis are published by the Organisation for Economic Co-operation and
o ] ] . o ) Development (OECD) inits “Revenue Statistics of OECT Member Coun-
The Government are, nevertheless, firmly committed to bringing the i R o e , )

" tries, The figures are, of necessity, somewhat our of date, the latest year

current budget deficic under control and gradually climinating it . . . ! for which detailed figures are now available bemg 1979, Table 7 shows the

proportion of gross domestic product absorbed by total taxation and by
individual taxes in OECD countrics. Because of the relatively low level of

"2l Debates, 25 March, 1982, Vaol. 333, Col. 588, gross domestic product per head in Ireland, care must be taken in drawing
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conclusions about the overall level of taxation in Ireland compared with
other QECD countries on the basis of the available data.

TABLE?7
International Tax Comparisons OECD Countries 1979 as a Share of Gross Domestic
Product
l I .
GDR | Total | Personal Soca Corporate | “axes | Taxos
per  Texes| ncome | Secariy | lncome | on | o
head Taxes Contrib- 1 Taxes | Goods « Property
LIoNS and
Services
_ ’ | USS | % % Y % % %
Industriatised Furone ag7s | 407 R A 28 177 17
Non-Europe OECD 8900 | 288 117 27 35 7.2 2.7
Less-ndustriahsed |
Europe S 32357 | 244 472 I 7 0.8 8.h 1.2
Ireland 4393 1338 | 102 | 43 20 148 2
; | ! : f |
e OFCD averags veora Lol oaes ‘ RO 26 105 e
|
Irefand’s ranking
amongst 23 countries 20th 12th 15th t7th 13th 3rd 11th

Source: Revenue Statistics of OECD Member Countries (1981 Ed.)
22 OECD countries excluding Ireland have been grouped as follows:

Industrialised Europe comprises Austria, Belgium, Denmark, Finland, France, Germany,
ltaly, Luxembourg, Netherlands, Norway, Sweden, Switzerland and the United Kingdom.

Non-Europe OECD comprises Australia, Canada, Japan, New Zealand and the United States.

= Less-industrialised Europe comprises Greece, Portugal, Spain and Turkey.

1.27  Bearing this qualification in mind, the following points stand out:

Sl (1) The proportion of gross domestic product being taken in tax in
Ireland in 1979 was 33.8 per cent compared with an OECD average
of 33.2 per cent. By this measure, Ireland had the lowest taxation

. in the EEC (average of 39.9 per cent of gross domestic product).

BElmtm——- (1) Indirect taxation in Ireland accounts for an unusually high sharc of

e gross domestic product, while the shares of corpoerate income taxes
B and social security contributions are relatively low.

(i) The share of personal income tax is a little below average, while
property taxes are roughly in line with the OECD average.
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1.28  Table 8 shows the share of total tax revenue in OECD countries
accounted for by the various heads of revenue. This broadly confirms the
results derived from Table 7.

TABLE S8

International Tax Comparisons OECD Countries 1979 as a Share of Total Tax Revenue

I } 1 \
| Parsonal f Social Corporate | Taxes on Taxes
Incomre Secur ty Mcomre Goods and n
Taxes | Contributions Taxes Services | Property
i \'
‘ g e Y I £ s
|
Industrialsed Furcpe P30 | 265 64 | 28s 43
Non-Eoreoe SRCD i iR ‘30 121 47 9.2
Less-industrial sec Eyrope 783 285 33 34 51
relang ‘ 30,1 143 58 437 8.1
Ireland (1981 provisional: 314 141 5.0 443 4.7
| i
{
OECD average | sz6 | 234 | 724 | 294 | 58
ireland's ranking amongst 23
countries 12th 16th 13th f 2nd Sth

: Source. Revenue Statstics of QECD Member Countries (1981 Ed.) and Department of
F.nance

Summary

1.29 The main developments in the field of Irish public finance in recent
vears mav be sunimarised as follows:

(i) There has been a rapid increasc in public expenditure so that by
1981, it amounted to over 67 per cent of gross domestic product
compared with less than 38 per cent in 1963,

(11} Public social expenditure on health, education and social welfare
services has increased from 13.9 per cent of gross domestic product
n 1965 to 22.2 per cent in 1978, while the share allocated to the
intrastructural and productive arcas of agriculture, forestry. fishing
and housing has declined from & per cent of gross domestic product
to 6.2 per cent over the same period. At the same time, the share
, taken up by debt service pavments increased from 4.4 per cent to
11.3 per cent.

(1) The share of gross domestic product raised in personal income
taxes rose from 4.3 per cent in 1965 to 12.0 per cent in 1980.
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(iv) Since the early 1970’s, public borrowing has exceeded the level cf)f
public investment; thus public consumption has been financed in
part by Government borrowing. The taxation needed to pay for
this increased current spending has been postponed.

Public Finance Options

130 Tt is clear to us thar continuing high current budget deficies are
unsustainable and must be reduced. Further resort to borrowing for current
purposes 15 not a realistic option for four reasons?. Firstlv, a consistently
high borrowing requirement, such as has been experienced in Ircland since
1974, reduces the scope tor counter-cvelical action durimg periods of low
ceonomic aetivity. Secondly. the moneary financing of the borrowing
requirement can have adverse effects on price inflation and the current
balance of pavments deficit. Thirdly, public borrowing used to boost or
nuuntam conswmption merely deters taxation into the future, Fourthly, oo

high a proportion of the borrowine requirement has been raised abroad.
S 2 g

31 The only course 15, theretore. to reduce Governmient borrow my,
This 15 likely to require reductions in Government cxpenditure and/or
mereases i taxation. The problems i these arcas have been outined by thie
Natonal Economic and Social Coundil:

" Fhe magmrude of the change reguired can be gauged from the likely
size of the current budget deficit over the next few vears on the basis
of assumptions of no change in the volume ot public expenditure, and
dexation of specific rates of ndirect taxation and of income tax
allowances. If the adjustment were to be concentrated on current
expenditure alone, it would require an average annual decrease of
about 3.9 per cent in expenditure (compared to what it otherwise
would be) over the three vear period (1981-1983)7.

1.32° We have not considered whether reductions in current expenditure
ot the magnitude referred to in the NESC Report are either feasible or
desirable in terms of their impact on the community. Neither have we
considered the extent to which taxation might be raised to reduce the
current budget deficie. Nor have we considered the timing of any reduction
n the current budget deficit. All these matters are outside our terms of
reference. Instead, we have concentrated on the overall structure of the tax
system. Given the system, 1t is for Government to determine the fax rates
which will yield the revenue that is deemed necessary at any particular
time,

“Econoniic and Secial Policy 1980-83. Atnrs and Recommendarions, NESC Report Ne. 33, Chapter

0.
Report No. 53, Paragraph 6.50.
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Conclusion

1.33  From this brief review of developments, a number of points become
obvious. Firstly, the structure of Irish raxation has changed considerably
during the last twenty vears. Secondly, the level of inflation is much higher
than would have been conceivable twenty vears ago. Thirdly, the level of
public current expenditure as a proportion of national income has increased
much taster than tax revenue as a proportion of national mcome. The
resultant current budger denatt canmot be sustined mdetinitely, Any reduc-
vom m thas deticic s hikelvo m the absence of o sharp inerease in economic
growth, to require sonie combination ot expenditure cuts and tax increases.

L34 Prom the many submissions made to us, 10is also clear that. despire
the very wide wap between public current expenditure and tax revenue.
there has been an merease i the level of public dissanstaction with the tax
svstent. This dissanstacuion has been expressed in the form of concern
abourt the fevel of taxation and 1ts distribution among the various sectors in
Irish society. For this reason, and also in view of the many developments
aluded to carlier. we believe a comprehensive review ot the tax svstem 1s
umely.
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CHAPTER 2
CRITICISMS OF THE TAXATION SYSTEM

Introduction

2.1 We rcceived a substantial number of submissions which contained
criticisms about the existing taxation system and suggested changes. In this
chapter we summarise the main criticisms. The list is not exhaustive,
though the main themes are covered. We have borne these criticisms n
mind in drafting our report and our assessment of the extent to which they
are justified is set out in the body of the report. ‘

2.2 The criticisms received may be grouped under three broad headings.
The first relates to the equity of the system. The second reflects concern
about the complexity of Irish taxation. The third raises the question of the
disincentive effects of taxation, particularly income tax.

Equity

2.3 The greatest volume of criticism alleged that the tax system is unfair.
Those subject to PAYE consider that they are paying an excessive share of
total tax revenue. They feel that the financial institutions, the farming
community and the self-employed generally are contributing too little. The
self-employed consider that the benefits enjoyed by those in secure employ-
ment should be taken into account and cite instances in which the self-
employed are treated less favourably than employees. The non-manufac-
turing sectors of the business community (including farmers) belicve that
they should be given the same reliefs as the manufacturing sector. It can be
said that every incentive and “special case” which has been introduced has
given rise to some complaint, on the grounds of equity, from those excluded
from its benefits.

2.4 Some submissions suggested that, because of the alleged inequities of
income tax, there should be a switch from direct to indirect taxaton.
Others were strongly in favour of continued reliance on income tax pro-
vided that the income tax code and/or the tax system was reformed to make
it more equitable. A few advocated greater reliance on direct taxation.

2.5 There was almost universal agreement that indexation of income tax
allowances and tax bands should be introduced to offset the distortions
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resulting from the interaction of rapid inflation and a progressive taxation
system with allowances and tax bands that are fixed in money terms. The
acceptance of some form of current cost accounting as the basis for com-
puting profits for tax purposes was widely supported by the business
comimunity.

2.6 We received many representations to the effect that self-employed
persons should be assessed for income tax on the basis of current carnings
rather than on the preceding year basis as ar present. This method of
assessment 1s viewed as bestowing a positive benefit on self-employed
persons, especially in periods of rapid inflation, The fact that self-employed
persons may claim relief in respect of a wider category of e¢xpenses than
cmployees was also criticised. There is also a widespread belief that the
opportunitics for avoidance and evasion of direct taxation are not cqually
distributed among taxpavers and that there should be stricter enforcement
of the law and elimination of loopholes.

2.7 It was argued in somce submissions that the exemption of a large
number of tarmers from income tax was inequitable. The agricultural
cominunity, in turn, regarded certain aspects of the tax system as it applied
to farming to be unfair and unsuitable. The rating system was seen to
discriminate against farmers.

2.8 Some submissions drew attention to the fact that income tax allow-
ances and reliefs are given in the form of deductions from income and this
means that the value of these deductions, in terms of tax saved, is determined
by the marginal rate of tax at which the claimant is liable. We received
representations which suggested that tax allowances should be replaced by
a scheme of tax credits, under which reliefs are expressed in terms of tax
saved rather than as deductions from income. Some submissions suggested
that most, if not all, of the present income tax allowances and reliefs should
be withdrawn. A number of submissions argued that the combined value
of tax and social welfare allowances for dependent children had been eroded
in recent years and that their real value should be restored.

2.9 There were widely divergent views about capital taxation. Submis-
sions which took the view that equity in taxation was paramount argued
that capital taxation was inadequate. Other submissions argued that the
revenue to be raised from capital taxation was not significant and that
account should be taken of the economic effects which were stated to be
adverse, particularly in the case of wealth tax.

Simplicity

2,10 There was widespread criticism of what is seen as the unnecessary
complexity of taxation, which gives rise to frustration among taxpayers,
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suspicion that they are not obtaining fair treatment, administrative dclays
and a heavy burden in terms of money, effort and time, particularly on
small businesses. The introduction of simpler tax forms and procedures and
a reduction in the number of refinements in the system were seen as
desirable simplifications.

Incentives

2,11 High marginal tax rates were viewed as a disincentive to work It
was alleged that workers refuse to do overtime because of high taxation.
Furthermore, 1t was argued that the interaction ot the tax and social welfare
systems made it increasingly attracrive for workers to claim unemployment
or disability benefit for short periods. The integration of the two systems
was recommended.

2,12 The treatment of manufacturing industry for tax purposes was
widely regarded as being favourable. Representations were received from
other sectors for similar treatment. Other submissions favoured a reduction
in the concesstons to industry.

213 There were numerous proposals for the introduction of additional
incentives to encourage savings and investment. Some submissions argucd
for the rationalisation of existing concessions to remove anomalies which
are seen to exist.

2.14 We also received a wide variety of suggestions for the introduction
of new tax reliefs to encourage particular activities. Little or no attempt
was made to suggest how the revenue foregone might be raised.

Conclusion

2,15 The list of criticisms which we have outlined in this chapter is by no
means exhaustive. However. it serves to show that there is widesp'read
dissatisfaction with the present tax system. Unfortunately, there is no
consensus about the measures that are necessary to reform it.
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CHAPTER 3
CRITERIA FORTAX SYSTEMS

Introduction

3.1 In this chapter we discuss the criteria of cquity, efficiency and sim-
plicity against which a tax system should be judged. We identify some of
the mamn mternational and other constraints which influence the design of
the tax system. We also examine the question of tax expenditures, namely,
rehiefs or exemptions. which are not part of the essential structure of the tax
m question but are akin to direct Government expenditure in terms of
revenue foregone.

Equity

3.2 Equity is an essential quality of the tax system. Taxation in accordance
with ability to pay provides an ideal to which almost everyone can sub-
scribe. However, this ideal is difhcult to achieve in practice. Itis customary
to distinguish the two dimensions of horizontal and vertical equity: persons
in the same situation should be treated equally, and those more favourably
placed should be required to pay more.

3.3 The noton underlying both aspects of equity implies that tax is a
sacrifice levied upon some kind of personal economic well-being. For
practical purposes, both the “sacrifice” by way of tax and the “well-being”
upon which the tax is levied have to be measured in money terms. Many
of the most difficult questions in tax policy stem from the conventions that
must be accepted when making the transitton from the notion of “‘economic
well-being” to the choice and exact definition of what is to be the measure
of “well-being” — the tax base.

3.4 An alternative principle which might be considered as the basis for
allocating taxation is that of “benefit”, which relates taxes to the benefits
individuals are estimated to receive from goods and services provided by
the State. Except in a small number of cases where revenue is raised in the
form of fees or prices for the direct use of publicly-provided services by
particular individuals, this principle 1s very difficult to apply. In any event,
it 1gnores the notion of equity which is generally accepted by taxpayers.
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We believe that taxation should primarily be levied in accordance with
ability to pay.

3.5 Indiscussing equity, the term “burden of taxation™ is frequently used.
We believe that the implication in this phrase that all taxes constitute a
diminution of welfare for which the citizen receives nothing in return is
incorrect. Many of the services financed from taxation are essential to the
cfficient functioning of the private sector, and manv are carried on bv the
public sector because this is the most efficient method — and for some
services the only way — of doing so. In addition, much present taxation is
part of a process in which money is taken from people at one stage of their
lives onlv to be returned to thens at another ume of greater need. To
describe taxation as a burden in thesc crcumstances s, in our view.
misleading.

3.6 The notion that taxes as 2 whole are a4 burden probably arises because
taxes are compulsory and payment is divorced from the receipt of the
benefits arising from public expenditure, which most citizens take for
granted. For example, the benefits of law and order and defence services
arc impossible to attribute to taxpayers on an individual basis. Morcover,
many taxpayers claim they know of some Government expenditure which
they regard as useless and wasteful, Nevertheless, we reject the notion
which regards raxation as a burden. On the contrary, we believe that
taxation is a necessary means of providing public services to the com munity.

Efficiency

3.7 The tax system is also seen as an instrument for encouraging (or at
least not discouraging) efficiency in the use of resources, through its effect
on productive activity, risk-taking, enterprise, work effort and saving. The
effects of the tax system on etficiency will depend to a large extent on the
total level of taxation. If a high level of public expenditure has to be
financed, some tax rates will be high, with inevitable disincentive effects,

3.8 Inso far as individuals when left to their own devices will spend thetr
income wisely and business will choose the most efficient means of pro-
duction, the minimisation of waste requires that a tax system should not
influence individual or business choices. This requirement of neutrality in
a tax system means that it should not interfere with the relative rewards of
the different types of work between which an individual must choose, the
relative attractions of work and leisure, the relative returns from different
types of investment or relative factor and goods’ prices. The concept of
neutrality assumes that resources are being used in the most efficient manner
before the imposition of the tax. This cannot be taken for granted because
producers and consumers may fail to take account ot “externalities”, that
is, the effects of their activities on third parties. Therefore, efficiency may
beimproved by a departure from neutrality. For this reason, tax concessions
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may aim at increasing the output of goods and services which it 1s f:lCSl_rqd
to encourage. Alternatively, taxes may be imposed on activities which it is

desired to discourage.

3.9 Itis now widely accepted that the level and pattern of_taxa_tion should
be determined in such a way as to help regulate the level, direction and rate
of change of economic activity, with particular rcfcre.n-ce to the growth 0(5
production. real incomes and employm_ent. the stabilisation of costs an
prices and the control of the balance of pavments. A good tax structure
must be flexible so that total receipts from taxation can be ;ld_}}lst(_‘d falr%y
rapidly and frequently. At the same time, there is a clear need for a certain
stability in taxanion in order that taxpayers can make reascnmbly longl-tcrm
plans. Unccrtaimy breeds lack of contidence and 1s a serious impediment
to production and prosperity. There is an o_bv?ous cl‘aslh between these
requirements. The solution would seem to lie m.avo.ldmg frequent fmd
tundamental changes in the whole tax structure which, in turn, dt:p(,.w?ds on
finding a structure of taxation whiF‘h 15 broadly a;ceptable to d1ffcrcnt
political opmion, but which is flexible enough 1 its rate structure al')q
detailed operation to enable ditferent emphases to be put on difterent tax
objectives from time to time.

Simplicity

3.10  Another desirable quality of a tax system 1s that it b? Cohe‘rcnt,
simple and straightforward. Simplicity in a tax system is achlc_:vcd if the
administrative costs of tax collection are small and if the compliance costs
for the taxpayer both in terms of money and mental effort are also sm;}ll.
These ideas are related to the canon of certainty postulated by Adam _Snnth
over two hundred years ago. For example, uncertainty about what is due
and when it 1s due may entail costs of consultation with tax advisers.
Secondly, it 1s vital to democracy that the taxing authorities are accountable
to the electorate. This can only be so where ordinary people can understand
clearly what is taxed, when it is taxed and h(?w much it 1s taxed. _The
principle on which the tax base is chosen should itself be simple and logical,

3.11 Three further aspects of simplicity should be noFe(_:l. When a complex
operatiorn is needed before liability can b'.e ascertained, it is desirable that the
taxpayer, for purposes unconnected with tax, .already'needs.to_ perfqrm
such operations. For example, an income tax is not simple 1f it obliges
many taxpayers, who would otherwise not wish to do so, to keep many
records and learn sophisticated accounting systems. Secondly, the smaller
the number of taxpayers for any given amount of revenue w1t_h whom the
administration has to deal, the simpler is the system. While in many
» instances there is a conflict between the demands of equity and simp]ic_lt}.f,
‘it should not be torgotten that if a tax is unnecessanly complicated, it is
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likely that the disadvantaged in society will be unaware of their rights and
this is likely, in practice, to distort the equity of the system.

;’).12 A tax system must be acceptable to the public and to be acceptable
1t must be upderstandable. Furthermore, if a tax system is based on simple,
clear-cut principles any concessions to special interests will be highlighted.

3.13 The total social costs of collection must include private compliance
costs and official administrative costs. In some cases {for example, PAYE)
the cheapest method of collecting a tax may well be to make use of private
individuals as agents. Tt may even be argued that the imposition of some
collection costs on the private sector mav lead to a desirable insistence on
simplicity in the interest of reducing these costs. On the other hand. there
arc a number of reasons for tipping the balance away from private Cb[]l[)]i*
ance costs to official administrative costs, where it is possible to choose
administrarive arrangements which have this effect. Firsthv. administrative
costs are met from taxation, which can itself be determined with reference
to fairness ot tax burden, whercas compliance costs fall on the private
taxpayer and can be very regressive. Secondly, compliance costs are likely
to be much resented by waxpayers, particularly where much time and
trouble must be spent by low income taxpayers. only to show a very small
or nil liability to tax. In addition. it is much casicr to ascertain the level of
administrative costs, which are more open to public scrutiny. than private
compliance costs. ‘

Conclusion

3.14  There may be considerable conflict between the demands imposed
by these criteria. At one extreme, a simple tax such as a poll tax, that is, a
tax levied per head of population, could be highly inequitable. Complex;t
1s invariably increased when allowances are introduced on equity grounds).l
There must also be some compromise between the expense and intrusive-
ness of a rigorous administration and the losses of revenue suffered when
administration is comparatively trusting.

3.15  The Irish tax system has grown in a piecemeal fashion. In this report
we conclude that it is inequitable and unnecessarily complicated in certain
respects. There is a large number of special concessions designed to encour-
age particular activities and to give special relief to particular sectors. The
introduction of each new concession dilutes the effectiveness of each existing
ncentive without reducing its cost and eventually the equity of the whole
system and its efficiency become eroded. We have concluded that there is
some scope for the retention of certain incentives in the tax code. However

steps must first be taken to increase the equity of the system. ’

International Constraints

3.16 In addition to these criteria, we have had to bear in mind 2 number
of constraints imposed by specific international or other obligations. In
Ireland’s case these arise under three broad headings:
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(i) There are general obligations undertaken with membership of
international organisations of broad scope such as the General
Agrcement on Tariffs and Trade (GATT).

(i) There arc the more specific obligations and proposals for tax
harmonisation of the European Economic Community.

(iii) There are a number of double taxation agreements with other
countries containing specific rules for the treatment in one country
of taxes levied m the other.

3.17 Constraints can also arise from the need to have regard to the hscal
regimes which apply in other countries. For cxample, Irish taxes must have
regard to the relative competitive position ot businesses which have to
compete on international markets. Regard must also be had to the mobility
ot scarce factors of production such as capital and skilled labour, which
may leave Ireland if the fiscal chimate becomes unattractive compared to
that ot other countries.

Tax Expenditures

3.1%  In our consideration of the tax system we have also Jooked at the
general issuc of tax expenditures. A tax expenditure 1s an exemption or
relict which is not part of the essential structure of the tax in question but
has been introduced into the tax code for some extraneous reason, e.g. in
order to ease the burden for a particular class of taxpayer or to provide an
incentive to apply income in a particular way or perhaps even to simplify
administration. The choice of the term "'tax expenditure™ indicates that
because these reliefs are not inherent in the structure of the tax they are
equivalent in terms of revenue foregone to direct Government expenditurc
and should in general be judged by the same criteria and subjected to the
Same review process.

3.19 The effect of tax expenditures 1s to erode the tax base so that higher
rates of tax than would otherwise be necessary must be imposed on the
remainder of the basc in order to raise a given revenue. Erosion of the tax
base puts a premium on earning and disposing of incomes in forms that
receive preferential treatment, thus often distorting the allocation of
resources and departing from the principle that taxpayers with equal
incomes and “similar circumstances” should pay the same tax. These
departures from strict equity principles inevitably create pressures for the
enactment of additional concessions. These pressures are difficult to resist
if there is an absence of simple, clear-cut principles to underpin the tax
system.

3,20 The erosion of the tax base has taken place the more easily because
the cost of tax reliefs tends to be overlooked since it is not reviewed annually
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as with direct public expenditure. We have noted that, despite the large

amount of time devoted each year by the Oireachtas to discussion of

taxation during debates on the Budget and Finance Bill, there is no regular
and systematic public review of individual tax reliefs. The matter continues
to b_e regarded as solely the concern of the Minister for Finance for
consideration in a budgetary context. Once tax reliefs are introduced, it
becomes exceedingly difficult to withdraw them, even when the origi;ml
reason for their introduction no longer applies. This is due primarily to the
strong resistance which is put up by the main beneficiaries of those reliefs
whenever proposals for the withdrawal of reliets are mooted. The cost of
many concessions is unknown to the gencral public since the information
1s not published on a regular basis.

3.21 . In the light of these considerations, we believe that it is desirable, in
principle, to switch from the use of tax expenditures to direct Government
expenditure where this is feasible. We also recommend that a tax expend-
iture budget should be introduced in Ircland. This would be published
regulgrly and would list all items of tax expenditure and their associated
costs i terms of revenue foregone. The object of this exercise would be to
promote public awareness of tax expenditures and their cost and to cnsure
that they are reviewed as regularly and as carefully as direct public expend-
ure to which they are equivalent. ,

Recommendation

3.22 We make the following recommendation:

1. A tax expenditure budget listing the cost in terms of revenuc
foregone of all items of tax cxpenditure should be published
regularly,
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CHAPTER 4
APPRAISAL OF VARIOUS TAXES

Introduction

4.1 'Fhe main kinds of taxation must now be evaluated by reference to the
criteria outhned in Chapter 3. These taxes will all be examined in more
detall later. However, a brief summary will assist in a discussion of
alternative types of tax systems. This 15 not an evaluation of the raxes at
present levied in Ireland but an assessment of various taxes which could
iorm part of the tax system. At this stage of the analysis we assume that
prices are stable. We discuss in Chapter 7 the distortuons that can occur
under a tax system that is not designed to cope with inflation.

Personal Income Tax (including employees’ social insurance
contributions)

4.2 Ifincome is accepted as the primary criterion in comparisons between
the ability to pay of individuals, it follows that, provided the problems of
definition and administration can be dealt with in a satisfactory way, a
personal income tax can be more equitable than other taxes. A large number
of provisions for horizontal equity can be accommodated and, in theory,
any desired degree of progressivity can be achieved. Income tax can also be
relatively simple in theory. However, complexity is introduced when a
muluplicity of allowances is provided for equity reasons. This is aggravated
when, with a highly progressive scale, measures have to be taken to prevent
the avoidance of tax at the higher rates by the use of companies or other
means. [f it 15 to raise large amounts of revenue, income tax must fall on
almost every person with income, most of whom have little taste for
form-filling and many of whom, but for the obligations under income tax
law, would not keep financial records. The definition of income for tax
purposes causes great difficulty. Further, there must be a perpetual com-
promise between vigorous anti-evasion measures and the losses of revenue
suffered when the admimstration depends largely on voluntary compliance.

4.3 As regards the effect on the allocation of resources, personal income
tax can be made the vehicle for deliberate departures from ncutrality to
encourage particular activities. Considered against the criterion of neutral-
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ity, income tax is not neutral between work and leisure. However, it shares
this defect with many other taxes.

Grants

4.4 Cash grants by the State provide an alternative to concessional deduc-
tions i the personal income tax as a means of achieving equity. Whether
taxed or not, they will. when given at a flat rate, increase somewhat the net
progressivity of the tax system. Because they constitute an even smaller
proportion of the incomes of recipients with higher incomes thev tend to
cqualise the distribution of income. When free of a means test, they are
simple to adnunister since eligibility is determined by tests such as age,
parenthood, sickness or unemiployment. Moreover. in general, thev are
neutral. For example, unless the benetits are very large, it is unlikely cthat
children’s ailowances would encourage larger families or that well-admin-
istered sickness or uncmployment benetits significantlyv increase the incid-
ence ot illness or unemployment. '

Capital Gains Taxes

4.5 Capital gains are a torm of income and equity and efficiency require
that they be taxed as such. On equity grounds. a ('a'pita] gains tax has grear
merit as a complement to personal income tax and is desirable on the
grounds of resource efficiency. When capirtal gains are untaxed but other
Income is, investments in the kinds of asset on which returns come {or can
be arranged to come) in the form of capital appreciation will be relatively
more attractive. A misallocation of resources is likely in these circumstances
which the tax scrves to correct. As against this, taxes on capital gains tend
to be relatively complicated to administer.

Gift and Inheritance Taxes

4.6 Gift and inheritance taxes may be regarded as taxes on income defined
in a comprehensive way or as taxes on the transfer of capital. If other
income is taxed, their main justification is on equity grounds, since receIpts
from gifts and inheritances confer the same command over econoniic
resources as other income. They may also be used to prevent an unequal
distribution of wealth being passed on tax—free to the next generation. In
this sense, they increase equality of opportunity and potential competition.
However, their provisions need to be elaborate. Since they are not levied
annually and it may be possible to confine them to larger transfers of
wealth, they are simple in the sense of not affecting the majoritv of the
population. They may also tend to discourage accumulation of wealth for
the benefit of heirs and if applied to the transfer of income-producing
entities may result in the fragmentation of these productive assets with
undesirable economic consequences in certain circumstances.

90

Payroll Taxes

4.7 Payroll taxes are most commonly levied on employers in the form of
pay-related social insurance contributions. Their main defect from the point
of view of the allocation of resources is that they increase the cost of labour
relative to capital and other factors of production and thereby tend to
depress employment. Payroll taxes reduce competitiveness since they enter
into the cost of home-produced goods but not of imports. To that extent
thev are inferior to a value-added tax. As far as equity 1s concerned, 1f it is
assumed that the taxes are shifted torward mto prices, thev rank about
equally with broadly-based indirect taxes on expenditure but with a bias
against labour-intensive as compared with capital intensive products.

Corporation Tax

1.8 Corporation tax is a difficult tax to appraise from an equity standpoint
in that companies may be regarded either as being entities separate from
their shareholders or as being, in essence, a group of shareholders banded
together with the objective of achicving a common purpose with the
advantage of limited liability. However, equity 1s essentially a matter ot
comparative justice between individuals. A tax on companics may or may
not be fair to its owners, employees, customers or supphiers but it cannot
be said to be cither fair or unfair to the company as such. When the tax is
held to fall on the income rights of the owners, its fairness will depend on
whether the sum paid is equal to what would be paid were the income in
question simply added to the other income of the individual proprictors.
Neither in Ireland nor elsewhere is this, in fact, generally the casc.

4.9 Corporation tax can be a simple tax. The problem of ascertaining the
income of the company is, in principle, no different from that of personal
income, but the necessary accounting procedures are likely to be required
already for the company’s own purposes and hence more readily available.
However, when incentive provisions are introduced into the system, 1t
becomes more complex and the compliance costs increase.

Direct Expenditure Tax

4,10 A direct expenditure tax is a direct tax on personal consumption
expenditure, Tt is computed separately for each individual by reference to
what he spends during the tax year. It should not be confused with indirect
taxes on expenditure such as value-added tax or excise duties. While a direct
expenditure tax has been widely debated, it has been introduced in relatively
few countries.

4.11 Broadly speaking, therc are two types of expenditure tax, the com-
prehensive type and the partial type. The former applies to all taxpayers
and is usually seen as a substitute for an individual income tax. The latter
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applies only to a segment of the taxpayers, normally those in the higher
income brackets and tends to be seen in the role of a supplement to an
income tax. For expenditure tax purposes, expenditure is defined as total
recetpts less increase in net worth and the tax return includes a statement of
assets acquired and disposed of during the year together with a statement
of income from all sources.

412 Like income tax, the expenditure tax can be progressive. It is less
likely than income tax to act as a disincentive to additional work and the
undertaking of high risk business ventures. insofar as it taxes the taxpayer
on what he takes out of the pool of resources of the community, namely,
consumption. rather than on what he puts into the pool, namely. income.
Unlike income tax. expenditure tax is neurral as between present and future
conswmption. It is. however, a new form of raxation and there would he
practical difficulties if it were desired to introduce a universal expenditure
tax m place of income rax,

Indirect Taxes

+.13 A distinction must be made between “narrowly-based” raxes talling
only on a few consumption goods and services (even if they absorb quitlc
a significant proportion of consumer expenditure) and “broadly-based™
taxes on very large ranges of goods and services. In Ireland, excise dutics
are an obvious example of the former category and value-added rax belongs
to the lateer.

4.14  Narrowly-based indircct taxes on goods and services rank very badly
in terms of equity. They discriminate between persons with the same
incomes but different tastes. They rank well in terms of etficiency only
when the amount of taxation imposed by them is related to the social costs
imposed by the activities charged. It may, perhaps, be desirable to levy a
heavier burden on the motorist, smoker and drinker than on others, but it
must be remembered that the real sacrifice may be borne by the families of
those whose activities it is intended to discourage. Nor can such taxes be
made in any way effectively progressive in terms either of income or
expenditure. They are, however, taxes of extreme simplicity. Very few
cnterprises have the legal responsibility for payment and these will already
have the machinery for calculating the lability as part of their normal
activities. In terms of the allocation of resources, it is obvious that these are
not neutral taxes.

4.15 A broadly-based tax on goods and services levied at a single rate is
essentially a proportionate expenditure tax and may actually be regressive
in relation to income if expenditure tends to fall as a proportion of income

92

as income increases. These effects may be mitigated if it is possible to levy
higher rates of tax on goods and services that account for a higher than
average proportion of the expenditure of higher income taxpayers.
Broadly-based expenditure taxes are potentially much more simple than
income taxes when both are compared as major revenue raisers, but this
advantage is greatly reduced if the rate is not uniform. Such taxes give rise
to problems of definition and the larger the number of different rates the
more acute they will be A broadly-based tax at 2 uniform pereentage rate
wanherently neaeral wothin i range butis nor neutral between savings and
(.\K)HSUH]PU-UH.

Stamp Duties

4.6 Stamp duties are a torm of indirect taxation which are levied on the
transter of property and securities. Thev can be made progressive in relation
to the amount of property transterred. As far as they affect the allocation
of resources, thev score less well since they may inhibit the transfer of
property and securities.

Wealth Tax

E17 A wealth tax 1y o recurrent tax evied on toral net worth, defined as
the ditterence between the total assets and iabilities of the taxpayer. Wealth
taxes may be jusufied on equity grounds, if it is considered that income by
itself 1s an insufficient indicator of ability to pay or that wealth yields
advantages to its owner over and above the income derived from it. These
advantages may be in the form of security, independence and opportunity,
Wealth taxes may also be justified on grounds of economic efficiency if
they encourage people to use wealth more productively, thercby improving
the allocation of resources. Other efficiency considerations are the extent
to which they reduce barriers to entry to various fields of economic activity
(1.e. increased competition) and the extent to which they may discourage
mvestment. However, they are less simple than gift and inheritance taxes
n that they are fevied much more frequently.

Property Taxes

4.18  Property taxes can best be described as partial wealth taxes levied on
a recurrent basis on the value of specified asscts. Local rates are a form of
property tax. If such a tax is levied on realistic market values, it is less
nequitable than is commonly assumed. However, it may be regressive

over certamn mcome ranges and 1t responds slowly to fluctuations in the !

mcome out of which it is paid. The liability is clear and the tax is simple to
collect. The main problems under this heading arise in keeping the valuation
basc up to date, but this is a difficulty for the administrator of the tax rather
than the taxpayers. The tax may not be neutral if it applies only to real
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property, which forms a greater proportion of the assets of some businesses
than of others.

Conclusion

4.19  The short assessments just given of the principal taxes which may
form the elements of any tax system assist in classifying the options. It is
clear that different tax systems made up of these elements will serve the
different aims of equuty, simplicity and efficiency to varving degrees.

4.20  In general, 1t can be said that there are conflicts between the three
different criteria. In our examination of the rax svstem, we have borne these
criteria in mund. Where existing provisions are complex, inequitable and
inefficient our task has been casy. Where there is a conflict incevitably we
have had to make judgements, '

4.21  The potential conflict between simplicity and equity is particularly
great. The taxes most clearly adaptable to the requirements of equity arc
those which are capable of being varied so as to take account of the many
differences in individual situations which are considered relevant to cquity.
These are the most complex of taxes: income tax, capital gains tax, gift and
inheritance taxes and wealth tax.

4.22  The clash between simplicity and efficiency is not so great. Certainly,
if efficiency can be regarded as mainly requiring neutrality, reliance on a
very simple, broadly-based tax at uniform rates on all consumption expend-
iture would produce a tax system that was relatively simple and efficient.
Though efficiency may require additional taxes for special purposes, these
could be few in number, if policy instruments other than taxation are also
used. However, if efficiency requires substantial departures from neutrality,
there can be a significant clash with the requirements of equity.

4.23 It may not be as difficult to reconcile the concepts of equity and
efficiency as it would appear .initially. There are two reasons for this.
Firstly, quite simple measures on the public expenditure side can be used
to offset the inequities caused by the indiscriminate impact of simple taxes.
Secondly, and more importantly, a great deal depends on the precise degree
of progressivity that is seen as necessary to achieve equity. What is impor-
tant from the point of view of equity is the overall redistributive effect of
Government expenditure and taxes. If some progressivity is achieved on
the expenditure side of the account, the degree of progressivity in taxation
can be reduced. The lower the degree of progressivity required from the
tax system, the more the demands of equity and efficiency can be reconciled.
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CHAPTER 5
INCIDENCE OF TAXATION

Introduction

5.1 In this chapter we consider the mcidence of taxation, by which is
micant the final distribution of the rax following the adjustiment of cconomic
behaviour after rax has been imposed. Our analysis suggests that. except in
the case of agriculture and business in the unsheltered sector, there may be
considerable scope for shitting of tax burdens in Ircland. Other sectors can
pass on Increases in taxation to the unsheltered scctors. This is reflected in

plovment. Over a pertod. the increasing uncompetitiveness in the unshel-
tered sectors may result m a devaluation ot the currency, thereby shitting
the burden of taxation back to the community through the resulting decline
m living standards. This completes the circle, which may be repeated.

The Concept of Incidence

5.2 InTIreland, 1t is widely assumed that income tax rests on the income
taxpayer and 1s not shifted forwards. For example, if a 60 per cent tax is
placed on earnings over £20,000 per year and a 35 per cent tax put on
earnings over £6,000 per year, then it is assumed that this causes redistri-
bution (as compared to a proportional tax) by virtue of the “obvious” fact
that those with higher incomes pay absolutely and proportionately more
than those with lower incomes. In the case of indirect taxes, the assumption
15 that there is full shifting to consumers in the form of higher prices. If a
tax of 10p is imposed on a pint of beer, it is assumed that the price of beer
will increase by 10p and that the burden of this increase will be borne by
consumers and not shifted by them to others. This is an oversimplified
view as different sectors of the community may be in a position to shift the
burden of taxation to others to varying degrees.

5.3 Taxes are paid innally by individual households or firms and their
reaction sets in motion forces which determine the final incidence of the
tax. Adjustments to a tax will cause factor (e.g. labour) and product prices
to change and these changes will determine the distribution of the burden
among households. Thus, the distribution of the real burden of the tax may
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be dIffereqt from the nominal burden imposed by legislation. For this
reason, satlsf_'actory answers to incidence questions are basic to any evalu-
ation of possible tax reforms.

Pay Determination

5.4 In the market scctor, it is labour costs, of which pay is an important
determinant. which mainly decide the level of emp]o\‘mg:m i that sector
A lar.gc part of the pay structure is set by collective bargainiug and cvu.z
pay m non-umonised sectors is influcnced by the rates set in unionised
sectors. The question is whether unions are able to shift an iIlCI"(?”iS(‘l n
taxation by demanding and obtaining higher pay and if this 1s done \\-'l;cthcr
cmployers are able to pass on the resulting jliglqcr labour costs to the
consumer. A summary of the experience in other countrics is contained in

Appendix 4.

3.3 Tf.lC attempts by Irish Governments. in recent vears. to use tax
concessions to persuade emplovees to accept lower increases in ay th{n‘}
they would otherwise demand could have no ration s 1t e
believed that emplovees would try to shitt. and large
the burden of taxes by demanding and getting higher gross pav. In the
s‘upplcm_cntary budget in June, 1975, the ('\}o\vcr;imc:t intkred-uccpc{ ;Siilbﬂidi(:
Ol certain basic items which were estimated to reduce the ris-e ii] thé
Consumer _Prjce Index by four percentage points. As a result. an adjustment
. was made? i the amount of the increase due under the thi;d phasc of the
» 1f)75 National Pay Agrcement which was related to the chan -c in the
Consumer Price Index. The implementation of increase ; .

ale unless 1t were
lv succeed in shifting.

: s in personal income
tax allowances announced in the 1977 Budget was conditional on “the draft

national pay agreement (being) ratified by the parties concerned”.’ The

1
|
‘ National Und i . :
1 , desined nderstanding for Economic and Social Development, 1979 was

“to ensure that the negotiations on the pay and conditions of employ-
ment of _workers are an integral part of an overall economic and soci):;l
plan which has been the subject of discussions between the Govern-
ment, ICTU and Employers. These discussions have been concerned
with measures for increasing national output, job creation, industrial

peace and all factors which affect take-home f
labour cost of employers”. pry of employces and

l To this end it provided for tax concessions specifically for employees. Tax
concessions fo‘r employees were also included in the 1980 National Under-
standing and it must be assumed that these were designed to persuade
employees to accept an agreement which they might otherwise have

'Diil Debates, 26 January, 1977, Vol 296, Col. 266.
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rejected. The tentative conclusion to be drawn is that there is reason to
believe that employees seck to shift at least part of the burden of direct
taxation forward to employers in the form of higher wage costs. In the
exposed sector, cmployers may have difficulty in shifting these additional
costs forward to the consumer.

5.6 The remuneration of exccutives at the upper end of the income scale
is not determined through the collective bargaining process. Instead. it is
influenced by movements in the salaries pad o executives at the lower end
of the income scale and the need to maintain appropriate difterentials
between higher and lower paid exceutives. The differentials between the
different levels of exccutives are usually determined by custom in the
particular business and by market comparisons. Disturbances m the ditter-
entials tend to be triggered off as a result of executives at the lower end of
the scale securing salary increases through the collective bargaiming mech-
anism. Similar increases are then awarded to the higher paid executives in
order to maintain internal relativities, In the public sector remuneration
tends to follow the trend set in the private sector, although it, too, 1s subject
to pressures to maintai internal relativites.

5.7 Itappears that an importane deeerminant of the level of pay rises is the
increase m the Consumer Price Index. This includes any increase in retatl
prices arising from the imposition of ndirect tax increases. This would
suggest that employees may succeed in passing on the burden of indirect
tax increases to employers in the form of higher pay. To hold that indirect
taxes are not shifted would imply that changes in the Consumer Price Index
were not taken into account in pay determination. It remains to determine
the reaction of employers to these higher costs. This is considered, for
convenience, under the heading of companies.

Companies

5.8 An analysis in the Natonal Economic and Social Council Report
Prelude to Planning® suggested that the economy could be dassified into
market and non-market sectors. The market sector 1s that in which goods
and services are sold directly for money and is what we are concerned with
here. Activities that fall within the market scctor can be divided into two
broad categories: firstly, thosc which are not sheltered from external
competition and secondly, those which are sheltered from external compe-
tition. The unsheltered or exposed activities are those which are exporting
and/or which have to face competition from imports in the home market.
With the freeing of trade that has occurred since 1965, more of the activities
in the market sector have moved into the unsheltered category. All exports

Prelude to Planning, NESC Report, Ne. 26, Octaber, 1976.
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of goods and services and all goods and services which have to mect

competition from imports are produced in the unsheltered part of the
market sector.

5.9 The prices of the goods and services produced by the unsheltered
activities are determined externally. IfIrish wages and other costs {including
taxation) rise faster than those m other countries. firms which are exporing
or which have to compere with imports may not be able to pass on the tull
increases i higher prices. Then protits and profi argins are theretore
squeczed. At beste the tunds avatdable for new mvestment are reduced so
that less investment will occur, thercby reducing competitiveness in the
longer term. At worst. the prices at which thev can export. or at which
they have o sell to compete with imports. no longer cover costs and the
firms become unprofitable, can cmploy fower workers and mav be forced
out -t business.

510 Thus. we can say that m the case of the unsheltered activities. which
consist mamlv of agriculture and industry, taxation cannot e passed on o
consumers i the torm ot higher prices and the burden of taxation in these
circumstances must be borne by sharcholders or emplovees, Tn the Jarrer
case. this may be in the form of Tower wages and salaries and/or reduced
levels ot emplovment.

5.11 The sheltered activities in the market sector consist of those w hich
do not export and which do not have to meet competition from imports in
the home market. These activities mainly lie within the services sector of
the economy. They include building and construction. the repair and
maintenance of vehicles. all personal services, professional services, whole-
salc and retail distribution, transport, all public utilities and most of banking
and finance. The prices of the services provided by these sectors are not
determined externally, except to the extent that they cncounter price
resistance from the unsheltered sector seeking to cut costs. Nor are thev in
any direct way constrained by the level or behaviour of external prices: a
person wanting a haircut or a house. for example, must buy it in Ircland.
Within many of these sectors there may be intense competition in Ireland:
for instance, this may be the case in retail distribution. especially in the
larger urban centres. External firms may enter retail distribution here. but
sinee they will incur the same domestic costs as the firms already established
m the trade, the price they charge for their services will approximate
towards that already ruling in Ircland. In some of these sectors: competition
may be absent or hmited: this is the casc in almost all the professions where
price competition is not generallv permitted. In such cases the price charged
tor the service may be higher thar it would be with competition. However,
there would still be no direct external constraint on the charges that could
be made.
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5.12 Sheltered activities in the market sector are therefore in a quite
different position from the unsheltered activities. The latter have little or
no scope for raising their prices to compensate for a hlgher.rate oflncrease
in costs than is occurring elsewhere, because the prices obtainable in export
markets and the prices of competing imports are externally determlm_fd. By
contrast, the sheltered marker activities suffer from no such constraint. In-
creases in their costs can be passed on in higher prices and their profit
margins can usually be maintained subject to the norma.l price contrp]
machinery. where this applics. Ulttmately, however, the higher costs will
cause the unsheltered sector to be eroded which. in turn. will adversely
affect the sheltered sector,

Agriculture

5.13 Under the EEC Common Agricultural Policy (CAP), prices are
gencrally fixed at a higher level than would be maintained if marker forces
were allowed to prevail. Most ot Irish agricultural output s cpvcrc?d by the
CAP and the bulk of the remainder 1s subject to competition from imports.
Domestic considerations in Ireland are unlikely to have more than a mar-
ginal impact on the price level fixed under the CAP. Thus, it appears that
farmers in Treland have liede or no contro} over the prices they receive for
their produce which implies that taxes paid by farmcrs are costs which are
not shifted to the consumer in the form of higher prices.

Devaluation

5.14 The analysis to date suggests that taxes are ultimatcly_shiftcd in the
form of higher costs to the unsheltered sector. Over a pcrlno.d, tl_us may
result in certain parts of that sector becoming uncompetitive in both
domestic and foreign markets. This increasing uncompetitiveness wgu?d
manifest itself in higher levels of unemployment and a growing deficit in
the balance of payments on current account. This, in turn, would resglt in
a contraction in the tax base and an mcrease in Government expenditure.
In the longer term, these forces could result in depreciation of the Irish

pound.

5.15 Devaluation or depreciation leads to higher prices ofirnport's and (to
a lesser extent) exports, expressed in Irish pounds. These price increases
would initially reduce rcal incomes and raise profits in_ export- and
import-competing industry. Therefore, if the loss ofcompetltwen'ess is due
to a shifting of the burden of taxation to the unshclt.ercd sector, this burden
is then shifted back to other sectors through the higher price level caused
by a devaluation. Devaluation of the Irish pound would tend to increase
net exports, output and the domestic price level. It would also tend to
improve the balance of payments and increase the share of profits in national
income. However, if domestic incomes from employment were compen-
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sated for this increase in prices, the domestic inflationary process would
accetlerate'. The shifting of the burden towards the exposed sector would
begin again and the advantages of depreciation would be lost.

Tax Capitalisation

5.16  In addition to being shifted forwards or backwards, taxes mav be
capitalised through their effect on the capital values of the assets which are
subject to raxation. For example, the imposition of a tax on land may be
expected to reduce the market value of the land by an amount equal to the
present value of the expected future tax pavments. Similarly. tax reliefs for
mvestment in particular types of assets may be cxpcctcdlto increase the
relative prices of these assets. For example, subsidies to CNCOUrage owier-
occupation of housing mav lead to an increase in the price ofhouﬁng.

Conclusion

5.1_{' Our analysis suggests that. except in the case of agriculture and
bu'smc‘ss in the unsheltered sector, there may be considerable scope tor
shlftipg of tax burdens in Ireland. Other sectors can pass on increases in
taxation toAthc unsheltered sector. This is refiected in either reduced protit
or income m that secter and/or increased uncmployment. Over a pertod
the increasing uncompetitiveness in the unsheltered sector may result in ;1
devaluation of the currency, thereby shifting the burden of taxation back
to the community through the resulting decline in living standards. This
completes the circle, which may be repeated. K
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CHAPTER 6

TAXATION AND THE DISTRIBUTION OF
INCOME

Introduction

6.1 The question of the “correct degree” of progressivity is one of the
most difticult 1ssues in raxanon policy. By “degree of progressivity™ s
meant the extent to which the tax burden increases more than proportionally
with mcome. It is commonly believed that society is concerned about the
distribution of income, that Government should effect some redistribution
of income and that one of the most powerful methods of influencing income
distribution is through the tax systeni. In this chapter we attempt to assess
the extent to which redistribution ot income occurs through the tax system.

The Approach

6.2 To deal with the 1ssue of progressivity, it 1s necessary to compare the
total taxes paid by individuals. The argument is properly concerned with
the differences between the totals rather than the absolute amount of the
totals themselves. In tackling this issue three steps must be taken:

(1) It is necessary to establish the facts of the present distribution of
income in [reland (a) gross and (k) net of taxes and social insurance
payments. In other words, what are the overall income redistri-
bution effects of the principal State taxes and benefits? The available
statistical material is set out in Appendix 3. This comprises income
distribution data compiled by the Revenue Commissioners from
income tax returns, national accounts data on the functional distri-
bution of income and information derived from Household Budget
Surveys conducted by the Central Statistics Office.

(1) It the situation revealed by (1} suggests a need to consider changes
in the distribution of income, we must decide to what extent
alterations in the tax system are capable of bringing them about
and to what extent taxation policies, rather than other public
policies, should be used to do this.
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(iii) If the use of the tax system is one of the effective methods of
meeting distributional objectives, these objectives must be
established.

6.3 Care must be taken in interpreting the data presented in Appendix 5.
These are subject to a number of limitations. The definition of income on
which they are based is regressive in that it excludes certain items which
accrue more than proportionately to persons in the higher income groups,
but the effect of this is difficult to measure. In addition. the Houschold
Budget data are based on the houschold unit which is unsatisfactory for
taxation purposcs because it does not coincide with the normal taxabic unit.
Further, the imphicit assumptions abouc the incidence of taxation, partic-
ularly indirect taxation, arc open to gquestion,

Tax and non-Tax Policies in Redistribution

6.4 Even if the current distribution of income after tax could be assessed
accurately and were judged to be sansfactory, it would still be necessary 1o
consider whether the existing tax system is contributing to the result as
simply and efficiently as possible. We must decide also whether or not the
tax system is the most effective instrument for achieving distributional
objectives or whether other instruments are to be prcfcrrcdf

6.5 . To. the extent to which Government or other publicly controlled
bc_)dle§ directly regulate the relativity of gross incomes, the need for redis-
tribution thr_ough the tax system or other mstruments is reduced. Policies
on monopolies, restrictive practices and employment are relevant in this
context. Most of the expenditure on social scrvices, even when it does not
mvolve direct cash transfers, is clearly important in preventing extremes of
poverty. The State’s role in determining the participation of the population
n education is most mmportant. At the lower end of the scale. some
persistent poverty may be attributed to failures in clementary c‘du’cation
Higher up the scale, much of the difterence in earned incomes derives from
the scarcity of skills that are costly to acquire in terms of time and nhlonev
In the longer term, education policy may be. perhaps, the most powcrfﬁll
weapon available to democratic Governments in seeking to reduce ine-
quality in the distribution of incomes.

6.6 In considering the usc of taxation as a redistributive measure, it is
important to distinguish between the initial effect of a change in the
progressivity of the tax structure and its cffective incidence. An inerease in
progressivity through a change in personal income tax may be examined
for illustrative purposes. Two types of permanent reaction have to be
considered — gross income claims and evasion and avoidance.
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6.7 In conditions such as those which operate in Ireland, where a high
proportion of earned incomes is collectively determined with considerations
of ““fair relativities” very much to the fore and arguably predominant, it is
at least conceivable that any attempt to change established differentials in
real incomes may be defeated by countervailing adjustments in gross
incomes. It is clear also that high marginal tax rates stumulate evasion
and avoidance by increasing the returns to these activities. With a marginal
rax rate of 80 per cent, £1 in tax-free income 1s equivalent to £3 in income
which 15 subject to tax. Because opportunites tor evasion and avoidance
are not equally distributed., itis possible that nomimaily progressive svstems
result in more uncqual distributions of disposabie ncome than those which
are nominally less progressive. These considerations suggest that a nomi-
nally progressive tax svstem may be aless powertul mechunism for achies -
ing redistribution than is commonty supposed.

The Distributional Objective

6.8 It is extremely difficult to give objective advice on the desirability or
otherwise of & change i the distribution ofincome and wealth i society
This problem 1s essentially and acutely political and ultimately must be
decided by reference ro political judgements. However. the question s
implied under our terms of reference by the regquirement to devise an
equitable system of taxation.

6.9 As an initial step. it may be possible to achieve a consensus on the
tollowing general propositions. Taxes should be related to ability to pay
having regard to family obligations but should not be so high as to affect
scriously the incentives to work and generate wealth. Some limits on the
excessive concentration of wealth are likely to have weak disincentive
cffects. On the other hand, the incentive to work can be weakened unless
a sufficient part of the extra rewards given by the market to individuals for
extra work or special skills are retained by them. The difficulty arises in
translating such broad statements into quantitative terms. While there will
be atmost universat agreement that, overall, taxation should be progressive
at the upper end of the scales of income or expenditure and wealth and that,
at the other extreme, cases of special need should be relieved of taxation or
assisted by income maintenance payments, there will be widespread disa-
greement about the precise degree of progressivity that should be adopted.

6.10  When such estimates as can be made are examined, it appears that
the present system of taxation is approximately proportional over the
middle band of income in which most people in Ireland spend most of their
working lives. We believe that this is broadly acceptable to the public at
large, provided it is supplemented by progressivity towards the top of the
scale of income and wealth and relief at the other extreme.
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CHAPTER 7
INFLATION AND TAXATION

Introduction

7.1 Inflation has serious imiplications tor political
Taxation is no exception. It is clear both
analysis that mflation results in severe dist
chapter we examine these distortions. We conclude that the tax system

should be neutral with respect to inflation. In later chapters we explore the
implications of this principle.

and cconomic life
trom submissions and from our
ortions in the tax svseem. In this

Inflation in Ireland
7.2 In the nineteen tifties consumer prices, which are commonly treared
as the main index of inflation, rose by over two-fifths. The increase in the
nineteen sixties was over one-half. However, at the end of the seventies,

prices were three and 2 half times higher than they were at the beginning
of the decade.

7.3 Inflation on the scale experience

d in recent vears is gravely disturbing,
espectally when

it is unanticipated. It produces arbitrary changes in the
distribution of income and wealth, favouring debtors at the expense of
creditors, the working population ar the expensc of those on fixed incomes
and the more powerful pressurc groups at the expense of less powerful
ones. It distorts the pattern of production as some people no longer choose
the goods and services they most want for consumption and the pattern of
savings most suitable to their real needs but rather what will give them the
best hedge against inflation. It creates uncertainty throughout the com-
munity, damages business confidence and leads to industrial unrest. To the
extent that higher inflation in Ircland th
offset by changes in the exchange
ts reduced and balance
discriminates against o

an in competing countries is not
rate, competitiveness is lost, employment
of payments difficulties will follow. Inflation also

ng-term investment by making investments with
short pay-back periods more attractive. Onee the rise in prices is ar all

rapid, there is a danger of further acceleration, which, if unchecked, results
in higher inflation and a breakdown in the economic and social fabric of
society, as competing groups try to maintain their relative positions.
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7.4 Inflation also has important effects on a tax system. The Irish tax
system was developed during a period in which stable prices were regarded
as the norm. Since then various provisions have been added to the system
to offset some of the effects of inflation but this has not been done on a
systematic basis. As a result, inflation changes the overall lcyel of taxation
as a proportion of national income. It raises the share of_partlcul.a;_taé(esj as
a proportion of total tax revenue and reduce; others. The impact ofin a’t1c')‘n
on individual taxes affects different catcgorics of persons in different wavs,
Most of these effects are arbitrary. For these reasons, thcrg can be no
question but that inflation exerts a powerful mfluence on the 111c1d§ncc ()f
the Irish tax system, This must be analysed under the three headings ot
pavmoent of tax, fiscal drag and tlie tax base.

Payment of Tax

7.5 With mmflanon at the levels experienced in Irttland M Tecent years. 31}11}-'
appreciable delay between the event _u:-'h;ch gIVes TIse to tax 11;1?1111{‘\’ agd t t;
actual tax payment produces a mgm_hcanr reduction i the rL_a bur 'L.Il‘.()

tax which 1s, in eftect, pad in depreciated currency. Unless such dah\s LJI‘{
be exploited equally by all taxpayers, mequities will occur.. I,f a rea‘hst'l((,1 rlatc
of interest 1s not charged and cellected on the postponed amount, any delay
in paving tax confers a benetit on the raxpaver

Fiscal Drag

7.6 Where a tax is levied at progressive rates or involves exemptions ané
deductions which remain unchanged in money terms, s'ubstantta] mcr.casi'cs
tn prices and incomes have the effect of increasing receipts from partlcugr
taxes faster than the general rate of inflation. Thls effect hgs come to be
known as fiscal drag. In so far as fiscal drag appile.s to a major element of
the tax systemi, it is inevitable that tax rcccipt.s \erlll.I'ISC faster thgl}dgross
domestic’product at market prices. As the statstics in Chaptczi 1 n 1(éiate,
total tax revenue has increased from 26 per cent of gross domcstlg product
in 1965 to 38.3 per cent in 1981, Wh_ile seyeral factors have con_mbuht.cdhto
this upward trend, the tendency for lpﬂat_lon to push taxpayers into 1g‘ er
income tax brackets has been responsible in no small measure. The mc?,aﬁe
in personal income taxes has been responsible for 62.6 per cent l0 _t]de
increased share of taxation in gross domestic product. The windfall yie
of income tax resulting from fiscal drag has b;en very attractive for
Government in so far as extra revenue can be obtam.ed V\_flthout the Odlu.m
of increasing tax rates by legislation. Howevcr, such 11;9510115 do not pt?rsmt
when people réalise that, though thf.‘ll'.ll.‘lCOITlCS are rising as fast or faster
than prices, their incomes after tax are rising less quickly.

7.7 Since fiscal drag mainly concerns personal income tax, a fu.rthcr clffect
of mflation is to increase the proportion of tax revenue attributable to
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income tax. In 1965, personal income taxes accounted for 17 per cent of
total tax revenue. By 1981, this had increased to 31 per cent. Fiscal drag
also aftects the yield from stamp duties which increased as a percentage of
total tax revenue from 1.0 per cent in 1965 to 1.7 per cent in 1981,

7.8  Even if a trend towards greater reliance on personal income tax were
thought to be destrable, it is unlikely that inflation is achieving the restruc-
turing at the right pace and in the right way. If the personal tax rates and
allowances remamn unchanged during a period of mfation. there is an
increase in the average rate of tax ar all levels of real income’ suhject w0
personal taxation. The rate of increase in average tax rates varies at different
levels of real income thereby changing the distribution of taxation between
mcome groups. The rate of increase in rax payable also varies for taxpavers
with difterent numbers of dependants; those taxpayers with the largt‘st
number ot dependants, gencrally speaking, are hikely to experience the
1;1rgc:st Increase in average rax rates. These conclusions are supported by
the figures m Table 9 which shows the percentage mercase m tax lability
which would have occured i Ireland ar 1981782 rares of tax if total income
had risen by 10 per cent.

TABLE 9
Increase in Income Tax Liability in Ireland at 1981/82

Rates of Tax if Total Income Increased by 10 per cent.

. Married Persons with No | Marned Persons with
Total Income Single Persons Children Three Children
Increase in tax increase in tax payable Increase in tax payahle
pavable
£ £ Yo £ % £ %
2,000 120.00 00| — — — —
3.000 105.00 188 - — - :

4,600 140.00 154 24000 00| 24000 0
0
5.000 175.00 1391 30000 50.0] 17500 310
6,000 258.00 16.1| 210.00 18.8f 210.00 230
7.000 316.00 16.8] 24500 16.7| 24500 12.4
8.000 378.00 155] 280.00 1541 280.00 17.3
9,000 495 00 16.9| 315.00 1451 315.00 160
10,000 569 25 163 675.00 139 35000 15.1
15,000 900.00 13.9} 67500 15.2] 67500 16.1
20,000 1.200.00 12.7|1.138.50 16.3[1,109.25 16.7
50.000 3.000.00 10.9(3,000.00 12.013,000.00 12‘2

Nozg-; In the above table it is assumed that individuals gualify only for the basic single, married
and child allowance '

p s :
Real income is defined in terms of constant purchasing power.
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For example, Table 9 shows that at an income level of £6,000 the tax
liability of a single person increases by 16 per cent, that of a married person
with no children by 19 per cent and that of a married person with three
children by 23 per cent. The corresponding figures at an income level of
L13,000 are 14 per cent, 15 per cent and 16 per cent respectively.

Inflation and Personal Income Tax

7.9 There are twoe basic mechanisms by which inflation resules o
redistribution: of the rax burden when a progressive mncome tax schedule
remains unchanged. The first mechanism concerns the relationship between
total income and taxable income {.c. total income less personat allowances
and reliets), For any taxpaver entitled to allowances for dependants, infla-
tion results in taxable income increasing more rapidly than total ncome.
This reflects the fact that allowances for dependants are fixed in nominal
rernis. Ina case inwhich real total income is unchanged. the proportion of
total income subject to tax mereases. For example. take the case where total
income 1s v4H 000 and allowances are Y2.0000 I miation 18 runmng at an
annual rate of 1 per cent, the equivalent real total mcome 1 the tollowing
vear will be £4,400. Therefore, if allowances remain fixed. taxable income
rises from L2000 to 12,400 or trom 30 per cent to 34.3 per cent of total
meome.

7.1)  Even under a tax system with a flat rate of tax. this will result in
increased average rates of tax for all taxpayers, since the marginal rate of
tax exceeds the average rate, due to the effective exemption of the first shice
of income through the granting of personal altowances. In the example
given above, with a flat rate of tax of 20 per cent, the average rate of tax in
year 11s 10 per cent (tax equals £2,000 at 20 per cent = £400). The marginal
rate of tax is 20 per cent and under an unindexed system, the average rate
of tax will approach the marginal rate as money income increases.

7.11  For taxpayers with any given number of dependants. the propror-
tionate increase in taxable income, resulting from a given increase in total
income, varies inversely with the initial level of total income. In other
words, low income taxpayers experience the largest proportionate increase
in taxable income because the amount of total deductions in respect of
dependants is fixed in nominal terms. For example, a married man with
total income of £4,000 and allowances of £2,000 has a taxable income of
£2.000. A married man with three children and allowances of £3,000 has a
taxable mcome of 1,040 at the same level of income. With inflation running
at 10 per cent per annum, the equivalent real total income will be £4,400 in
the following vear. However, the taxable income of the married man will
risc by 20 per cent to £2,406) compared with a rise of 40 per cent to £1,400
for the married man with three children. Hence, the elasticity of taxable
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income to total income (that is, the proportionate increase in taxable income
divided by the proportionate increase in total income) declines continuously
as the level of total incomes rises and is independent of the rate of inflation.
In addition, the higher the aggregate level of allowances in respect of
depcn_dants, the larger is the proportionate increase in taxable income for
any given increase in total income. It follows that low income taxpavyers
with large families bear the largest proportionate increase in taxable income
tor any given proportionate increase in total income.

7.12° The second mechanism through which the combination of inflation
and an unchanged structure results in a redistribution of the personal tax
burden is found in the progressive rate scale. Under such a scale. except in
the case of the first band of taxable income, any increase in taxable income
generates a proportionately greater increase in tax liability. All of the
mcreased taxable income is subject to a marginal rate of tax at least as high
as the highest marginal rate pavable on the mitial level of taxable eome.
Consequently. even m a situation where raxable incomes increase at a rate
equal to the rate of inflation (thar is. where real taxable MCame remains
constant and real toral incomes fall) the purely nominal increase in raxable
income results in an increased proportion of any given real level of raxable
income being taxed at what was previously the highest applicable marginal
rate of tax, The result is an fucrcase in the real tax ltability ror each level ot
real taxable income. For example, a married couple with total income of
£6,000 and allowances of £3.000 have a taxable income of £3.000. If inflation
i1s 10) per cent, they require an increase of £300 (or 5 per cent) in total income
to maintain their taxable income in real terms. At 1982/83 rates of tax in
Ireland the position for a married couple would be as in Table 10,

TABLE 10

Effect of Inflation of 10 per cent on a Married Couple at 1982/83 Rates of Tax

Before Inflation After Inflation
% of taxable % of taxable
Amount of income charged at | Amount of taxable | income charged at
Rate of Tax | taxable income each rate income each rate
%o £ % £ %
25 2,000 66.7 2,000 60.6
35 1,000 333 1,300 39.4

The increase in taxable income of £300 is chargeable at the existing marginal
rate of 35 per cent, thus increasing effective rates of tax.

7.13 It nominal incomes do not rise at all in a period of inflation, average
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rates of tax remain the same because the tax system is applied to nominal
incomes. However, this does not alter the fact that the average rate of tax
on every level of real income, for every dependent category, has increased.
The real income of all taxpavers has declined but each taxpaver continues
to be taxed at the same average rate of tax to which he was subject when
his real income was higher.

704 I moencey income Increases at a rate cqual to the rate of inflation. the
prroentage merease 1 disposable money income 1s always Tess than the rate
of inflation. smce the marginal rate of tax alwavs exceeds the average rare
for any income level.” Real disposable incomes thus decline as a result of
inflation.

Specific Taxes and Inflation

715 Excises are levied, normally, i terms of a specific monetary amount
on a quantity of a commodity. For example, the excisc on beer is levied as
so many pounds per standard barrel {that is. 36 imperal gallons of worts
at a speaitic gravity of 1055 degrees). An exception to this general rule 1s
the excise dury on tobacco which, since 1978, is levied partly as a specific
duty and partly as an ad valorem one. Other cxamples of specific taxes are
motor vehicle dunes and soaal msurance contributions before they were
converted to pay-related contributions in 1979, In a period of inflation,
both the real value of specific duties and the proportion of tax revenue
obtained from them falls unless the rate of duty is raised specially to offset
the effects of the rise in prices. When tius 1s done, the increases are normally
referred to as increases in taxation, when they are in fact measures required
to stop taxes falling. As a result, in a period of rapid inflation, there may be
a reluctance to impose the substantial nominal increases that are necessary
merely to offset the effects of inflation.”

7.16  The substantial nominal increases in excise duties that are required
merely to maintain the real value of the taxes in a period of rapid inflation
causc some disruption to the manufacturers and traders in products subject
to excises. The normal pattern is for a steep increase in the duties to be
introduced on budget day followed by a year in which the real value of the
duties declines steadily. This leads to anticipatory buying which may be
subject to controls by the Revenue Commissioners, followed by a tempo-
rary slump in demand. The controls imposed by the Revenue Commis-
sioners are of necessity rather crude since they are based on a quota system
which makes little or no allowances for changes in the market share of

“This is true for almost any tax system. An exception, of course, wouid be in a case in which
there was a ceiling on the proportion of income which could be taken in tax. In this case, the
miarginal and average rates of tax are equal once the ceiling is reached.

'B.M. Walsh, Scptember. 1980, Drinking in Ireland ESRI Broadsheet, No_ 20, p. 45.
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particular companies. However, the Revenue Commissioners do have some
discretion in the way the controls are implemented.

Inflation and Other Taxes

7.17 Capital acquisitions tax, like personal income tax, is a progressive
levy. In the absence of offsetting adjustments to the scale of rates and the
size of exemptions. the tax will bite into estates and gifts with ever
IRCreasing severiry as rismg prices cause money values to become inflated.
Stamp duties levied on the conveyance of properey (other than stocks or
marketablc securities) also have a progressive rate structure, As a result. the
amount ot rax paid mcreases in real terms unless there is adjustment ot the
rate structure to compensate tor infation.

718 The opposite effect is scen with pav-related social insurance contrie
butions which are levied at a fixed percentage of pay up to a limit on the
amount ot the contribution. Unless this limit is raised regularly in line with
inflation, a greater proportion of the population will be liable to the
maxtmum rate of contribution thereby increasing the regressivity of the
system.

The Tax Base

7.19 Under a system of proportional tax rates and even under a progres-
sive system which 1s regularly adjusted to take account of price changes,
flation causes problems in the definition of the tax base. These problems
tigured prominently in submissions.

7.20  One of the most important of these problems concerns business
income. The effect of inflation on the measurement of business income has
been the subject of critical examination within the accountancy profession
and among business management for some years. The fundamental prob-
lem is that, in periods of rapid inflation, profits determined on the basis of
conventional accounting methods do not reflect “true” profits which are
matertally lower. These same methods, when employed for determining
tax liability, may result in business income being taxed more heavily than
may be justified. When this occurs, the viability of business suffers, “true”
retained profits are reduced below the levels needed for continuing opera-
tions and organisations are forced to seck new investment funds in order to
maintain the existing level of business. We discuss this problem further in
Chapter 26.

7.21 Inflation also affects capital gains tax. If capital gains are charged to
tax without adequate recognition of the fact that in a period of inflation a
considerable proportion of such gains simply reflects the change in the
general price level and does not reflect any increase in purchasing power,
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a large capital levy may result. This fact is recognised in the existing capital
gains tax legislation which endeavours to confine a charge to gains in real
terms. Table 11 shows the amount of liability arising under a capital gains
tax charged at the rate of 30 per cent with no allowance for inflation. The
liability 1s expressed as a percentage of the realised value of the asset, the
money value of which has risen in line with inflation and the real value of
which has remained the same,

TABLE 11

Effect of Imposing 30 per cent Capital Gains Tax with N¢ Allowance for Inflation where
Capital Appreciates at the Same Rate as Inflation

Ter oas percentagc oF redlseC vaiug Ccf assel wheto annud. rate of

Nurher of vears nerease ngereral pree level s

COTOIC BRACT F Eas el

!r 10 percent “ “oper cent 1 20 ner gent
; e
1 } 27 ' 39 56
Z ’ RZ 75 92
5 14 ! e : 170
10 | 18.4 | 276 252
20 | 256 ! 282 280

7.22  Intavien also has mmplications tor the taxation of mcome from
mvestments. particularly income from fixed-interest sccurities. When intla-
tion accelerates, the real rate of return on fixed-interest assets declines and
their real capital value falls. Borrowers gain at the expense of savers. For
example. take the case of an individual who owns a 3 per cent irredeemable
security of a nominal amount of £9,000. Suppose that the long-term rate of
mterestis 13 per cent, the rate of price inflation 1s 10 per cent a year and that
the rate of mterest and the rate of price inflation are expected to remain
unchanged tor the indefinite futare. This means that the security will have
a capital value of £3.000 and a nominal income of £430 of which £300 will
be required to maintain the value of the capital intact. If the rate of inflation
mncreases to 20 per cent in the following vear and interest rates also increase
to 20 per cent, the capital value of the security will decline to £2,250 in
moncy terms and £1.800 in real terms. The nominal income will still be
£430 but this will be required to maintain the total capital value of £2,250
in real terms. The adjustments required in this area to establish an cquitable
tax basc are closely related to the appropriate treatment of business income
and capital gains.

7.23  Inflavion creates special problems when it becomes necessary to
compare values of items of property in different vears. Similar problems
arisc i relation to the aggregation of amounts expressed in money terms
which have been established ar different times. For example, a decline in
the value of money means that business losses are worth less when applied

111




as an offset to income of future years and worth more when offset against
the income of earlier years.

Conclusion

7.24  The income redistribution consequences of inflation are arbitrary.
Those on fixed incomes sec their standard of living falf rapidly. while those
in emplovment at least tend to maintain their position. Those who receive
their incomes on a regular basis are betrer protected than those whe only
receive their incomes after fong time lags. These effects are rotally
unplanned and tend to result in situations which would be impossible to
Justify under normal conditions. Inflation also affects the taxation svstem
iwself 1o an equally haphazard manner. Some taxes are reduced and others
are increased. These effects are most important under a progressive income
tax. Broadly speaking, the effect of inflation coupled with progressive tax
rates 1s to increase tax liabilities at cach income level to an extent that
depends on the rate of increase in tax rates at that income. As a result.
mcreases in average rates of income tax resulting from inflation tend to be
greatest not at mcome levels where the marginal rates ot tax are highest but
rather atincome levels where marginal tax rates arc increasing most rapidly.
For taxpayers who remain at the same marginal racc of tax during infation,
real incomes also tend to fall but by successively smaller percentage amounts
as the level of taxable mcome rises.

7.25 The present Irish tax system was developed in a period in which
stablc prices were thought to be the norm. In response to the rapid
acceleration in inflation in the early seventies, certain reliefs were introduced
to mitigate the effects of inflation on taxation but this has not been done on
a systematic basis. We believe that this failure to deal systematically with
inflatton adversely affects the equity of the tax system. It reduces the
attractiveness of productive investment in favour of assets which have a
scarcity value. Changes in the distribution of the weight of taxation which
might be unacceptable if they had to be specifically identificd and debated
n the Oireachtas may pass through unnoticed. For these reasons, we are
firmly of the opinion that, in principle, the tax system should be neutral
with respect to inflation. The implications of following this principle will
be identitied when individual taxes are being considered.

Recommendation
7.26 "We make the following recommendation:

1. The tax system should be neutral with respect to inflation.
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CHAPTER 8
THE DEFINITION OF THE TAX BASE

Introduction

8.1 In this chapter we consider the tax base that should be adopted tor
purposes of direct taxation. We conclude that the tax base should be detined
on a comprehensive basis to include all real increases in the command over
economic resources. We also consider whether or not the basce for personal
direct taxation should be the aggregate amount of income received or
expenditure made by cach individual or tax unit. We conclude that a tax on
income, as we define it, is preferable and should remain the main source of
direct taxation in Ireland.

Equity Principles

8.2 Equity demands that taxation be levied in accordance with ability to
pay. The notion that persons in equal situations should pay the same tax
implies that tax is a sacrifice levied upon some kind of private “economic
well-being”. For practical purposes both the “*sacrifice’” by way of tax and
the “well-being” upon which the tax is levied have to be measured in
money erms.

8.3 Equity between persons cannot be secured — however finely the
effective rate of tax is graduated according to an individual’s total income
for tax purposes and however meticulously it is differentiated to alfow for
personal circumstances — unless the tax base provides a measure which is
uniform, comprehensive and capable of consistent application to all indi-
viduals. Impartial assessment of the relative taxable capacity of individuals
is impossible if the tax base is unduly restricted, ambiguous or biased in
favour of particular groups of taxpayers.

Present Definition of Income

8.4 The current legal definition of what constitutes income for income
tax purposes has been reached by a process of piecemeal statutory revision
and judicial interpretation of the Tax Acts. The Income Tax Act ot 1803
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originally categorised income under five schedules {two of which have since
been repealed and another added) and these collectively defined the limits
of taxable income. This structure is still broadly intact in present legislation,
The original Act included a “sweeping-up clause” which is now Case IV
of Schedule D, under which “any annual profit or gain™ is taxable which
is not cnumerated under any of the other Cases or Schedules. Since the law
employs the terms “income”, “profit” and “gain” interchangcably.
recourse has had to be made to the Courts to clanify what is chargeable and
whatis not. The ditheuley inherent in doing this mav he Hluserared by the
comparison of two well-known judicial interpretasions of the statute,
“Income tax”. according to Lord MacNaughten's famous dictum. “'is a tax
on income’." As regards the word “income”, Lord Wrenbury said. it
means such income as 1s within the Act taxable under the Ace™

8.5 Two influential notions have guided judicial interpretation in this

arca

over the vears. There has been a tendency in English (and Irish) cases to use
L : o . ~o N )

the “fruit of the tree” concept of income — the old idea of income as

something which recurrently emerges and is separated from its perpetual
source. This concept was refined graduaily by the introduction of atlow-
ances for capital wastage. A further boundary line, afforded by the idea
that income is something which accrues regularly, has been discarded in
Judicial decisions which have established that casual or isolated gdms are
taxable provided that they are not of the character of “capital ‘proﬁts".

There can be no doubt that the definition of income for tax purposes is
neither clear nor consistent.

A Comprehensive Definition of Income

8.6 There is a difference between the legal approach to this problem,
which seeks to refine and extend the everyday meaning of income, and the
approach which defines income on a comprehensive basis. An influential
contribution to the discussion of this topic has been that made by H. C.
Simons. Simons’ states that personal income broadly connotes the exercise

of control over the use of society’s scarce resources. Its calculation implics
making an estimate of

(i) the amount by which the value of property rights would have

increascd between the beginning and the end of a period, if nothing
had been consumed (destroved), or

(1) the value ot rights which might have been exercised in consumption
without altering the value of the store of rights.

In simple terms, it implics measuring consumption and accumulation.

'London County Council v. Attorney General, 1901,
*Whitney v. Inland Revenue Commissioners, 1926,
*H. C. Simons: Personal Income Taxation, 1938.
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8.7 A comprehensive definition of income on these lines would include
capital gains, bequests and gifts received, lottery and casual gambling
winnings, compensation payments for loss of office and non-money
income. The inclusion of these receipts in an income tax base would
eliminate the need for separate taxes on estates, gifts, inheritances and
capital gains.

NN This approach mav be jusntied on the basis that the taxable capaciry
ot an ndividual 15 by abiliey to attam a parncular standard ot living. On
this basis, the test to be applicd i deading whethier any particular item
should or should not be regarded as mcome tor tax purposcs is whether
and to what extent 1t contributes to spending power during a period. When
set beside this standard, most of the principles that have been applicd by
the Courts at vartous times to determine whether particular items consature
meome are largely irrelevant, Tt mayv be argued that no concept of income
can be really equitable that falls short ot the comprehensive definition which
cmbraces all increases in the command over the use of society’s scarce
resources—in other words. the “net aceretion of economic power between
two points n time’. This was the approach adopted by the Carter Com-
mission in Canada which justified its view in the following terms:

We are completely persuaded that taxes should be allocated according
to the changes in the cconomic power of individuals and families. If a
man obtains increased command over goods and scrvices for his
personal satistaction we do not believe 1t matters, from the point of
view of taxation, whether he earned it through working, gained it
through operating a business, received it because he held property,
made it by selling property or was given it by a relative. Nor do we
believe it matters whether the increased command over goods and
services was in cash or in kind. Nor do we believe it matters whether
the increase in economic power was expected or unexpected, whether
it was a unique or recurrent event, whether the man suftered to get the
increase in economic power or it fell into his lap without effort. All of
these considerations should be ignored either because they are impos-
sible to determine objectively in practice or because they are irrelevant
in principle, or both. By adopting a base that measures changes in the
power, whether exercised or not, to consume goods and services we
obtain certainty, consistency and cquity’™*.

Inflation and the Definition of the Tax Base

8.9 The Simons definition of income was constructed at a time when

*Report of the Royal Commission on Taxation, 1966. Vol. 1 pp 9-10,

117




inflation was at much lower levels than it is today. As a result, it requires
to be modified to take account of the effects of inflation. We have decided
that the most equitable definition of the tax base is an amount which may
be spent on consumption without adding to or subtracting from wealth in
the process. Since we think in real rather than in nominal money terms, the
proviso to the above definition must be amended to “*without adding to or
subtracting from real wealth in the process™. To accord with the principle
of neutrality with respect to inflation, which we adopted in Chapter 7. and
to arnve at a proper base for taxation in inflationary conditions. an adjust-
ment must be made to income to take account of the change in the real
value of wealth due to inflation.

8.10  The case in equity for making this adjustment has been underlined
by a study’ ot the Irish National Debt which has shown that in the years
from 1969 to 1977 the holders ot Irish Government securities obrained
negative real rates of interest after taking account of the effects of inflation.
I'his has produced two notable distributional effects. Firstly, wealth has
been redistributed from the holder of monetary assets to the holder of
monetary habilities which, in the case of Government debt, is the general
taxpayer. Sccondly, the tax system has discriminated against lenders by
failing ro differentiate between interest income which maintains the real
value of principal and that which adds to net worth. The author concludes
that

“there is httle merit in these indiscriminate and irregular forms of
redistribution. Many who could ill afford it suffered a loss, often in
faithful response to Government appeals. The fact that a large propor-
tion of public debt 1s held in financial institutions does not alleviate the
loss on savers. It filters back to the holders of deposits or insurance
contracts . . . . . . The only redeeming feature is that these institutions

probably serve to spread the loss more evenly through the population™,

8.11 The operation of the adjustment to take account of inflation is
illustrated by the following example. Consider A who has invested £1.000
in Government securities on which he is paid €160 cach vear, and ends up
with an unchanged sum of £1,000 which has an unchanged real value, But
if prices rise by 10 per cent in the course of a year, he must end up with
capital of £1,100 in order to have maintained the real value of his capital
intact. Of his interest of £160 he must save £100 to maintain his real capital,
After adjustment for inflation, A’s income, under a definition of income
which is neutral with respect to inflation, is only £60.

8.12  Adjustment for inflation opcrates in reverse in the case of B who

borrows £1,000 at 18 per cent. During the year he pays money interest of
“Richard Bruton, July 1978, frish Public Debt ESRI Paper, No. 94, Page 76

118

s andeimb s il SR B

£180. If he repays none of the capital, he will still owe £1,000 at the end of
the year which, if prices rise by 10 per cent, represents a decrease of £100
in his real debt. His net real capital wealth (after the deduction of the real
debt) rises by this amount. Of the £180 paid in interest only £80 is a cost
against real income; the other £100 is offset by a real addition to income
which is saved and used to reduce real indebredness.

813 A further example, where a distinction between real and money
inconte 18 called for, concerns capital gains. Suppose an individual owns
ordinary shares that have increased in value by 20 per cent. If the general
level of.priccs has risen by 10 per cent over the same peniod, then thg tirst
I per cent i the appreciation of shares 1s needed in order to Fnaintam t‘hc
real value of rhe capital. Only the remaming 10 per cent is a genuine
aceretion which would come within our definition of the tax base.

Implementation

8.14 In applying the notion of a comprehensive tax base to any workable
and acceptable tax system, two guiding principles may be considered.

8.15 Firstly, the use of a comprehensive definition of the tax base under
4 svstem in which tax is levied on an annual basis at progressive rates causes
pra'nblems. This is because “bunching’ of such windtalls as in}}critan.ces,
winnings from gambling and gifts is likely to be widespread. Itis obvious
that to apply the progressive rates of an annual tax to receipts which
typically accrue so irregularly over time would be inequitable. However,
it is also inequitable to ignore such receipts altogether. The prpblems of
bunching may be ameliorated by the introduction of averaging or by
introducing separate taxes to deal with receipts which tend to accrue most
irregularly.

8.16 A second guiding principle concerns certain types of benefits which
cannot rcasonably be brought within the scope of taxation because their
control and enforcement is beyond the power of any efficient tax admin-
istration. To deal with these, it may be necessary to apply rough and ready
rules to estimate the value of the benefits in the interests of simplicity. This
would be more equitable than ignoring the benefits entirely.

Direct Expenditure Tax

8.17 An alternative to taking income (widely defined) as the base for
personal taxation is to take expenditure or consumption. It is important to
distinguish between the notion of a direct expenditure tax and that of
indirect taxes on expenditure such as value-added tax or excise duties. The
main distinction between these two forms of taxation is that, in determining
hability to an expenditure tax, it is the aggregate amount of cxpenditurc
during the accounting period which determines the liability, whereas in the
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case of indirect taxes the tax payable on a particular item is unaffected by
an individual’s personal circumstances or the amount of his expenditure on
other items,

8.18  Advocates of a direct expenditure tax argue that it would eliminate
the double taxation of savings which, they believe, is a weakness inherent
In any income tax system, Thus, savings are financed out of taxed income
but the yield from that investment suffers income tax.

8.19  Another attraction of a direct expenditure tax in the eyes of some of
its proponents is that, by concentrating on the spending end of a taxpaver's
affairs, the tax system has less need of complicated legislation designed to
prevent income being dressed up as capital or vice versa. A direct expenditure
tax treats all accretions to a taxpaver, whether from ordinary income,
capital gains, gifts, inheritances or other receipts, n the same wav. If the
taxpayer spends the moncy, then lability will arise. If he saves it, 10 tax is
due.

8.20 1t is also claimed that inflation is less of 4 problemy with a direce
expenditure tax than with an income tax. Adjustments of tax thresholds
and bands would still be nceded. However. the need does not arise for
capital/income adjustments to rake account of the crosion ot the value ol
capital by inflation.

8.21  Therc would be great practical difficulties in completely replacing
income tax with a direct expenditure tax. At present, only a fraction of
income taxpayers are required to complete an annual return of income. To
administer a direct expenditure tax more returns and more detailed infor-
mation in these returns would be required. This would increase private
compliance costs and also the Revenue Commissioners would find it very
difficult to cope with the additional work.

8.22  Whatever the theoretical attractions of a direct expenditure tax, we
have concluded that the complete replacement of income tax by a direct
expenditure tax is not a practicable proposition in the foreseeable future.
We also believe that a tax on a comprehensive income base is the most
equitable system of taxation. Therefore, income tax must remain as the
mainstay of our system of direct taxation. However, we do recommend
that income tax at the higher rates be replaced by a progressive direct
expenditure tax.

Conclusion

8.23  The basic idea of a comprehensive income tax base is to tax oppor-
tunities (the accretion of economic spending power) rather than the actual
use of such opportunities which may be better measured by consumption
expenditure. One of the aims of a comprehensive tax base is to promote
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horizontal equity by taxing all kinds of accretions of economic power
equally; individuals with the same increased command over economic
resources would then be treated in the same way regardless of the form in
which this accrued. Thus, resources are saved which would otherwise be
wasted by attempts to convert one kind of income into another in circum-
stances where different kinds of income were taxed at different rates (e.g.
dividends and capital gains). A conmiprehensive tax base would be larger
than the current income tax base and would enable the same revenue to be
ratsed witln reduced inconie wax rates.

8.24  Because of the problem of bunching. it is impracticable to apply
steeply progressive rates to a comprehensive tax base, 1f it is desired to
charge mncome tax at progressive rates, the bunching problem must be
tackled cither by mtroducing satistactory averaging provisions or by intro-
ducing scparate taxes to deal with receipts which acerue irregularly. The
advantages arising from the adoption of a comprehensive mcome tax base
can only be tully realised when tax 1s levied at a single rate.

8.25  Theretore, we recommend that the income tax base be extended to
include very kind of income and gain. This is only possible if two conditions
are satistied. Firstly. the single rate ot tax to be applied to the base canno
exceed a fevel generally percetved to be acceptable. Secondly, progressivity
of the direct tax system must be introduced through a supplementary
system of higher taxation, namely, a dircct expenditure tax levied at
progressive rates,
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CHAPTERS

PRESENT INCOME TAX SYSTEM IN
IRELAND

Introduction

4.1 The development ot the Irish tax system was outlined in Chaprer 1.
Here we deseribe briefly the mam provisions of the existing meonie tax
system. set in s historical context.

Present System

9.2 Tncome tax is charged for a vear of assessment beginning an 6 April

V.3 Anondividual who is resident, ordinarily resident and domiciled 1n
Ireland is subject to this tax in respect of his total income, wherever arising.
Further. income arising in Ireland 1s subject to income tax, irrespective of
the residence or domicile of the recipient. There are exemptions from. and
exceptions to, these general principles occasioned, inter alia, by the operation
of double taxation agreements with other countries or by the provisions of
the Corporation Tax Act, 1976.

9.4 For income tax purposes, income is classified under certain heads or
schedules. The four schedules now existing deal with interest (taxed at
source) on certain Government and other securities {Schedule (), tncome
from self-employment. rents or investments (Schedule D), income from
an office, emplovment or pension (Schedule E) and income from distri-

butions received on or after 6 April, 1976 from a resident company (Sche-
dule F).

9.5 Schedule D is sub-divided into five Cases:

Case I—Income trom any trade, income arising out of lands, tenements
and hereditaments in the case of mines or quarries.

Case Il—Income from professions.

Case HI—Certain dividends and interest which have not been taxed at

source orunder Schedule C, income from foreign securitics and income
trom other foreign sources.
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Case IV—Income not falling under one of the other Schedules or
Cases.

Case V—Income from rents, premiums on lcases and easements in
respect of any land or premises.

9.6 For individuals, income tax is graduated by means of various allow-
ances, deductions, reliefs and rates of charge. The allowances and deduc-
tions depend on the personal circumstances of the taxpayer, and, in etfect,
exemnpt the firstslice of income. The amoeunt of allowances and other rehets
is deducted from total income i arriving at taxable income.

9.7 Income realised by mdividuais in the form of capital gains prior to 26
March, 1982 is subject to a separate tax ac the rate of 30 per cent. The rate
ot charge 1s reduced. depending on the period of ownership of the asser,
leading to total exemption atter 21 years (except in the case of gains arising
on the sale of development land). In computing the tax chargeable, the
amount of alfowable expenditure (such as the cost of the asset and expend-
iture which enhances its value) is increased by reference to changes in the
Consumer Price Index.

9.8 Proposals for changes in the capital gains tax legislation are included
in the Finance Bill, 1982. It is intended that these will apply with cffect
trom 26 March, 1982, The tapering relief will be abolished and the normal
rate of tax will be increased to 40 per cent. Nominal gains realised within
one year of acquisition will be charged at 60 per cent and real gains realised
within two or three years of acquisition at 50 per cent.

Historical Background

9.9 The present structure of income tax has evolved over the past 180
years. Many of its principal features were introduced in the last century in
Britain for reasons that may no longer be relevant in Ireland. For this
reason, it 1s useful to examine briefly the historical development of the
system.

9.10 Income tax was introduced in Britain in 1799 by William Pitt. This
tax was an administrative failure and was repealed following the Treaty of
Amiens in 1802. Addington reintroduced income tax in 1803 and it
remained until 1816 when it was discontinued. No attempt was made to
extend it to Ireland at that stage.

9.11 To meet the criticism that Pitt’s Act gave a person reading a return
of income too much information about a taxpayer’s total income and was
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a great intrusion into his private atfairs, Addington introduced the famous
five Schedules A to E which have survived to modern times. He also
adopted the mechanism of deduction at source.

9.12  Pecl reintroduced income tax in 1842 and the tax was extended to
[reland for the first time in 1853 by Gladstone. In 1907, Asquith introduced
earned income relief, while in 1909 Lloyd George accepted the principle of
graduation by introducing a sur-tax, Thus. between 1906 and 1918, income
tax changed out of all recognittion and developed the structure which.
broadly speaking. 1t has retained to the present day. In 1906, 1t was a tax
with a umform rate of 3 per cent with exemption up to an imcome of £160.
By 1918, 1t had admitted both differenuation i the form of carned income
relict and graduation in the form ot a sur-tax, with income tax rates rising
to 30 per cent and the sur-tax to 22.5 per cent. Against these increasing
burdens should be sct the allowances introduced for married persons.
children, housckeeper and dependent relatives.

9.13  Following mdependence in 1922, the mcome tax svstem inherited
from Britain remained essenually the same. Many changes made in the
British code were frequently tollowed by similar changes here, although
the Insh system has deviated trom the Briush in some respects.

9.14  After the Sccond World War, the use of the income tax system as an
mstrument to eticourage developments which were considered desirable
slowly gathered momentum. In 1946, relief was given in respect of expend-
iture ncurred on scientific research. Life assurance relief was increased on

Irish policies in 1933 and relief for medical insurance premiums was intro-
duced in 1955.

9.15  Industrialisation was fostered initially by a policy of protection of
heme manufacture. This policy led 1o a considerable increase in industrial
employment but, and by the middle of the nineteen fifties, it had become
apparent that it offered little scope for further expansion. From then on the
usc of the tax system as an instrument to encourage economic development
increased very markedly. In 1956, profits from increased export sales of
Irish manufactured goods were completely rehieved from tax. Wear and
tear allowances were modified to encourage capital investment. After 1956,
accelerated depreciation allowances were introduced and these were
increased and extended in later vears.

9.16  In 1969, the tax charges under Schedule A in respect of the ownership
of property and under Schedule B in respect of the occupation of land were
abolished.

9.17 The Finance Act, 1974 made a major change in the structure of
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income tax by introducing a new unified system of personal income
taxation. The new system involved

(1) abolition of earned income relief which was accompanied by an
increase in the personal allowances and the introduction of a reduced
rate of charge on the first band of taxable income, and

(i) application of higher rates of income tax instead of a separate charge
O sur-tax.

Farming profits were also charged to tax where the rateable valuation ot all
farm land occupted amounted 1o Y100 or more, This threshold swas reduced
n later vears and now stands at ¥40. A capital gains tax was introduced on
gains realised on or after 6 April. 1974

Conclusion

918 Income tax only became a factor in the lives of most emplovees
the nineteen sixtics. The number of taxpayers has more than trebled since
then. This growth 1s artributable to rising real incomes but mainly 1o a
tatlure to increase tax thresholds in line with inflation. As a result, income
tax now affects about four out of five income earners i Ireland. For this
reason. public perceprions of the equity of the system are of far greater
importance than was the case twenty vears ago when the svstem was
studied by the Commission on Income Taxation.
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CHAPTER 10

THE WIDENING OF THE INCOME TAX
BASE

Introduction

10,1 In this chapter we begin the detailed recommendations concerning
changes 1 the existing income tax base in Ircland. These flow from our
concept of meome. defined m Chapter 8. as the amount which mayv be
spent on consumption without adding to or subtracting from real wealth
i the process. These recommendations are made in the context of a single
rate of income tax proposed in Chapter 17. The amount of income exempted
under specific provisions is set out in Appendix 6.

10.2° The discussion m this chapter is divided into three sections as follows:
(1} The taxanon of imputed income,
(11) Exemptincome, and
(1) Deductions from income.

THE TAXATION OFIMPUTED INCOME

10.3 In principle, the imputed income from a wide range of durable
consumer goods comes within our definition of income. This would mean
that the net annual rental income implicit in the ownership and personal
use of such items as houses, furniture, cars, boats and other consumer
durables would be included in annual income for tax purposes. We do not
proposc that this be done because of the administrative problems involved.
However, we acknowledge the principle and note that the exclusion of
these items may result in inequities between different classes of taxpayers.
Because housing is of much greater value than personal chattels, we consider
the taxation of housing in some detail.

Housing

10.4  The market for dwelling houses is so distorted by various State
interventions and regulations (including special tax provisions) that changes
in the tax treatment of housing require careful consideration. The tax
provisions in relation to the acquisition and owner-occupation of housing
are widely seen as being very favourable. We received a significant number
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of submissions which drew attention to the relative treatment of owned
and rented accommodation and which suggested eliminating the distortions
in the tax system in this area.

10.5 We noted in Chapter 5 that tax reliefs for investment in particular
types of assets may be expected to increase the relative prices of the assets
n question in addition to mncreasing investment in them, Between the first
quarter of 1973 and the third quarter of 1981 the prices of private new
houses grew 38 per cent faster than consumer prices in gencral. The loans
approved by all lending agencies rose from 88 .8 million in 1973 to v-411 4
million in 1980, By reference o the mcrease in new house prices. this
represented an increase in real terms of 21,6 per cent!

0.6 Table 12 shows capital tormarion in housing as a percentage of gross

domestic tixed capital formation and gross domestic product between 1973
and 1979,

TABLE 12

Capital Formation in Housing

I
Capital Formationin | As Percentage ot 5ross I AsPercentage of
Yoar Hrusing P'amestc Fved Capia' Formaton | Grose Domvostc
! Product
frr e %%
1973 150 229 5.6
1974 203 270 6.8
1975 210 241 586
1976 252 226 55
1977 304 214 55
1978 401 219 62
1979 541 228 72

Source: National Income and Expenditure.

10.7  The attractiveness of investing in housing in recent years may be
shown by the following example. The average price of a new house bought
in 1976 with the aid of a building society loan was £12,113. The correspond-
ing figure in 1980 was almost £28,000.% If we assume that the purchase of
the house was financed by a loan of £9,000 and the balance of £3.113 from
personal savings, the return on the original equity investment. which is a
tax-free capital gain of about £16.000), represents an average of over 120 per

"The figures in this paragraph are taken rom the Quarterly Bullean of Housing Statistics tor
Quarter ended 31 September, 1981 Department of Environment.
“The houses concerned are not necessarily comparable from vear to vear,
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cent per year over the four-year period. To enjoy this rate of return,
taxpayers would have had to borrow at negative real rates of interest. For
example, in 1980 a taxpayer hiable at 35 per cent could have borrowed from
a building society at an effective real rate of interest of minus 9 per cent.

Categories of Housing
10.8  There are three major catégories of dwelling house tenures, namely,
(1) owner-occupied houses,
(1) rented houses owned by local authorities, and
() rented houses owned by private landlords.

These three categories account for about 76 per cent, 12 per cent and 10 per
cent of the Irish housing stock respectively.

Owner-occupied Housing

10,9 Owner-occupied houses are not subject to any tax on their annual
value atthough they arel as 1t were. houses which the owner as private
landlord rents out to himselt as tenant. Consider three people, each with
040,000 to invest and wishing to live in a £40.000 house. We assume that
the rerurn on all capital 1s 5 per cent. R decides to rent and invest his moncey
m shares. As shownin Table 13, he recerves 2,000 1in dividends. Assuming
a rate of tax of 35 per cent, he pays tax of £700. O decides to buy his house
outright and pays £40,000 in cash. He buys no shares and receives no
dividend income but benefits from imputed rent of £2,000. Since this is not
counted as taxable income, he pays no tax. M buys a £40,000 residence by
taking out a mortgage, while using the £40,000 to buy shares. He receives

TABLE 13
Comparisons of Tax Treatment of Renter, Equity Owner and Mortgage Owner of House
Equity Mortgage
Renter Owner Owner
R 0 M
£ £ £
1. Owner's imputed rent 0 2,000 2,000
2. interest paid 0 0 2,000
3. Dividends 2,000 0 2,000
4. Taxable under present law at 35 per
cent 2,000 0 0
5 Tax under present law 700 0 0
6. Tax under Scheme 1 700 0 700
7. Tax under Scheme 2 700 700 70C
8 Tax under Scheme 3 G 0 0
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£2,000 in interest. Since mortgage interest may be deducted in computing
taxable income he has no addition to his taxable income. We compare the
three in line 5 of Table 13. They all have the same net worth and live in
similar houses, but R pays £700 in tax, while O and M pay no tax.
The problem is to determine how the three can be placed in an equal
position. Removal of the nterest deduction (Scheme 1) would not do.
While M would lose his advantage and be placed in the same position as R,
O would remain free of tax. In order to treat all alike. imputed rent would
have to be charged to tax while & deduction tor interest would continue to
be allowed (Scheme 2). Alternatively. imputed rent could be disregarded
and a deduction given for interest and tor payments of rent as well (Scheme
33, Under Scheme 20 all would pay the same tax while under Scheme 3
none would pav tax. Both solutions would be neutral as berween the
various types of housing tenure. However, Schene 3 would favour expend-
iture on housing while Scheme 2 would be neutral between expenditure on
housing and other expenditure. Scheme 2 clearly otfers the best solution
In principte. cqual treatment should apply not only to people who use
ditferent forms of housing but also between those who choose 1o spend a
high propertion of ther meome on housing and others who prefer o
consumg different items.,

Local Authority Housing

10,100 Local authority houses are subsidised and generally let at rents
which are considerably lower than those which would be necessary to yield
a normal market rate of return on the capital values at which they would
sell in the market. Special purchase schemes also apply to local authority
houses. Detatls of these arrangements are set out in Appendix 7.

Privately-rented Housing

f0. 11 Houses rented out by private landlords may be subject to rent
controls with sccurity of tenure for the existing tenants. with the resule that
such houses have a market value considerably lower than that of similar
houses for sale with vacant possession.” Rents for such houses are thus kept
down but not (as in the case of local authority houses) by a State subsidy.
On the contrary, the landlord pays the full rate of tax on the rent which he

*The Rent Restrictions Acts 1960 and 1967 were found by the Supreme Court to be unconsti-
tutional. These Acts were replaced by the Housing (Private Rented Dwellings) Biil. which after
being passed by the Dail and Seanad was referred by the President to the Suprene Court to test
its constitutionality. The Supreme Court ruled thar this Bill was alse unconstitutonal, The Rent
Restrictions (Temporary Provisions) (Continvance} Bill was passed by the Qireachtas to give
continucd protection to tenants until 25 July, 1982 pending the introduction of new legislation.
The Housing (Private Rented Dwellings) Bill, 1982 was signed by the President on 21 Mav, 1982
bur 1s unlikely to come into effect uneil 25 July. 1982,
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receives but the Exchequer loses tax revenue in so far as the landlord does
not receive a full market rent. These arrangements result in an unwillingness
of existing tenants to move. Rented accommodation which is not subject
to rent control does not cause any distortion in the market for housing,
though the existence of controlled rents may make uncontrolled rents
higher than they otherwisc would be.

Historical Background

1,12 Prior 1o 1969 700 income from the ownership of buldings was
charged to tax on a notional basis — cither on five-fourths of the rateable
valuation under the Valuation Acts or the valuation itself, less, in certain
circumstances, a small fracton for “repars™. This meome was charged
under Schedule A of the Income Tax Acts. which covered not only the
income derived from letting property but also income imputed to the
owner-occupier of property or to an occupier who held the property at a
rent less than the annual value. However, the full amount of the assessment
on premises was allowed as o deduction i arnving at the protits ot a trade

carricd on o the premises.

10,13 The question of taxation tinder Schedule A was considered by the
Comnussion on Income Taxation in 1ts Second Report.” The Commission
recommended that premises exceeding Y30 valuation should be exempted
in respect of the first £30 valuation. The Commission, n arriving at this
conclusion, was influenced mamly by the arguments that

(1) real income did not arise from owner-occupation and notional
income was not a proper subject for taxation;

(i1} if there was a charge on notional income it should not be confined
to real property but should extend to chattel property also, such as
furniture and jewellery, and

(1) valuations of property were not uniform throughour the country
and inequities resulted from using valuations under the Valuation
Acts as a measure of “income’’ for tax purposcs.

10.14 The Government’s response to the Commission’s recommenda-
tions regarding Schedule A was contained in the Second White Paper on
Direct Taxation.’ This contended that the argument at (1) scarcely took
sufficient account of the principle that tax should be adjusted to capacity to
pay. Accommodation was an essential of life. The owner-occupier enjoyed
a very real financial benefit as compared with the taxpayer of equal income
who was subject to the inescapable burden of rent. It was this benefit,
derived from the capital invested in the purchase of a house, which was
raxed under Schedule A.

"Prl. 5119, June 1959, paragraphs 99 to 110,
Prl. 7024, April, 1963, paragraphs 15 to 31.
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10.15 In dealing with the argument at (ii), the White Paper stated that a
man’s house was, gencrally speaking, of much greater value that his chartels
and the difficulty of taxing the annual valuc attributable to such chattels did
not invalidate the charge on residential property. In other words, the
exemption of chattels was justified primarily on the grounds of the admin-
istrative difficulty of taxing the notional income arising from them. Finally,
it was stated that the attribution of notional income to owner-occupation
of residential property was not unigue to Ireland. Provisions akin o it
existed i other countries.

Abolition of Schedule A

10,16 Schedule A tax was abolished by the Finance Act. 1909 for 1969270
and subscquent vears of assessment. The reason tor this was given by the
Minister for Finance in his budget statemient on 23 April. 1968 when he
satd

“Thave received representations from many sources to raise the various
personal income tax allowances. Even a moederate general increase
would cost many millions of pounds and could only be considered in
relation to . . . a general review of our tax structure . . . pending anv
such change L have sought around for wavs of giving relief in specially
desirable directions at reasonable cost. It seemed to me that the aboli-
tion of tax under Schedule A would give just such relief. The tax falls
mainly on the owner-occupier of a private residence and its abolition
should give wide reliet and be especially welcome to old persons living
on pensions or fixed incomes as well as the general body of
householders”.®

10.17  The tmportant point to note is that the abolition of tax on the
notional income from owner-occupation was not justified on grounds of
principle but rather was due to the fact that 1t was a convenient and cheap
method of giving tax relief.

Rates Relief on Domestic Property

10.18 In theory, rates were a levy on the rental value of property. In the
case of owner-occupied property, the tax base, as laid down in the Valuation
Acts, was essentially the imputed rental income of the property. Before
rates on domestic property were removed in 1978, they attracted consid-
erable public criticism. Firstly, there was grave dissatisfaction with the
cquity of the valuation system, which had never been revised on a general
basis, despite recommendations that this be done in a number of reviews
of the rating system. Secondly, rates were criticised on the grounds that
they were regressive. The fact that rates were also generally pavable in two

*Diil Debates, Official Report, Vol. 234, Col. 60.
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relatively large lump sums contributed to their unpopularity. The only
really satisfactory solution to the reform of the rating system was a general
revaluation of property. This would have taken eight years to complete
and would have been a complex and costlv operation. In the circumstances,
the view was taken that the most satisfactory approach to the problem was
to relieve fully domestic property from the burden of rates.

Summary

10,19 The tax treatment of owner-occupied housing in Ireland 15 excep-
rionally favourable by international standards. There s

11 o s charge on the nouonahacome that anses from the occupation
of a housc;

(1) relief on interest allowable in respect of the borrower’s only or
main residence up to £2.400 for a single person and L4800 for
married persons jointly assessed:

(i) relieton lite assurance premiums, which may be used to tund house
purchase, allowable at a rate of 50 per cent of the premiums paid
up to a limit of £1,000 {maximum deduction L3009, The limit 1s
L2000 for 3 married couple jointly assessed:

(iv) no capital gains tax charged on the gain accruing to an individual
on the sale of his principal private residence and grounds of up to
one acre;

(v) astamp duty exemption for the purchase of grant-type new houses
and a considerable measure of relief from the duty on the purchase
of most non-grant type new houses;

(vi) a grant of £1,000 payable to all first-time buycrs of new houses,
which qualify for a Certificate of Reasonable Value issued by the
Department of Environment;,

(vil) a ¥3,000 mortgage interest subsidy generally payable over three
vears to all first-time purchasers of new houses.” A recipient of the
subsidy can still claim the full interest relief for tax purposes.
However, there is provision that the aggregate of the tax relicf and
the subsidy cannot excced the amount of the annual loan repay-
ment, and

(viii) an exemption from rates on domestic property since 1978.

10,20 It is proposed to give relicf in 1983/84 to persons aged 65 years or

"Purchasers of second-hand houses who were on a local authority approved housing list are also
entitled to the £3,(00 mortgage interest subsidy.
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over for rent paid in 1982 in respect of private tenancies up to a maximum
of £1,000 rent.

Proposed Tax Treatment of Housing

10.21 Toachicve equity between owners and renters of housing, it would
be necessary either to charge the imputed rental income arising from
housing to tax or allow a deduction in respeet of rent paid. The }11'1;]1 cost
of giving a deduction for rent makes that option unattractive. It would
turther erode the tax base which alreadv is too narrow and require higher
marginal rates ot tax. It would be inappropriate to give a tax deduction for
local authority houses in either event, since these are already subsidised by
the Exchequer. 1f 1t 15 desired 10 equalise the treatment of owners and
renters of private accommaodation, this should be done by restricting the
tax advantages arising to owners rather than by extending them to renters.
A likely ettect of the latter course would be to increase rents in the same
way as the existing tax concessions raise the price of owner-occupied
accommodation, Ou these grounds, we oppose giving any deduction for
rent paid. In principle, we accept that the most saristactory method of
removing the incquity between owners and renters is to charge to tax the
excess of the notional income arising from the occuparion of housing over
any rent paid, )

10,22 In principle, the imputed income from owner-occupied housing
would be charged to tax in the following manner. An ox-vncr-occupic}
would have the net annual value of the house added to his taxable income
and charged at his marginal rate. The net annual value could either be
computed on the basis of the net annual rental value or by applying an
appropriate interest rate to the capital value. The tax would be collected in
the normal way under the machinery for collection of PAYE or Schedule
D tax as appropriate. The private landlord would simply pay tax on anv
actual rent which he received after deducting expenditures on repairs and
maintenance. The intermediate class of what may be described as the
“tenant-owner”’ who paid a rent below the economic level because he was
protected by the rent controls or had subsidised local authority accommo-
dation or had acquired a partial interest in the house throu:gh leasehold
arrangements, would be taxed on the excess of the full economic rent (as
represented by the annual value of the house) over any rent which he was
paying for it (exclusive of any element in the rent paid for the landlord’s
obligation to carry out repairs and maintenance). In these intermediate
cases, the tenant would thus be treated as enjoying that part of the real
income from the house which was not being paid to the landlord in rent.

10,23 The owner of the house would be allowed to set against his liability
to tax on the annual value of the house the interest on any mortgage or
other debt incurred for the purchasc of the house. However, since the
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annual value of the house would represent only the real value (excluding
any inflationary capital appreciation), it would, in inflationary conditions,
be proper to allow as a deduction from the annual value of the house only
the recal rate of interest on the mortgage debt.

10.24  The Department of Environment, which is responsible for housing
policy, informed us that

“the Fasic am of the Government's housing policy 15 to ensure that,
as far as the resources of the cconomy permit. every fanmily can obtain
a house of good standard. located in an acceptable environment, at a
price or rent they can attord. A secondary aim 1s the encouragement

of owner-peoupation’

The Department opposed the taxation of imputed mcome on the grounds
that

(1) 1t would act as a disincentive to owner-occupation, and

A1) it would be likelv to be unaceeptable to the general pubhc because
of the ditticulty of appreciating the ments ot a tax on unputed
mcome.

10,25 We doubt that the raxanon of imputed mcome would gready
discourage owner-oceupation. This 1s shown clearly by the tact that i 1971
nearly 70 per cent of all houses were owner-occupied.” This was despite the
fact that income tax under Scheduic A was charged on owner-occupied
houses until 1969 and rates were charged on domestic dwellings untul 1975
The main effect of charging imputed income to tax would most likely be
a reduction in the price of houses." The raxation of imputed income on a
realistic basis would also make possible a significant reduction 1 income
tax rates. For example, on the basis of a total number of owner-occupied
houses of 330,000 with an average capital value of £30.000 and a rcal rate
of interest of 3 per cent, the total amount added to the income rax base
would be £477 million. This could have produced about £150 million in tax
or allowed a reduction of about onc-cighth in income tax rates in 1981/82,
This estimate takes no account of the 130,000 local authority houses which
have been purchased by their owners.

10.26  Despite these considerations, it would be difficult to obtain general
acceptance for the taxation of imputed income. There would also be
significant difficulties in introducing such a scheme. A satisfactory valuation

“Letter of 16 February, 1981,
"The high rate of owner-occupation in Ireland may be partly explamed by the relanively high
proportien of the housing stock i rural arcas, which tend to have high rates of owner-occuparion.
"T. Copeland and B.M. Walsh, December 1973, Economic Aspecis of Local Authority Expenditure
and Finanee, ESRI Paper No. 84 pp 87-90,
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base would be essential. Even if undertaken immediately it is likely that a
revaluation of house property would not be completed much before the
end of this decade. Because of the difficulties of gaining public acceprance
tor the proposal and the incvitable delay before such a scheme could be
introduced, we do not recommend that the imputed income from housing
be taxed, except in the case of second houses.

1027 Weare concerned. however, that many ot the present tax imcentives
tor housing do not contribute etfeetively o the stated objectives of housing
policy. The tax and other advantages attached to owner-occupation have
encouraged people to acquire their own houses and have resulted in 2 very
high propornion of owner-occupied houses in Ircland by international
standards, We consider that owner-occupation is a4 desirable social goal
which should be encouraged by the provision of incentives. However, the
present extremely generous treaunent of housing for tas purposes has
resulted inan undue proportion of mvestment in certain tvpes of housing
to the detrument of more productive uses. Demand in many cases has been
increased above real needs which has bid up the price of existing houscs
making 1t more ditficult for first-time buyers to acquire their own homes.
It has also led ro over-investment and trading-up in house property and a
waste of scarce resources since the cost of hotding on ro accommodation n
excess ot needs 15 mi.

.28 We consider that any aid to encourage owner-occupation should be
made more selective and concentrated on first-time home buyers. We make
recommendations in hne with this gencral policy in Chapter 11, These
include the abolition of the general deduction in respect of mortgage interest
and 1ts replacement by a scheme which would confine interest relief to the
first five years of home ownership.

EXEMPT INCOME

10.29  We now examine certain items of exempt income which might be
charged to tax.

Short-term Social Welfare Benefits

10.30  Social welfare benefits are not statutorily exempt from tax. The
Revenue Commissioners have advised that, in the absence of specific
charging provisions providing for a charge to tax in respect of short-term
benefits. they could not treat such benefits as income since they were not
annual payments. This provides but one example of the need for a gencral
definition of income with specific exclusions rather than the existing
approach of listing items of income and excluding the items not listed.
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10.31 The benefits not charged to income tax are the short-term benefits
for unemployment, disability and occupational injury. Maternity allow-
ance, intermittent unemployment (wet-time) insurance, deserted wife’s
benefit, invalidity pension and death grant arc also excluded.

10.32  We received submissions that the present level of social welfare
benetits constitutes a disincentive to work in that manv emplovees can
receive more i rake-home pay from disability benefits than thev obrain i
wages net of tax and social insurance contributions when working. To the
extent that this problem exists, it 15 aggravated by the arrangements
providing for retunds of tax during periods of unemployment under the
PAYL system. Under PAYE, for example, weeklv-paid emplovees receive
one fiftv-second of their tax allowances cach w eck to be set against their
carnings for the week. In a week in which an emplovee is 1n receipt of
uncmplovment or disability benefit. his carnings for tax purposes are
regarded as nil and he is entitled to a refund of tax equivalent to the rax at
the approprate rate on the amount of his tax-free allowances for the week.
These retunds. which are normally made at four-weekly intervals, are
continued cither until the end of the tax year or until the amount of tax
repaid equals the amount of tax deducted in the carlier part of the year. The
retunds may be quite substantial. For example. a married man with no
children on average industrial carnings could have qualitied for a minimum
weekly repayvment of almost £23 at 1981/82 rates of tax,

10.33 In an attempt to limit any disincentive effects ansing from the
payment of uncmployment benetit, a scheme was introduced on 21 June,
1976 to limit the maximum after-tax income of an unemployed person to
85 per cent of the after-tax income he enjoyed in the period immediately
prior to unemployment, This scheme applies only to recipients of uncm-
plovment benefit who are wholly unemployed. It docs not apply to those
in receipt of disability benefit, systematic short-time workers or recipients
of flat-rate unemployment benefit.

10,34 The effect of the scheme is to limit the amount of unemployment
benefit and any income tax refund which may be due to 85 per cent of the
claimants’ average net weekly earnings prior to unemployment or £170,
whichever is the lesser. Avcrage net weekly earnings consist of gross
carnings from the beginning of the income tax year up to the date of claim,
less income tax and the emplovee’s portion of pav-related social insurance
contributions paid, divided by the number of weeks m the period.

10.35  We raised the question of the administrative complexity of this
scheme with both the Department of Social Welfare and the Revenue
Commissioners. The Revenue Comimissioners replied that the scheme is
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“administered by the Department of Social Welfare and has lictle
impact on tax ofhices. Indeed were it not for the fact that tax refunds
are taken into account in measuring the benefits to be compared with

the 85 per cent limit, the scheme would not involve anv additional
work for Revenuc”.

10.36  The Department of Social Welfare advised us that

“the imposinon of the 85 per cont limicintroduced a turther element
of complexity into the unemploviment benefic scheme which necessi-
tated additional statt at local oftices to operate the svstem. However.
1t is now fairly well established and the system is workmg reasonably
satistactorily. There are delavs (ina minoricy of cases) 1o tinalising the
pav-related benetit position i cases where the basic information cannot
readily be supplied™.

10.37  Table 14 shows the etfect on take-home payv of incapacity for work
in the latter half of the tax vear. Where the figure in the last line of the rable
exceeds 100, the individual would have higher disposable income when
mncapacitated than he would receive if working. It is clear that, where this
situation arises, tax retunds are a major contributory facror.

TABLE 14

Effect of Tax Rebate on Income of Representative Households While Absent from Work
in Tax Year 1981/82

Married man Married man
Singie person no children 4 children

£5000 | £6,000 | £5,000 | £6,000 { £5000 £6,000

| D.Aa. pa pa. pa DA p.a.
neome £9615 | £115.38 | £9615 | £11538 | £96.15 | £11538
DLW, D.W. pow. PR DWW, DLW,
Number of weeks employed 71 18 36 30 28 37
in year before incurring tax
liability = x

Average tax refund if incapa-| 1358 14.25 2497 2386 i8.14 30 20
citated for remaining {52-x}

weeks (f)

Averagg net incorme per| 7184 80.10 98.78 106.11 1720 136.95
week if incapacitated for
(52-x) weeks (F)

Average net income per 75 69 103 32 122 19
week if incapacitated during
last (52-x) weeks of year as
percentage cf net income if
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10.38 We believe that the exemption of short-term social welfare benefits
from income tax is contrary to equity principles which dictate that the
amount of the income rather than its source should determine the amount
of tax that is payable. The argument about the exclusion of such benefits
constituting a disincentive to work is irrelevant. We recommend that those
on social welfare benefits which are at present not charged to tax be brought
within the tax net. In these circumstances, the scheme to limit the income
of an uncmploved person to 85 per cent of the after-tax income he enjoyed
in the period prior to uncmplovnient would no longer be necessary.

10,39 We discussed the admimistranive implications of taxing short-term
benetits with the Revenue Commissioners who explained that the ideal
course would be for the Department of Social Welfare to operate PAYE on
such payments, However, this would give rise to great dithiculties partic-
ularly 1o relation to unemployment benefit which would be regarded as a
commencement and cessation under the PAYE regulations, An alternative
would be for the Revenue Commissioners to coliect the tax by direct
assessment but this would result in a delay of over two years between the
pavment of benetit and pavment ot tax. This would be unacceptable both
for the taxpayer and the Revenue Commissioners. We believe that the only
realistic course is to operate some form of provisional deduction to the
social weklare benefir at the time of pavment which would. as nearly as
may be. satisfy the Hability, Adjustments could be made on review.

10,40 We have noted the intention of the United Kingdom Government
to charge unemployment benefit to tax. This is being done in two stages
by withholding tax refunds while benefit is being paid to a claimant. The
withholding of refunds started from 6 April, 1982 but benefit paid before
5 July, 1982 will not be charged to tax.

10.41 In conclusion, we do not believe that the administrative difficulty
of charging short-term social welfare benefits to tax 1s such as to warrant
their continued exemption.

Compensation Payments for Loss of Office

10.42  Payments in compensation for loss of office cover payments made
to a person, whether in pursuance of a legal obhigation or not, by way of
damages

(i) by reason of his ceasing to hold an office,

(1) whatever the circumstances in which the termination has come
about ¢ven if they amount to no more than his voluntary resig-
natton, or

(iii) if the payments are in any sense a compensation to him for losing
the profits of the office.
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10.43  The payment on cessation of employment of a sum specified in a
scrvice contract is subject to taxation in the normal way under Schedule E.
Where the service contract makes no provision for such payments, any

the year of assessment in which retirement or removal from
office occurs, or

) L L ; ' (b) mncome tax calculated on the basis of taxing the lump sum
payment made relating to the termination of the contract before its expiry payment (after deducting the exempt amount} at a rate obtained
date is subject to special tax rules covering payments on retirement or bvfdividing the total tax payable for the five years of assessment
;‘3210""13]1{;(5'_“ C’mP]F};;nem- The special rules which apply with effect from i1;1111cdiatcly’ prior to the year of retirement or removal from
y April, (are as s - . . .

P orows office by the taxable income of these five vears. This is a form

(1} The first $6.000 of compensation is tax free. of averaging to mingate the cffect of charging the lump sum

o , PAVIMent to progressive rates of tax in one year.
(1) The basic exemption may be mereased to an amount equal to the

Standard Capital Superannuation Benetit which s calculated by the

10,44 We believe that compensation payments for loss of office contriburte
tormula to potental spending power i the same way as other receipts and should
- + charve ax bl We deal wiath the taxation of this and other
A X B — C where he charged to rax in 1 We deal wit th : u _
lump-sum pavments during the transitton to a single rate of tncome tax in
1) paragraph 38.9,

A = One yvear’s average ot the remuncration tor the last three vears
of service; ‘ ] Lump Sum Retirement Benefits
B = Number of complete vears ot service. and . : : h
C = Any tax-free lump sum received or receivable under an 1045 Certain taxation benefits are p.roxfldgd for superannuation sc eme}s
approved superannuation scheme, which are ;1pprm‘cd bv the Revenue (_,(_nmms‘;mncrs, The mam rules swith
I § which approved schemes must contorm are that the pension mav be
accumulated at the rate of one-sixueth ot fimal salary for cach vear of service
and that roughly one-quarter of the value of the benefits may be commuted

Iy

tiy) The basic exemption ot 6,000 mayv be increased to a maximum
figure of £10.000 if the tollowing condirions are met:

‘ i S i ' - ) ' atax-fre axation benefits are provided for unappraoved
{a) the claimant has never previously made a claim for a reduction j mlto vtax-free lump sum. No taxation benc F PP
or climination of tax liability arising out of the receipt of a lump : SCHEmES.
sum payment taxable under the provisions relating to such . o
: payments, and B - 10.46 The Committee on the Taxation Treatment of Provisions for

. - Retirement which reported in the United Kingdom in 1954, was unable
(b) any tax-free lump sum benefit received or receivable under an i

. . . e B - et s g 3 Tl " 7 eto
approved superannuation scheme relating to the employment ] to find any satisfactory explanation w hy].thls lgrlrlplsum ever ca.n}l]
! does not exceed £4,000. Where an amount of less than £4.000 - be treated as ”0”4:‘”‘_3“5- va»."c were dealing with the matter without
§ 1s received or receivable the basic exemption is £10,000 less that ' any reference to existing practice we should have f()}md 1 very dlm‘:’U]lE
. . amount. to recommend that any part of the benefit should be in tax-free form”.
i . )
i (iv} The taxable amount of the lump sum is further reduced where the 10.47 Under the present income tax system, contributions to approved
s N 1 service m respect of the offic ent ine orei . : _ ) ) . L A
service. The a}:nount of the rede otr en}pltc})lym(.ntt. mdltl—dis forelbgln superannuation schemes receive preferential treatment to other savings in
i : hicl bears th nenon 1 T por.1on ot the taxj'a ¢ that they are allowed as a deduction from income for tax purposes. This
1 'Sur:ll “f 1 bears the sargc p;opoffftlon to t]clamount Ef that su;:l favourzble treatment is even more marked in the case of lump sums in
- b as the foreign scrvice under the office ; _ _ _ e :
3 total servic: ¢ OHICE of emproyment bears to the . commutation of pension which would attract tax hability if they were paid
; ' in the form of pensions. In principle, there is no justification for the
! : - . . . . . . - . . -~ .
i ! {v) Where the payment exceeds the exemption limit the tax pavable is continued exemption of lump sum retirement benefits from taxation as

; the lower of the following amounts: these confer the same spending power as other receipts.

i (a) income tax calculated on the basis of treating the excess of the

lump sum over the exemption limit as extra income earned in “Cmd. Y063 paragraph 160,
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10.48 It may be argued that to terminate this privilege suddenly would be
unfair because expectations have been raised by existing practice. We do
not consider that this 15 a valid reason for continuing to discriminate in
favour of those who may qualify for such benefits. In many cases, these
persons are substantially better off than those who do not qualify for
superannuation benetits. We recommend that lump sum retirement benefits
be charged to income tax.

Payments under the Redundancy Payments Act

10,49 Lump sum payments made to persons under the Redundancy
Pavments Act. 1967 are exempted from ax regardless of amount. Such
pavments do not reduce the amount of the exemprion limit which applics
to compensation pavments tor loss ot ottice. These receipts come within
the scope of our concept of income. Accordmgly, we recommend that thev
be charged to income tas.

Compensation Payments for Physical or Other Injury

10,50 Compensation paid in a lump sum for personal injury is not charged
to income tax. Such compensation mav be made up of a number of
clements. These may mclude income already lost as a result of the mjury,
reduced capacity o carn income i the future and compensation for pain
and suffering. The first two elements would normally be regarded as
income. The third would not."”

10.51  Solong as compensation received in a lump sum for personal injury
1s not chargeable to tax, the amount of compensation given by the Courts
in personal injury cases will continue to be caleulated on the basis that what
has been lost as a result of the impairment of the ability to earn is the
discounted present value of what would have been carned, less tax on that
amount.”” It could be argucd that this practice provides a benefit to the
person who caused the injury at the expense of all other taxpavers who
must make up the loss to the revenue. Therefore, the toral exemption of
compensation payments does not benefie the recipients of the compensation
but merely provides a hidden subsidy to insurance premiums.

10.52 In principle, we consider that the part of any compensation pavinent
which is attributable to loss of income, whether in the future or in the past.
should be charged to mcome tax. To achicve this. it mayv be necessary for
the Revenue Commissioners to draw up general rules to apportion com-
pensation paynients into their taxable and non-raxable elements.

“See paragraphs 10.86 1o 11189 for the treatment of human capital.
PBritsh Transpore Commission v Goley (1956, 1€ 183,
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Foreign Pensions

10.53 Section 9 of the Finance (Miscellaneous Provisions) Act, 1968
exempts from tax foreign pensions paid to Irish residents which either
correspond to Irish social welfare pensions or would be exempt from tax
if the recipient was resident in the country of origin. The purpose of the
exemption was to induce forcigners, mainly residents of the United States,
who were in receipt of tax-free social security and other pensions to take up
residence in Ireland.

10.54 "This exemption generates pressure to exempt Irish pensions from
mcome tax, The repeal of the exemption would not give rise to any
administrative difficulty. Since these pensions come within our definition
ot the tax base, we recommend that they be charged to income tax.

Artists’ Exemption

10.55  Certain earnings of individuals resident in Treland. who are deter-
mined by the Revenue Commissioners to have produced a work or works
generally recognised as having cultural or artistic merit, are exempted from
income tax. A work 1s defined as an original and creative work. whether
wrnitten, composed or executed, which falls into once of the following
categories:

(i) abook or other writing,

(i) aplay,

(11) a musical composition,

(1v) a painting or other picture, or

(v) asculpture.

10.56  The relief was introduced to provide

“encouragement to the creative artists in our midst and to help create
a sympathetic environment here in which the arts can flourish’ ™

10,37 The most recent information in relation to the number of deter-
minations made under the scheme 1s as follows:

Books and other writings 584
Plays 140
Musical compositions o0
Paintings and other like pictures 268
Sculptures 70
Tortal 1,122

"Dl Debates, Official Report, Vol. 240, Col. 671,

K 145




i
|
;

10.58  One of the problems with the relief is that it encourages artists with
very high carnings to move to Ireland on a temporary basis only. Since
these earnings are tax-free, they accumulate capital faster than they other-
wise would. Once a sufficient amount of capital has been accumulated,
there may be a tendency tor such artists to move. The relief also gives rise
to claims for its extension to artistic performers and innovators in non-
artistic fields.

10.39  The existence ot this reliet 1s contrary to cquity principles which
require that individuals with the same mcomnies pay the samme amount o1 tax
if they arc in similar circumstances which are relevant. I it as desired to
encourage artistic activity, we believe that this would be more effectively
achieved hy repealing the exemption and increasing the direct financial
allocation to the arts. Such a change would also 1improve the equity of the
tax system. The adoprtion of the single rate of tax will be ot great benetit 1o
artists and others whose meome mav fluctuate. We recommend the repeal
of artists’ exemption.

Payments under the Aosdana Scheme

160 Early in 1981, the Arts Council established Aosdana as an affiliation
ot artists engaged n hirerature. music and visual ares. [e1s envisaged that
members of Aosdana residenc i Irefand will be eligible to recerve an annuity
for a terim ot five vears to assist them to concentrate their time and energics
in the full-time pursuit of their arts. The annuity will be valued intnally at
£4,000. We recommend that such annuines be charged o income rax,

Casual Gambling Winnings

10.61 At present, all gambling and lottery winnings are not liable to
income tax unless they fall to be taken into account as receipts of a trade,
profession or vocation. such as in the case of a bookmaker or casino
promoter. We recommend that gambling winnings in excess of a de sinimis
tigure should be chargeable to income tax. We would propose to include
such items as Prize Bond Prizes and Sweepstake winnings.

10.62  The taxation of gambling winnings raises the question of the
deductions to be aliowed. In the United States, losses may be set against
winnings but not against other income, We recommend that all gambling
losses should only be available to be sct-off against future winnings from
gambling.

10.63  In making these recommendations, we have taken account of the
following evidence from the Revenue Commissioners:

“In favour of taxing {gambling) winnings, it could be said that for the
future it would deprive the tax evader of the explanation he now so
frequently offers for otherwise unexplained accretions of wealth that
are thought by the Revenue to represent accumulated. and unreturned
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profits, and to that extent it would stop up a hole in the Revenue net.
It would also enable the Revenue to obtain tax on bookmakers’
winnings on private bets. Bookmakers are in a favourable position to
make money in this way and the argument that such profits are
incidental to the trade or are gained in the process of laying-off is
pushed by the Revenue as far as possible but without conspicuous
success” .

Exemption of Sweepstake and Lottery Profits

10,64 The taxation of gambling winnings raises the 1ssue of the exemption
ot the protits denved trom runmng sweepstakes and lotteries. Section 346
of the Income Tax Act. 1967 exempts from tax the profits ot any sweepstake
held under the Public Hospitals Act. 19330 We recommend that this
exemption be withdrawn,

11,65 Section 350 exempts from tax profits from a lottery to which a
licence under Part 1V of the Gaming and Lotteries Act, 19536 applics. Section
27 of that Actspeaities that betore a licence 1s issued the lottery shall comply
with the following conditions:

(i) The permit-holder shall derive no personal profit from the lotterv:
(1) The total value of the prizes shall not be more than L300, and

(iif) The valuc of each prize shall be stated on everv ticket or coupon,

We recommend that this exemption be continued on de sinimis grounds.

DEDUCTIONS FROM INCOME

10.66  We now cxamine some of the deductions and reliefs which are
available, at present, for income tax purposcs. In this section we also
consider the introduction of new reliefs which were put forward in
submissions.

Provision for Ill-health

10.67  Under existing legislation, income tax rehief is given to individuals
in respect of
(i) medical insurance premiums paid by them to an authorised insurer,
normally the Voluntary Health Insurance Board;

(i) medical expenses incurred in respect of the provision of health care
under the headings practitioners’ fees, maintenance or treatment in

SEetter of 26 November, 1980
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hospital, drugs and medicines, certain medical appliances, phy-
siotherapy, nursing and the cost of transport by ambulance, and

(i) premiums paid undera permanent heatth insurance policy approved
by the Revenue Commissioners.

Medical Insurance Premiums

10,68 Reliet 15 allowed for inconie tax purposes i respect of medical
surance premiums paid i the vear preceding the vear of assessment. [his
was introduced 1n 1935 ro encourage the development ot the Voluntary
Health Insurance Board which had just been established. While the Vol-
untary Health Insurance Board is the main body carrving on medical
insurance, licences under the Voluntary Health Insurance Act. 1937 have
been issued to a number of other bodies. Premiums pavable to these bodies
also quality for relief,

10.69  Since the relief was introduced, the provision ot public health
services has been extended. In particular, hospital care in a public ward 1s
now provided free of charge to all persons at the point of use. Heavy
expenditure on drugs in the case of long-term illnesses is also reimbursed
by health boards. Furthermore, the Voluntary Health Insurance Schene
has become well-¢stabbished and widely used. Quite apart from the question
of tax relief the value of such insurance is now appreciated widely, Accord-
ingly, we recommend that the relicf should now be abolished.

Health Expenses

10.70 Since 1967, income tax relief has been available in respect of certain
unreimbursed medical cxpenses. The reliet 15 now given m respect of
expenses which exceed £30 in a vear per individual or, if more beneficial to
the taxpaver, Y100 per family. Only expenses arising from the provision of
non-routine health care are allowable, Expenses relating to routine mater-
nity care or routine ophthalmic or dental treatment are excluded trom
reliet.

10.71 We understand that the cost of this relief is very small because most
taxpayers are fully covered either under the Health Acts or through partic-
ipation in the VHI scheme. Claims for the reliet arise mamly trom geriatric
cases ineligible for care in public hospitals and long-term illness cases unable
to obtain adequate insurance cover. We consider that the most appropriate
method of helping persons in these categories is through direct expenditure
under the health services. Until adequate provision can be made in this
way, we recommiend that health expenses relief be retained for persons who
incur substantial expenses in the treatment of Jong-term or recurrent illness.
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In such cases, we recommend that the excess of unreimbursed expenses
over £300 per year be allowed.

Permanent Health Insurance Schemes

10,72 Permanent health benefit schemes are schemes approved by the
Revenue Commissioners which provide for regular pavments to an indi-
vidual 1 the event of loss or diminution of inconte as a result of ill-health.
Prior to 1979 contmbutions to these schemes were not deducrible tor tax
purposes. Benetits were not charged to tax unless they were pavable for a
period of twelve months or more. Following the granting of reliet for
contributions, abb benetits are now lable tor tax. The amount on which
reliet s granted cannot exceed 10 per cent of the total income tor the vear
of assessment.

1073 We consider that these schemes are a form of insurance akin o
motor. travel or fire insurance and thar they should be treated tor tax
purpaoses s the same way. We recommend that the deduction tor premioms
pard wunder permancit health msurance schenies should be withdrawn and
any benetits paid under these policies be tree of tax.

Relief for Expenditure on Residential Premises

i0.74 A special relief was introduced on a pilot basis for 1979/80 for a
person who incurred expenditure in respect ot the maintenance, repair,
mmprovement or insulation of his residence (including gardens). The relief
1s granted on the labour element ot the cost in excess ot L350, provided that
the work was carried out by a registered person. The maximum deduction
was L4530, The relief was extended for a further year in both 1980 and 1981,
The maximum deduction was increased to £900 for a marricd couple who
are assessed jointly. The Finance Bill, 1982 proposes that the relief be
continued tor a further year.

10.75 A deduction in respect of expenditure on repairs and maintenance
of housing would be appropriate 1f the taxation of the imputed gross
mcome trom the occupation of housing were introduced. We have rec-
ommended that this imputed income should not generally be brought into
charge because ot the administrative difficultics of doing so. Accordingly,
an allowance for maintenance expenditure is not appropriate, On this basis,
we recommend that the relief for expenditure on residential premises be
terminated.

10.76  We note that following the Murphyv Case, the monctary limits
applying to certain reliefs were doubled automatcally for married couples
jointdly assessed. We believe that, i certain cases, this was inappropriate. In
particular, equity might have been better served by tying particular reliefs,
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such as the relief for expenditure on residential premises, to a particular
residence. This would have avoided the need to give double relief to married
couples.

Schedule E Expenses

10,77 Schedule E is the schedule under which emploved persons arc taxed
and. generally speaking. anv tax arising under this schedule is collected
through the PAYE svstem. The rule governing the allowanee of expenses
under Schedule E which was first enacred in $833 1s as tollows:

“IE the holder of an office or emplovient of profit is necessarily
obliged to incar and defrav out of the emplovment thereof the cxpcnsc‘s
ot travelling in the pertormance of the duties of the office or employ-
nment, or keeping and mamtaining a horse to enable him to perf‘or}n
the same, or otherwise to expend monev whollv, exclusivelv, and
necessarily in the performance of the said duties, there mav be deducted
from the emoluments to be assessed the expenses so necessarily
mcurred and defraved ™" '

The rule m eftect allows a deduction of expenditure mcurred wholly,
exclusively and necessarily in the performance of the duties of an ottice or
cimplovment and of that expenditure only

10.78  Submuissions have been received that the rule is too narrow and is
unfair compared with the more fiberal cxpenses allowable in the case of
self-employed persons. We deal with this issue in Chapter 31. At this stage.
we constder whether any alterations are necessary, of themselves, in the

Schedule E rule.

Relaxation of Schedule E Expenses

10.79 It is doubtful if the present incquity could be satisfactorily dealt
with by bringing the expenses rule under Schedule E into line with that of
Schedule D, Once expenses, voluntarily undertaken by an emplovee in
connection with his duties, are allowed as deduction from his inco;nc, it
becomes very difficult to draw a clear line of distinction between such
expenses and personal expenscs or betwceen expenses reasonably incurred
and those not reasonably incurred. If the Schedule E expenses rule were
relaxed, the result would be to open up new avenues of tax avoidance and
to give rise to inequities between one Schedule E taxpaver and another
whereas the present rule achieves a high degree of equity among Schedule
E taxpaycers. For that reason only, we recommend no general change in the
Schedule E expenses rule.

“hiconie Tax Act, 1967, Schedule 2, Rule 3.
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Expenses Incurred in Travelling to and from Work

10.80 Submissions have argued that a deduction should be allowed for
the cost of travelling between home and place of employment. One sub-
mission stated that

“The (Schedule E expenses) rule was framed at a time when a man
lived near his work. This situation is utterly changed today as there are
very few people who live within walking distance ot their work —
they have w rely on transport of one kind or another. Itis, cheretore,
suggested that some allowance ought to be given, based perhaps on
the cost of public transport. to cover the expense of one return journey
per day for the emploved person. Such an allowance is found in various
tax codes — for instance. an expense of this nature 1s allowed 1n
Belgium. Netherlands, West Germany, Austria and Switzerland™.

10.81  In relagion to travelling expenses. there 1s little difference 1n pracuce
berween the Schedule 13 and Schedule E expenses rules, since travel between
home and place of business would not normally be allowed tor tax purposes
under Schedule D0 Travelling expenses incurred during the course of an
cmplovment and not remmbursed by the emplover are allowed under

Schedule E.

141,82 In denving a deduction in respect of the costs of travelling to and
from work, the present law treats them as a form of consumption. It could
be argued that they should be allowed, since they are a prercquisite to the
carning of income. However, the same could be said of expenditure on
basic food, clothing and shelter. The case for giving a deduction in this area
rests on the basis that the incidence of such expenditure, unlike that on
basic necessities, varies considerably between individuals in a way that
cannot be cxplained wholly by personal preference. A taxpayer may face
relatively high costs of travel because he lives a considerable distance from
his place of work or he may be forced to use a car for lack of public
transport facilities. Such taxpayers may not be in a position to change their
housing.

10.83  If a general deduction in respect of expenses incurred in travelling
to and from work were allowed, there would have to be controls on the
amount deductible in order to deny deductions in respect of extravagant
expenditure. One possibility would be to limit the deduction to the expensces
that would be incurred if public transport were used. Expenses of other
modes of travel could be allowed where public transport was not available.
This would give risc to disputes between taxpayers and the Revenue
Commissioners about the availability of public transport.
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10.84 The administrative costs and difficulty of introducing such a conces-
sion would be considerable. The Revenue Commissioners have informed
us that some 750,000 claims would be lodged annually and would have to
be scrutinised individually to establish the mileage covered, the mode of
transport used and cost incurred. It is not clear that the allowance would
result in a significant increase in equity. An allowance for transport costs
in travelling to work could encourage people to live further away from
their place of emplovment. In current circumstances. in which there is
concern about the etficient use of encrgy. market forces which operate 1o
cncourage people to live as near as possible to their place of emplovment
should be allowed to work unhindered. We recommend that no change
should be made to extend tax relicf in respect of expenses incurred in
travelling to and from work.,

Relief in Respect of Educational Expenses

10.85  The cost of acquiring qualifications and keeping up with new
developments 1s not allowed to emplovees for tax purposes. By contrast.
an cmployer wio incurs expenditure in training his statt 1s allowed to
deduct the expenses in computing business profits. It was submitted that

“the cost of obtaining additional qualifications. undertaking courses of
study and subscribing to professional associations. institutes and sim-
ilar societies should be allowed without question where they are
mncurred by employed persons™.

10.86  The health, strength, knowledge and skills of individuals can be
included in the term human capital. Expenditures on cducation and training
may be considered as an investment in human capital which increase
carnings in later life. These earnings will be taxed although they constitute
net income only to the extent that they exceed the capital cost. It could be

tax purposes. Under such an approach, the returns from employment
would be reduced by the cxpenses of maintaining the worker and depre-
ciation would be allowed on the worker’s health, strength and knowledge
n order to arrive at the taxable net return. We believe that such an approach
is not appropriate for tax purposes. The whole raising of a human being
inevitably involves costs. These costs usually are borne by his parents and
society as a whole and are not borne by the individual claiming the
deduction as they are when physical assets arc acquired.

10,87 Claims for allowances for human capiral would have ro be contined
to expenditures which were incurred solely with a view to increasing the
carning capacity of the individual. Admmistratively, it would be very
difficult, if not impossible, to devise a scheme that would be confined
eftectively to expenditures of this kind. Professional training is not
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necessarily distinct from general education and, even in the case of outlays
on specialised training and education, it would be impossible to establish
whether the outlays served solely economic purposes or whether they
included an element of personal expenditure.

10.88  The State already provides substantial financial support for educa-
tion and training. We consider that this is a more appropriatc method of
providing State aid towards the acquisition of general skills. O this basis,
wo do not recommend the mtroduction ot reliet tor educational expenses.

10,89 Emplovers will be willing to finance the acquisition of skills which
are of specitic valuc in the course ot emplovment. This mav be in the torm
of in-liouse traming or external courses. It they do so. a deduction will be
given in computing the profits of this business. We consider that no further
deduction s justutied in respect of educational and traming expenses.

Schedule E Employee Allowance

10,90 A special allowance of W) was introduced in 1980 tor cach PAYE
raxpaver. Phis was increased to £600 iz 1981, The purpose of the allowance
WIS tO

.

‘improve the tax progression for these (PAYE) taxpavers and also to
take account of the fact that the self-emploved generally have at present
the advantage of paving tax on a previous year basis™. "

10.91  This allowance has a number of unsatisfactory features. Firstly,
married couples with two incomes subject to PAYE obtain twice the
allowance of a couple with the same amount of PAYE income from one
source. Sccondly, the amount of the allowance 1s not related to income and
therefore does not take account in a satisfactory way of the relative disad-
vantage of being charged under Schedule E. Thirdly, Schedule E taxpayers
in a position to control their own remuneration or that of their spouses or
children, for example directors of proprietary companies, were excluded
from qualifying for the allowance even though they may pay tax on a
current year basis. This exclusion appears to us to be unfair.

10.92  We consider that the proposals in Chapter 31 with regard to the
basis of assessment for Schedule D will substantially remove the advantage
from being charged to tax under Schedule 13 rather than Schedule E.
Accordingly. we recommend that the additional allowance for Schedule E
taxpavers should be abelished, when the bases of assessment are brought
into line.

1l Drebares. Official Report, Vol 318, Col. 73,




Interest on PAYE Tax

10.93  Strictly speaking, the interest provisions which we recommend in
Chapter 31 in the case of tax charged by direct assessment should also apply
to tax deducted under PAYE. However, this would be impossible to
operate until after the end of the year of assessment, We recommend that
interest on underpayments and overpayments of PAYE tax should run
from the end of the year of assessment for which the tax was underpaid or
overpatd.

Annual Payments

10,94 Income rax was constructed origmally on the principle thar annual
payments should be treated for tax purposes as the income of the recipient
and not the mcome of the paver. According to the original conception. anv
annual payment. whether pavable by virtue of a charge on the property of
the paver or merely as an obligatton by virtue of a contract, was to be
treated as mcome of the recipient and not ot the paver.

1295 There has never been a precise definition of annual pavment but the
ternt has been the subject of judicial interpretation on a number of oecasions,
A pavment under convenant volunzarily undertaken has been treated as an
annual payment because the law has regarded a promise made under the
scal of a promiser as a binding obligation even if voluntarily undertaken
without value received in exchange, whereas promises not so sccured have
been treated as not binding.

13.96  So long as income tax remained essentially a flat-rate tax it was a
matter of comparative indifference to the Exchequer whether the burden
of the tax on the annual payment fell upon the paver or the recipient. What
mattered was that it was not to be taxed twice. However, when the tax
became progressive it became important to determine whether this form of
income was the income of the paver or the recipient, if their respective
marginal rates of tax differed substantially. Accordingly, since 1922, various
statutory conditions have been laid down with which convenants must
comply if they are to be accorded recognition for tax purposes.

10.97  In 1922, it was provided that for income tax purposes any settlement
under revocable dispositions, dispositions which could not exceed six vears
and dispositions by a parent in favour of a child of his for less than the life
of the child, should be treated as income of the disponer. The Finance Act,
1940 greatly reduced the scope for avoiding personal income tax by means
of convenants. It provided that any income which under a disposition *‘is
payable to or applicable for the benefit of any other person™ is deemed to
remain the incomee of the disponer unless
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(1) it arises from capital of which the disponer has absolutely divested
himself in favour of the other person, or

(i) is payable to an individual for his own use for a period which may
exceed six years, or

(i1i) 1s applicable for the benefit of a named individual for a period
which may exceed six vears.

L9 Sce P40, 0 number of exceptions have been iiade o the general
rule that covenants i faveur of charitable institutions are not recognised
for tax purposes. Tt was provided m 1937 that paviments made under a
disposition in favour of a umiversity or coliege in the State to enable 1t to
carry on rescarch would, i payable for a period of three vears or longer, be
Jdeductible for tax purposes. This provision was extended 1 1959 to grant
similar relief for pavments to universities. colleges or schools to assist them
to teach the natural sciences. Finally, m 1973, similar treatment was intro-
Jduced for pavments made under deed m favour of any body of persons
having consultative status with the United Nations or the Council of
Europe and having as its sole or main object the promotion of human
rights.

10299 I a memoranduin to us on the subject. the Departnent of Finance
and the Revenue Commissioners indicated the growth in the use of cove-
nants as follows:

“In recent vears a practice has developed whereby a member of a
religious community in receipt of a salary as a teacher has, by means
of a covenant to asstst his school in the teaching of natural sciences,
been able to alienate all his taxable income . . . The legislation ts also
being availed of by parents who can disguise part of the fees they pay
to schools for the education of thair children as covenanted payments
for the teaching of the natural sciences™.

10,100 As regards deeds of covenant in favour of schools, colleges and
universities for the purposcs of carrying on research or teaching the natural
sciences, we believe that our general approach to the question of tax
expenditures applies. Equity and efficiency would be improved if such
covenants were not recogniscd for tax purposes. However, covenants have
become widely used. If they were suddenly not to be recognised for tax
purposes, hardship might result in a number of cases. Therefore, we
recommend that the recogmition of new covenants for tax purposes should
be withdrawn from a current date. Existing covenants could be allowed to
run their course.

£0.101  We recognise that there 1s a different view to the one which we
have adopted. This is that private charity should be encouraged by means
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of tax incentives. We consider that the view we have taken is the correct
onc in principle, but we will return to this issue in our report on the
question of incentives.

10.102 - Difficulties have also arisen in practice in relation to the 5 per cent
limitation on income covenanted in favour of children over 21 years of age
ot grandchildren. The payer is obliged to deduct tax from the portion of
the payment under covenant which is recognised for rax purposes. How-
everat the time of pavment. the total income for the vear of assessment
mvolved will not have been determined. As a result. the 3 per cent imit
camnet be quantfied so that provisional payments only are pussibic.

10,103 We consider thar the administration of the ty code could be
simphticd without loss of equity if income covenanted in tavour ot children
or grandchildren were treated as applications of inconie. For this reason.
we recommend that the recognition of new covenants for tax purposes
should cease

Covenants between Separated Spouses

10.104 - Payments under deed have also been used extensively by separated
spouses. The paviment of maintenance under a coverant enables the spousy
paving the maintenance to obtain tax relief on the pavment. On the other
hand, no tax relief is granted on maintenance payments made under a coure
order. This 1s because the Courts fix a sum for maintenance on the basis
that it will be free of tax. Depending on the degree of co-operation between
the spouses it would be open to the taxpayer to follow the court order and
have the maintenance payments treated as applications of income or enter
mto a deed of separation and have the maintenance payments treated as
alienations of income and hence deductible for tax.

10,105 The enactment of the Family Law {Maintenance of Spouses and
Children) Act, 1976 has complicated this question. Under the Act, either
party can, after a settlement has been reached, go before the Courts and
request that the terms of the settlement be made an Order of Court. This
means that there ts considerable risk in a taxpayer agreeing to maintenance
payments on the assumption that these are going to be annual pavments
deductible for tax purposes.

13,106 One possible course of action would be to provide that all
maintenance payments to a separated spouse, whether under a court order
or a deed of separation, would be regarded as annual payviments for rax
purposes. This would reverse the line taken in the 1976 legislation which
was based on the tindings of the Committee on Court Practice and Proce-
dure. It would cause difficulties in that a total review of all cascs fixed by
the Courts would be required in order to establish a new level of
maintenance payments to take account of the tax labilicy attaching to these
payments.
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10,107 In all the circumstances the best approach scems to us to provide
that all new covenants be disregarded for tax purposes. This would avoid
the problems which arise where covenanted payments are converted i1'1t0
net payments when they are confirmed by court order. It would also align
the tax treatment of arrangements made under a court order with other
arrangements. Where such payments are being made the spouse making
the pavments should quality for the married person’s tax eredit.

Recommendations
10,108 We make the tollowing recommendations tor change with regard
ro the income rax base:

1. Due to the admanistratve ditheulties of charging the imputed rental
income from housing and other durable goods. such income should
continue 1o be exempt from tax. except in the case of houses other
than a taxpaver’s prinapal private residence.

2 Rent should not be allowed as o deduction for inconie tax purposces.
3. All social weltare benetirs should be charged o income rax.

4. The scheme to hmit the income of an unemploved person to 85 per
cent of the after-rax incomoe enjoved n the penod prior to unem-
plovment could be terminated it all social welfare benetits were
taxed.

5. Compensation pavments tor loss of otfice should be charged 1o

income tax in full.

6. Lump sum retirement benefits should be charged to income tax in
full.

Lump sum pavments under the Redundancy Payments Act, 1967
should be charged to income tax n full.

~1

8. That part of compensation payments for physical or other injury
which 1s attributable to loss of past or potenual future income
should be charged to income tax.

9. The exemption of certain foreign pensions paid to Irish residents
under scction 9 of the Finance (Miscellancous Provisions) Act, 1968
should be repealed.

10, The exemption of the earnings of certain artists should be
terminated.

1. Pavments to artists under the Aosdana scheme should be charged
to inceme tax.

12. Gambling winnings in excess of a de minimis figure should be
charged to income tax.
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13.

14.

15.

16.

Gambling losses should only be available for set-off against future
winnings from gambling.

The exemption from tax of the profits of sweepstakes held under
the Public Hospitals Act. 1933 should be withdrawn.

Medical insurance rcliefshiould be abolished.

Unnl adequate provision can be made through direct expenditure

under the health services tor long-tern illness. health expenses relict

should be retained tor unreimbursed CXPLNSOS 11 ONCUss Of Y300 per
antum.

The deduction tor premiums under permanent health insurance
schenies should be withdrawn and any benetits under these policies
paid free of tax.

Reliettor expenditure on residential premises should be terminated.
No general change should be made in the Schedule F expenses rule.

No change should be made to exrend tuv relicfin TeSPOct of expenses
mcurred in travelling to and trom work.

Ne further rehet should be introduced in respect of cducational
C‘XPL'H\‘L‘Q‘

The additonal deduction tor Schedule E taxpavers should be ended
when Schedule D taxpavers are put on a current vear basis of
assessinent.

Interest on underpayments and overpayments of PAYE tax should
run from the end of the year of assessment for which the tax was
underpaid or overpaid.

Recognition of new covenants for tax purposes should be with-
drawn from a current date. Existing covenants could be allowed to
run their course. In cases in which an individual is making payments
under covenant to a separated spousc, such an individual shouid be
entitled to the married person’s tax credit.

1

CHAPTER 11

THE TAXATION OF BORROWING AND
SAVING

Introduction

117 In this chapter we consider the personal income s treatment ot
borrowing and saving. In Appendix 8 we review the cconomic background
md data on savings in Ireland. We consider that the overall balance of the
mcome tax svstem m Ireland 15 heavilv weighted towards borrowing and
agamst saving. This arises because. i determining income tor income tax
purposes, hrde or no account is taken of the otfect of ntlacion on the
underlving asset (in the case ot saving) or hability (in the case ot borrowing).
Wo recommend that this be recnied. This would reduce the diserimination
against saving in the income tax codes A turther tssue which armses s the
ditferential treaument of saving in ditferent forms tor mcome tax purposes.
We recommend that these be brouglt nto line, excepr m the case of
retirement savings through approved media. In addinon to improving the
cquity of the tax svstem. we believe that these changes would lead to
improvements in cconomic etticiency as the distortions which result from
the present system were eliminated.

11.2 In Chapter 18 we recommend that the higher rates of income tax be
replaced by a direct expenditure tax. This tax would exemprt saving and
charge dissaving. It would thus be an additional incentive to an improved
balance between saving and consumption.

Effect of Income Tax Concessions on the Allocation of Saving

11.3  An cfficient capital market equalises the rate of return at the margin
to all forms of saving. Differences in the actual rate of return may continue
to exist but these are attributable to differences in the degree of risk and the
relative Hliquidity of various assets. However. ignoring risk and other such
considerations, savers will tend to put their resources mto the uses which
vield the greatest net returns,

11.4  Toconsider the effects of differennial exemptions {or rates of taxation)
on savings behaviour, a distinction must be made between the stock of
savings and the flow of savings. The stock of savings is the existing pool
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of resources comprising all past savings. This is vast compared with the
flow of savings which represents the increasc in the stock of savings in any
given period. A tax subsidy on one form of saving would make that form
of saving relatively attractive. The working of the capital market would
result in a reallocation of resources up to the point where all rates of return
are cqualised. once more, at the margin. Once this happens, the tax
concession is fully capitalised in the price of the asset and forms an integral
part of the return to the form of saving which it is desired to encourage.
There is some loss of cconomic efficiency corresponding ro the resources
which are put to less productive use. This loss persists for as long as the
preterennial rax treatment exists. When the adjustment to the existing stock
of savings is completed. the tax subsidy has no effect on the flow ot savings.
These will be distributed according to the rates of return to be obrained on
the market and will depend on the productive potential of alternative forms
ot mvestment. A lasting effect on the flow of savings requires not mercly
the introduction of tax subsidies but their continuous improvement. We
conclude that ditferential tax subsidies on savings are ecenomically inctti-
cient but the inefticiency is confined to the allocation of existing resources
and does notafteet the efticient allocation of future savings.

1.5 The structure of income tax reliefs and exemptions in respect of
savings has been butlt up over a number of vears in pursuit of a variety of
objectives and 15 now extremely complex. The justification for particular
arrangements has to be considered in the light of the criteria of equity,
efficiency and simplicity which we have adopted. In this context, efficiency
may be taken to require fiscal neutrality. The closer this can be approached,
the more efficient the allocation of resources is, in theory, likely to be.

Neutrality is best seen as a benchmark from which departures need to be
justified.

11.6 The present fiscal treatment of saving is incoherent. It is the result of
a series of measures introduced over a long period of time designed to
achieve particular effects which, cumulatively, have produced unintended
anomalies and inconsistencies. The value of many reliefs has been wholly
or partly capitalised into the value of the relevant asscts.

Inflation and the Return from Savings

11.7  Savings may be held in a variety of forms such as cash, current and
deposit accounts, fixed interest securities, ordinary shares or real assets, We

now consider the implications of applying our concept of income to these
types of assets.

11.8 At present, the real rate of return to saving is negative except for
certain, very limited, State schemes. In this situation, a tax exemption on
interest 1s not so much a tax subsidy on saving as a partial exemption from
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the tax base of a real capital loss. It amounts to a partial offset against
inflation and merely reduces the extent to which the real rate of return is
negative. It cannot make the real rate of return positive.

11.9  In Chapter 13 we recommend that in respect of chargeable assets for
capital gains tax purposes, a liability to capital gains tax should arise only
on realisation of the assct after the value of the asset in terms of general
purchasing power had been maintained. The annual returns from the asset
would be taxed n fuil as thev arise. Holders ot such assets are protected
trom the effects of inflation for tax purposes by indexation of the capital
asset.

11,10 Indexation of capital values 18 not suitable tor hquid assets such as
bank or building society deposits because 1t requires knowledge of the
average balance of the deposit over a period of time. If changes are made
very frequently. this becomes impossible for the Revenue (fomm_issioncrs
to monttor. An alternative 1s to base indexation on receipts of interest
meome which will measure the average balance over the period. Receipts
ot imterest income are then multplied by the nominal rate of interest minus
the rate of mflacion, all divided by the nominal rate of interest. This figure
of “adjusted interest receipt” would be the figure for tax purposcs.

1111 Forexample, a taxpayer may be in receipt of L0 of moncy interest
on a deposit account which has been calculated at the rate of 10 per cent. If
the rate of inflation over the period 18 20 per cent, then taxable income is
defined as

£100 10-20
— = L1600 (—1.00) = —X100
10

that 1s, the taxpayer may deduct £100 from his taxable income. Since the
rate of inflation is higher than the rate of interest, the taxpayer has in fact
received a negative real rate of interest on his deposit.

11.12  The same inflation adjustment would be made for interest payments
which were deductible for tax purposes. Only the real component of
interest would be an allowable deduction. In recent years, when inflation
rates were higher than interest rates, this would have meant that borrowers
would have had a net addition to their taxable income instcad of a net
subtraction.

11.13  We asked the Revenue Commissioners for their views on the
admuinistrative implications of introducing indexation of interest. They
replied that the main burden of identifying the real return on assets on
which indexation of interest was applied would fall on financial institutions.
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Once this was done, the Revenue Commissioners would be able to deal
with it.

11.14  The question also arises whether or not the holders of money should
be allowed to deduct from their income for tax purposes the fall in the real
value of their money balances. The answer in principle must be yes. One
argument tor not extending indexation to money in various forms (e.g.
current accounts) 1s that the imputed income from holding wealth in this
forny is not taxed. Examples of this imputed income are the beneties from
liquidity and the services provided by banks at charges below the market
cost ot supplying those services. But this is not convincing because the
value of these services to the investor is not necessarily related to the rate
ot inflation, Indexation could be denied. on admmistrative grounds. to
money held i certain institutional forms, such as deposits on which no
mterest was paid and to coins and notes. Thus, real losses on cash would
not be tax-deductible. This would provide an incentive tor banks to pav
Interest on current accounts (to enable their customers to claim the benefit
of indexation) and to charge for the services provided.

1115 We recommend that the income from all interest-bearing deposits
should be charged to tax to the extent only that the rate at which it acerues
exceeds the rate of inflation during the period of accrual. In so far as the
interest earned 15 insufficient to compensate for the crosion of the capital
value of the deposit, the shortfall should be allowed as a deduction against
other income. Interest on borrowings should only be allowed for tax
purposcs to the extent that the rate at which it is paid exceeds the rate of
inflation. These arc cssential elements in our recommendations which
involve a systematic adjustment of the tax base to allow for the erosion of
capital by inflation. These elements include, in addition to indexation of
interest, indexation for capital gains tax purposes and the adjustment of
business income and they form an integrated package. In the interests of
cquity and efficiency all three elements must be implemented.

Loan Interest

11.16  Income tax relief for interest on money borrowed for non-business
purposes is allowed up to a maximum deduction of £2,400 {£3.500 for
widowed persons and £4,800 for married couples assessed on a joint basis).
This reliet applics where the interest in question is cither “vearly intercst”
or interest on an advance from a bank. discount housc or stockbroker.

1117 The Fmance Bill, 1982 includes proposals to change the reliefs for
personal interest. The new provisions differentiate between lozns taken out
tor the purchase, repair or improvement of a sole or main residence and
other loans. Interest on loans in the former category will be eligible for
reliet irrespective of when they were taken out. In the case of other loans.
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those taken out on or before 25 March, 1982 will attract the relief allowable
under existing law up to 1984/85 after which they will be subject to a
specified capital limit, while those taken out after 25 March, 1982 will be
subject to this limit as from the dates they are taken out. The capital hmits
are £5,000) in the case of a married couple, £3,600 for a widowed person
and £2,500 for a single person. In addition, intercst, whether “yearly
interest” or not, will continue to be allowed for tax purposes in the
following cases:

(1) Interest laid out for the purposes of a trade or profession.
(11) Interest allowable against rental income.
(i) Interest on money borrowed to pay death duties.

(iv) Interest on moncey borrowed to acquire an nterest in a company or
partnership or in granting a loan to a company or partnership.

11.18  The question as to whether interest is “yearly in.tercst" or not is of
importance only in relation 1o non-business interest paid to lenders thcr
than banks. discount houses or stockbrokers, for example, interest paid to
a building society. credit union or life assurance company. The expression
“vearlv interest’” is not defined in law. The tests which have been applied
bv the Courts to determine whether interest is yearly interest or not are
that the loan, in respect of which the interest is payable

(i) must not be a short loan (a loan for a term which cannot continue
for a period of twelve months or more);

(i) must have a measure of permanence;
(ifi) must have a future tract of time, and

(iv) must not be repayable on demand.

11.19 Interest on “‘bridging loans” where an individual sells his only or
main residence and acquires another qualifies for additional relief. The
bridging loan limits apply for a period of twelve months only.

11.20  Inits submission the Central Bank of Treland dealt with the question
of the deductibility of interest for tax purposes in the following terms:

“Itis arguable, however, whether any interest on personal borrowings,
with the exception of interest on borrowings to finance the acquisition
of assets. should be an allowable expense for tax purposes. Tax
concessions on such loan interest amount, in effect, to a subsidy on
personal borrowings and tend to divert savings from the financing of
investment. It is difficult to see the justification for such a subsidy,
which 1s likely to lead to a misallocation of resources and a loss of
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efficiency. A case can be made, however, for treating interest on loans
to finance the acquisition of assets as an allowable expense for tax
purposes. If the present practice is continued of not imputing an
incomce on physical assets which do not vield a monetary return, the
relief should be confined to cases where the asset yields (or is capable
of yielding) a taxable monctary return. If, however, a comprehensive
concept of income were to be adopted. then the relicf could be extended

to cases where the borrowing was used to finance the acquisition of

assets and the imputed mecome 1s taxable. House mortgage interest
pavients arc a particular case in pomt’

Interest and Inflation

1121 I paragraph 11,10 we indicated that only real interest receipts
should be charged to rax. Where the money rate of interest on borrowings
s less than the rise moprices, 1e. where the real rate of mterest is negative
then, in principle. the real gain in spending power should be charged to

would be manageable but at a certain cost. Most of the work would fall on
financial institutions.

11.24  We recommend that the gearing gain arising from the erosion of
the real value of monetary liabilities as a result of inflation should be charged
to tax. As a first step towards achicving this end, we recommend that the
deduction for tax purposes of interest on personal borrowings (including
house purchase) should be withdrawn.

State Aid for House Purchase

11.25  We are conscious of the important role plaved by the deduction for
mortgage nterest in helping people to acquire thewr own homes. o s
defective as constituted at present as it provides the greatest help to those
in the higher income groups. However. its total abolition would disrupt
the housing market and would be particularly scvere on hrst-time house
purchasers. Therefore. there is a need for an alternative,

tax. This s clear from the following simple example. . . . :
11.26. During the course of our examination of the tax system in New
Zealand. our attentton was drawn to the “First Home Mortgage Rebate”

Example: We assume that inflation is running at a rare ot 20 per cent and ) _ . . -
scheme which was introduced there in April, 1981 in respect of first homes

that the rate of interest is 15 per cent. An individual borrows 100 o
purchase an asset which appreciates i line with the general price level. Tt

purchased or built on or after 1 April. 1976, The net etfect of the scheme

we assume that the individual only pavs interest during the vear, the is_t() p}"()\'ide reliefforﬂﬁrst—timc hou.sc‘purghascrs durmg-thc first five years ;

) position is as follows: ) ’ '_ of their mortgage. After that no reliet 1s given. We conmder_tha.t a :scl'%emc

i o E: on these lines would be a substantial improvement on the indiscriminate |

' Begﬂnnnng Fnd deduction of mortgage interest. The details of the scheme as it applied in ;

i of year of year New Zealand are set out in Appendix 9. |

i ‘i Value of Asset 100 120 g

il . + [

; i Loan Ourstanding 160 100 Exemption of Deposit Interest

— — 11.27 Deposit interest exemption was first introduced in 1936 as an

Increase in Assets 2 incentive to personal saving. At that ume the first £23 of interest from the |

SR | N Post Office Savings Bank, the Trustee Savings Banks and certain commer- ;

| ’i Less Interest Paid 15 cial banks was exempted from tax. In 1960, the exemption was applied to i

DR | — the interest of cach spouse 1 the case of a married couple, so that n effect i

i Increase in Real Value of Capital 3 ] the exemption available to them was in respect of £50 interest altogether. }
e T | L The £25 limit was raised to £30 in 1965 and to £70 (effectively £140 for a
Y 11,22 To the extent that the change in the value of the asset held is ' married couple) in 1967, The exemption limit in respect of interest earned
SE— 4 different from the change in consumer prices, the adjustment to tax liapility on deposits with the Trustee Savings Banks and the Post Office Savings
e 1 1 on the difference would be made when the asset 1s realised for capital gains Bank was increased in 1980 to £150 (£300 for a married couple). The total

— tax purposes. 3 amount exempted cannot exceed £150 or £300 as the case may be.

| 11.23  We asked the Revenue Commissioners for their views on the
administrative implications of taxing the gearing gamn arising from pavment
i of interest. They considered that the administrative problem for them
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11.28 At present, the exemption applies to interest on deposits with

(i} the Post Office Savings Bank and the Trustee Savings Banks;
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(ii) the Bank of Ireland, Allied Irish Banks Ltd., the Northern Bank
Ltd., the Ulster Bank Ltd. and the National City Bank Ltd., and

(iif) Ansbacher and Co. Ltd., the Commoecrcial Banking Co. Ltd. and
Guinness and Mahon Lid.

11.29  Inits submission to the Commission, the Central Bank of Ireland
recommended that

“all deposit interest from all tinancial insttutions should be taxed
tull. This involves the abolition of tax-tree hmits, a measure which
seemns desirable on equity and efficiency grounds™,

11.30  The Insh Banks® Standing Comnnttee m a submission stated thart
an environment in which savings are encouraged is highly desirable. To
achieve this it would be destrable 1f tax was onlv levied on a real rate of
return on savings. The present situation where tax is levied on the nonunal
return, which s often a real loss, discourages saving and encourages
expenditure. As an alternative to taxing a real rate ot return on savings, the
submission proposcd that the real purchasing power of the exempuon limie
should be restored to its 1967 level (abour €1,000} and thereatter annually
adjusted i line with movements tn meerest rates and mflarion. The limre
should be applied unitormly to all deposit taking instrutions.

11.31  The limitation of the exemption to a limited number ot institutions
was criticised by the Agricultural Credit Corporation Lid..

11.32  The Department of Finance stated that

3

‘whatever the merit in the argument that deposits in all financial
institutions should be treated equally for taxation purposcs. 1t must be
recognised that any move in this direction would weaken the position
of the savings banks in competition for deposits unless the competiive
edge of the savings banks were maintained by permitung higher
deposit rates comparable with those accorded by commercial institu-
tions with conscquential increasc in the cost of borrowing to the
Exchequer. This could, in the long-term., be more expensive than the

3

present incentives’ .

11.33  We believe that it is in the mnterest of the community 1f the pattern
of savings 1s not distorted by the application of the differential tax conces-
sions to deposits. Accordingly, we recomumend that the same treatment for
tax purposes should apply to deposits with all deposit-taking institutions.

"Memorandum of 21 May, 1981,
166

Composite Rate Arrangement for Building Societies

11.34 The provision of finance for housing bencfits from the tax arrange-
ments which apply to building societies. These complement the encour-
agement to borrow for house purchase by providing an incentive to save
through building society deposits. The procedure for collecting tax from
building societies is based on an arrangement between the societies and the
Revenue Commissioners under section 31 of the Corporanion Tax Act.
1976. Under this arrangement, building societies pay interest to their
depositors which s deemed to have borne tax at the standard rate. The
societies pay meome tax at the standard rate on distributions to companies
and to persons with deposits In excess of £15.000.° On the remaining
distributions, thar is. to depositors with less than 15,000 on deposit. the
sOCieties pay comce tax at a composite rate. The composite rate has, since
1939/60, been 70 per cent of the standard rate. Individual depositors account
for anv tax due at the higher rates. This is caleulated on the ner amount of
mterest received rather than on the gross amount after taking account of
tax at the standard rate as would be appropriate.

11.35  The Revenue Commissioners are required under the legislation to
cnsure that the composite rate arrangements vield, “as nearly as may be”.
an cquivalent amount of tax as would be payable if the arrangements did
not apply. The Department of Finance mtormed us that

“Due to lack of co-operation from the building socicties the Revenue
Commissioners have been unable so far to satisty this statutory require-
ment and therefore arc unable to determine whether the correct amount
of tax is being paid. It has been necessary for the Commissioners to be
given a statutory derogation from fulfilling this requirement in the
Finance Acts of 1977, 1978 and 1980. The present derogation applied
up to the end of the 1981/82 tax year. The indefinite continuation of

5

this position would appear undesirable in principle™.”

11.36  The Building Societies Association 1n a submission stated that they

“are completely opposed to an investigation to arrive at the appropriate
composite rate because they arc convinced that it would have disastrous
effects on investors’ confidence in the socicties. It has always been
accepted by the investing public that savings with building societies
are not subject to scrutiny by the Revenue™.

11,37 The Building Societies Association favoured the continuation of the
composite rate arrangement on the grounds that

‘It 15 proposed to increase this figure to £30,000.
"Memorandum of 21 May, 1981,
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(i) it is of great administrative convenience to both the building
societies and the Revenue Commissioners;

(i) because the composite rate is an average rate it will always be less
than the standard rate of tax and as such permits the societies to
charge a lower mortgage rate than would otherwise be possible;

(i1} the facility to pay a rate of interest on investments on which tax at
the standard rate is deemed to have been paid is an important
competitive element m attracting savings to building societies. and

{iv) the existing composite rate is likely to be higher than a true rave.

11.38  The ettect of the composite rate arrangement is to enable building
societies cither to pay higher rates to their depositors than would otherwisce
be possible, thereby giving them a competitive advantage over other
deposic-taking institutions, or to charge lower rates for mortgages, thereby
mncreasing the demand tor them, or some combination of the two. At the
end of 1981, for example. building societies were paving 1.3 per cent on
ivestments in share accounts, which was equivalent to 16.2 per cent before
tax to an mvestor liable at the standard rate. The cost to the societies
including their composite tax pavment was 13.9 per cent. Were thev to
offer this amount to their depositors gross they might benefit from having
a more attracuive rate to persons not liable for tax who are at present not
entitled to reclaim any part of the tax deducted under the compaosite rate
arrangements, However, it 1s also possible that without the composite rate
arrangement, building societies would have to pay a higher gross rate to
attract the same amount of funds. This would seem likely to be reflected
mainly in the rate charged for mortgages rather than in a reduction in
building society margins.

11.39  The main justitication for the composite rate arrangement is the
administrative convenience to the Revenue Commissioners who are
thereby enabled to collect tax from a relatively small number of societies
rather than a large number of individuals. However, it distorts competition
between the building societies and other deposie-taking institurions and
adds to the bias in favour of housing over other forms of investment. The
Revenue Commissioners would not favour such a system now if they were
starting afresh and they have resisted the extension of similar arrangements
to other institutions such as trustee savings banks. The resistance of the
building societies to the carrying out of a statistical survey to establish a
true composite rate has further undermined the basis for the arrangement.
Furthermore, we believe it to be wrong for building society depositors who
are not liable for tax, many of whom may be unaware of the true situation.
to subsidise the taxpaying depositor or the house purchaser.

11.40  The subsidy to mortgage rates which results from the arrangement
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benefits all borrowers from building societies regardless of nced. We believe
that State aid for house purchase would better contribute to the aims of
housing policy if it were given selectively. We recommend that the com-
posite rate arrangement should be terminated and the tax treatment of
interest on building society deposits be aligned with that accorded to other
interest-bearing deposits.

Relief to Individual Shareholders in Certain Irish Companies

11,41 Scction 7 of the Finance Act, 1932 introduced a relief for individual
investors in industrial companies carrying on business wholly or mainly in
the State. In its original form, the reliet applied to individuals who were
resident solely in the State and were benehicially entided o dividends or
interest on stocks or shares issued for public subscription by hmited
companics resident in. and incorporated under the laws of the Stare. The
reliet provided that 20 per cent ot the dividends or interest 1 question were
to be disregarded tor income tax purposcs.

11,42 In 1935, the provisions were amended to bring them into line with
the Control of Manutacturers Acts. The amendment provided that, in
order to quality for reliet, over 30 per cent of the issued shares should be
owned by Irish citizens or by companies controtied by Irish citizens. This
provision was repealed in 1957

11.43 In 1960, it was provided that the requirement that the stock or
security should be issued after 4 August, 1932 (the date of the passing of the
1932 Finance Act) need not apply to manufacturing companies. Accord-
ingly, the relief now applies to issues of manufacturing companies (which
otherwise quabify} whenever they were made. The purpose of the latter
amendments was to encourage investment in [rish manufacturing indus-
tries. to improve the marketability of existing Irish company shares and to
assist the growth of an active capital market.

11.44 This relief has served the purposes for which it was introduced and
is now unnccessary. Today, the demand for investment opportunities in
publicly-quoted Irish companies exceeds what the market supplies. We
recommend that the relief be abolished. This would improve both the
equity and simplicity of the tax svstem.

Relief on Dividends Paid out of Export-relieved Profits

11.45  Tax relief for profits from exports was introduced in 1956. When
bringing in the measure, the Minister for Finance said that it was occasioned
by the paramount necessity at the time for everything possible to be done
to stimulate production and exports arising out of increased production.
The relief is due to expire on 5 April. 1990. With the exception of cases in
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which assurances have been provided by the Industrial Development
Authorlty, no company commencing to trade after 1 January, 1981 will
quality for the relief. We recommend that this arrangement be unaltered.

Relief for Superannuation Contributions

11,46 Saving through the medium of pension funds is encouraged in
several ways. Firstly, provided a fund meets a number of criteria which
cnab]‘c 1t to be approved by the Revenue Commissioners, cmployvees’
contributions are deducted from their gross pav before taxable mcome i
calculated. Employers” contributions are an allowable deduction from
tu;xablc profits as part of labour costs. Comparable relief for the purchase
ot an approved retirement annuity applies 1o the selt-emploved. Se('()IILi];-'
no tax is levied on the investment mcome or capital gains of an c\'em[lvé
tund. Thirdly. though regular payments of pensions out of a fund are taxed
as earned income at the time they are received, up to 13 times finad pav mav
be taken at the time of retirement as a lump sum free of rax, A '

11.47 Thc.prin('fple of reliet tor superanuuation contributions was rece
otmmcnded m general terms by the Royal Commission on the Income Tax.
UE()_;md was enacted m 1921 The law provides that to qualify for tax
IJL“I]ETIIS. superannuation schemes must be approved by the Revenue Coni-
missioners. The main rule with which approved schemies must conform 15
that l‘ht: pension must be accumulated at the rate of one-sixticth of final
salary for each year of service up to a maximum of two-thirds of finl
salary. In addition, roughly a quarter of the value of the benefits mav be
commuted into a tax-free lump sum. ’

11.48  The rules permit favourable treatment for persons mMovig to new
employment late in their carcer, enabling them to accumulate a full pension
within the last ten years of service. However, employees are required to
serve twenty years to get the maximum lump sum of 14 times final earnings
Thcre 1s a sliding scale covering shorter periods. Schemes may provide life
insurance cover for death in service up to four times the annual pensionable

salary. There is also provision for benefits to spouscs and dependent
children.

11.49  The justification for giving tax concessions for penstons depends
largely on the desirability of encouraging individuals to make provision for
their retirement, though a large part of pension savings is now virtually
compulsory. In effect, saving through a pension fund is a means of redis
tributing income over a lifetiine. Income received while at work is set aside

_untaxed, to provide incomv during retirement, when it is taxed as earne.(}.
Income as it is received. The relief of tax on the income and capital gains of
pension funds contrasts markedly with the tax treatment of an individual
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who saves privately for his retirement instead of through institutional
channels.

11.50  We asked the Department of Finance for the justification of the
limitations on the size of pensions relative to pay that are imposed before
schemes are approved, thereby qualifying for tax bencefits. They replied
that from the outset the yardstick for maximum benefits has been the level
of benefits provided under statutory schemes. The abolition of all imits on
the amount of contributions allowable on the grounds that the pensions are
taxahle would be costly

11,51 Under a comprehensive income tax. the logical treatment ot super-
annuation contributions would be to withdraw the oxisung concession
whereby emplovees’ contributions to pension tunds may be deducted tor
tax purposcs. It would also be necessary to attribute employers™ contribu-
tions to members of a fund and assess them on their share. Pensions would
then have to be divided into two parts, one of which was raxable and the
other tax-free, along similar lines to those currently used for purchased lite
annuities. The tax-tree element would derve from the contributions while
the taxable amounts would represent income and capital gains in periods
subscquent to the making of contribtions

11.532  Such treatment would cause many dithicultes. In many pension
schemes, employers’ contributions are not allocated to individual employ-
ces and any such allocation would be arbitrary. In addition. substantial
“topping-up’ payments by employers would lead to employees facing
irregular tax bills without having the cash to mect these payments. There
would also be administracve difficulties in tax offices. In the majority of
schemes approved by the Revenue Commissioners, the provision of ben-
cfits is conditional an employees serving to retirement age. If an employee
lcaves before reaching retirement age, entitlement to benefit 1s lost. While
many schemes provide for a return of the employee’s own contributions,
no credit is given for the employer’s contribution attributable to that
employee. Tn cquity, the tax pavable on the additional income imputed to
the emplovee in respect of emplover’s contributions would have to be
repaid. This could involve revisions of liability over many years.

11.33  When pensions are not tully transferable. labour mobility is inhib-
ited. This has undesirable economic consequences. While the transterability
of pension arrangements is a matter which will arise for consideration in
the context of the development of a national income-related pension
scheme, it is outside the scope of this report. However, we are concerned
with the equity aspects of the present system. In order to end the existing
discrimination against individuals who change employment, we recom-
mend that any approved pension scheme should refund to an individual
who is leaving an employment a lump sum equal to the total contributions
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made on his behalf plus interest earned thereon. This refund of contributions
should be charged to tax in full. If the lump sum is subsequently reinvested

in some other approved pension arrangement, the tax deducted should be
refunded.

Retirement Annuities

11.54  Certam reliefs arc granted in respect of contributions towards
approved retirement annuities by selfcemploved persons. The reliefs are
analogous to those granted in respect of retirement benetits schemes for
employces. The mam diiference is that reliefs in the case of superannuation
schemes are subject to the schemes providing not more than a specified
level of benefits, whereas in the case of retirement annuitics it is the
contributions towards the annuity which are subject to limitation.

[1.55  Approved schemes provide lite annuities for an individual commi-
encing not earlier than age 60 and not later than age 70, but the annuitics
may be deferred or taken carlier in certain cases, the upper age limit being
B0 and the lower 50, The maximum reliet is 13 per cent of “net relevant
carnings”™. The premiums may be varied from year to vear depending on
the net relevant earnings of the individual and payment may be suspended
for a while. This is made possible by paving single as opposed to annual
premiums.

11.56  Net rclevant earnings are earnings from trades, professions and
non-pensionable employments less certain payments and deductions. The
carnings of a husband and wife are treated separately for purposes of
determining relevant earnings and the relief is available in respect of cach
spouse with non-pensionable earnings. In addition to funding for a retire-
ment income, an individual can obtain tax relief on up to 5 per cent of net
{)elcvfa}nt earmngs in providing for a widows” pension or lump sum death
encfit.

11.57 A submission from the Life Offices’ Association of [reland argued
that

“A self-cmployed person obtains income tax relief for premiums paid
in respect of personal retirement pension policies up to a maximum of
15 per cent of his net relevant carnings. This is at variance with the
position under pension schemes organised by individual companies
where the limit placed on the amount of the premium payable is
computed by reference to the projected benefits which are payable
under the scheme. Invariably a higher pension can be provided by
using this latter method, and this creates discrimination against the
self-employed person who may not be able to incorporate his business.
We believe that the 15 per cent limit should be increased so as to enable
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the self-employed person to provide the same amount of pension for
himself as if he were in pensionable employment”.

11.58 The restrictions on the amount of superannuation contnbutions
allowable for tax purposes arc designed to prevent avoidance of tax partic-
ularly at the higher rates.

“The function of the Revenue Comimissioners in relation to retirement
benetits is principally to protect the revenue™”

1159 We consider that the prosent restrictions on the proportion of
mcome which may be devoted to purchasing retirement annuities discrim-
inate against sch-cmployed persons. We recommend that che arrangements
tor the self-=empioyed and the emploved be brought into hne with cach
other. Our proposals for a single rate of mcome tax would ensure that the
use of annuities tor purposes ot tax avoidance would be mummised. The
need for restrictions would be reduced greatly, wiven the existing justiti-
catton for them,

Individual Retirement Accounts

11.600 To benefie frem the tax incentives for superannuation, the invest-
ment has to be in an exempt approved scheme which 1s normally admin-
istered by a merchant bank or a life assurance company. This has the effect
of channelling long-term savings through these mstitutions to an extent
which would not take place in the absence of such restrictions. We do not
believe that these restrictions are conducive to the efficient allocation of
savings. In the United States, for cxample, employees alrcady covered
under in-house pension schemces can top up their pension benefits by
investing in mdividual retirement accounts. Such accounts, for example,
can be opened in a bank and the returns earned are deferred until after the
age of 393 when they are cligible for withdrawal. Similar type accounts,
known as “Keogh” accounts, exist for the self-employed where the amount
cligible for investment is 13 per cent of income, compared to a maximum
of 82,000 (84,000 for a married couple) in the individual retirement
accounts. These arrangements greatly expand the range of institutions and
instruments through which people can invest for pensions. Such an expan-
sion would improve the efficiency of the capital markets and we recommend
that of a similar type of arrangement be considered for Ireland.

Relief for Life Assurance Premiums

11,61 In computing liability to income tax, an allowance is made for

A National fncome Relaced Pension Schewe. €Green Paper. Pr. 3737, 1976, para 61,
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insurance premiums payable by a person on his or her own life or on that
of their spouse. There are a number of restrictions on the amount of the
deduction. The premiums eligible for relief cannot exceed one-sixth of the
total income of the individual for the year and the annual allowance on each
policy is limited to 7 per cent of the capital sum payable on death. In the
case of policies effected after 2 April, 1974, the maximum admissible
premium is L1,000. As and from 1980/81, this amount has been increased
to L2000 in the case of a married couple electing for joint assessment. In
the case of an endowment policy issued after 16 Mav. 1973, relief is
conditional on the terny of the assurance being for a minimum of ten vears.
The proceeds of the policies are exempt from all forms of taxation on
maturity.

11.62 Reliet for life assurance has a long history. In 1799 when Piee
introduced income tax he added a provision allowing a tax reduction for
life msurance premiums. At that time carned and uncarned incomes were
treated alike for income tax purposes and life assurance relief was intended
to mitigate the hardship caused by imposing tax on incomes which were
niainly carned and therefore “precarious™. In 1806, the relicf was restricted
to persons whose incomes did not exceed Y154 per annum. This continued
until the income tax was repealed 1 1816,

11,63 The relief was not reintroduced into the income tax code untit 1833,
Atthat time it was regarded as an alternative to an carned income allowance.
In 1907, differentiation was introduced in favour of carned income but the
rclief for life assurance premiums was not disturbed. although there was

some opposition to the granting of both earncd income relief and life
assurance reliet simultaneously.

11.64  Following the report of the Royal Commission on the Income Tax
in 1920, the allowance for premiums on policies taken out after 22 june,
1916 was restricted to one-half the standard rate of mncome rax. The relief
for life assurance premiums has been continued in Ireland since the foun-
dation of the State. In 1953, the relief was increased to two-thirds instead
of one-half the standard rate on new policies taken out with any company
registered and managed and controlled in the State. Following the unifi-
cation of income tax and sur-tax in 1974, the appropriate fraction of life
assurance premiums was allowed as a deduction from total income. This
had the effect of giving the relief at the marginal rate of tax from 26 per
cent to 80 per cent instead of at the standard ratc of 35 per cent as had
previously been the case. To maintain the differential in the case of taxpayers
hable at the higher rates that previously existed between post-1933 Irish
policies and other policies, the fraction of premiums allowable on all policies
was increased to two-thirds of the difference between the marginal rate of
tax and the standard rate. One half of the premiums continued to be allowed
at the standard rate. The relicf on Irish policies taken out on or after 2
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February, 1978 was reduced to one-half of the qualifying premiums. This
ratc of reliet now applies to all new policies.

11.65 To summarise, life assurance relief is available as follows:

(1) In the case of policies taken out before 22 May, 19533 or after 1
February, 1978 the allowance 1s onc-half of the premium.

(11) Tn the case of policies taken out with an Irish company between 22
Mav. 1953 and | February, 19798 the allowance is owo-thirds of the

premiuns.

(111} In the case ot policies taken our with a pon-Irish company between
the dates referred o n (i) the allowance is one-half of the premium.
Where, however, an individual is liable to tax at a rate in excess of
the standard rate. relief 1s increased by an amount equal to one-
sixth of the premium at a rate equivalent to the ditference between
the taxpaver’s marginal rate and the standard rate,

11.66  Inttally, hte assurance was designed chiely o provide benetits 1o
dependants on the death of the person whose life was assured. However,
a wide variery ot alternative wavs to make this provision now exist. The
State provides a range of sodal msurance pensions, Oceupational pension
schemes are the norm and retirement annuity schemes are available to the
self-emploved. A National Income-Related Pension Scheme is in the course
of preparation.

11.67  Ower the years life assurance has developed as an important medium
for personal savings. Most policies are now of the endowment type, that
15 to say, they call for payment to be made after a specified period of years
or on earlier death of the insured. The mortality risk element in the premium
tor such policies is relatively small and the bulk of the premium can be
regarded as contractual savings.

11.68 Many policics are now sophisticated forms of investment where, in
eftect. the capital invested qualifies for income tax relief and the proceeds,
on maturity or surrender, are free of personal income tax and capital gains
tax. Tax relief for savings in the form of life assurance premiums is therefore
especially generous.

11.69  The Lite Offices’ Association of Ireland, in a submission, argued
that the benefits and the contribution made by life assurance are so important
that it is proper to provide tax ncentives. The impact of inflation has tended
to deter people from long-term saving at a time when the needs of the
public and the economy for such saving is increasing. The submission said
that the ¥1,0000 limit on allowable premiums introduced in 1974 has been
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seriously eroded by inflation and should be removed. An opposing view
was taken by the Irish Taxes Union which urged the abolition of the relief.

11.70 It may be argued that to reduce the attractiveness of life assurance
relative to other forms of saving would have serious effects on the pattern
of investment. In 1980, the gross life assurance premiums within Ireland
amounted to L170.4 million. Claims and surrenders amounted to £78.6
million leaving net premiums at £91.8 million. An indication of the invest-
ment of these tunds may be gained from Table 15 which sets out the change
in the distribution of assers of Irish companies for lite assurance business
between 31 December, 1979 and 31 December, 1980

TABLE 15

Changes in the Stock of Assets of Irish Companies for Life Assurance Business in 1980

T

Percentage of Total ircrease
Type of Asset n Assets
Y
Loans and Martgages -0
Government Securities 20 4
Shares etc. 39 h
Property 137
Cash in hand and at Bank 14.2
Others 6.3

Source: Assurance Companies 1979 and 1880, Department of Trade. Commerce and Tourism
Pl 146, Derived from Table 12

11.71 It is not clear that the investment of funds by assurance companies
1s superior in economic or social terms to that undertaken by other insti-
tutions. We see no reason on these grounds for special treatment of such
savings for tax purposes.

11.72  Life assurance is a form of saving. Under an incoine tax system no
special relief should be allowed in respect of contributions and the proceeds
of policies on maturity should be frec of tax. To give preferential treatment
for savings in the form of life assurance premiums would discriminate
against other forms of saving and lead to distortions in the allocation of
resources. We recommend that life assurance be governed by the same
provisions as other forms of saving. On this basis, we consider that the
existing relief for lite assurance premiums should be withdrawn.

National Savings Schemes
11.73  Income received from money mvested 1in nauonal savings schemes
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such as savings certificates, national instalment savings and savings bonds
is exempt from income tax. The present concessions which are regarded as
incentives are largely insufficient to compensate holders for the effects of
inflation, except in the case of certain limited schemes. We recommend that
our gencral proposals in relation to the taxation of income from savings
apply to them. This would result in more favourable treatnient of national
$AVINES 1N N1OSE Cascs.

Recommendations
74 We make the following recommendations;

I Income from all interest-bearing deposits should be charged to tax
to the extent only that the rate at which it accrues exceeds the rate
of inflation during the period of accrual.

2. The geariig gam arising from the erosion of the real value of
monetary liabilities shoutd be charged to tax. As a first seep
towards achieving this end. the deduction for tax purposes of all
mterest (including that relating to house purchase) should be
withdrawn for personal taxation. {We sct out in Appendix 9 an
alternative scheme of aiding first-time purchasers of houses].

3. The same treamment for tax purposes should apply to deposits
with afl deposit-taking institutions.

4. The composite rate arrangement for the taxation of interest on
building society deposits should be ended.

5. The 20 per cent relief for individual investors in certain industrial
companies should be ended.

6. Dividends paid out of profits which qualify for export sales relief
should continue to be free of tax,

7. Any approved pension scheme should refund to an individual who
is feaving an employment a lump sum equal to total contributions
made on his behalf plus interest carned thereon. The refund of
contributions should be charged to tax in full. If the lump sum is
subsequently reinvested in some other approved pension arrange-
ment, the tax deducted should be refunded.

8. The present restrictions on the proportion of income which may
be devoted to purchasing retirement annuities discriminate against
sclf-employed persons and should be brought into line with those
applying to emplovees,

9. As an alternative to approved pension schemes and retirement
annuitics, individual retirement accounts on the lines set out in
paragraph 11.60 should be considered.
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10. Income tax relief in respect of life assurance premiums should be
withdrawn and such premiums governed by the same provisions
as other forms of saving.

. Income from national savings should be charged to tax in the same
way as income from other savings.

e gk - <

CHAPTER 12
THE TAXATION OF FRINGE BENEFITS

Introduction

12,1 In this chapter we consider the treatment for tax purposes of income
which is received in kind and which cannot be converted into money. OQur
general approach is that such income should bear the same amount of tax
as would its equivalent in the form of money, if paid directly to the
recipient. The existing taxation treatment of fringe benefits is favourable in
rcfation to that accorded to ordinary income. Reform is essential.

12.2° The available evidence suggests that the use of iringe benefits has
mcreased in recent years. This is duc., at least in part, to the tax advantages
derived from receiving certain income in kind rather than its equivalent in
money terms. We regard the proliferation of fringe benefits as undesirable
and a distortion of the market. Employees’ expenditure is effectively forced
into directions which they might not choose were it not for the favourable
tax treatment. This leads to waste. It is also arguable that fringe benefits
cause resentment among employees who do not qualify for them.

Definition

12.3 The phrase “fringe benefits” is normally taken as referring to any
benefits, not in the form of money, which an employee derives from an
employment. These are benefits given in addition to salary, bonus and
commission and have the effect of increasing the employee’s command
over economic resources. The most common form of fringe benefit is the
use of an employer’s car. We use the term fringe benefits, in a wider sense,
to include fringe benefits as generally understood and also certain cash
benefits such as the remuneration content in a generous expense allowance
or a cash prize or gift given by an employer to his employece. The definition
s further extended to include non-money benefits provided for sharcholders
by a company since many of the arguments which relate to fringe benefits
derived from an ecmployment can be applied to this type of benefit also.

12,4 Over the years the scope of the Schedule E charging provisions
became the subject of numerous appeals to the Courts. Decisions by the
Courts established a number of important principles. These included

179




. (1) Payments for expenses subject to any deductions allowable under

? (i) Benefits, although derived from an employment, could not be the Scheduic E expense rule;? _
regarded as perquusites chargeabl§ under Schedule E unless they (i1) Living or other accommodation including the cost of repatrs, light, :
were capl:;blc of being converted into moncy by the employee or heat and rates, entertamment and domestic or other services;
office holder.

(1) The usc of any other assct, for example, car or furniture, owned by

(i) While a cash allowance on account of personal expenses could be the emplover;

charged to tax as an emolument.’ it was by no means clear that a

cash allowance on account of business expenses could be so : f1vy Transfer at undervalue Of_thc property in any asset, for example,
charued ' car or dwelling house. from the emplover to the director or
‘ ’ cmplovee:
v E: | , S o .
. (2.5 In 1938, all expenses pavments became chargeable, subject to the . ) A_n}' Cxpenses or ]lzlbl]l\tlt‘.ﬁ paid directly by the cmpl().ycr tor a
; normal expenses deductions under the rules of Schedule Eoand the benefits ' director or emplovee. for example. hotel accommeodation, horel
{ which would otherwise have escaped taxation became chargeable as ] bills. or running costs ot mamtenance ot a car, it not already
benefits-in-kind. The charging provisions took ettect tor the nirst ame n - included in expenses payvments, and
=)’ e PR I e - - . NATHES 4 1+ bodies L . L N
1939760, They appli d.m aeneral to dJrL.uor.s of companies and other bodic (Vi Anv other henefirs or facilities of whatsoever narure,
which were engaged in trade or holding wmvestments or other property,
They atfected also certamn emplovees of such companies or other bodies
and certamn emplovees of an individual or partnership carrving on @ trade, ) Benefits not Chargeable
ocat The ¢ ees concerned are those engaged in z - - - - s - -
* protession or vocation. The Lmﬁpl(])}- Ll“’ ,‘OT“{W“{ are those engag " ; [2.%  The following benetits were specitically excluded from the scope of
. me e s “hic : Y CXPONSES PavInents alg - - -
A me](.w} ment. the cmnhmunfs tzt which fincluding expenses pavime = i 1938 charging provisions:
benefits-in-kind) amount to L1500 or more n the vear. P
: 1) Accommodation (including supplies and services) provided for a
12,6 In 1973, it was provided that a deduction in respect of a payment jlrgctor or employee and used by him solely in performing his
- o - Bes;
i made to an employee for business entertaining may be disallowed to the
employer. Nevertheless, an employee is chargeable under Schedule E in (1) Living accommodation provided for employees other than direc-
i respect of the payment unless he can show thar he expended the money tors which the employceis required by the terms of his employment
| wholly, exclusively and necessarily in the performance of the duties of his to occupy for the purpose of enabling him properly to perform his
employment. 3 duties (for example, bank officials residing on bank premises), and
11 ) o o ded 0 1973 (iii) Meals in a canteen in which meals are provided for the employer’s
- I . « henefitein- . e exvtende
ﬁ 12.7  The scope of the benefits-in }(mé legls ation was exrended in 1973 to staff generally.
: i cover expenses payments and benefits-in-kind made available to employees
:wj } of bodics not engaged in trade such as local authorites, Government Examples of benefies outside the scope of the charge to tax, by reason of
— { E ) ) o ‘ . o . P 1oz . 1 d -
i departments, State-sponsored bodies. trade unions and charities. These 1 the operation of provisions in the 1958 legislation, which require benefits
§i provisions were extended further in 1976 to cover expenses payments and to be valued for the purpose of charge by reference to the cost to the
E benefits arising to a person in receipt of remuneration assessable to tax : cmployer of providing them, are cheap or free travel facilities for employees
| \ under Case 111 of Schedule D as if the expenscs or benefit arose to a person 3 of travel firms, cheap university fces for relatives of the teaching staff of the
B assessable under Schedule E. Virtually all emplovees are now within the - university and preferential interest rates on loans to employees of financial
I benefit-in-kind charging provisions. ‘ conecrns.
% i “The rule is:
I Benefits Chargeable Ul the holder of an office or emplaoviment of profit 1s necessarily obliged to incur and defray
i 4 3 out of the cmoluments thereol the expenses of travelling in the performance of the duties of
3 ) - . , . R - . ) the office or enployment, ot of keeping and maintaining a horse to enable hi rii h
i o] . ; - ~ henefite . S OeVIHISe . ATV G pioy . puig £ a horse to cnable him to perform the
% ‘ 12.8 The fqllO\’\.. ng 1s ‘1 list of {“ng" benetits. thatis, "'\pUA“’L ‘1”0‘“ ;’11.)(_L5 i same, or otherwise to expend money wholly, exclusively and necessarily in the performance of
H and benefits-in-kind which are chargeable to tax under existing legislation: 4

the said duties, there may be deducted from the cmoluments to be assessed the expenses so
3 necessatily incurred and defrayed™. (Rule 3. Schedule 2 to the Income Tax Act, 1967).

' _— .

"Revelle v Elsweortity Bros & Co. lud and Fergusen o Nohfe,
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Operation of Existing Legislation

12.10 We asked the Revenue Commissioners if they thought the existing
legislation on benefits-in-kind was satisfactory. They replied in the follow-
ing way:

“In general the present system of valuation ofbeneﬁts—in—kind in terms
of cost to the employer operates satisfactorily except in two main
areas, namely, the valuation of the benefit of the use of a motoi car
and the treatment of benefits such as preferential loans. cheap transport
facilities and free education, the true cost ot which to the emplover
cannot be readily quantified. From the point of view of administration
the present system is very time consuming and ts incapable of produc-
ing a tax yield in any way comparable with the revenue lost. through
the payment of lower monetary remuneration to emplovees in receipt

of fringe benefies™

Taxation of Benefits

12,11 Itis necessary to establish a framework within which fringe beneﬁFs
may be taxed. In gencral, under existing Irish legistation, the cEnplo‘).'e.e is
charged to tax on an amount equal to the cost to the employer of providing
the benefit. However, there are exceptions to this rule. For cars and _othe_rr
assets, the value is annual value of the use of the asset which, n practice, 1s
taken to be an appropriate proportion of the historical cost. For remdentlgl
accommodation, where the employer pays no rent, the annual value is
taken to be the annual rental value of the property.

12.12 The Carter Commission' adopted four rules which provide a sat-
isfactory framework for the taxation of fringe benefits:

(i) Whenever possible the employee in receipt of: a non-cash be_neﬁt
should be charged to tax on what the benetit would cost if he
purchased it in the open market and not on the cost to or revenue
foregone by the employer.

(1) It must be assumed that the recipient of a non-cash benefit had a
choice between the non-cash benefit and the receipt of a taxable
cash payment equal to the cost which would be incurred if the
benefit were purchased in the market.

(i) When, in the course of carrying out his work, an employee is

‘Letter of 13 March, 1981.
*Report of the Royal Commiission on Taxation, Canada, Vol. 3. p.280.
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provided with consumer goods and services by his employer, there
may be an element of personal benefit. Because the market value
of the personal benefit in each case cannot be ascertained on a
simple and consistent basis, there should be arbitrary limits on the
costs of such goods and services which are regarded as expenses of
earning income. A living expense of an employee paid by an
employer in excess of these limits would be deemed to be a personal
benefit to the emplovee and he would be charged to rax accordinglv.

(v) Where a common facihty provides benefits-in-kind to a number of
individuals simultancously, the marker value of the benefit pro-
vided by the facility should be included in the incomes of those
who cnjoy it, according to their relative benefit.

Frequency of Fringe Benefits in Ireland

1213 Darta on the frequency of the major fringe benefits granted to Irish
executives are published annually in the Inbucon management consultants
survey of executive salaries and fringe benefits.™ This survey obtained
mtormation as at July. 1981 in relation to companies in the Republic of
Ircland. Tabie 16 shows the change in the frequency of fringe benefits in
the period 1975 o0 1981,

TABLE 16
Fringe Benefits 1975-81

Benefits Percentage of the sample receiving benefits in
1975 | 1976 | 1977 | 1978 | 1979 | 1980 | 1981

Yo Yo % Yo Yo % Yo

Full use of company car 48 46 46 49 53 56 57
Allowance for regular use of own car 17 19 21 18 19 1 13
Supsidised lunches 44 46 47 40 36 32 46
Subsidised housing 1 4 1 1 1 1 1
Assistance with house purchase 6 5 12 10 8 5 14
Life Assurance

—uptoandincluding three tmes salary | 21 32 35 37 49 34 34

—exceeding three times salary 32 29 33 39 28 a5 42
Free medical insurance 18 18 20 20 21 32 29
Share option scheme 7 5 1 3 5 5 7
Share purchase scheme 5 3 4 3 2 3] 6
Low interest loans no 3 10 5 3 5 14

data

Notes' "Subsidised housing’” means use of a company house etc.

“Assistance with house purchase’ covers mortgage loans at reduced rates etc.. other than
when maoving at the company’s request.

“Share option scheme"' is a scheme where those included become shareholders on favourable
terms and is sometimes called a share incentive scheme,

“Low interest loans’ means loans for any purpose other than heusing.

“Survey of Exveutive Salaries and Fringe Benefits in the Republic of Ireland, October, 1981, Salary
Research Unit, Inbucon Management Consultants.
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12.14 The increasing provision of fringe benefits by employers is con-
firmed by a 1980 survey by the Irtsh Management Institute which states

“At present, it would seem that most (91 per cent) of the companies
responding supply cars for their chiet executives, 77 per cent would do
so for the head of function, while about 40 per cent supply vehicles to
executives in senior management positions. 12 per cent of firms supply
cars to middle management. The figures have all increased on 1979. In
most cases where a car is supplied, the company pavs for insurance.
tax. service and repairs. Over halt supply petrol tfor business mileage
only, while the remainder would supply all petrol.™

Discounts to Shareholders

12.15 A practice has developed in recent vears of sharcholders 1 certamn
companies being offered discounts on the company’s products. A ready
example mayv be found in the msurance mdustry where 1615 known that n
one case substantial discounts on wsurance premiums are given to share-
holders. While the practice of giving discounts to sharcholders has not vet
developed to any great exrentin Ireland, 1t 1s growmyg rapidly m the United
Kingdom. A report by stockbrokers, Grieveson, Grant and Co., lists more
than 70 quoted companies which provide discounts to therr sharcholders.
It is conceivable. in the light of this experience. that the practice will grow
u [reland.

Scheme for Taxation of Fringe Benefits

12.16  We recommend that fringe benefits be taxed on the basis that the
“market value’ of property, services, or facilittes furnished by an employer
in connection with the performance of services must be included in the
recipient’s gross income. “Market value’ is the amount that the recipient
would have to pay in an arm’s length transaction to purchase the same or
an equivalent item or its use. Exceptions need to be provided trom this
general rule in respect of working conditions and for reasons of adminis-
trative convenience. Qur approach to these exceptions is as follows:

(i) Working conditions: We consider that the value of a service or facility
provided to facilitate the performance of an cmployee’s duties
should be excluded from an employee’s gross income as a working
condition. Generally, a working condition is provided at the place
of employment for use during normal working hours. The fact that
a particular item 1s not required for the pertormance ot an
employee’s duties would not necessarily exclude 1w as a working

“A Swreey of Lxeauive Salavies and Fringe Bescfits in Ireland 1980, Trish Management Institute,
page 37.
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condition. Examples of the items we have in mind are the decora-
tion of offices and first aid services provided by employers.

{11) Administrative convenience: The tax law requires a reasonable balance
to be struck between the achievement of equity between taxpayers
and of economic efficiency on the one hand and the avoidance of
undue burdens in administering the law on the other. Accordingly,
we have felt it necessary to lav down guidelines for determining
when the value ot an teme which should m principle be included
1 gross inconte. should be excluded tor reasons ot administracive
CONVenienae.

Market Value

12,17 Fair market value is the amount that the recipient of @ benefit would
Ve teopav o an arm’s lengh transacuon o purchase the same or an
cquivalent item or its use. The determination of fair market value will
depend on the tacts and arcumstances ot cach case. The relevant factors
mclude

(1) conditions and restrictions placed on the purchase or use of a
particular item:

(11) the price charged tor the item or its use to customers who are not
emplovees, independent contractors, or otherwise providing
services to the ecmiployer, and

(in) whether an equivalent item 1s ordinarily purchased by the general
public on an arm’s length basis and, if so, at what pricc.

12.18 1In general, we consider that the Revenue Commissioners should
keep the raxation arrangements applying to benefits-in-kind under review.
They should concentrate on bringing into charge the most important items.
Where benefits are small or their inclusion would create disproportionate
administrative problems, de minimis provisions should be applied. An
important factor in deciding whether or not to exclude a fringe benefit from
the charge to tax should be whether or not the item 1s available on a non-
discriminatory basis, that is, whether access to the item is dependent upon
the recipient’s employment status, job classification or salary level.

Types of Benefits

1219 In the following paragraphs we set out the types of bencfits-in-kind
that are commonly provided. We give details of their treatment for tax
purposes under existing legislation and outline the changes which we
believe are necessary on the basis of the principles we have adopted in
paragraph [2.12.
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Cars TABLE 17

12.20 It is fairly common practice in Ireland to provide company cars for
middle and senior management without restrictions on their use. The

Company Cars By Salary Level

; . . . . _ Total no. of

l popularity of this benefit may be due, at least in part, to its tax advantages Salary Bracket No. and percentage of those in each salary | executives in each
for the recipient. To arrive at the value of the remuneration represented by bracket having full use of a company car salary bracket
a company car, the Revenue Commissioners estimate the annual value of %
the car as a fixed percentage of the purchasc price of the car, plus thg annual Up 1o £9,999 a8 185 259

‘_ costs of licence, insurance. running and maintenance, but cxcluding anv £10,000 to £14,999 390 52 8 739

[ interest payments arising from borrowing to purchase the car. This toral 14 £E15000t0£19.989 272 807 337

| Feided o JoE C O & , N £20,000 to £24,999 114 891 128

; divided in proportion to business and personal mileage during the year, £25, 000 to F79 959 28 966 59

) and the income value of the car to the individual 1s assessed as the share £30,000 and over 12 1000 12

i imputed to personal mileage less any contribution towards costs made by Total 864 57.4 1504

i the employee.

Source: Survey of Executive Salaries and Fringe Benefits i the Republic of lreland. Salary
Research Unit, Inbucon Management Consultants, October, 1981.
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12.21  Where a car is provided by his emplover, whether or netiris used

for business purposes, an cmplovee receives a tax benetit. The tactors - : . :
i . I ] amounts paid for tax, insurance, servicing, repairs and replacements. and

aiving rise to the benefit include: _ : A R .

; : ¥ the consumption of petrot and o1l. The main ditheulty, however, is the

apportionment on the basis of privare and business mileage for the year.

1) For 1981/82 and earlier years, the : al value of the car was o I . . : Lo )
(0 11 /82 and ef b h},‘earsl tl;" JImu;A L ¢ i ar was Mkt?; 4 I'he private mileage 1s frequently understated and when 1t 1s there s very
at 1.2z per cent of the 1cat Cost arket depreciatio : ¢ . . .. . y
2 per oo ¢ hustorieal cost prection woulc o little the tspector can do o have the true position established.
normally be greater than this: :

(if) The funding or interest cost of providing the car is ignored; 12.24  In an attempt to overcome some of these defects and particularly to

case the administrative difficulties mentioned in paragraph 12.21 (in}, a

(m) The clement of private use may be understated in many nstances, change in the method of computing the benefit-in-kind arising from the

and provision of a car was made in 1976. This imposed a minimum charge of

' £300 or 15 per cent of the purchase price of the car, if greatcr. This change

met with widespread opposition from users of cars provided by employers
and was repealed in 1978,

(iv) The provision of a car may relieve the employee of the full standing
charge of providing his own car. No account is taken of this factor.

B S

|

12.25 In his budget speech on 25 March, 1982 the Minister for Finance
again announced changes in the taxation arrangements applying to cars
provided for an employee’s private use. Further modifications have been

| 12.22  Because of the tax advantages which arise from the provision of a
j car to an employce as opposed to granting him an equivalent increase in
— 4 pre-tax remuneration, it is to be expected that the frequency with which : - L :
cars are provided would increase as income and therefore marginal tax rates propose_cl in the Finance Bill, 1982. These proposals_ are.demgned to counter
rise. Table 17 shows that this is the case. tax avoidance through the payment of remuncration in the form of cars,
‘ 1 which was completely undervalued for tax purposes. For 1982/83 and
S | tl subsequent years, the taxable benefit arising from the private use of a car

12.23  The Revenue Commissioners have informed us that in relation to
the valuation of use of a motor car a great deal of ime is spent in discussion
and argument between the inspector of taxes and the taxpayer or his agent.
In order to get cases settled, the mspector of taxes invariably has to agree
to a value substantially below the true level of benefit. The inspector is
obliged to take account of a number of factors: the cost price of the car, the
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provided by an employer will be calculated as a percentage of the original
market value of the car. The percentage will vary from 123 per cent where
the car only is supplied, to 20 per cent where all costs are met by the
employer. Where the business milcage is more than 10,000 miles in a year
a system of tapering relief will apply. Where the business milcage exceeds
25,000 miles, there is no charge by way of benefit-in-kind.
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12.26 We consider that the correct method of valuing the benefit is by
reference, not to the cost to the employer, but the value to the employee.
The cost of financing the purchase of the car should also be taken into
account, as well as the depreciation allowance granted to the employer,
which we propose should be on an indexed basis. So also, as far as 1s
possible, should the benefit to the employee of being relicved of the necd
to purchase a private car for personal use. Becausc of the admmistrative
difficulties inherent in determining accurately the benetit-in-kind in cach
mdividual case we see lictde alternative to scale benetits. We recommend
that the emplover be afforded the right of appeal where he feels aggreved
with the application ot scale benefits it his particudar circumstances.

12.27 The proposed changes in the tax treatment of cars provided by an
emplover have implications for taxation in cases n which the emplovees
use their own cars partly for business purposes and are reimbursed on the
basis of a tixed rate per mile. We recommend that the Revenue Commis-
sioners publish a scale of mileage allowances which they would accept as
containing no clement of remuneration. Such allowances should take
account of the fact. particularly in cases of relatively low business mileage,
that the fixed costs of the car would have been incurred in any cvent. It
follows that, where a mileage allowance in excess of the scale rate 1s paid
to employees for using their own cars, the excess should be charged to tax.
The scale of milcage allowances should be consistent with the scale of
benefits referred to in the preceding paragraph.

Loans at Preferential Rates of Interest

1228 Loans at preferential rates of interestare available to certain employ-
ces for housing and other purposes. This facility mamly applics to employ-
ees in the financial sector.

12.29  Interest is allowed for tax purposes on a limited basis as set out in
paragraphs 11.16 and 11.17. When interest relief is restricted, loans of
cubstantial amounts at reduced rates of interest confer a tax advantage n
certain circumstances when compared with an equivalent salary increasc
given to an employee who pays commercial rates of interest. In the case of
a marricd employee earning L2300 per annum who obtains a loan of
£50,000 from his emplover (B) at 2 per cent compared with a commercial
rate of 14 per cent. the reduction in the rate of mterest is worth 305,000 at
12 per cent — £6,000 — to the employce (A} n gross salary terms. Table
18 shows the benefit of the preferential loan to the employcee.
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TABLE 18

Benefit of Preferential Loan to Employee

A B
{Preferential rate applies) Cost to employer to maintain
net after tax :ncome of
employee
- R |
. £ | ‘
Salary ! 25,000 34,000
Sersoral rele’s . 2.83C 2,830
: 22170 i 31170
rterest disallowed . {200 | 12,200
rierest allowed* ' 800 ! 4.800
Taxabic Income l 21370 | 26,370
Tan ‘ | 9072 : 12.G72
NeToroore gtter nterest ardi
“ax ‘ 14,928 14,928
|

' Part of the benefit arsing from cheap loans was lim:ted for the first ime in ireland 'n 1979
Tre position row IS tnat the ceiling on allowable terest is reduced ‘n the proportion whch the
actual nterest due on preferential loans bears to the nterest which would have been payable
Slorostwere payable at the specfied rate of T2 por cont The Flrance B 1082 mroposos the
=mpovers will be charged to 1ax on any amourt representing the difference between the
amount of interest paid and the amount of interest paid at the speciied rate of 12 per cent. The
amount of interest so charged will be treated as if it were, in fact, interest pai¢ by the employee

and w il generally qualify for relief subject to the normal restrict.ens on the allowability of interest

In the foregoing example the restriction operates as foliows:

Interest normally allowable £4,800
Specified rate 12 per ’cent
[nterest due on preferental loan £1.000
Interest pavable if loan had been at

12 per cent £6,000
Fraction '

fi

Interest allowed 4,800 x |,

Thg Interest allpwed is restricted from £1,000 co £800. The preferential loan
}\'llmc}1 results in a saving in interest of 6,000 1s equivalent to a pre-tax
mcrease w: salary of £9.000,

1230 In the United Kingdom. legislation enacted in 1976 introduced
provisions to tax the benefit which arises when a director or higher paid
employee obtains an interest-free or low-interest loan from his employer.
Broadly speaking, the benefit is calculated by comparing the interest
aCtua}ly paid on the loan with notional interest at the “official rate” — a
rate fixed from time to time by the Treasury. There is also a de minimis
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exemption below which the benefit is ignored, and no benefit arises where,
had it been paid, all the interest would have been tax-deductible (e.g. the
interest payments on mortgages up to £25,000). The official rate is currently
15 per cent and the de minimis exemption stands at £200 a year. There was
no offictal rate before 6 April, 1978 so, where a loan was obtained betore
that, the market rate of interest 1s used as a standard.

12,31 The Revenue Commissioners have advised us that the present
system “which provides for a proportionate reduction n the limit for
allowable interest only goes part of the way towards providing equality of
tax treatment for all borrowers’”.

12,32 We recommend that the benefit arising on loans to employees at
preferential rates of interest should be charged to tax. The benefit should
be caiculated as the difference between the amount ot interest pavable at the
preferential rate and that payable at either commercial rates or the rate of
inflation whichever is the greater.

Living Accommodation

12.33  The benefit arising from the occupation of living accommodation
provided for an employee which he is required by the terms of his employ-
ment to occupy for the purposes of performing his duties is not charged to
tax under existing law. The provision of such accommodation relieves the
employee of the need and expense of providing accommodation for himself.
We believe that the provision of such accommodation is of value to the
employee and should be charged to tax to that extent.

Insurance

12.34 Insurance appears as a fringe benefit where premiums are paid on
behalf of the employee by the employer. We consider this form of benefit
under five headings as follows:

(1} Medical insurance schemes.

(ii) Permanent health benefit schemes.
(1)) Term life assurance.
(iv) Endowment life assurance.

(v) Superannuation benefits provided in the form of life assurance.

Medical Insurance

12.35 Premiums paid by an employer to provide medical insurance cover
tor employees are chargeable on the employees under Schedule E. How-
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ever, relief may be claimed by the employee who will in practice be treated
as having paid the relevant premiums. The relief is given on a preceding
year basis so that, apart from differences which may arise from one year to
another in the level of premiums, the net effect is equivalent to the
disregarding of medical insurance premiums in computing the tax liability
of employees. This practice is correct under present arrangements but
would require amendment if our proposal to withdraw the tax deduction
for medical insurance premiums were implemented.

Permanent Health Benefit

12.36 The tax trearment of contributions under permanent health benefic
schemes 1s described i paragraph 10.72. Where an employer pays perma-
nent health premiums for an employee a benefit accrues to the employee
which is chargeable under Schedule E- Schemes funded out of employers’
contributions only would not in strictness qualify for approval by the
Revenue Commissioners, under Section 8 of the Finance Act. 1979. The
amount chargeable on each participating employee in respect of the fringe
benetit involved is determined by apportionment of the employer’s contri-
bution to the individual employees. The notional contribution thus attrib-
utable to cach emplovee would not of course be tax deductible in his hands.
In the case ot an approved scheme, it the employer were to reimburse
employees tor contributions paid by them, the amounts reimbursed would
1n strictness be chargeable as perquisites of the employees concerned but,
assuming there is no breach of the 10 per cent limit invelved, the contri-
butions would be tax deductible and in effect participation would not
involve employees in additional tax hability.

12.37  We have already recommended that premiums under permanent
health benefit schemes should not be allowed as a deduction for income tax
purposes. In these circumstances, all such premiums paid by employers on
behalt’ of employees should be chargeable to tax in the hands of the
employee.

Life Assurance

12.38  Life assurance premiums paid by an employer on behalf of an
employee count as income of the employee for tax purposes. However, if
an employee were to pay a life assurance premium for himself, he would
qualify for the relief outlined in paragraph 11.63. In consequence, it is
provided that where the premium is paid by the employer in such circum-
stances the benefit is chargeable as income of the employee. Life assurance
reliet'is then given to the employee as if the premium had been paid by him
under a contract between him and the insurer. In practice, charges in respect
of benefits from the payment of life assurance premiums do not arise in all
cases. This is because in many cases the provision of life cover is linked
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with an approved retirement benefits scheme. Such a scheme involving the
payment of a lump sum in the event of death in service will be eligible for
approval if the lump sums provided for any widow, children, dependants
or personal representatives of an employee who dies before retrement do
not exceed, in the aggregate, four times the employee’s final remuneration.
Premiums paid by an employer under an approved retirement benefits
schente are not chargeable to the employees as perquisites of an employ-
ment. We do not recommend anvy change in these arrangements,

Free, Subsidised or Discounted Goods and Services

12,39 Free. subsidised or discounted goods and services provided to
employees should be taxable as benetits, When the good or service is of a
kind sold by the emplover, the value of the bencfit should be based on the
market value of the good or service. In all other cases, the vatue ot the
benefic should be the tull cost to the employer. We recognise that in some
cases it may not be casy to determine the market value of the good or
service. In many instances the wholesale price would be a reasonable guide.

12,40 Among the goods and services which are trequently provided to
emplovees at free or subsidised costare
(i) meals,
(ii) direct cost of schooling for the children of cmplovees:
(itt) educarional expenses of an employee;
(iv) frec medical services;
(v) free or subsidised transport facilities;

(vi) recreational facilities including swimming pools, yachts and
ZYINnNasia;

(vil) club subscriptions, and

(viti) frec car-parking facilities.

Provision of Meals

12.41 The provision of food to employees is a fairly common benetit
applying to all income levels whether through luncheon vouchers or
subsidised meals in staff canteens. Meals in employers’ canteens are free of
tax and this provision applies to directors, etc. so long as the facilities
provided arc substantially the same as for allemployees. Luncheon vouchers
are regarded (extra statutorily) as not being taxable if certain conditions are
met. The conditions are

(i) the vouchers must be non-transferable;
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(11) they must be used for meals only;

(111) 1f any restriction 1s placed on their issue to employees, they must
be available to lower paid staft, and

(1v) the value of the vouchers issued to an emplovee may not exceed
I3p for cach working day.

1242 In principle. the benetit arising from the provision of meals to
emplovees at subsidised cost should be chargeable to tax. However, to
attempt to charee this benetit would give rise to considerable administrative
ditficuley. For this reason. we recommend no  change in existing
ATTANZCMCINS,

Educational Expenses

P43 Where an emplover meers expenses related to an emploved’s chil-
dren’s education there is a chargeable benefit under existing legislation.
However. the legislation does not cover the benefitarising from prLf’crcmial
umversity fees charged i respect of children of full-timie university staff.
This benetie should be chargeable on the basis of its valuce to the cm;’)lox'cc.

12,44 Where an employer meets expenses related to an cmployee’s edu-
cation, for example, in a trade or professional course, so that an employer’s
interest is being served, no benefit arises. This is also the case with in-house
training. Any benefit to the employee arising from such education or
tranming should continue to be 1ignored for tax purposes. Where, however,

a course 1s unrelated to the employer’s business a benefit arises which
should be charged to tax.

Free Medical Services

12.45 Somc employers provide free medical services for their employees.
Strictly speaking, this benefit is already chargeable to tax. However, in

practice it has not been possible to do so. We recommend no change in
eX1sting practice. 7

Free or Subsidised Transport Facilities

12,46 The benefits provided by transport compantes to their employees
in the torm of free or subsidised travel facilitics do not come within the
scope of existing legislation. In principle, the value of any service or facility
provided for an employee should be included in income to the extent that
N

193




e 117 mamk $-E oW v

the fair market value of the item or its use exceeds any amount paid by the
recipient for the item or its use. For examplc, in the caselof airlines which
provide their employees with personal ﬂlgh_ts. for a nopnnal charge when
space is available, a relevant factor in determining value is the alr.fare which
would be charged to commercial passengers fora Compa;able flight (wl‘len
account is taken of restrictions as to reservation requirements, scating
priority and cabin sclection). Generally, we recommend that-the cheapest
airfare for a comparable flight available to the aeneral public should be
considered acceptable evidence ot value.

Recreational Facilities

12.47 The provision of recreational facilitics tor emplovees 1s not charged
a5 a2 benetit under existing legislanon, Due to the admmistranve difficulty
of dome so. we recommend no change o this area.

Club Subscriptions

12,48  Sports and other club subscriptions which are paid t“or emplovees
by certain employers are chargeable as a henetit-in-kind. It is known that
cortain employees pay subscriptions to clubs of onc kind or ;morthcr and.
on submission to their emplovers of evidence ot payment. are rcmlbm_'sc}l
as respects part or all of the amount of the sub.sc.riptions. This benefit 15
dealt with without difficulty in practice under existing arrangements.

Frece Car-parking Facilities

12.49 The provision of free or reserved car-parking facilities is a val_uable
benefit particularly in urban arcas. Because of the value of this benefir and
the fact that it may be provided on a discriminatory basis. we recommend
that it be charged to tax, subject to de minimis provisions.

Travel and Entertainment Expenses

12.50 1In order to perform their duties, some employees are rcquireaﬂi by
their employers to travel (as distinct from commute), to live away fT()m
home and to entertain clients. An emplovee required to do these things
may be provided by the employer with food, drink shelter and transport
or he may be reimbursed by the employer when he incurs these expensces.

1251  We consider that there will be an element of personal benefit to the
emplovee in the following circumstances:

(i) When the employec’s personal living expenses are reduced or,

(i) When the purpose of the trip or entertainment is to satisfy or
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remunerate the employee rather than to carry out the business of
the employer.

12.52 Expenses pavments by employers to cover travelling and entertain-

ment expenses incurred by employees on behalf of the business may take
the forin of

(1) retmbursement of actual expenditure incurred by the emplovee on
the basts ot recorded amaounts:

(1) expenses allowances calculated by reterence to a tixed scale. or

(111) round-sum expense allowances or advances tor which the emplovee
is not required to account to the emplover.

As regards the payments described under (1) or (it), unless a direction has
been given by the inspector ot taxes to the contrary, an emplover is
authorised not to treat such reimbursements as pay if they are

{1} retmbursements of expenses actually incurred by the employee n
the pertormance of the duties of the employment, or

ity payvments made according to a scale calculated to do no more than
reimburse the actual outlav incurred by the emplovee such as
subsistence allowances paid for absence on business journeys.

12,33  Reimbursements by way of round-sum cxpense allowances are
treated as pay unless the employer is specifically advised by the inspector
of raxes not to treat them as pay for tax purposes. Such round-sum
allowances include, for example, fixed sums paid (whether weekly,
monthly or yearly) to cover expenses to be met by the employee or amounts
put at the disposal of the employee for which he does not have to account
to the employer. Where expenses payments by the employer are treated as
pay subject to PAYE, the employee will be given a deduction for any
cxpenses incurred by him wholly, necessanly and exclusively in the per-
tormance of the duties of the employment. Effect is given to such deduction
by the appropriate addition to his tax-free allowances. In practice, it can be
extremely difficult in many instances to distinguish travelling expenses
from entertainment expenses. For tax purposes, however, the same prin-
ciples apply to cach category except that it 1s usually more difficult to sausty
the inspector of taxes that entertainment expenses are allowable for tax
purposes. The following are some of the general principles which are
applied:

(i) The cost of travelling from home to business is not admissible.

(i) Expenses necessarily incurred in travelling on business are deduct-
1ble but a person who performs the duties of his employment at
one particular place is not entitled to any deduction for the expense
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of travelling to that place and would be chargeable in respect of
any amounts of such expenses met by the employer.

(iti) 1f a person is required to carry out the duties at more than one place
any expenses necessarily incurred in travelling between these places
in carrying out his duties are allowable as deducnons.

vy As a general rule. the amount which will be allowed for living
expenses when away from home s the excess of the vutlay over
the estimated cost when at home, The amountdisallow ed i usually
referred to as “home saving .

() As regards entertaining expenses. only such outlay as 15 wholly.
exclusively and necessarily incurred i the pertormance of the
dutics of the employvment will be allowed under the rules of
Schedule E. For entertainment expenses to be admissible, the
business motives must so predominate as to render any subsidiary
motives of a social or persanal character inconsequential. Actual
business transactions must be carried out during the course ot the
entertaining and the outlay on the entertaimment must be reasonable
in amount. Where, however, no actual business transactions are
carricd on during the entertaining but specitic busmess contacrs are
cither established or maintained the outlay will be tax deducrible.

1254 We consider that these provisions are satistactory in principle. The
difficultics of administering them should not be underestimated. However.
we make no recommendations for change.

Share Option Schemes

12.55 A sharc option schemc is one under which an employee is given the
option of purchasing up to a certain number of company shares 1 the
future, at a price fixed when the option 15 granted. There are no specific
statutory provisions relating to share option schemes in Irish tax legislation.
Following a decision in the House of Lords in 1960, the practice in Ireland
s to assess the taxable benefit of a share option at its value at the ime it is
granted and not when it is exercised and to tax it at the carlier date.

12 36 The House of Lords decision does not govern a case wherce the
option is not exercisable immediately on grant and 1n such situations the
Revenue Commissioners value the benefit as the difference between frxed
price and market value on the date the option 1s first exercisable and tax the
benefit at the latter date.

12.57 We recommend that the value of share options for tax purposcs
chould be defined as the difference berween the option price of the shares
to the emplovee and the market price at the time the option is exercaised and
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should be taxable at that date. This benefit should be charged to income
tax.

12.58 Share purchase schemes involve no option element but are schemes
by which the employee is enabled to acquire company shares. They are
usually incentive schemes which enable employees to buy shares in their
company on advantageous terms (e.g. at discount or on deferred payment
terms), often with the aid of a cheap loan from a special cmpiovcc’ trust.
The ditference between the price pavable for the shares and the market
vakue of those shares 1s a perquisite of the emplovment chargeablc on the
cmplovee under Schiedule B We recommend no change this arca.

Income Limit

12,39  We recerved submissions that the mcome himat below which
benetirs-in-kind are not charged to tas i the case of emplovees be rased.
[his Trar has remained at Y1300 sinee 1958, The corresponding limit in
the United Kingdon s (8300,

12,60 The existing Himit is open to abuse in that the spouses ot an emplovee
mav be emploved at a nominal salarv, The fringe benetit mav then be
provided to the spouse as a method of avording the tax charge.

12.61  In principle. we do not see any justification for a limit and we
recommiend that the existing limit be abolished. If emplovers find thar the
making of returns 1s enerous, the remedy is in their own fmnds, since they
can cease pavment in kind and substitute payments in cash. ,

Discounts to Shareholders

12.62  Earlier, we drew attention to the likely growth in the practice of
granting discounts on a firm’s products to sharcholders. Such benefits are
not chargeable to tax at the moment. We recommend that the legislation
be extended to charge these benefits. In administering the taxation of these
benetits, we consider that the de wminimis provisions which we recommend
in the case of employee benetits should also apply to sharcholder benefits.

Benefit-in-kind Tax

12.63  We believe that the growth that has occurred in the provision of
fringe benctits s because they are not adequately charged to tax under
existing legislation. Etticiency would be better served it emplovyees received
their total remuneration in cash and then allocated it to the goods and
services thev most preferred. However, it is administratively impossible to
tax all such benefits in the same wav as equivalent payments of cash would
be. To that extent market forces will tend to cncourage an increase in fringe
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benefits. To combat these forces, consideration could be given to a
benefit-in-kind tax which we describe in the following paragraphs.

12.64 It is not unusual for several employees to enjoy simultancously the
same facility provided by an employer and for employees to share the same
facility with customers and clients. To separate the element of personal
benefit in employer-paid expenses and to provide flexibility where the
benefit cannot be readily allocated to specific employees. emplovers unable
or unwilling to allocate a non-cash benetir to emplovees {or others) could
be required to pay a special tax on the unallocated benetue.

12.65 The special tax on the emplover would be designed to ensure that
the cost to the emplover would be at least the same whether he provided
an employee with taxable income or a non-cash benefie that was not taxcd
in the hands of the employvee. This would be achieved by taxing the
emplover at the top marginal rate of personal tax on the pre-tax income
that an employee in the haghest income bracket would have to recenve in
order to buy the benefit with after-tax income. The special tax paid by the
cmplover on the non-cash benefit thar was not taxed in the hands of the
emplovee should be treated as an expense to the employer tor tax purposces
so that the cost to the emplover would be the same where the emplovee
paid the highest rate ot personal tax.

1266 The tax we have described would apply to any benetus the value of
which were not allocated to individual employees. The tax should be
charged at a rate given by the following formula:?

R+E

1-R-E

where R is the single rate of personal tax (including social security tax) and
E is the top marginal rate of direct expenditure tax.

12.67 We do not recommend the introduction of a benefit-in-kind tax at
this stage. We have merely described it so that it may be introduced should
the measures which we have already recommended fail to deal adequately
with the taxation of fringe benefits.

Recommendations

12.68 We make the following recommendations tor change with regard
to the tax basc.

1. Fringe benefits should be charged to tax on the basis of the market

"Where both R and E are expressed on a tax-inclusive basis.
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valuc of the property, services or facilities furnished by the
employer, subject to exceptions in respect of working conditions
and on the grounds of administrative convenience.

The Revenue Commissioners should keep the taxation arrange-
ments applving to benefits-in-kind under review. They should
concentrate on bringing the most important items into charge and
apply de mininiis provisions where benefits are small or dispropor-
tionate administrative problems arise, provided the benefits n
question are availible ro all emplovees m a firm on a non-disernn-
nutory hasts,

The Revenue Commissioners should publish a scale of charges o
he used in assessing the benefit-in-kind ansing trom the provision
of a car by an cmplover which mav be used tor an emplovee’s
privatcuse. This scale should take account of the factors mentioned

m paragraph 12260 Taxpavers should be aftorded the righe of

appeal against the appheation ot scale benehis,

in the case of emplovees who use their own cars 1o the course of
their business and are reimibursed on the basts of @ maleage allow-
ance. any remuncration element in the reimbursement should be
charged to tax on tie lines proposed i paragraph 12,27

The benetit arising on loans to emplovees at preterential rates of
interest should be charged to tax. The amount of the benefit should
be calculated as the difference between the amount of interest
payable at the preterential rate and that payable at either commer-
cial rates or the rate of inflation whichever is the greater.

The benefit arising from the occupation of hiving accommodation
provided for an employee, which he is required by the terms of
his emplovment to occupy for the purposes of performing his
duties, should be charged to tax to the extent that it 1s of value to
him.

Benefits arising from preferential university fees charged in respect
of children of full-time staft should be taxable.

Education fees refunded by an employer for courses unrelated to
the employer’s business should be charged to tax.

Free or subsidised transport facilities should be charged to tax.

Free car-parking facilities provided to employees particularly in
urban areas should be charged to tax subject to de minimis
Provisions.

Share options should be charged at the date the option is exercised
and taxed at the difference between the option price and the market
price at the date of option.
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12. The income limit of £1,500 below which benefits-in-kind provided
to employees are not charged to tax should be removed.

13. Discounts provided to shareholders should be taxed on the same
basis as benefits provided for emplovees.

14. To discourage the proliteration of fringe benefits, a benefit-in-

kind tax on benefits unallocable to individual emplovees should
be considered.

CHAPTER 13
THE TAXATION OF CAPITAL GAINS

Introduction

. i

131 Indos chaprer we discuss dhe appropriate treatiient of capital gains
; for tax purposes. We consider that these gains, when realised. should be
taxed as mcome. We examine the extent to which theyv should be adjusted
to take account ot inflation. to what extent deductions for Josses should be
“ pernuteed, how these gams should be treated on the death of a taxpaver and
5 whetlier or not some torms of gains should be given preterential treatment.

13.2 We believe that the net vield which wiall artse trom thie tvpe of tax on
' = capital gas, which we recommend. will be Tow . This does not mean that
B : 1 1s unnecessaty . O the contrarv, swe believe chat o major reason for
charging capital gains to tax 1s to prevent avordance of mcome tax by
; switching income gains to a torm in which they are regarded as capital
‘ 2 gains. This is not only necessary tor reasons of equity, as not all taxpayers
o are able ro etfecr this kind of switch; 1t is also necessary for reasons of
efficiency to prevent investment distortion. Furthermore, in so far as the
r ; ‘ presence of a capital gains tax deters such switches, it will serve to protect
[
1

-

the vield of income tax. Thus. even on the narrow criterion of revenue
vield. its contribution will be more than is apparent tfrom looking ar the
vield of capital gains tax in isolation.

What is a Capital Gain?

13.3 A nominal capital gain arises whenever a financial or physical asset
g 4 mncreases in price. The price ofan asset1s the market’s view of the capitalised
1 ' (discounted) sum of the expected flow of future receipts (monetary or
otherwise) produced by that asser, and that sum will, in broad terms,
i i change for three kinds of reason: firstly. because the market forces of real
L demand and supply change the expected flow of returns; secondly, because

%i { monctary policy or changes in saving/investment behaviour change mterest
R rates; and thirdiv. because of general inflation affecting the nominal value
; ot evervthing.
! -
" -8 134 Historieally, the taxation of capital gains in Ireland {and in the United
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Kingdom, from whence we have derived our tax system) has been complex.
Some kinds of gain have always been subject to mcome tax. Thus, gains
which form part of the normal business income of a person (¢.g. a stock
jobber, car dealer or anyone clse whose income is derived from selling
assets at a higher price than that at which they were purchased) have been
treated as trading profits under Schedule D. Stock profits have also been
included in the base of the normal taxation of company profits.’

13,5 Until 1974 the major development was the area of case Taw.
where the Coures ruled that tax should be charged when a gain arose as a
result of a transaction “in the nature of trade™, even when the transaction
in question did not form part of a person’s normal business. The phrase
i the pature of trade”™ was meant to convey the idea that it a person buyvs
an asset with the sole purpose of subseguent sale at a higher price (e
withour the intention of deriving an inceme or personal enjovment). the
sain should be taxable as a business profit.

13 6 What have never been charged to the wsual income taxes are so-called
“casual gains i gans which donot bear the “hadges of trade” mentioned
in the previous two paragraphs. Until 1974, such gains were free of any tax
i freland: since 1974 they have been subject to capital gains s,

Present Position in Ireland

13.7 The first steps towards the introducuon of capital gams tax were
taken on 28 February, 1974, when a White Paper® outlining proposals for
a comprehensive system of capital taxation, including a capital gains tax,
2 wealth tax and a capital acquisitions tax was published.

13.8 The proposals on capital gains tax 1o the White Paper (with some
modifications) were introduced into the legislation in the Capital Gains
Act, 1975. This Act provided for the taxation of capital gains arising on the
disposal of assets on or after 6 April, 1974. The taxable gain was normally
calculated by deducting the cost of the assct from the sale proceeds. No
distinction was made between short-term speculative gains and gains on
assets held for a long period of time. In addition, no recognition was given
to the fact that part of most increases m price was attributable to gencral

inflation, whereas the actual selling price might reflect a rcal loss or gan.

13.9 In 1978, the Capital Gains Tax {Amendment) Act, 1978 was enacted.
This Act recognised the inflaion problem and provided in eftect that only
“real” gains would be taxed. Basically. it allowed the taxpayer to sct oft

"Relief in respect of cortain increases in stock values was introduced in 1975.
*Capital Taxation prl. 3688.
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against the _salc price, the original cost adjusted in accordance with th

movement in the Consumer Price Index for the relevant period ”IEhe
indexed expenditure on an assct is deducted from its sale pricg to give thC
gain chargeable to capital gains tax. In addition to making al]owagn : £ :
inflavon, the 1978 Act introduced a distinction between lon —termc'{;‘ ins
and s.hort~term gains by applying reduced rates of tax to gqigs artsi éa;““S
the disposal of assets held for more than three vears. The b;sic rate néfj ax
\mslB(] per cent and this was reduced for every three vears (;t‘m\' L’O'}t'ax
leading to rotal exemption atter 21 vears. This relier Lii:i ;mt 1y 1llu‘rg\“-p|-i
taxpavers nor to all assets. For example. gains accruing to ctm‘l}w}m}i '“ J-l
Lo persons nercher resident nor ordinarily resident in the St'lte};ndurd'm'
acertimg, on the disposal ot development Lind did not Llu;\lif\l' ffor 1; A

1310 Proposals to change the rates of capital gains tax were announced
m‘thc budget statement on 23 March, 1982, These i!]CILlC]L‘d thlc ‘&( L;}%L(
of the tapermg rehet and an increase in the normal rate of tax to 'th‘?‘ L]‘E'll(:rn
I\ic\\' ArTangements were proposed tor the taxation of Sl‘l(}l’t—tCl‘I}ll Y‘1ins.
Nonmimal gams realised within a vear of acquisinon are to be charge 15‘ (Atlﬁ
Per cent _u_ui real g reahsed within two or three vears tgf '1("( L:“Lit o

a rate of 30 per cent. The Finance Bill, 1982 confirms thc;cq)r; 10'{‘]{#
l_l:w\\'(‘\‘g‘f, the annual exemption s of U300 for sinele pn‘r%uhs‘ ;JPnd}‘)‘l)\r‘;;.;
tor married couples are bemng mcereased to Y2000 :m; H.H'rl“ rn(“;po(“;i\:(\‘lk\'}

1_5 ] ] Al) OU ne [ d1 pp <

Q thf_' main p OVIS1IONS of he Ca [ ms ta d €a
‘ lth L t < > Capl .‘ll ram ¢ C
m A}’p( (lL\ ] ) i i

1312 . bresent capital eaine ; o dif

1 The present capital gains tax is quite ditferent from the present
ncome fax. UnhkcAthc latter at is only very shightly progressive, the first
Eart ot a taxab_le_ gam bemg exempt, with the remainder being taxed at a
[ .-1Ct1 rate. I{n addition, the gain s indexed by reference to the Consumer Price
ndex and gams on a very wide range of ass

¢ \ ge of assets are completely exe

prdex o pletely exempt from

13.13 The central question is whether capital gains should be charged ¢
tax asncome. In the next section we discuss this issuc in the contextifo "
concept of income. The subsequent sections deals with certain importa lir
burt less central, matters arising in relation to gains taxation in : al n(‘i
the [rish capital gains tax in particular. ) s

Capital Gains and The Concept of Income

13.14 (,)1er comprehensive concept of income includes capital gains. T

accord special treatment to capital gains (to exempt them frgnl {;1%(" tnS .
to tax thcm more leniently or more heavily than “other inc % would
conflict with horizontal equity, vertical cqui'tv and efficiency ome ) would
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13.15 The conflict with horizontal equity arises because capital gains
provide the same command over resources (_the same con_sumptign/savmg
opportunities) as other income. The conﬂtg w1tb Ycrtlcal equity arises
because the probability of reaping a given capital gain increases w1thlwealth
and so. even if income tax were strictly proportional, to give tax privileges
to capital gains 1s to give proportionately greater benefits to the wealthy.ﬁ
Furthermore. since capital gains are positively related to wealth, the usc of
progression m taxanon of other income would exaggerate the verrical

Hicguity just mentioned,

1316 ECfficiency is harmed in two senses. Firstly. porttolio chotces are
distorted i favour of assets. the return from which acerues primarily in the
form of capital gains rather than income clmrgcabl@: w mcome tax allld s
far from obvious that this distortion increases the ethciency with which the
community’s savings are used. Sccondlv. there 15 an incentive to convert
reCeIpts otherwise subject to Ieome tx to Y;lx—_f‘kl‘\'()un‘d capital gams. Ths
reduces the revenue etticieney of income tax. Thisis why those who ¢lann
that the taxation of capital gams 15 not worthwhile becatse the revenue
vield is low are missing the point. The taxation O ganns (\\\'ht[‘hc:’_undm'
income tax or a separate tax) plugs a loophole m the taxation of otrhcr
meome and so the true vield of gains taxation includes the inereased vield
from the taxation of other incomy, [ capital paing are raved more heavily

thian income, converse arguments apply.

13.17  We believe that chiere 1s a strong case in principle tor charging capital
gains to tax on the same basis as other income.

13.18 Nonetheless, the taxation of capital gains docs involve certain
questions of principle which arise in a particular form in relation to capital
gains. Thesc are
(i) whether a person’s abihity to pay tax rises whenever an asset’s vajue
increases (the accrual principle) or only when an asset whose value
has increased is disposed of (the realisation principle). and

(i1} the relevance of inflation,

Accrual v. Realisation

13.19 Our comprehensive concept of income during a period is consump-
tion in that period plus changes in the value of wealth bet\\:cen the beginmng
and the end of that period: or. equivalently. the maximum amount of
consumption which can be undertaken during that period \\'H]mut‘thc. \':111104
of wealth at the end falling below the value of wealth at the beginning of
the period. The value of wealth may increasc either because the person has
spent less than his current receipts and so increased the \iolume of his assets
or because there has been an increase in the value ot asscts held at the
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beginning of the period. According to traditional usage, the former would
be designated as saving and nobody would question that this was part of
income, whereas the latter would be designated as capital gains; under our
comprehensive concept of income they would be regarded as equivalent
since they both have the same effect on the consumption/saving opportun-
ities of this person.

13200 il be apparent fram this that whether or not the asset whose
vatue has micreased s dispaosed ot and the gan realised 15 rrelevane to the
comprehensive concept ot ncome,. This proposimon has, however. been
contested on the grounds that a person realhising a gamn has greater con-
sumption opportunitics than someone not realising an equal gam because
2 wain has to be converted mro a negotnble asset (usually monev) betore 1
can be used to iimance consumprion. But this is not relevant, Tncome tax s
A rav on potential consumption. In principle. acerued gains are properiv
taxable smee they are reabisable and so alter potenual consumpuaon
oppertunities.

13,21 To restrict tax lability, theretore, o gains only when they are
realised in ettect allows a person to postpone tax, This opportunity is not
avatlable wo those with income i other forms. Such discrimination accord-
ing o the fore rather than the feed of ircome conflives with principles of
horizontal cquity. Since the probability ot a given capital gain 15 refated to
wealth and since wealth and “other income” are also positively related, any
favoured treatment of capital gains relative to other income arising from
the deferral of tax would also reduce the effective progressivity of the
income tax.” In paragraph 13.39 we show that any advantage arising from
deferral of tax is unlikely to be significant at present rates of interest.

13.22 These points are probably accepted by most commentators on
taxation. Nonetheless, all tax svstems known to us confine the taxation of
“casual” gains to realised gains, for reasons of adminustrative cost. Taxation
of gains on an accrual basis would require the annual valuation of assets and
the high cost of this would seriously reduce the net revenue derived tfrom
the taxation of gains and would increase the incentive for the legislators to
recognise a wide range of exempted assets.

13.23  The realisation basis creates severe difficulties if a progressive tax
is applied to gains on assets held for a long period. The problem of
“"bunching”™ is also discussed later. Finally. 1t has to be accepted that a
rcalisation basis 1s choscn as a compromise. Compared to an accrual basis
it provides difterent tax treatment of capital gams than of other income and

‘It should he noted that this paragraph refers to the advantage to the taxpaver of the realisation
as opposed o the acerual basis (e, the advantage of tax postponement). Analogous points relarng
to the general question of taxing capital gaing were made catlier.
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so conflicts with equity and economic efficiency; its claim on our attention
is its relative administrative efficiency.

13.24 Taxation of capital gains on an accrual basis could also create cash
fAlow difficulties for taxpayers in cases in which accrued capital gans formed
a high proportion of income.

1375 While in strict theory all capital gains should be taxed on an accrual
basts. we recommend. given the practical problems volved i taxing
accrued gains, that the axation of capital gams be restricted to realised gains

only.

Inflation

139 In our consideration of the taxation of income trom capital and ot
the problem ot unlegislated mereases in real tax rates. we have accepted the
need for tax systems to recognise the existence of changes m the gcncml_
purchasing po'\-\-'er of monev. It is m‘ncwor[h}_-' that one L‘)f‘th}‘ t"e'w parts of
the prosent Irish tax system which makes this recognition 1s {since 1978)
the capital gans tax

13.27 The problem can be illustrated by the following example. An asset
is purchased for €1,000, held for a period during which the general price
level rose by 20 per cent and sokd for £1,300. The gam 1s taxab_lc at 50 per
cent and so £130 is paid in tax, leaving the person with £1.150. But the
latter is worth only £958.33 at the initial price level: the tax has removed
4.2 per cent of the person’s initial wealth, i.¢. this tax exceeds 100 per cent
of what is propetly calied income.

13.28 In our vicw, only real gains should properly be treated as income,
and so a nominal gain needs to be deflated by a price index before thc
taxable gain is arrived at. The price index which we recommend for this
purpose is the Consumer Price Index. We do so for the sarme easons as
those which we advance when recommending its use for the indexation of
other aspects of the system and these are dealt with in Chapter 20. However,
However, there is one issue worth mentioning here.

13.29 A real gain is calculated by denominating the disposal and acquisi-
tion price of an asset at the same general price Jevel, but should that level
be the one ruling at acquisition or the one ruling at disppsal? In the\example
in paragraph 13.27, the real gain at acquisition prices 1s .£83.3‘3 (L1,083.33
minus $1,000) and at disposal prices is £100 (£1,300 minus 5_.1.2()()). Tbc
reason for evaluating the gain at disposal prices is that other incomes will
be evaluated at these prices (and the tax payable in these prices). Equity of
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treatment between capital gains and other incomes therefore requires the
use of the prices ruling at the time of disposal. This is the principle adopted
i1 the Capirtal Gains Tax (Amendment) Act, 1978 and we endorse it here.

Bunching

13.30  The realisation basis means that gains arc taxable less frequently
than thev weuld be on the accrual basis: a gain accruing over several vears
i~ not taxed moannual merements as it acerues but the whole gain 1s taxed
m the vear when 1tis realised. This phenomenen is known as bunching and
it creates problems of equity when gains taxation is not strictly proportional.
Fhese problems provide the strongest argument in equity for not subjecting
capreal gans to a progressive income tax and torm part of the reason why
we recommend a single rate of of meome tax.

1331 Suppose an asset 15 held tor five vears and 1ts value appreciates
steadily at Y200 per vear. Supposce also that gains are subject to a progressive
tax such that the effecuve rate on a gamn of Y200 1s iU per cent and the
cftective rate on a gamn of ©1,000s 20 per cent. On the accrual basis, the
gain in question would have been taxable at €20 a vear, or ¥100 in total.”?
O a realisation basis, 0o tax is paid m the first four years and €200 1s paid
in the fiteh vear. In other words. more tax is pavable on the realisation than
on the accrual basis. It could be argued that this exera payment is a legitimate
quid pro quo tor any benetit reaped by the taxpayer from the postponement
of his lability, but this argument is weak. The extra paymentis determined,
for any given time-profile of accruals, by the degree of progression in the
tax and not by the application to the accruals of a rate of interest which
would be the only proper way of “clawing back” the benefit of postpone-
ment. Bunching is, therefore, a problem when the income tax structure is
progressive.

13.32  This problem can be solved in three ways. Firstly, since it arises
only when gains are subject to a progressive tax, it could be met by
subjecting those gains to a special proportional tax, separate from income
tax. However, this is crude and involves a substantial compromise of the
principle of parity of treatment between capital gains and other income. It
15 crude because it fails to recognise that the seriousness of the bunching
problem depends upon the length of the holding period and, especially,
that bunching is no problem at all when the holding period is a vear or less.

13.33  The second approach 1s to apply dimimshing rates as the holding
period increases. This was ntroduced into the Irish capital gains tax in
1978. This can be incorporated into a comprehensive income tax which

“Ata real rate of interest ot 3 per cent. this will be equivalent to £106 at the end of the fifth year.
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includes capital gains (it has existed, in various forms, f(?r_many years 11n
the US federal income tax). This approach acquires vahdlty only in the
context of progressive taxes where bunching problems arise.

13.34  The main defects of the approach outlined in paragraph 13..33 ElI'Li
that the sliding-scale is arbitrary and that it applics only to capital gains anc
not to other forms of income where fluctuations occur. We do not tavour
this approach ciher.

1335  The third approach is to charge income ax ata smglc rate, i.hes.c
problems do not then arise. Under our pmpmals tor a direct cxpcndntuc
tax it would be possible to charge realised capital gains ac the same rate as
ineome and we recommend that this be done.

The Treatment of Losses

13.36  In principle. losses are simpl}ﬁ' negatve gans \\'hiclj can l?c {I‘\L‘:l[(‘-d
svmmetrically with positive gains. 1f. under a comprehensive income Tas.
g‘;lins are added o other mcome. then lm‘sm‘ -sh(_nﬂd lu"suimuctcd‘ h“()m
income. If other inconie 1s insuthicient — or it capital gains are subject to
o different tax from other income — then net losses cause the t\ax bas‘c‘t‘o
be negative, something which is already tamiliar n cotporate 1{1(0111'9 taxes
and which can be dealte with in a similar way through carryover provisions.

13.37 However, objections have been raised to full los‘s—offsets. 15 to
allowing net capital losses to be deducted from otherrlmon?c} un lu,a
general income tax which covers capital gans. A person with 2 arsoel
amount of wealth could easily find himself in any year Wuh a net 'caplia

loss as large as his other income. Under the Comprcheinswc .deﬁr%ntlon ](:
would then have no income for that year. The Meade.(Jommlttcc actuaAll‘)
used this kind of example as an implicit argument against a comprchensn«'e
income tax base. but it is an invalid argument. Such a person has gamned no
command over resources during the year and the fgct that the numbers in
the calculation are several thousand times the cquivalent l\mmbcr for the
average person is irrelevant (x—x = 0 for any value of x). Such a person li
better off than someone on the dole because he has more chalth,' not more
income. and such an example illustrates an argument not tor treating capital
losses unfavourably, but for supplementing a comprehensive income tax
base with some form of capital taxation.

13.3%  But there is an allied objection to full‘ loss—offsc"ts. Given highl
marginal rates of tax on other incomes, such otfsets provide a stﬂa#antmi
incentive for the wealthy to act as follows. Whenever an asset -(say a b]oc

of shares) declines in value, a person simply sells them and then immediately

SThe Streicture and Reform of Diveer Taxation. 1978, pages 31 and 129,
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buys them back at the same price. He ends up with exactly the same assets
but has recorded a realised loss at no expense other than a small amount in
brokers’ fees and stamp duty. Of course, the starting point for future gains
has been reduced by this procedure, but this matters only when he even-
tually disposes of the asset. A person with a sufficiently diverse portfolio
can usc these losses to postpone liability unti] he dies. This is a major reason
why. for example, in the United States the extent to which one may offset
net capital losses against other income is severely limited,*

1339 On the other hand, limits on loss-otfsets impose harsher burdens
onless wealthy individuals who are likely to hold a narrower range of assets
assets and so. if they need to realise an asset. have a greater probability of
having to realise a loss and are less likely to have also an asset on which
they can reabise a gam against which they can offset this loss. So, if they
cannot offset this loss against other mcome. they obtain no tax-compen-
sation tor thar loss. A person with o wider portfolio s less in need of

permission to otfset a net loss against other income because he is less likely
to have anec loss.

13,40 Equiry. both horizontal and vertical, reguires losses to be treated
symmetrically with gains under & comprehensive tax base. The only argu-
ment ot anv force against that position is that full loss-offscts offer an
meentive to realise losses as a tax-postponement device. It may be noted
that the Irish capital gains tax does contain provisions designed to limit the
allowability of such losses ™ where a loss accrues to a person on the disposal
ot shares and he re-acquires shares of the same class within four weeks of
the disposal, that loss shall only be allowed against any gain accruing to
him on the shares re-acquired. The Revenue Commissioners have informed
us that there is no evidence that these provisions are inadequate but they
will keep the position under review.

13,41 Finally, it is worth noting that the indexation provisions of the 1978
Act in Ircland do not permit indexation to turn a nominal gain into a real
loss (as would happen if the asset had appreciated more slowly than the
general rate of inflation). This restriction is subject to the same criticisms
as is limitation of loss-offsets under a comprehensive tax base.

13.42 We recommend that real losses should be fully offset against all
income, subject to the anti-avoidance provisions noted in paragraph 13.40.

"Mistorically what was more important in the US was the fact that offsets had a devastating
eftect on the yield of the federal income tax in the depression vears 1930-32 scc A, R. llersic. The
Taxation of Capital Gains, London, 1962 pp. 74(t. Economically this 1s not a respectable reason for
hnuting offsers since declining tax yields during depressions are exactly what a stabilisation policy
requires. Limiting offsets reduces the automatic stabilising properties inherent in income tax.

Paragraph 14 of Schedule | of the Capital Gains Tax Act, 1975,
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Under our proposals in paragraph 13.46 to treat delathda; a dlsposzg ;(t)}rl
i 1 i e
1 i -5, this requires that unrealisea losses on
capital gains tax purposes, t s th calise
shguld l%e set against other income. If this is insufficient in the year of death
the losses should be set against the income of earlier years.

The Definition of Disposal

hanee of ownership should
1343 The question arises whether every change ot ow mrshl} l
our ‘ ' ‘hich c ‘ ax may be
count as a disposal and thus an occaston on w hich capital gamns tax may :
g ) - 3 - 3 . 1 - EWLrreY T . \11 Ll
charged. The major methods by which ownership ot an asset r{b“; L uy
by s { ' settlemer srees and by dving.
S C gl ~exchange, by settlement on trustee v dving
are by sale. by gift. by exchange, b ‘ ' tecs and by dyine.
Every criterion of a good tax system requires that all_o}t these blc tre: -
: " disp : » Irish capital gains ax
Cas] sposal. At present, under the lIrish ga
an occasion of disposal. : the Irish capita’ o s
legislation. all of the above mentioned occasions are treated as dispus

except tor death,

13,44 Under the 1975 Act, change of 0\\“11crship by bt\_‘(]llt‘?[‘\\‘;li t::zg
16 if there had been no change m ownership. Tll(.“lDL‘_ql:IL‘,\E T\ }151112) um‘tmn
as a disposal, but the inheritance was treatc.d asan ac-qum‘t(ll(_){:.\‘t ;}tu (?C“;ascd_
price being the value of the ;1,‘;.9t?t'\\'ht’11-11 was a(qullrc\ by the deceased
Under the 1978 Act. the acquisition price 15 the value of the asser :
time of death of the deceased.

13.45 Neither of these procedures 1s casy to justify. Failure tc)itrczllp dc:ath
o ) . . . . - o . I,}
as a disposal breaks the important lifetime equality of accrual and realisatio .

;md makes possible an avoidance device whereby an asset may appn.mgul

S ~rshi 1l attract no capita

ignl T sev hanges of ownership but will a

significantly over several ¢ ) 1t il
gfins tax liability if it changes hands only on death. The 1975 Act
defective in these respects; the 1978 Act is worse.

13.46 Certain aspects of capital acquisitions tax show up gthcr dci.‘te'cts oi
" » ] r QT e
this aspect of the capital gains tax. The former contains provisions Ll(. 515:;(

] " that wealth betore thev die.
me realth to dispose of that wea \
to encourage owners of wealth Jwealth before they die.
But the capital gains tax provisions have the opposite L_ﬂc.c.t_szgnce a Ltharfgl_,
i ' is 1 { a gitt but not when
i P W disposal is in the form ot a g1 1
able gain can arise when the 0 it not w
it is ii the form of a bequest. We recommend that this anomaly be rectitied
;111& that death be treated as a disposal for capital gains tax purposcs.

13.47 It may be held that to treat death as a d.isposgl fo‘r’(‘;-ap'lFal iau;;:z:
purposes and to charge the remaining assets to inheritance 'ta\x fntt t;m thi_s
of the recipient constitutes double taxation. We d(j not accep hat dhus
concept of double taxation bas any .valldlty. Um%cr’ ou‘rd };rép& ].r.q ‘Out
indeed under existing legislation, capital assets are financed by sa]\nv sT '
of income which have borne tax. Unreahscd increases in \tl:je rea ‘\C-laiﬁet}(ic
capital assets on death must be regarded as income of the decease
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same way as other receipts. To exempt these increases on death would be
to accord favourable treatment to these gains and would discourage persons
from disposing of their assets during their Lfetimes. In any event, capital

gains tax paid on death will be deducted from the value of any assets for
gifts and inheritance tax purposes.

13.48 We consider also that, in principle, emigration should constitute
deemed realisation of assets for purposes of capital gains tax. Emigration
might. perhaps, be defined as a change in status from resident to not
ordinarily resident. The value of the asset for tax purposes could be the
value on some arbitrary date wn the income tax year during which the
change in status occurred. The beginning of the income tax year (6 April)
would appear to be the most appropriate date.

13.49  The Revenue Commissioners advised us that

“emigration could hardly be defined satsfactorily so as to preclude
argument about whether a departure from the State was merely for a
tenrporary purpose. Questions as to domicile would also raise major
defimtional and practical problems. Tax collection in cases of dispute
would probably present insuperable problems. An individual’s depar-
turc could hardly be prevented because of a potential tax liability”,

We recognise these difficultics. However, we recommend that further
consideration be given to solutions that would allow emigration to consti-
tute deemed realisation of assets for capital gains tax purposcs.

Coverage of Capital Gains Tax

13,50 Our basic position is that all realised capital gains, irrespective of
source, should be subject to tax. We would require strong justification to
persuade us to depart from this principle,

13.51  The range of assets on which gains are exempt from the present
capital gaimns tax is very large (see Appendix 10). The equity and the
cfficiency effects of these exemptions are not essentially different from the
implications of analogous exemptions in other parts of the system of

personal taxation. We believe that exemptions are undesirable for the
following reasons:

(1) To favour gains from particular types of assets, just as to favour
particular types of other income, is contrary to equity.

(i1) Tcis likely that these exemptions (and similar exemptions or reliefs
under incomte tax and capital acquisitions tax) may fail completely

to achieve any of the objectives which motivated the legislators,
because the tax benefits are capitalised.
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(i) The favourable treatment of gains arising.from particular assets
leads to waste since it distorts the pattern of investment.

Other Issues

13.52  In the following paragraphs we consider a nu;;nbcr of specific issues
which arise in relation to the present capital gains tax n Ireland:

1y The exemption ot small gans:
(i) “The exemption of Government securities:

(ui) The exemption ut'pcrsmm] chatrels of a durable nature:

(ivy The exemption of a principal private residence:
(v) The deferral of tax on certain reahsed gams. and

' “rapi s redlise OIPANICS.
(vi) The taxaton ot capital game reahised by com

Small Gains

1353 Ar prosent. the first K00 ot chargeable gains ot an individual many

- exempt from taxation. For married couples living

on limit s V1000 The Finance Bill. 1982 proposes to

00 and 4000 respectvely. These gains
1 M . - LN TA Y » ‘. -) .

are in real rather than nominal terms. In principle. we see no reason tor any

exemption limit since income 1 the torm of real capital gams conters the
o her inconte. We recommend

vear of assessment 1s
together, the exemptl
increase these exemptions to Y20

same command Over economIc resources as ot
that all such capital gains be charged to tax.

Government Securities

13.54 We recommend that Government securities be reg:ardcd as Vchargﬁcﬁ
able assets for capital gains tax purposes. In many cascs this provision will
ers who have incurred substantial real Josses on Emld.mgs of
d to tax on the full interest

even compensated them for

benefit taxpay : . _
Government securities while being charge
receivable, even though this may not have ated (he !
inflation. We consider that this is essential in order to a;lnevc 101170nt
equity and provides a strong case for allowing real capital losses agam;t
other income. Despite the fact that this change would gcnerail_y bcn; it
. 111 a - hawve 3 -d to
holders of Government securities, any chal}gc_maylmu to be llﬂllt((- f
new Government securitics because ot limitations in the prospectuses o

existing ones.

Personal Chattels

13.55 A gain accruing to an individual on the disposal of an asset Wh]‘fih
is tangiblchmovcablc property and not a wasting asset. where the consid-
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eration does not exceed £2,000, is not a chargeable gain. Where the consid-
eration 1s slightly in excess of £2,000 therc is marginal relief. Gains or losses
on the disposal of wasting assets, i.e. assets with a predictable life not
exceeding fifty years, which are tangible moveable property are also dis-
regarded. This exemption does not apply to assets which have been exclu-
sively used for the purpose of a trade or profession or could have qualified
for capital allowances.

1356 We recommend no change in respect of personal chactels. Te does
not scem desirable or practicable to us for changes in the value of personal
goods to be brought mto the tax base. Gardening tools, pots and pans,
cutlery and crockerv, ordinary domestic furniture, private motor cars ¢tc., .
arc even more i the nature of personal consumption expenditure, from
which gains giving rise to mequities are not likely to arise. In fact, it gains
and losses on such items were brought into the base, the losses would
predomnnate and the result would be. i efteer. an inadvertent tax subsidy
tor personal and domestic expenses.

Private Residence

13,57 At present. a gain which acerues to an mdividual on the disposal ot
an interest in a private residence and grounds of up to one acre which has
been occupied by him throughout the period of ownership as his only or
main residence 1s exempt from capital gains tax. The rehet was extended in
respect of disposals of a dwelling made on or after 6 April, 1979 which,
during the period of ownership, was the sole residence, rent free, of a
dependent relative.

13.538 Woe consider that the total exemption of real gains on a principal
private residence from tax further enhances the attractiveness of holding
assets 10 the form of houses and leads to a2 waste of resources. In addition,
if the exemption is capitalised in the price of houses, 1ts existence has raised
the price of houses, making it more difficult for people to acquire their
own homes. In this case, the only people who benefit from the exemption
are auctioneers, solicitors and others professionally involved in buying and
selling houses, the builders of new houses, and persons owning houses
when the exemption was introduced who sell and emigrate to a country
which offers no such concession. We recommend that the exemption be
withdrawn. In our view, when real gains are realised on a house and not
used to purchase another house there is no case for not taxing them.

Deferral of Tax

1359 One of the major problems with a capital gains tax levied only on
realised gains 1s that this has a locking-in effect, in the sense that there 15 an
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incentive to postpone the realisation of an asset carrying a capital gain, cven
if otherwise there might be some increase in yield to be obtained by selling
the asset in order to invest the capital in a more productive Iine. To
overcome this problem, the existing legislation contains provisions which
allow liability to be deferred if the proceeds of sale are reinvested in similar
assets within prescribed time limits. This problem is obviously less acute
when tax is levied only on real gains as opposed to a system which charges
¢ains in money terms, since the liability is likely to be less and real losses
may be present in many cases. The Mecade Report outlined a complex
formula® to allow for the benefit of deferral of tax on unrealised gams,
which would remove the lock-in effect of taxing realised gains. We consider
that this formula, while theoretically correct. is too complicated to be put
nto operation. However, the Meade formula does show that there 1s no
benefit from deferral and consequently no lock-in ettect when real post-tax
rates of interest are negative.

Roll-over Relief

13.60 When capital gains are charged to tax on realisation, the question
Arises whether or not the tax on these gains should be deferred it the
proceeds of sale are re-invested in other assets. The advantage of such a
relict is that it might encourage the remvestment of realised capital gamns.
The relief is also a serious violation of equity principles. The effect of
roll-over relief is that those who accumulate savings from reahsed but
reinvested capital gains have the tax on those savings deferred, while those
wheo save from other income must pay full rates of tax at the time the
income is received. It is difficult to find any reason to support a system
which enables some asset-holders to save out of tax-free income, while
others must save out of taxed income. If such a substantial incentive to
investment and saving is required, there are alternative methods of provid-
ing it, without discriminating among any of the sources of savings. We
consider that our general recommendations will result in a substantial shift
in the bias of the tax system away from borrowing and in favour of saving.

13.61 One further point remains to be made on the question ot roll-over

S The Sirnctre snd Reforar of Direcr Taxarion. Institute of Fiscal Studies, 1978, Appendix 7.1
The formula is (S—Cx) log §

C-

where § is the amount for which the asset1s sold. Cy1s the acquisinion cost of the asset multiplicd
by the inflation factor beeween the time of acquisition and realisation and - s the acqusition cost
multiplied by the corresponding interest factor. On the basis of this termmula, the report concludes
that provided capital gains were indexed and charged to full income tax rates, the need to allow for
deferral would arise only when real interest rates were sigiificantly ditterent from zero.
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relit_zf. We can readily appreciate the need for such relief in cases in which
;ap1t§1 gains tax is levied on nominal capital gains with no allowance for
1nﬂat10n. In such cases, there is a substantial capital levy on realisation of
gains which, unless deferred. would severely hit investment. Once capital
gains tax 1s charged on real gains only, the argument radically changes. In
these circumstances, roughly half the cases will have real capital losses
which the holder will not wish to defer but will wish to set against his
other income whether in the torm of realised capital gains or not. We can
see hittle reason why the credic tor losses should be deterred. To allow tax
ot ga%ns 0 be deterred while immediate credit was given for losses would
be ditheult o justify. Om this basis, we cannor recommend that roll-over
rehiet be generally provided,

Replacement of Business Assets

1‘}.6‘)2 .Ulndcr existing ]cgl&}l;tiun. there 1s provision tor deterral of other
capital gains rax labiliey arising on the disposal of cortain business assets
where the proceeds are re-invested i business assets. Where part of the
proceeds are re-invested there are apportionment ruies. For the relief to
apply, both the asset sold and the asset acquired must fall wichin one {but
not necessarily the same one) of the following categories:

(1) Land and buildings occupied and used solely for the purpose of the
trade.

(1) Plant and machmery used solely for trade purposes.

(111} Goodwill of a trade.

The investment in replacement assets must take place within a four year

period, commencing one year before and ending three years after the date
of the disposal.

]3.(){5 We received a number of submissions which proposed extensions
to this relief. These included:

(i) The qualifying assets for re-investment purposes should be

extended to include land improvement, e.g. reclamation and
fencing.

(11) Where a second disposal of land docs not give risc to a capital gains
tax charge, ¢.g. when a farmer dies or transfers his land to his
children on retirement, any liability arising on an earlier disposal

of the same land should be waived or paid only on a subsequent
disposal by the relative.

(i} Relief should be available to a company which carries on two or
more separate trades.
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(iv) The relief is cumbersome and keeps alive, for the whole existence
of a business, the gains made on earlier disposals.

13.64 These submissions highlight the scope that exists for croding the
tax base by making reasonable cases for the extension of existing conces-
sions. In coming to a view on this issue, we have noted a point in one
submission which stated that ““with indexation on top of the roli-over relief.
few asscts produce a taxable gan™. In a situation in which the charge
capital gains tax 1s contined to gains in real terms. we do not think an
indefinite deferral of tax on realised gains is appropriate. ln cases which
there are real losses, taxpayers will wish to sct these against their other
income. We believe this is correct. Where there are real gains. we consider
that the only concession which should be available 1s to allow taxpavers to
pay the liability over a number of vears subject to payment of intercst.
Since we believe that, with indexation. the relief 1 existing form 1s
unjustified. we do not have to concern ourselves with the arguments which
have been put forward for its extension.

Compulsory Purchase

13.65 Where certain assets situated in the State are disposcd of under a
compulsory purchase order and the proceeds are reinvested 1 assets within
the same class as the original assets, no capital gains tax is pavable on the
disposal, but the whole gain is assessed when the replacement assets are
disposed of. In line with our position on roll-over relicf. we consider that
this concession should be terminated. Any liability arising could be spread
over 2 number of years subject to payment of interest.

Disposal of a Business or Farm

13.66 A gain arising to anindividual, who has attained the age of 55 years,
on the disposal of a business, farm or shares in a family company 15
disregarded where the consideration is less than ¥50.000. Where the gain 1s
slightly in excess of £50,000 there is marginal relief. To qualfy for the
exemprion, the individual must have owned the assets for a mininum
period of ten years ending with the disposal. Where shares in a family
company are being disposed of, the individual must have been a full-time
working director for the same minimum period.

13.67 Where the assets are disposed of to a child, no capital gans tax 15
payable irrespective of the consideration. Disposals to nephews and nieces
who have worked in the business substantially on a full-ume basis also
come within the scope of the concession. Thesc provisions result in a very
large gap in the cxisting capital gains tax.

13.68 The case for these concessions rests on the need to ¢ncourage on
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economic grounds earlier transfer of property to children. The need for
such concessions is apparent when regard is had to the present favourable
treatment of assets passing on death. We have already recommended
changes in the treatment of assets passing on death which would cnsure
that the liability on gains on such assets would be satisfied on death. On
this basis, matching concessions on assets transferred during life are un'ncc—
cssary. We recommend that the existing arrangements be terminated. We
would, however, be prepared o extend the facility of payment by msaal-
et subject o nterest charges. | ‘ o

Owner-occupied Housing

E?)..()() We have recommended that the existing exempuon for a principal
prl\'atchrcsidcncc tor capital gains tax purposcs be repealed. This raises the
issuc of whether or not some deferral of capital gams tax labiliey sheuld be
provided tor when the procecds of sale are used ro buyv another house.

173 .7[.' Lo charge tax on gains realised on the sale of houses mayv create
rigidities in the housing market. This may have adverse economic effects
by making people reluctant to seek employment in other arcas. However,
the cttect of capital gains tax 1 this area mav be exaggerated. Owner-
OCL‘UF‘JUUN tends to reduce the mobihiey ot labour since the direct costs of
moving house are substantual. Both buymg and selling a housc involve legal
and other expenses which, if not obligatory, are generally held to be
advisable. ’ J

.13.71 The magnitude of the costs of moving house in 1981 is illustrated
in Table 19.

TABLE 19

Typical Costs of Moving House 1981

A Selling Costs (House price £40,000) ‘
Legal costs (@ 1} per cent 600
Auctioneers fees & 2} per cent plus expenses 1,000
Redemption of mortgage, say ‘100

B Buying Costs jused house, price £40,0001
Legal costs @ 23 percent 1,000
Stamp duty @ 4 per cent 1'600
Survey 100

C Phys:cal Moving Costs 300

4,700

A . . .
1372 We do not think that the universal allowance of roll-over relief in
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respect of housing can be justified. We asked the Revenue Commissioners
if it would be possible to confine roll-over relief to gains arising on the sale
of a residence to persons who are required to move house for the purposes
of obtaining employment. They replied that

“any attempt to import conditions for roll-over relief designed to
cover all deserving cases would be likely to encounter problems of
definition. interpretation and administration”.

13.73 It may be helptul to examine the implications of charging gains on
a principal private residence to tax, based on the movements tn prices in
recent years. A house sold for 40,000 1y the third quarter of 1981 could
have been bought for Y10.600 in 1974, The capital gams tax Hability would

be as follows:

Y
Sale price J03, 001
Indexed cost 10,600« 2,812 29, 807
(Gain 14,493 arsay 2%
Tax duc 2548

1374 In view of the substantial costs of moving house, 1t may be telt
desirable to make some concession in this area. We would prefer if this
concession were made by reducing stamp duties rather than by grantng an
excmption or relief for capital gains tax purposes. At the very lcast, stamp
dutics payable should be credited against any liability to capital gains tax.
On this basis, we recommend that deferral of capical gains tax liability on
the sale of a house should not be provided for. Consideration could also be
given to giving an allowance for transactions costs involved in buying and
selling houses against the sale price of a principal private residence if further
relief were thought to be called for. However, all reliefs in this area are
likely to increase the price of housing.

Companies and Capital Gains Tax

13.75 There are a number of unsatisfactory features of capital gains tax as
it applics to companies. Firstly, prior to 1982, different rates of capital gans
tax applied to gains realised by individuals and companies. Under our
proposals, there would be a single rate of capital gains tax. However, 1t 1s
important to make the point of principle that gains realised through the
medium of companies should not be treated ditferently from other gains.
Secondly, on the liquidation of a company a double exposure to capiral

“Based on movements ins priccs of new private houses, Table 19 of Quarterly Bulletin of Housing
Statistics. Depargment of Envirenment.
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gains tax may arise on the realisation of the assets of the company and on
the redemption of the shares of the company by its sharcholders. We regard
this as double taxation in the same way as occurs with income under the
classical system of company taxation. Under our proposals. income and
rcal@sed gains would be charged to tax as income. We recommend that
realised gains which have borne tax should carry a tax credit when they are
distributed in the same way as other income. ( '

Conclusion

13.76 This chapter highlights some of the deficiencies in the existing
L:dplfll] gains tax legislavion i Ireland. Our conclusions Aow inevitably
trom the comprehensive tax base which we have adopted. To achieve
equity and neutrality it is essential that gams realised in the form of capital
gains should attract the same tax treatment as other income. Under our
proposals to devy tax at d single rate, this causes no dithiculee, 7

Recommendations
13.77  We make the following recommendations:

1. Capital gains should be charged to tax on realisanions rather than
accruals,

I

In computing the amount of any capital gain or loss, the acquisition
cost of an asset should continue to be adjusted by the change in the
Consumer Price Index in the period between acquisit]on and
disposal.

3. Wh_en tax 15 charged at a single rate, income arising in the form of
realised capital gains should be charged to tax as income.

4. Capital losses should be allowable against other income, subject to
the anti-avoidance provisions noted in paragraph 13.40).

5. Death should be treated as a disposal of assets for capital gains tax
purposes. L

6. In principle, emigration should constitute deemed realisation of
assets for capital gains tax purposes.

7. The exemption limit for small gains should be abolished.

8. All Government and other securities should be chargeable asscts for
capital gains tax purposes.

C 14 - [ TIRRTIN e
). No change is required in the treaunent of personal chattels for tax
purposes.

10. The exemption of a principal private residence for capital gains tax
purposes should be withdrawn, L
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16.
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Provisions allowing for the deferral of capital gains tax liability
where the proceeds on realisation are reinvested in other assets
should be replaced by arrangements for payment of tax due by
instalments (subjcct to interest charges).

The existing provisions allowing relief and exemptions to persons
aged 55 vears or over who dispose of business assets should be
rerminated.

Stamp duty pavabie on the acquisition ot a house should be allow ed
4 4 credit against any capital gams tax habiliny on the disposal of a
previous residence.

Consideration should be given to giving a deduction for transactions
costs involved in buving and selling houses agamst the sale price of
a principal private residence in computing Habilitv to capital gamns
fax.

Capiral gains realised by companies should be charged to tax at the
Samie rate as othier invome.

Capita) gains realised by companies which are charged to tax should
carry 4 tan credit wlien they are distributed i the same way as other

HICWI.

CHAPTER 14
THE TAXATION OF DEVELOPMENT GAINS

Introduction

4.1 Inthis chapter we consider the appropriate treatunent for tax purposes
of gains from development land. These gains arise in part from decisions
by the community. We conclude that, i principle. where a gam stems
from community action or decsion. the benctit should accrue to the
CONIMUNIY.

4.2 There are a number of methods of <ccuring this benetit tor the
communitv. In addition to special taxation arrangements, these include the
making of charges for planning permissions or for the provision of infras-
tructural services and the acquisition by public authorities ot development
land at its value at exasting use. These other methods are outside our terms
of reference. We have confined ourselves to examining whether or not it 1s
possible to apply special taxation arrangements to development gains. We
have concluded that this could be done, but whether or not it is the best
way of dealing with development gains is a question we leave open.

Betterment

14.3  We received submissions which argued that special taxation arrange-
ments should apply to gains from development land. Real gains in the value
of land may arise from the following factors. Firstly, land may increase {or
decrease) in value as a result of actions by the community such as the
provision of roads and sanitary services. Secondly. land may increase in
value as a result of decisions by the community to allow development to
take place or as a result of speculation that such decisions will be made in
the future. The increase in value may also accrue to neighbouring land as
well as to the land which is to be developed.

14.4  The increase in the value of land due to these factors is often known
as betterment. Because gains from betterment arise from community action
or potential actions rather than the efforts of the landowner or the inputs
of the developer. it follows that the benefit of these gains should go to the
community. We¢ conclude that in principle, where a gain stems from
community action or decision, the benefit should acerue to the community.
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Background

14.5 A lengthy examination of the question of gains from development
land was conducted by a Committee' chaired by Mr. Justice Kenny which
was established by the Minister for Local Government in January, 1971
with the following terms of reference:

“(i) To consider, in the interests of the common good, possible meas-
ures for

{a) controliing the price of land required tor housmy and other
forms of development;

(b) cnsuring that all or a substantial part of the increase in the value
of land attributable to the decisions and operations of public
authorities (including. in particular. decisions and opcrations
relating to the provision of sewerage and water schemes by
local authorities) shall be secured for the benctic of che
CONTITIUNILY;

(iiy To report on the merits and demerits of any measures considered.
with particular reference to their legal and  administrative
practicability,

(i To advise on what changes 1o the present law may be required to
give etfect to any measures recommended™.

14.6 The recommendation of the majority report of that committee n
respect of “‘designated’™ areas was as follows:

“We think that the community is entitled to the whole of the increase
in price in undeveloped land which is attributable to works carried out
by local authorities. The amount of this increase can however never be
precisely quantified. It is possible to prove that an increasc in price of
undeveloped land has or will occur as a result of works undertaken by
a local authority; it is not possible to isolate the amount of the increase
caused by them. If therefore the principle that the community has a
valid claim to the whole of the increase in price in undeveloped land
which is attributable to works carried out by a local authority 1s
accepted, the only way in which this can be made effective is by giving
local authorities the right to acquire at cxisting use value all the

‘Report to the Minister for Local Gavernment by the Committer on the Price of Building Land (Prl.
3632), March, 1973

"The definition of a “designated area” proposed i the najoriry repore was 7
“an area which in the opinion of the High Court is one: (a) m wh]c.h th_c lands will probably
be used during the following ten vears for the purpose ofp_rm'ldl:ng sites tor houses or fa_rtorles
or for the purpase of expansion or development, and (b} in which the land or substantial part
of it has been or will probably be increased in market price by works carried out by a local
authority which were commenced not carlier than the first day of August. 1962, or which arc
to be carried out by such local authoriry”. (para. 116).

undeveloped land which will be increased in price by the works which
they carry out. As the price of such land has been increased in part by
general economic influences which are not included in the concept of
betterment, the owners of it have a valid claim to something more
than existing use value. We recommend that they should be given 25
per cent of the existing use value as an addition. Payment to landowners
of existing usc value at the date of acquisition plus 25 per cent of it is
In our opinion a reasonable compromise between the rights of the
community and those of the landowners™,

147 The miunority report took an opposing view. It felt that the local
planning authority should have a right of pre-emption where a designated
area order was mn force. Where such an order was in force m respect of any
land 1t would not be lawtul tor the owner of such land to dispose of any
interest in the land unless the nterest had first been offered to the planning
authority for the arca. There would be a levy (of 30 per cent) on disposal
or development by a vendor or developer of anv land 1nan arca m respect
ot which a designated order was in force. This scheme was called the pre-
crption and levy scheme.

4.8 Neither the proposals of the majority or minority reports have so far
been implemented. The treatment of development gains in certain other
countries is set out in Appendix 11

Present Position

14.9  The present position regarding development gains is as follows. A
profit on the disposal or part disposal of a property is taxable as income if
the disposal or part disposal is made in the course of a trade or deemed
trade. Otherwise capital gains tax is charged on the disposal of development

land. Development land 1s detined in the Capital Gains Tax (Amendment)
Act. 1978 as

“land in the State the consideration for the disposal of which exceeds
what the market value of the land would be if, immediately before the
disposal, it had become unlawful to carry out any development . . . .
 relation to the land . . . .7

14,10 Development gains arc already subject to special capital gains tax
arrangements. The Capital Gains Tax (Amendment) Act, 1978 provided
that gains arising on the disposal of development land were to be charged
at a rate of 30 per cent. They did not qualify for tapering relief. Proposals
to change these arrangements were announced in the budget statement on
25 March, 1982°. These included an increase in the rate of tax on develop-

The Finance Bill, 1982 mcludes legislation to give effect to these proposals. However, it is
proposed that where the total consideration received by an individual for disposals of development
Lind does not exceed C15.0000m any vear of assessment, the gains on the disposals will be taxed as
it they were gains or disposals af ordinary land. Full indexation relief and roll-over relief will apply
i these cases.

223



ment gains to 50 per cent, except n Con_1pulso_ry ac_qulsmor}; casl‘lzs wlcllci-z
the proposed rate is 40 per cent. Indexation relief will onliy_ le ah f)we;ll n
respect of the then existing usc value on the date on \h}:lc(;_ the gla; n i
computed. Roll-over relief will not apply and losses on ot (,1" 115posa o
not be allowed against development land gains. Th.e proposec ri?tél.‘.s\o -J{S
for short-term gains outlined in paragrapﬂh 13.1.(). \.mll apply to all disposa
of development land within threc years of acquisition.

1411 Developers arealready obliged in most cases to proy de. U,r f{d}' tor
local roads. drams and sewers within arcas under dc\'c_l(l)pmcnt. In d(‘ ¢ 1\t1(_m.
they mav sonietimes by agreement with 107(‘91 authorities meet otler L\o?fsi
cuch as those of certain roads needed to give access Lo sItes. trun.k. SO \\\’Ll'b
and exeensions to sewage disposal works. Occasionally. tl_n:y -m;‘;} IS_T,I’TL to
provide free land for mumicipal purposes or cven to provide such facihties
15 4 community centre or library.

{417 The more usual type ot case. however. is that a local ‘lljlltl'ﬁ()l’lt}{'_
provides general facilities for development. For example. thtf p-m\ 15101; (.).
anew sewer in one district can relieve the general sewerage system JH-L_ 5;)
cnable it 1o serve new development n another area. '1_-0 dt“ill' \’\']t.h-l‘;UC]
cascs. certain local authoritics have adopted the practice ot 11‘11p¢*).57mg1‘1
condirion on a planning permission reguinng a Aat level of ummb\uam:. | n
County Dublin, the contribution for residential dt“\'f.‘i()pl'll(.‘nt 18 LH,'( )](l ) ,‘1}1
acre at present. Charges made by other local authorities are generally lower

than this.

The Issues
1413 In considering the taxation of development gains, a number of
issucs require to be sertled. These are
(i) whether or not special taxation arrangements should apply to
development gains;
(i) if so, the rate of tax;
(iii) the definition of disposal for the purposes of the tax, and

(iv) identification of development gains.

Taxation of Development Gains

14.14 The object of all proposals for levies or special tax?tlolg Qt C.iefe-llz
opment gains 1s to secure for the community the bc.ncf‘lt 0 anf} i?‘l’,e
resulting from community action.or df:asmn. In our view, on?.'fj ec ve
and efficient way of achieving this object would be the imposition o

development gains tax. Development gains are already idenofied for the
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purposes of capital gains tax and the Revenue Commissioners have
informed us that this arrangement works well in practice.

14.15 We are conscious that a decision to impose a high rate of tax on
development gains may have the effect of limiting the amount of devel-
opment land coming on the market. Alternatively, the increased price of
development land as a consequence of heavy taxation might be passed on
to the consumer, thus raising important questions about the incidence of
tax. The available evidence does not suggest that either of these eventualities
is likely to occur. The Royal Insutution of Chartered Surveyors have
mmtormed us that

“high land prices in general reflect buoyant demand, and flow from
the ability of users to pay. Conversely, lower land prices reflect a
reduced level of demand, and a reduced ability to pay™.*

The Rate of Tax

14.16 It taxation is considered to be the best means of securing for the
commumnty the benetit of any gains resulting from community action or
decision, then on equity grounds the full amount of betterment should be
appropriated in taxation. However, if a landowner is left with no gain at
all, the result may be simply to dry up the land for development, On
balance, we feel that a high rate of tax should be applied to development
gains if the taxation approach to this problem is adopted.

14.17 In many cases, 1t will be the original landowner rather than the
developer who will obtain the betterment gain. However, in some cases
developmient gains will accrue to developers. We consider that it would be

appropriate to allow a deduction against development gains to developers
for contributions made to infrastructural costs in the latter cases.

The Definition of Disposal

14.18 We do not think that property passing on death or by gift should
be regarded as a disposal for purposes of a development gains tax. Such
transfers of property would, however, be regarded as a disposal for capital
gains tax purposes, its value for these purposes being at existing use. This
value would then be the base value for capital gains tax or development
gains tax on any subsequent disposal. The purpose of these arrangements
1s to ensure that development gains tax would be payable only in cases
where there was a realisation of the property.

Identification of Development Gains

14.19 In principle, the correct approach would be to charge the normal
rate of tax on the ordinary gain on land and a 100 per cent rate of tax on the

‘Document sent to Comumission on 15 October, 1981, para 3.3.
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betterment gain. Whileit1s rela.tively easy in most cases to 1dentlet:3{v ﬁ;stp;ssrlz
of land where part of the gain is a development_ gain, it is S(})lmt what more
difficult to apportion the total 1:jzmourl:t of t}éet%i:% Eit;\;\friirll] E gaain abuable
increase in market value an 1t gain.

::(gliliil:rzfim\ilhether this might be done by the use C’_f 1nd1c1(;s b;lt h:{;ffi
concluded that this would create more problgms than it \1NO; S(]) w;::.I e
consider therefore that a single rate of tax mlght be a_prp .1<,) t? “.e“.(-,u]d
@ain in any casc in which development gains arise. This rate of rax

be higher rhan the pormal rate of capial gains tax.

Conclusion

1420 We make no recommendation about whether ornot spccm&;ax}anmw

o 1 SRSl 23 . 13\'(:.
arrangements should apply to gains from development land. We
however. reached the following conclusions:

| Where an increase in the price of development la_m.i 15 ‘attnbEltfinc
(o community action or decision or to the anticipation .01‘51‘1(71‘
ction or decision, then. in prinaiple. the w hole of that increase
should accrue to the community.

Taxation is but one method which couid be used to ensure that this

1

1s done.

3 Gains from development land, that is, gains 1 excess of thos‘ev at
existing use value, could be charged to a special development gams
tax.

4 Should it be decided to introduce a development gains tax, we
recommend that the tax include the following features:

(2) It should be levied at a high rate;

(b) In computing thec amount of development gams, a dcduc}:wn
should be allowed in respect of payments made to Jocal author-
ities for the costs of providing infrastructure, and

(¢) Disposals for purposes of development gains tax should only
be regarded as occurring where the property was transferred by
way of sale.

el i

CHAPTER 15
THE UNIT OF PERSONAL TAXATION

Introduction

15.1 In this chapter we examine the question of the appropriate unit of

personal taxation, that is, the unit over which income is aggregated for tax
purposes. No solution to this issue succeeds in satisfying all the criteria
which should be met by the 1deal umit. We conclude that the family is the
most smwtable unit for purposes of taxation in Ireland, subject to certain
provisions being made in compliance with the requirements of the Consti-
wtion. We reccommend that the income accruing to children under the age
of sixteen years be taxed as income of the family unit, subject to de minimis

provisions. We recommend different criteria in Chapter 16 for payment of
child benetit.

Present System

15.2 Prior to 1980/81, the income of a husband and wife living together
was aggregated for income tax purposes and the liability was computed on
the basis of the joint income of both spouses. All other persons werc
charged to tax on the individual basis. On 25 January, 1980 the Supreme
Court decided that certain sections of the Income Tax Act, 1967, which
had the effect that, on marriage, the wife’s income was aggregated with
of her husband for the purposes of assessment to income tax, were repug-

nant to the Constitution in so far as they related to the aggregation of the
earned incomes of husband and wife."

15.3  Following the judgement in the Murphy case, families with the same
joint mcomes would have been liable for widely differing amounts of tax,
depending on the distribution of the income between the spouses. In those
cases in which the income was divided equally, the burden would have
been least. Considerable scope for tax aveidance would have existed for

"Francis and Mary Murphy v Atterney General. The judgement stated thar the decision was made
because “the nature and potentially progressive extent of the burden created” by the aggregation
of the incomes of married persons was such that it was a breach of the pledge by the State to guard
with special care the institution of marriage and to protecr it against attack.
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persons who would have been able to determine the distribution of income
between the spouses.

15.4 The Government’s response to the Supreme Court decision was to
implement income-splitting for marl"ied couples from 1980/81. Under this
system, the tax liability of a married couple opting fc_)r aggregatlon' 1:1
gencrally equivalent to twice the amount payable by gfsmglc pf.:rsoril\ivl’tu
half the joint mmcome. This means thatr the tax ]1abl.llt}-’ of virtua 'y (]1{
married persons is at worst the samc and 1n most cases is less than it wonld
be if they opted to be charged as single persons.

15.5  Since 1980/81. married couples have three choices as to how they are
assessed Lo Income {ax:

(1) Joint assessment, because 1t 1 genqally b(?neﬁcéal, is.applied auto-
‘matically unless cither spouse gives notice of election for s&zugle
assessment to the Revenue Commissioners be.fort_? the cnd of .the
tax year. Such notice, when given, continues 1n force until with-
drawn by the spouse who gave notice.

(i) Where a wifc is living with her husband and an electi@n for.single
assessment is made, each spouse is taxed as a single person with no
right of transterring allowances or reliets between them.

(iii) Where the incomes of a married couple are jointly assessed they
may elect for separate assessment, resulting in the tax payablc under
joint assessment being allocated between the spouses in accordance

with apportionment rules.

15.6 Different units are used for other direct taxes {¢.g. .the mdividual 1s
used for capital acquisitions tax). In principle, the same unit should be used

for all.

157 The choice of the appropriate tax unit must be made in the light of
2 number of conflicting considerations. The most important of these are as

follows:

(i) Families in the same circumstances with the same joint resources
should be taxed equally.

(ii) The decision to marry or not to marry should not be affected by
tax considerations.

(ili) The arrangements involved should be rcasongb}y simple .fo‘r the
taxpayer to understand and for the tax authorities to administer.

(iv) The system should not discriminate on grounds of sex.

158 The fundamental reason for not adopting the individual as the tax
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unit is that incomes are shared, in practice, over much wider units and that
if the tax system is to be equitable it must recognise this fact. Members of
a family generally share their resources on the basis of relative need rather
than according to how income happens to be divided between them. Two
identical families enjoying the same total income ought not, therefore, to
be taxed any differently just because in the case of one family the income
accrues initially to one member and in the other it is acquired by two or

more. The expenses of carning income are a separate issuce dealt with in
Chapter 14,

15.9  The sclection of the appropriate unit of taxation is one of the most
ditficult issues in the field of personal taxation. The difficuley is clearly
illustrated by the different conclusions reached on the subject of the tax
unit by the Carter Commission in Canada in 1966 and the Asprey Com-
mittee in Australia in 1975, The Carter Commission stated:

“We behieve firmly that the family is today, as it has been for many
centuries, the basic economic unit in socicty. Although few marriages
are entered into tor purely financial reasons. as soon as the marriage is
contracted, it is the continued income and financial position of the
tamily which is ordinarily of primary concern, not the income and
financial position of the individual members. Thus, the married couple
iselt adopts the economic concept of the family as the income unit
from the outset. In Western society, the wife’s direct financial contri-
bution to the family income through employment is frequently sub-
stantial. It is probably even more truc that the newly formed family
acts as a financial unit in making its expenditures™.”

15.10  The Asprey Committee took the opposite view:

%

.. . the adoption of a compulsory family unit basis must be rejected
on the grounds of general social principle. The right to be taxed as an
individual has always been accorded in Australia. At a time when
women are playing an cver greater role in the economic and other
affairs of society, the withdrawal of this right would certainly be
regarded as a retrograde step. And objections would come not only
from women: men too might take exception to a universal and com-
pulsory commingling of their tax affairs with those of their wives.
This would, in the Committee’s view, make a change in this direction
politically unacceptable irrespective of whether married women {or
married men) paid more or less tax after the change than they do now;
social attitudes to the separate status of the sexes, rather than purely
economic considerations, are involved here’.*

“Reporr of the Royal Comnission on Taxation, 1966, Vol | 3, page 123,
*Taxarion Review Committee Fult Repori, 1975, page 134
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15.11 In seeking an answer to this difficult problem, consideration must
be given to the laws, traditions and social conditions which exist in the
country in which the system of taxation operates. In Ireland, the Consti-
tion defines the family as the basic unit of society and lays down principles
for its protection.* The principle of aggregation is also well established. On
this basis, we believe that the proper solution in present-day circumstances
in Ircland is to aggregate the income in families for tax purposes. To
comply with the decision 1 the Murphy casc, married couples would
continue to have the option to be charged as single persons. This sohution
acknowledges both the relevance of the family in the tax code and the rights
of the individual.

15.12  We consider that this approach is consistent with that adopted n
the Family Home Protection Act of 1976, which represents the latest
legislative thinking on the subject. In general, the Act restricts the right of
the spouse, who 1s the legal owner of the family home. to dispose ot it or
certain chattels without the written consent of the other spouse.

15.13 In coming to this conclusion, we have been particularly influenced
by the need to ensure that families in the same circumstances with the same
joint resources should be taxed equally. We recognise that mcome-splitting
makes no allowance for the tact that by shanng household expenses a
married couple can probably live more chcaply than can two single adules
who live separately. However, no decision on the unit of raxation can
satisfy all criteria simultancously. In our view, the balance of advantage is
to make the family the basic unit of taxation for all taxes.

Children

15.14 It remains to be decided whether or not the mcome of children
should be aggregated with that of their parents for tax purposes. On
balance. we believe that on the basis of the income-sharing approach which
we have adopted, the income of dependent children should be aggregated
with that of their parents subject to de minimis provisions. At present, if the
income of a child does not exceed £80 per year the income tax child
allowance is granted in full. If the child’s income exceeds Y80, the income
tax child allowance is reduced pound for pound by the excess. To raise this
amount significantly would open the door to tax avoidance schemes and be
contrary to the principle of regarding the family unit as the appropriate
unit for tax purposes. Consequently, we consider that the first £150 of a
child’s income might be disregarded to case administration.

*Bunreacht na hEireann, The Constifution of Ircland, Articles 41 and 42.
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15.15 The adoption of a family unit for tax purposes gives rise to one
sp_ec1al problem. Because the same unit should be used for all direct taxes
this means that gifts and inheritances received by children in the famil uni;
from their parents would be free of tax regardless of the amountylt 1s
therefore necessary to devise arrangements whereby such receipts a'ttract
tax Whgn the child leaves the family unit. We make recommendations
concerning this aspect of taxation in Chapter 34. -

13 l(av We must now examine the criteria to determine swhen children are
to be mcluded in the family unit for purposes of income aggregation, Th;rc
Is @ Statutory provision limiting the amount of work that can be undertaken
bv -(‘hlldrvn under 15 years. We see hietle alternative to selecting a fairly
arbitrary age limit below which chnldren are included i the family unit‘ and
above which they are automatically charged to tax as single indi‘;'idual; if
thcl)\‘:}mvc income. The age limit we have in mind is sixteen vears, We sél;fct
adifterent age hmic tor pavment of child benetic in paragmp‘ll 1(1.-22, h

Other Dependants

15.17 We have also considered whether the income of dependants other
_th;m children should be aggregated for tax purposes with other family
mcome. This issue s related to making an allowance for support of
dcpcm_lcnt relatives, There 1s no doubt thathagcd parcnis are often-an‘i.ntc ral
part of the family unit both in physical presLence and by reason of affecgn
tamily expenditures. Furthermore, there are circumstances in which rclf
tives do assume responsibility for a brother, sister or more distant relative
Hoxf-vever,'there are also many cases where the responsibility is nominal.
partial or is not assumed at all. In these circumstances, we think that tht;
tamily unit should only include spouses and children, except in cases where
the additional allowance for dependants residing with the taxpayer, which
we recommend in Chapter 16, 1s claimed, g

Other Units

15.18  Couples sometimes live together as a family (often with children)
who are not legally married. One or both partnersl may also have a legal
spouse from whom they are separated de facto and possibly de jure. In
principle, such couples should be treated as family units for tax purpc.>ses
regardless of the legal status of their relationship. We recognise that there
are considerable difficulties in this field, particularly in the case of short-
term relationships.

'15.19 .Developments in this area must take account of the general position
in rcl.atlon to the development ot family law in areas quite unrelated to
taxation. The Jaw in relation to taxation should not be in advance of this
general development. Subject to this, we propose to leave it to the Oireach-
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tas to devise whatever arrangements are considered approptiate for rela-
tionships which are akin to marriages in all but legal form. Should it be
considered that some additional provisions are required, we believe that
the recognition of deeds of covenant in certain circumstances would be the
best method of overcoming the difficulties with regard to short-term

relationships.

Conclusions

15.20 The tax unit should be defined 1 a way which reflects the manner
in which society organises itself for social and economic purposes. It should
recognise that people poel their resources and assume the responsibility for
the care and maintenance of others. The rax code cannot take Into account
every individual case where incomes arc shared or responsibility, whole or
partial, assumed. It must therefore make certain assumptions and the
obvious group about which to make these assumptions is the family. We
cherefore recommend that income-sharing be assumed to exist between
spouses {except where the spouses declare otherwise} and between parents
and dependent children occupying the same household. This implies that
the income of spouses and dependent children be aggregated and that
raxation on an individual basis be applicd in other cascs. Married couples
would still have the option to be assessed as single persons and 1 such a
case we recommend that the income of dependent children should be
divided equally between the spouses for tax purposes.

Recommendations
15.21 We make the following recommendations:

1. A husband and wife living together should be regarded as the basic
unit for all taxes.

&

Married persons should continue to have the right to be charged to
tax as single persons.

3 The income in excess of £150 per annum of children under 16 years
should be aggregated with the income of the fammly.

4. When children leave the family unit (at age 16 years), We reconi-
mend that tax be payable on whatever property they take with
them from the unit subject to the arrangements proposed in Chapter
34,

5. Where marricd persons opt to be assessed as single persons the
income of children under 16 years should be divided equally
between the parents for tax purposcs.

CHAPTER 16

PERSONAL TAX—ALLOWANCES AND
RELIEFS

Introduction

{(J. l_ _ \X}jc constder that taxes should be allocated among individuals and
tamilics i propornon to therr abilice to pav. nthis clmpul'r W cx(nnlinulthe
h‘T.L‘pV\‘lll;l[ are necessary o equalise the tas mposed on individuals mL{
famudies which have the same income but ditter in other relevant ({s;-w‘(‘t:
At present. an attempt s made to achicve equiny by viving certain p.crson;
higher allowances than persons with the same income who are thoug!

have a higher capacity to pav. ( v

16.2 [-l]L pu.sam.ll allosvvances avatlable under the Irish inceme tax svstem
are the tollowing: B
(1} Personal allowancy tor si i I
) sonal allowance tor single, widowed and married persons;
() Child allowance:
(1) Allowance tor single-parent families;
(1v)

(v} Dependent relative allowanec:

Age allowancy;

(vi) Blind persons” allowance. and

(vit) All%)\.\'ilﬂCL‘ tor emploved person wking care of an incapacitated
individual.

16,3 There are also certain exemption limits for:

(1) A single or widowed person;

{11

A married person:

(1) A smgle or widowed person aged 65 or over;

(1v) A married person aged 65 or over;
{(v) A sigle or widowed person aged 75 or over, and

(vi) A married person aged 75 or over.
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16.4 The amounts of the allowances and the exemption limits for 1981/82
and the proposed amounts for 1982/83, together with the estlmfited cost of
these reliefs for 1980/81 are set out in Appendix 12 (section 1). Itis necessary
to examine cach of these reliefs in detail.

Married and Unmarried Persons

16,5  The personal allosance for o married couple s at present twee t]m.t
for an unmarried person. Up to 1931 52 the marricd ;1110\\_1111& was less
than twice the single allowance. From then until 1936/57 10 was exactlv
twice and from then untl 1960:61 it was more than twice the smglc
lowance, With the introducnon of PAYE m 1960:61 both the l]'l&l_‘?‘-lt‘d
and single allowances were mereased by Y84 to compensate for the abohinion
of reduced rates. T was not until 1978779 that the married allowance was
again increased to twice the single allowanee,

lo.6 A practce which has been followed in relation to these allowances
has been that the combined married allowance and workmyg wite's dl.h)\\—
ance (abolished by the Finance Act. 1980} should be twice the smgle

: Do - 33737
Alowance. This situation existed tor {0 years up o 193233 and was

e T TOIUTR T 0 ! Sl the cncerric -
restored from LU T unal (97879 tor cach veai with the excepnion of

1972/73.

6.7 1t can be argued that the presentallowance for marricd persens is too
high in relation to the single persons allowance. since rhn}prus(nt d}ftlLan'tmd
does not take account of the fact that two persons living together an
sharing houschold expenditures can live more cheaply and therefore have
a greater taxable capacity than two single persons living separately. How-
S 3 ! e ,

cver. any cffort to reduce the value of the married person’s allowance
relative to the single allowance would be constrained by the decision of the
Supreme Court on 25 January. 1980 in the case of Murphy v the Artorney
General'.

16.8 There is a further anomaly in the allowance tor married persons in
that if a couple is married at any ume during the vear of assessment, they
qualify for the married persons’ allowance. In the extreme case, where a

Broadly speaking, the Supreme Court found that those w(*tiomr ol tlu.' ln.c‘m‘m"Tax At w h;ﬁh\
provided for the aggregation of the carned mcormes of YVIIJI’!’\L‘({ couples were r\pugn[:nr o ]L‘
Constitution. The effect of chis judgement was that marricd persons would be regarded a_‘sl:‘mgﬁ
persons for inconie N purposces. In the Finance Act 1980 legislanion was c1m.ur‘ul]\{x'h‘lu 1 t,\\[:_
marricd persons the option of being taxed 4 single persons. Altuman\'ﬁ-!}-, thes Li)'L]] ]n LII]OUS{L. [o1
continue to be taxed as marricd persons with the tax nermally being assessed on the -mﬁ '3;11"I.L ‘ |
such circumsiances, however, the income tax rage bands apphicable and the inceme tax allowances
granted would be double chose toy a single person.
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marriage takes placc on 5 April instead of 6 April, there is a significant tax
advantage. For example, a man carning £25,000 per year who married on
5 April will be entitled to be assessed jointly with his wife for that year on
his total income for the year and on her total income from the date of
marriage to the end of the vear (in this casc one day). She will be assessed
as a single person on her pre-marriage carnings for the vear. As a result the
husband would be entitled to a repaviment of tax at 1981782 rates as follows:

Suigle Person Married Person

. -
Income EERELY 250000
Allovances 1113 2,230
Taxable Income 23,885 22,770
[an 12,450 Yol

Repaviment ¥2.544

[his anomaly favours the better-oft quite substantiallv. It is also more
hkely to be exploited by these with o derailed knowledee of income tax
legishation. For these reasons, we recommend that, in the vear ot marriage.
both spouses should be taxed as single persons. However, they should have
the right to opt to be taxed jointly in the vear of marnage. In such a case,
any repayment due should be reduced i the proportion that the peried of
marrizge n the vear bears to the tull vear.

Widowed Persons

16,9 Prior to 1954/55, the allowance for widows and widowers was the
same as tor single persons. In that vear the personal allowance was inereased
by €25 for widowed persons. The differential berween the widowed per-
son’s allowance and the single person’s allowance was increased to £530 1n
L974, 060 1 1973, €651 1976, Y70 m 1977 and £500 1n 1982,

16,10 The rax treatment of widowed persons with dependent children is
considered under the heading ot an allowance tfor one-parent families. The
tollowing analysis applies solely to widowed persons with no dependants.
Our proposals for the retorm of taxation of inheritances will ensure that no
tax 1s pavable by a widowed person on property received on the death of
a spouse. It must be said that the present allowance tor widowed persons
has neither a ranional basis nor a selid toundanon in cquity, since there is no
inherent difference in the ability to pay of widowed and single persons with
the same income. Indeed. it 1s anomalous that separated persons do not
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qualify for the widowed allowance at present. We consider later whether
or not there is a case to be made for an additional allowance for persons

living alone.

16.11 There can, however, be hardship in the abrupt change from being
charged to tax as a married person to being charged as a single person
immediately following the death of a spouse. In these circumstances,
meome may fall substantially, even though this may be offset i many cases
by insurance poheies. mortgage protection policies, lump sum payments
under superannuation schemes and a reduction in consumption due ro the
deatly of the spouse. An attempt to cater for this contingency was made in
1980 when the marred allowance was extended to widows in the vear of
death of their husbands. In addinion to discriminating against widowers.
the operavon of this provision is unsatistactory in that widows whose

hushands die tosvards the end of the mcome tax yvear or who have Tow
incomes atter the death of 4 spouse receive hittde or no benetit from ths

COTTCOSS1011.

16,12 We recommend that in the vear of death of a spouse the income tax
AMowances or credits should be appertioned on a ame basis. The best
ethod of Jealing with hardship resuling from the death ot a spouse
particularly for those not having the benehit of msurance or adequare
pensions during a transitional period is through a direct payment from the
Exchequer. At present, a death grant is payable under the Social Welfare
Acts on the death of an insured person or their spouse. We belicve that an
extension of this scheme to all surviving spouscs would be more equitable
and effective than the cxisting income tax provisions which operate in an
arbitrary manner.

Child Allowance

1613 For children under 16 vears of age, or those over 16 vears of age
and receiving full-time education. there is an income tax allowance ot Y100
Parents of permanently incapacitated children receive an income tax allow-
ance of £500. Allowances are paid under the Social Welfare Acts in respect
of cach child who is under the age of 16 years or 1s between 16 and 18 vears
and is undergoing full-time education by day. or is an apprentice or 1s
incapacitated and likely to remain so for a prolonged period. These allow-
ances are exempt from income tax, Both allowances are. we believe.
intended primarily to help parents to meet minimum levels of expenditure
upon their children’s needs. Tt can be argued that it 15 untidy to have two
instruments of policy for the same purposes.

16.14  Since 1969, increases in social welfare children’s allowances have
been recovered in full or in part from taxpayers on a number of occasions
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by red_ucm_g the amount of income tax child allowance. Despite these steps
there is still inequality in the value of State aid in respect of chilLiren Es
shown in Table 20 which gives the cash benefit in terms of tax saved and
payments received from income tax and social welfare child allowances

TABLE 20
Cash Benefit in 1982/83 from Income Tax and Social Welfare Child Allowances
: _ S xthoand
Taxpayer's marginal rate of tax State "ad” " h[’:‘;ﬁdl() i Suffi?d%:im
Y% ' £ £
. _ o] Social Welfare 135 210
inot liable to tax) Income Tax 0 Q
Total ES 27)
Socal Weltare i35 l‘
25 income Tax 12; ! 2;g
i Total 60 i 2_35
Social Welfare 135 210
a2F ncerme Tax 35 35
Tetal 170 245
Social Welfare 136
45 income Tax 45 zlg
Total 180 225
Social Welfare 136
55 Income Tax bb 2;2
Total 130 ﬁ
Social Welfare 135
60 Income Tax 80 2238
Total 195 270

State aid in.thc form of child tax allowances and social welfare children’s
allowances 1s over 44 per cent higher for the first child of a taxpayer liable
at 6() per cent than for the child of a person not liable for tax. In the case of
the sixth and subsequent children the differential is 29 per cent.

16.15 Tab!e 20 demonstrates a fundamental defect of the present income
taxX system 1n 1ts treatment of children. which 1s that only liable taxpayers
Ob.tam a part or all of the value of the income tax allowances granted for
children. Under an income tax systemn with progressive rates, the value of
tax allowances in terms of tax relieved increases as income iI;CI'EHSQS It is
clear trom Table 20 that, under the existing system, the effective- cash
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benefits in the form of income tax allowances and social welfare allov&:anccs
from the State in respect of children are worth more to the better-off ~.

16.16  An alternative method of allowing for. children and other depend-
ency obligations is the “quotient system”, wh1ch. is used n France. W{{th a
quo‘tient systenm the starting point s 4 progressive s_calc of taxation _orha
single person. In France. re!ict.from tax is given, n reco.gn{ti()}}h;‘)t t.le.
taxpaver's marital status and tamily TCSpOll]SlbllitlL‘S. by melan‘s ot t 10 +{1p;\>{
part” (quuu’mi_[unu‘lhiij system. Under this. the net total 11_1(mm 15 dis ?( ed
into a number of parts according to the taxpayer s status a.nd numl?ur (‘)t}
dependants and the tax attributable to a single partis muloplied b\ th(j t()_tjll
number of parts to give the toral amount pavable. In the case of \‘1}1"11{1‘1’1‘1;{‘
couple, the income is divided jnto two parts. and I]()T‘IH‘J“}‘ onc-ha tl(\s ia
part is additionally counted tor cach dependent chl]c}. For example, 1
husband and a wife and rwo children would pay. as a tamilv. three m?cs_
the tax pavable by a single individual with an meome L‘L]Lljll o one-thire ut\
that of the family. This treatment is obviously more f;la\'our;.xblc to the
family. particularly the high mcome family than the existing Irish S,\Stcn\l'
This is clear from Table 21 which sets out the tax t.lm.[ would have bqn
pavable by a single person. a married couple (quotient 2y and a ‘marrlcd
coilplc with two children (quotient 3) at the scale ot 1'a1c.a ‘.lpl:)l}“;g"]m L;
single person m TY81E20 1 a qUOTIERT 5y 5L WETe 11 OPCTation in Ireiinc
n that year.
TABLE 21

Tax Payable Under Quotient System at 1981/82 Rates of Tax*

Single Marned Married Co_uple Tax saviﬂgs per
inTc(Z)tranIe pergon couple with two children child
: : ; RE'I 9% 25
3,000 559.75 192.50 i .
6,000 1,608.75 1,119.50 663.75 245 87
9:000 293675 2,169 50 1,679.25 24512
15,000 8,465.00 4,446.50 377925 | 1 ggggg
30,000 15,456.00 x 12,912 00 10,460.25 . 225,

*The effect of exempticn limits is excluded

16.17 The system in the United Kingdom is quite diffcr§11t. It was one of
the principles of the original Bex:eridge Report® that family m?cds WeTC tf)
be met by a generous system of children’s aliowances, SufflCIL’l.lt to meet
the subsistence needs of all dependent children when the responsible parent

15 1 I Cany 1 ance benef 1151 : of all such children
is in receipt of any nsurance benefit or pension. and

“I'able 20 does not take account of the child support pavmients given with _ccrt‘lin]ﬁocial \\'c.}t;um:

p.nmcnts- Eor the effect of this see [ Jovee and A McCashin Porvesry and Social Peficy. Institute
Public Administration. 1982, page 37.

of Public Administration. 1982, pag, . ) ) e L
Weveridge, Sir Willian, Social fustrasice and Alhed Serviees, Cmd 6804 HMSO. 1942, paras. 1

(i) and 417.
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except the first one in other cases. In other words, family allowances should
be paid on an adequate scale unconditionally in respect of

(i) al children except the first in families where the father was at work,
and

(i1) all children in other families.

Since that time. public thinking in the United Kingdom has moved in the
direction of a unified child benetit combining family alloswwances in the form
ot social security pavients and child allow ances available in the income tax
code mro standard social security pavments pavable for all children. This
scheme was finallv enacted in the Child Benetit Act. 1975,

16,18 As far as Ireland 1s concerned. the mam arguments against the
proposal to transter the support given to children under the income wx to
the soctal welfare svsrem are that

(1 1t might mcrease fannly stress or pressures for higher wages by
increasing the tax deductions pavable by fathers i a situation in
which soonl weltare allowances are generally paid to mothers. and

{11} it would be mequitable in that certain categories of persons such as
many farmers are not liable to mcome tax whereas others escape
paving thewr tar share,

16.19  We do not accept the first argument. In our experience, child care
is mainly undertaken by the mother. It directing tax and social security
benefies for children towards the mother creates family stress. this is simply
an indication that they were improperly directed in the first place. In any
case these problems. or any inflationary consequences, would not be as
scrious as heretofore. Since 1969, various Governments have adopted a
policy of reducing the income tax child allowance as social welfare allow-
ances have been increased. This is seen in the reduction of the income tax
child allowance from £240 111 1978/79 to £100 in 1982/83. With the extension
of income tax to better-off farmers and the general strengthening of
measures against evasion, the second argument can no longer be considered
to be a problem of the magnitude accorded to it in the past. Against these
considerations must be set the increased equity of the proposed system, the
administrative savings accruing to tax offices and the reduction in compli-
ance costs which would arise from the integration of the two forms of child
Support.

16.20° Integrating the income tax child allowance and the social welfare
children’s allowances into a single child benefit payable to the mother
would accord fairly well with the argument that favours sclectivity in the
State system of transters. i.¢. that State aid should be directed towards those
in most need. To a greater degree thar at present State support for children
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by means of child benefit would give more help to the lx?wer 1lrgcome groelill:zz
than the existing amalgam of income tax reliefs and social weh are paym s
which we have shown to be regressive. We rgcommgnd that f1r1c§me =
child allowances be withdrawn and that a unified child beneblf e- 21)3.
payable to the mother. A supplementary payment should be made m
respect of incapacitated children.

1621 The question then arises whether or not ch_ild begcftltl S‘}m]';ltl:_i tl;i
charged to tax. There is an argument on gmunds' O.tﬁ honz(‘n;tfl f(t]“L ty for
not g‘harging child benefit to tax. This 13‘s.bccausc it 1s proper \brfi_,ir a\
A means of discriminating at all levels of income bctwecn the ab 1t)}- o 1P y
tax of familics with children and those wlth.()ut clul@rc.n o sup_;?o'rt_} ’m}t)} 1‘(.1\
in our argument m favour ot a u~nihcd (jhlld benefit is the \‘u!\-\ tr;‘dt 1};{1
should be a constant absolute difference in the tax pay'ab]c by- tann] 1es le "
children and those wichout children to support. This requires that ch

benetit be untaxed.

16.22 At present. the social welfare chil.d ;111_0\\';1_11(1-) 1: p?y-ableb\t'lili‘o
cighteen years provided the childAls Lmdcrg(_)mg IU“—‘U]HL e m‘atu)n'_ o .t}' .’
The income tax child allowance is granted irrespective of age p_ro_l\«(iclc\ ;c
child is undergoing full-tine cducation. The United Kingdom (fnd }1( 1{1;}12
is payable for children up to NINCteen years of*:-lgc. Wc re.mn‘n’nnfl t ‘a'mrq
child benetit payment should cease whcn the c.hﬂd rcac.hcs tw c1l1t}€{)fuiy I;O.t
of age or completes full-time education, whlchcver. Is sooner. LhL (])3 o
see any conflict between this and our rccommcndatlop in para%r?lp p . ,‘1 !
that the income of children under 16 be aggregated with that of the family
for tax purposes.

Allowance for One-parent Families

16.23 An allowance of £250 for one-parentfamilic.s Wwas introdufzed 1;:
1979. This was justificd by the Minister for Finance in the bu‘ds_g_,elt spegz
on the grounds that one-parent familic;s were descrvmi?r (_)f s.pcc:a cf)1131 -
eration. The allowance was raised to 3[:)()('.) in 1980, to L(p() in 1)‘8.]_ )anTth
to £1,450 in 1982, The allowance for a widowed parent is now £950. This
ensures that all such persons receive, by way of the main personalhallowal.lcs
and the one-parent family allowance, an amount cquivalent to the marne
personal allowance of £2,900.

16.24 We consider that the introduction of this allowance was}?r(ico‘g?—
tion of the special needs of single parents. It al;o strcngthefncd t}; case ’ or
the abolition of the additional allowancg for widowed pcrsons.‘ - ovlveV er,t
we feel that the needs of one-parent families could be more effectively me

through the social welfare code than tlquu_gh the mc?m‘e ltax ;ystelr]r::._
Accordingly, we recommend that the additional tax allowance for o
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parent families be converted into a social security benefit payable to the
parent along the lines set out for the child benefit.

Age Allowance and Age Exemption

16.25 A special age relief for persons aged 65 years or over was first
introduced in 1951. The new allowance was intended to give the equivalent
of earncd income relief to aged persons with small investment incomes.
The minimum age relief was increased to £175 for single and widowed
persons and to £300 for married persons in 1972, This was the first time
that an aged person whose income was solely uncarned income could pay
fess tax than persons with earned income of a similar amount who did not
qualify for age alfowance. The age allowance was substantially changed in
principle with the simplification of income tax in 1974. Prior to that the
total age allowance and carned income relief could not exceed a maximum
of £300, which meant that aged persons with carned income of 2,000 or
over derived no benefit from the allowance. In 1974, the age allowance was
transformed into a straight addition to the personal allowances of aged
persons irrespective of their income level. These additons were £25 for
single and widowed persons and £30 for married persons. This change in
prinaple was introduced solely in the intereses of simplification of the
income tax code. The allowance was increased to £45 and £145 respectively
in 1975, to £80 and £180 1n 1978 and to £100 and £200 in 1982,

16.26  In 1977, in order to ensure that no person aged 65 years or over
whose income consisted entirely of a social welfare pension would be
subject to income tax, exemption thresholds were introduced for these
taxpayers. The thresholds were £1,000 for a single person and £1,800 for
a married man. Marginal relief applied to income slightly above those
figures.” In the budget statement of 1980 the Minister for Finance said:®

“The Government are particularly aware of the difficulties and anxicties
cxpetienced by many old persons in completing their income tax
returns and complying with their tax obligations generally. In many
cases this is out of all proportion to the ultimate liability involved. For
this reason, I propose to raise the age exemption limits to £2,000 and
£4,000 respectively for single and married persons aged 65 years and
over. Special exemption limits of £2,500 and £5,000 will be introduced
for persons aged 75 years and over”.*

As can be detected from the Minister’s statement one of the objectives
behind the granting of the exemption limits was to remove the burden of

“The marginal relicf ceased at incomes above £2 5001,
12dil Debates, 27 February, 19800, Vol. 318, Col. 76.

“The thresholds were increased to £2,300, £4,600, £2 800) and £5,600 respectively in 1981 and to
L2560, £5 (000, £3,000 and £6,0K0 respectively in 1982,

R
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filling in income tax forms for elderly persons with low incomes and
consequently low tax bills.

16.27 We do not consider that there 1s any casc for g1v1vng stc131161;¢3511§t;
such as the age allowance to persons aged 65 years or over rclg‘ar less of
their income. Even with reduced incomes their ability to pay ?X 15 pr bab yt
the same as young persons who have just started to work an aref}n ]rL\ i },}C
of low or modest ncomes. We rccom{_ncnd the abo]mog of t 1}} 1\_, |
allowance. We appreciate the problems ot gldcrly persons \'\}1}1)1 I]'m}, 111 L{
difficulties i filling mcome tax returns. part&c'u.lil}'ly as t_hn“l [J? ‘n\ sn:: (;l\tza
are often quite small. Tt is arguable that tlllcsc (t‘l.lifl;’L]]_}‘llL]’zr(L:lt]‘(!)rlL g\ti\gilcu(gcq
in the case of persons who have recently retired. e we suggest
ltli]l;ltth:h; ::cei;ppt\ion thresholds should _onl} apply ml p‘c\rs’sa()yn’ssigjl: i(i : 3:3::
and over. The exemption threshold might be aboutaverage o s

case of a married couple.

Dependent Relative Allowance

16.28 A person who maintains at bis_o\\:[.] c_\;_pg.ns-c a rclli{t].\?c ot 'hls];:]rh(l)j
his wife. who through old age or mhrmiry s mulpab‘c O 1.];fmf { %
Limself or herself, is entitled to an annual allowance ot _i] 1. “141; LVL.]lJF_'H‘
dant’s iceme must not exceed the masimum amount ol th‘c 5{)(\1,1” W Lh 1i;t
old age non-contributory ansiop. Tq the extent thaF It dons [\’.l{.“a \?:;i( ¢
is reduced pound for pound in line with the eNeess, F\l‘u. 5\?]( a ot Morc__
also granted for a widowed mother \vhc.‘th‘er 11‘1cap.ac1\tatn (])]r 31(: .d fore
over: a person who, through old age or mhmn.ry\ s compe ‘(1( (1» vaphim
on the services of a son or daughter resident \A\-'xth ;md. 111-:nnt(1u\1rzlc‘ ¥ hen
or her is entitled to the alowance subject to the mcome lirmit. ih;_ a{a;‘:() en
relative allowance was £23 in 1922/23. It was m\crcas'cd {toj&.a() uj. to
¢60 in 1956, to £80 in 1974, to ¥951n 1975 an.d to ¢l 1().111 1082, "-!'lul 1111.crf(1sns.
in 1974 and 1975 were in hine with general increases in all personai mcome

rax allowances.
16.29 The Commission on Income Taxation in its Seventh R.cp(irtinéadc
“ 1 number of recommendations regarding the allowance. These mnclude

(1) The allowance should be related to dependency rather than the
subsidiary matter of reJationship.

(ii) The allowance should be the same as the child allowance.

1630 The Government's response to these recommendations \\'as{ con-
” . - . N e . .
tained in the Second White Paper on Direct Taxation.” The recommendation

prl. 6581, 28 March, 1962 (paras 60-63).
"Prl. 7024, April. 1963 (paras 33 and 34),
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to relate the allowance solely to dependency was not accepted because “the
proposed extension would involve considerable administrative difficulty in
establishing dependency and maintenance”. The response to the recom-
mendation that the allowance should be of the same amount as the child
allowance was unfavourable even though couched in cryptic terms:

“The moral and legal obligations of parents towards their children as
compared with other dependants merit recognition in the income tax
svstem. The amount of the dependent relative allowance will, of
course, be considered from time to time in the normal course of budget
reviews' .

1631 The proposals made earlier in relation to income tax child allow-
ances would require their integration with social welifare child allowances,
Similar proposals in relation to the dependent relative allowance would
appear. prima facie, to be warranted. The bencfit of the allowance acerues
at least ininally to the person on whom the relative is dependent.

16,32 The case for the allowance is sometimes justiticd on the grounds
that it encourages persons to maintain relatives who are in need. Thus it is
argued that, say, in the case of the aged, the granting of the dependent
relative allowance actually reduces the burden on the general taxpayer
because as a result of the allowance there is less resort to institutional care
for the old. We reject this argument for two reasons. Firstly, it takes a
somewhat cynical and materialistic view of human relationships. Secondly,
and this is more our concern, it is unlikely that the present allowance of
L110 per year, which is worth only £38.50 in terms of tax saved to a

taxpayer liable at the standard rate, has any more than a negligible effect in
this regard.

16.33  However, against this must be set the fact that the allowance gives
rise to more abuse than any other allowance in the tax code.® This is largely
due to the administrative difficulty in disproving dependency in cases in
which it is claimed to exist. Approximately 140,000 taxpayers or nearly
one taxpayer in five receives the allowance." In the light of these consid-
erations, the best approach would appear to be to remove the allowance
and use the proceeds to increase payments to needy elderly persons directly.
This would have the beneficial effect of giving direct benefit to old persons
with low incomes. Families with whom a dependent relative resides would

benefit from the head of household allowance recommended in paragraph
16.44,

“Evidence of Chairman of Revenue Cominissioners per agreed note of meeting held on 22
December, 1981,

"“Fifty-Sixth Annual Report of the Revenue Commissioners for the year 1978, Prl. 8470 Estimates
from Table 77.
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i * Allowance
]13(}l ;‘f P;isgltsomAe tax allowance of £100 for bl.ind persons was introduced
in 1971, This allowance was increased in line with other allowances to £140
in 1974, to £165 in 1975 and to £330 in 1980. In 1981, the allpwance was
increased to £400 and to £1,000 where both spouses were blind. Further
increases to £500 and £1,200 respectively were granted in 1932,

16.35  Blindness is only one form of disability and the existence ot .the
allowance raises the question of a general incomc: tax al]o_wame tor d1sef—
bility. The matter was considered by the Roval (,91111111551011 on the TM._.
ation of Profits and Income in its Sccond Reportm the following terms:

“our general conclusion is that grave disability ought w© be the S}lbjt.“(‘t
of an allowance. It presents itsclf to us as ;1.per50nal circumstance thf“
sets apart those who suffer from it and directly affcc‘ts thelrwrelat-n-'e
capacity to pay. We do not mean that it affects their carming capacty.
It mav or may not. but so far as it does. the graduated scale of tax will
diminish the burden on diminished earning power. What we arc
thinking of is a range of additional expenses a.ttendaut upen Ih-C mnd.uut
of their normal life, not least upon the maintenance ot thﬁnl":carnmg
capacity, which yet goes unrclieved under the existing code™

The Commniission went on to recommend the introduction of an allowance
of not less than £100.

16.36  Against this it might be argued that it 1s unnecessary Fo allow 'f;)r
personal disability m the income tax system because allowances are I’il:l c
for it by direct assistance under other schemes. As a gcner:.il princip cl, it
would appear preferable to make direct payments to those in need rat 1}er
than provide assistance through the tax system. We recon_uncnd t;?t tlae
blind persons’ allowance be phased out and assistance given under the
Social Welfare Acts or Health Acts as appropriate.

Employed Person Taking Care of an Incapacitated Individual

16.37 In 1969, an allowance was introduced to cover the case in which an
individual (or his/her spouse) is totally incapacitated throughogt the year
of assessment and a person is employed for the purpose of\takmg care of
the incapacitated person. The amount of the allvlowan‘ce was L£100. This was
raised to £140 in 1974 and to £165 in 1975 in line with genera] Increascs in
other allowances. The allowance was increased to £330 in 1980. to ¥500 1n
1981 and to £700 1 1982

16.38 Incapacitated persons who are within the social insurance system

nCmd. 9105, April 1954, para. 202,
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may qualify for disability benefit, invalidity pension or injury and disable-
ment benefits. Persons between the ages of 16 years and 66 years who are
not entitled to social insurance benefits qualify for the disabled persons
maintenance allowance paid by health boards.

16.39 We do not consider that an allowance for incapacitated persons
belongs in the income tax code. In particular, to tie the allowance to the
employment of an individual is outmoded. The most equitable method of
dealing with the additional expenses resulting from incapacity is through
direct expenditure under the health services. We recommend that the
allowance for an employed person taking care of an incapacitated individual
be abolished and replaced, if this is considered necessary, by higher direct
payments under the Social Welfare or Health Acts.

Living Alone Allowance

16,40 We now consider the question of whether a new income tax relief
should be introduced for persons living alone to take account of the fact
that two persons living together can. by sharing expenses. live more cheaply
than two persons living separately.

16,41 Persons who live alone can, wu feel. reasonablv be divided into two
categories: those who do so of their own free will and those who live alone
because they have, in cffect, been left in that condition by circumstances.
Into the first category would usually come younger people. Widows,
widowers, separated persons and older single men and women would come
into the second category, at least in certain cases.

16.42 Tt would be inappropriate, we think, to compensate persons who
live alone from choice by making special provision for them in the income
tax code, just as it would not be appropriate to compensate persons who
choose to devote a relatively high proportion of their consumption expend-
iture to highly taxed items. For persons “forced” to live alone the case is
not that clear-cut. In general, we believe that the increased expenses which
arise from living alone bear most heavily on those at the lower end of the
income scale. Taking into account the difficulty in establishing criteria to
confine a living alone allowance to the persons whom we think should
benefit from it, we do not recommend the introduction of such an allow-
ance. The social welfare code already covers many of the cases of special
need which we have in mind through the payment of additional allowances

to pensioners living alone.
Head of Household Allowance

16.43  The introduction of a head of household allowance which would
apply to persons who have care of dependent adults other than spouses
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must be considered. We discussed the administrative implications of intro-
ducing such an allowance with the Revenue (':orpmlsswnf-:rs. They foresaw
no difficulty in operating an allowance of this kind, provided strict criteria
for qualification could be established.

16.44 We recommend the introduction of an allowance of an amount
equivalent to the difference between the s.mgle.and ma.\rned al_loyvance in
cases in which an adult dependent relative 1s resident with th§ claimant. In
cases in which the allowance is claimed. the Adepcndcnr relative shguld be
regarded as a member of the family \\-'1_t11 which he resides and his mcome
should be aggregated with that famuly for tax purposes.

Exemption Limits

1645 Exemption limits of general application were rc:mtmduced Into the
mcome tax code in 1980, These were set at 1,700 for single ;u.)d widowed
persons and £3,400 for married persons. These linuits were 111\c‘reascd to
¢2.000 and £4.000 respectively in 1981, Further mcreascs to !-.2.2[)0 a.nd
4,400 were granted in 1982, We received a number of submissions \\'lncha
proposed that these limits be increased or extended to take account of
family responsibilities.

16.46  Exemption limits causc some administrave difficulty in the Oper-
ation of PAYE since they cannot readily be implemented until the taxpayer's
income is known, which must be after the end of the year of assessment.
Prior to this an attempt is made to 1dentify the taxpayers involved. Con-
scquently a significant number of adjustments are required at the end‘of the
year. Exemption limits also require the‘ provision qf mAargmal relief _for
persons with incomes slightly i excess of the exemption limits. Depending
on the size of the exemption limits in relation to the level Of. pcrfona]
allowances. this can result in high marginal rates of tax on signmficant
numbers of taxpayers with below average incomes. For example, over
50,000 low income taxpayers had a marginal tax rate of 60 per cent in
1981/82. We belicve that this is undesirable.

16.47 We also believe that general exemption limits are miscon.ccived n
principle, since to help the poor effectively it is unnecessary to re.hevc them
from taxation but rather to ensure that they have an adequate income by
means of social welfare payments. We do not recommend that gencral
exemption limits remain as a permanent feature of the income tax code.

Tax Credits

16.48 Under the present lrish income tax system, all allowances for
dependency or other obligations are given in the form of deductions from
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income. We received a number of submissions which proposed that allow-
ances be given in the form of credits or direct social welfare payments.

16.49  Tax credits may be refundable or non-refundable. When they are
refundable, low mmcome earners who have unused credits receive a cash
grant from the State equal to the unused amount. It is readily apparent how

such a system might be part of an integrated approach to income
maintenance.

16,500 The attractions of such an mtegrated approach’> are simphiciry.
avoidance of high implicit marginal rates of tax on income-related social
transfers (thereby helping to overcome the so-called “poverty-traps™ prob-
lem) and sharper definition of the scope of welfare schemes. While the
retundable tax credit system could be operated through PAYE, che fact
that a relanively high proportion of the population in Ireland 15 seli-
emploved rases some ditticultics i the wav of introducing it here.

16,31 We are concerned m the first place with whether or not tax allow-
ances should be converted into non-refundable credits i the interest of
equity, etficiency and simplicity. The introduction of refundable tax credits
1s considered in Chaprer 23.

Advantages and Disadvantages of Tax Credits under a Progressive
Tax System

16.52  The difference between tax credits and allowances is simple. A tax
credit involves a reduction in taxes of a given amount, while an allowance
grants a reduction in taxable income. The latter results in a tax reduction
that increases with income, if tax i1s charged at progressive rates. Because
an allowance excludes from tax the last pounds of income received by a
taxpayer, the value of an allowance to a taxpayer depends on the marginal
rate of tax paid by that taxpayer. This is clear from the fact that an increasc
in the married allowance of £100 results in a tax reduction of £60 to the
taxpayers at the top of the scale and £25 to taxpayers whose marginal rate
is the reduced rate.

16.53  On the other hand, a tax credit, effectively exempts a given amount
of the first pounds of a taxpayer’s income. It is of equal value to all
taxpayers., An incrcase in a tax credit of £25 saves all taxpayers £25, except
those who are at the very bottom of the scale and are exempted from tax
as a result of the ncrease.

16.54  Therefore, a tax credir affects all taxpayers equally while an allow-

SNegative Income Tax, QECD, 1974,
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ance increases in value as income increases. In other words, the revenuc
loss resulting from the use of allowances is higher than from the use of
credits, where credits and allowances achieve the same result for low
income families.”* However, adjustments to the scale of rates can be made
to produce identical liabilities for sing.le taxpayers where §ingle persons are
given either an allowance or a credit. Provided there is a scparate rate
structure for married persons or any other category, this can also be adjl_lsted
to produce identical liabilities under credit and allowance systems, .lefcr—
ences arise where a particular category of taxpayer does not have its own
ratc $tructure.

16.55 On this basis, there is a clear case for converting all allowances
than the married and single persons allowance into credits. Ho'wcve.r, we
also believe that the married and single allowances should be given in the
form of credits for three main reasons. Firstly, it would mean a complete
change to credits. This would simplify the operation of PAYE compared
to 2 system in which there were both allowances and credits. Secondly, a
credit system is easier for the taxpaver to understand in so far as the rate
structure is defined in terms of total income or expenditure rather than
taxable income under an allowance system. This enables a taxpayer to
identify his marginal rate of tax more ca§11y. Thlr('iiy.._ under a crcdlt‘systcm
it 1s much easier to give equal absolute increases m meome to all single or
married taxpayers. While this can be achigved under an allowance system,
it is more complicated in that rate band adjustments are necessary.

16.56 A possible disadvantage of a change from tax allowances to tax
credits would be that it would inevitably draw attention to the very low
value of some existing tax reliefs. For example, the present dependent
relative allowance is worth only £38.50 per year or 74 pence per week to an
individual liable at the standard rate of tax. This could lead to pressurc to
increase these reliefs. We do not believe that this is a disadvantage. If reliets
are justified in principle, they should be set at levels which reflect existing
money values. If they are not justified, they should be removed.

16.57 We recommend that all tax reliefs which remain in the direct tax
code after our recommendations in paragraphs 16.5 to 16.47 have been
acted upon should be given in the form of tax credits.

Amounts of Tax Credits

16.58 We now have to consider the appropriate level of tax credits tort:n
purposes. To reach a conclusion on this matter requires comng to a view

"The greater efficiency with which credits assist low income tfaxpayers was the factor \f\‘hlL‘h‘
influcnced the Carter Commission to propose the intreduction ot credits with the objective ot

reducing the tax burden on low wcome familics. Report of the Royal Contmission op Tuxation Vol.
3 pp 180-181.
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on the purpose of personal allowances or tax credits. Generally speaking,
there are two views about the purpose of personal tax allowances." The
traditional view regards them as representing some notion of minimum
income which should not be taxed. The second approach regards personal
tax allowances solely as a part of the progressive structure of the tax system
to ensure that there is horizontal equity between persons with the same
income but different dependency and other obligations. Those who adopt
the second approach believe that the most efficient method of dealing with
the problem of Tow incomes 15 by means of direct pavments from the
Exchequer.

16.539  The traditional view of personal allowances dates from a period in
which poverty was thought of primarily in sbsolute terms rather than in
terms of relative deprivation. In addition, the amount of revenue required
to be raised in taxation in general. and direct taxation in particular, was
such that there was no difficulty in relieving persons on low incomes from
liability. If personal allowances are fixed at a minimum income level, which
is considerably higher than the existing level, a steep increase in the marginal
rates of tax applying to those on average ince mes and above would be
necessary, if the tax vield were to be maintained,

16,60 We believe thar the most effective and efficient method of helping
the poor is not to exempt thamn from taxation, but to ensure by means of
income maintenance payments that they have an adequate income. This is
the approach which has to be adopted in the case of indirect raxation and
we belteve that it is appropriate for direct taxation also. The income tax
system cannot be used to help people who have no income—those who
need help most. The sole purpose of tax credits should be to achieve
horizontal equity between persons with the same income but different
dependency and other obligations. In principle, therefore, the credit for
single persons could be set at any level and the level of all other credits

fixed to ensure that the relative tax payable by other categories is satisfactory
in relation to single people.

Equivalence Scales

16.61  Inits submission to the Commission, The Society of St. Vincent de
Paul stated that

“the value of the various personal allowances (and of dependents’
allowances in the social welfare system) indicates that they are set
without reference to any objective assessment of need. The Society
therefore recommends that regudar full examination of the cost of basic
expenses of houscholds of different composition should be undertaken.

“See Appendix 13,




The findings should form the basis of equivalence scales for usc
setting tax allowances or credits. The cquivalence scales should be
published annually”.

16.62 Households and families differ in size and composition. Equivalence
scales, which have been proposed as a means of converting houschold and
family incomes to a common basis, are essentially ratios of incomes required
by different houschold and family types to achieve a similar standard of
living—taking into account the ceonomics possible in the larger households
from sharing of tacilities, including heating and lighting and purchases in
bulk. The related concept of equivalent income is detined as a household's
setual mcome divided by its equivalence scale. A married couple with no
children may be taken as the standard houschold with scale 1. a single
person might be given a seale of 0.6 and a couple with two children 1.5.7
These values imply that a married couple with an income of Y100 per week
are as well off as a sigle person with w6 or a couple with twe c¢hildren
with £150 a week.

16.63  Lquivalence scales may be cstimated from expenditure data or based
on scales implicit in social welfare or taxation codes. There are problems
about the accuracy of expenditure data on particular items like alcohol and
tobacco. Moreoyer. it is difficult to select a eriterion for determining when
two houscholds ot a different composision {e.g. a couple with two children
and a couple without children) have the same standard of living. For
families having the same composition, ¢.g. married couples without chil-
dren. it is reasonable to suggest that those with higher incomes have a
higher standard of living but there is no such unequivocal and indisputable
criterion generally available when the famulies differ in their composition.
Thus, equivalence scales and comparisons of living standards result from
judgements which may be arbitrary and on which opinions differ. Judge-
ments which are plausible when applied to a low standard of living can
become clearly implausible when apphed to low and high standards alike.
Generally speaking. the less obviously plausible the criteria, e.g. that
families at all income levels have the same standard of living if they spend
the same proportion of their income on food, the casier the computation
and vice versa. Tt is also difficult to assign a definite meaning to standard of

"These ratios have been abstracted fram Appendix E to Report No. 6. Lower Incomes. Royal
Commission on the Distribution of fncome and Wealth, May 1978, Cmnd. 7175, Thus, these figures
relate to the United Kingdom. The Appendix cites Lo 1. MeClements” Lgnivalence Seales for
Children, 1973, an unpublished Department of Heaith and Socal Security paper as one of its
cources. On this work E. Fitzgerald in NUES C. Report No. 47 Afternative Strategtes for Fantily
Drcome Support makes the following commentat page 03:

“lt was felt that rounding the cgwvalence values found by McClements would give a
reasonable approximation to the results which might be obrained by the theoretically more
desirable approach ot deriving first equivalence scales based on Irish houschold spending
parterns, and then applying these™.
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living when applied to a family. Part of the difficulty is avoided if goods
sup_pll_cd ona non-market basis, e.g. housing subsidics, are excluded. Even
so it is difficult to assess the collective standard of living of a family.

Appendlx 14 compares equivalence ratios applied or proposed in various
countries.

16.64  We consider that, in principle, tax credits should be set by reference
to cquivalence scales. We recommend that work should be undertaken o
L‘st.‘lhrllfih appropriate cquivalence scales tor Treland. which would ar least
pr(.n'ld(‘ ;mrappm.\imatc guide tor the legislature v determining the appro-
priate relative ammounts of tax credits. .

Tax and Social Welfare

16.65 | Our proposals put the responsibility for income maintenance firmly
o1 t}}c inconie mamtenance schemes operated by the Department of Social
Weltare. Tollowing the development and cxp;n‘lsion ot social \\'cl-f;lr\c \\:'c
se0 a mn_ch reduced role tor the direet tax svstem in this arca than has i)ccn
the Case the past, Tax rehiet, in our view. s a most inetticient mctl.md ot
helping the poor. It has not been part of our task to come o a view on
whether the income mamtenance svstem can adequately meet this challenge
or d(-)cs so at present. However, since this is its prime fanetion. we h('}i(‘:(‘
that it should be capable of domg so. A

Recommendations
16.66  We make the tollowing recommendations:

1. In the year of marriage, both spouses should be taxed as single
persons. However, they should have the right to opt to be taxed
jomtly i the vear ot marriage. In such a case, any repayment duc
should be reduced 1 the proportion that the period of marriage in
the vear bears 1o the full vear. i

19

Widowed persons with no dependent children should be charged
to tax as if they were unmarried. L

Op.the death of a spouse. a death grant should be payable to
mitigate any hardship which arises. ‘

4. ln.comc tax reliefs for children should be abolished and integraced
with social welfare children’s allowances to be made pavahblc n
respect of all children up to the age of 16 years or up to 21 years
where the ¢hild s undergoing full-time education, A Supp]u’ncrh
tary payvment should be made in respect of incapacitated children
I'hese benetits should not be subject to tax.

5. The additional allowance for one-parent families should be con-
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| l‘ verted into a social security benefit payable in association with

o child benefit;
I‘ 6. Age allowance should be abolished.

7. Age exemption limits for persons aged 75 years or over should be

5 ; retained. For married couples the exemption threshold might be }

b set at about average earnings. 4

| e | CHAPTER 17

9 8. The dependent relanve allowance sliould be abolished. i

1 ) ) o

E 9. The blind persons’ allowance should be integrated with direct i THE INCOME TAX RATE STRUCTURE

{' payments made under the Social Weltare or Health Acts. -

: ance for an ¢ -ed person taking care of an incapa- k= )

?_‘ 10, The Jllg\\ ance for an emploved pers iy 3 c p ' : Introduction

if citated individual sbould be abolished and replaced, 1f necessary, )

by direct payments. b 17.1 In this chapter we conclude that there should not be a reduced rate

H ’ ) _ ‘ . , of income tax. We recommend in Chapter 18 that the higher rates of

i1 A head of household credit should be introduced 1n cases in which N ) nmend P! i g
: A . . e cred; g income tax be replaced by a direct expenditure tax. Taken together, these

: a dependent adult relative 1s resident with the claimant. The credit I _ _ : e _ _ _
: s o . , proposals make it possible for income tax to be levied at a single rate. This
: should be equal to the difference between the credit for single and

has verv great advantages. It enables the tax basc to be expanded. Taxation

: can then be neutral between income gains and capital gams and between
retained and distributed profits of companies. This allows enormous sim-
- plification of the taxation system and reduces the scope for tax avoidance.

martried persons. In cases i which the credit 1s claimed, the

dependent should be regarded as a member of the tax unit with
- which he resides and his income should be aggregated with thag
nilt for tax purposcs.

Exemption limits of general application tor income tax purposes,

g in excess of those which result from the granting of allowances or

: credits, should not remain as a permanent part of the income tax

code. ! 17.2  The 1982/83 personal income tax rate structure m Ireland has a
3 number of basic features:

The Existing Rate Structure

13. All tax reliefs which remain in the direct tax system after all our
proposals in paragraphs 16.5 to 16.47 have been acted upon should

be given in the form of tax credits (i) The scale is progressive with increasing marginal rates levied on
e given :

successive slices of taxable income, from 25 per cent on the initial
£1,000 of taxable income to 60 per cent on taxable income in excess
of £8.000. In the case of married persons jointly assessed these
taxable income figures are doubled.

14. The sole purpose of tax credits should be to achieve horizontal
equity between persons in different circumstances. They should C
not be regarded as a means of cxempting a particular minimum .
level of income from taxation. E ] (i) The progression is achieved by charging tax on slices of income

15. Work should be undertaken to establish appropriate equivalence — five in all — which are subject to progressively higher marginal
scales for Ireland, in order to provide an approximate guide for ‘ 4 rates.
the legislature in determining the appropriate relative amounts of 4 (iii) Progression is also achieved by using personal allowances and
tax credats. 3 E exemption limits which effectively exempt from income tax the

first slice of income. Where income slightly exceeds the exemption
limit, marginal relief ensures that tax payable is limited to 60 per
cent of the excess of income over the exemption limit.

(iv) The nominal progression is effectively reduced by a large number
of allowances and reliefs and the exclusion from the tax base of
certain itemms of income.
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The Reduced Rate

173 Rates of income tax which are lower than the standard rate (at present
35 per cent) are known as reduced rates. Reduced rates were a feature of the
income tax system until 1960, when they were abolished to facilitate the
introduction of PAYE. A reduced rate of 23.33 per cent on the first £100
of taxable income was reintroduced in 1970 but was removed in the
following vear. A reduced rate of income tax was reintroduced 1 1974 to
compensate for the abolition of carned incomec relief.

17.4 The process of graduating the income tax rate structure at the bottom
of the scale was taken a step further in 1977 when an initial rate ot 20 per
cent was imposed on the first Y300 of taxable income and a reduced rate of
25 per cent charged on the next &1 000 of taxable income. This was part of
a general restructuring of income tax rates. In changing the rate structure
in 1977, the Minister for Finance stated in his budget specch that the

“introduction of a new band at 20 per cent will be of considerable
benefit to the lower-income taxpayer.

The initial rate of 20 per cent was abolished in 1979 and now there 1s only
one reduced rate of 25 per cent which is charged on the first £1.000 of
taxable income {(£2,000 for married couples jointly assessed).

17.5 There are clear administrative advantages to be obtained from reduc-
ing the number of different rates of tax and by having a single rate for the
vast majority of taxpayers. In these circumstances, deduction of tax at
source works more effectively in that there is a higher probability that the
amounts withheld from income will be correct and end-of-year adjustments
will not be needed. The provision of two additional PAYE tables which
are necessary to cope with the reduced rate also make the system that much
more complicated for employers to operatc. Therefore, there are adminis-
trative arguments for removing the reduced rate but these would be
-nsufficient if there were strong economic and social arguments for retaining

1t.

17.6  Our proposals involve a significant extension of the income tax base.
Other things being equal, this implies a reduction in the existing standard
rate of income tax. We now consider whether a lower rate of, for example,
15 per cent or 20 per cent should be applied to the first band of taxable
income. Two main arguments are normally advanced to justify the charging
of a reduced rate of income tax. Firstly, it is said that a reduced rate band
gives particular benefit to the lower paid. Secondly, to charge tax at the

-

'Budget speech 26 January, 1977.
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standard rate on low incomes would damage incentives to work. Neither
of these arguments stands up well to examination.

Benefit to the Lower Paid

17.7 It may appear obvious that a reduced rate of tax benefits the lower
pald. However, this 1s not so. The introduction of a reduced rate has a cost
in terms of revenue foregone. To examine the distributional implications
we must consider alternative uses for this revenue. We have been informcd
by the Revenue Commissioners that the aboliion of the reduced rate tor
1981/82 would have enabled the single allowance to be mcereased by £275
and the married allowance by £330, The net effect of these changes woul;’i
have been to increase the take-home pav for single persons with income
berween Y2200 and £2,600 and for married persons with income between
V4400 and ¥5.200. Persons with incomes above these levels would have
lost slightlv, Theretore, the abohicion of the reduced rate could make the
INCOME tax system more progressive by shifting part of the burden from
the lower paid to the higher paid.

Disincentive Effects

17.8  The second reason advanced for having a reduced rate is the concern
about the disimcentive eftects which high marginal rates ot tax have for
lower paid employees. Marginal tax rates are the rates payable on additional
income. Tq see how the existing reduced rate of tax affects lower paid
employees it 1s necessary to examuine the effective marginal rates of tax
which are in torce. The marginal rates in the case of employees who qualify
for basic personal allowances only (at 1981/82 rates oftax)' are as shown in

Table 22.

TABLE 22

Marginal Rates of Income Tax 1981/82

Single Persons Married Persons
‘ Marginal Rate*
Slice of Income of Tax Shce of Income Marginal Rate*
of Tax

£ £ %Yo £ £ %
0, — 2000 0 0
2,001 - 2,203 60 4001 — jﬁggg 68
2,204 — 2716 25 4,839 -- 13,000 35
2,718 7.215 3b 13,83 17,830 45
7216 — 9215 45 17,831 21,830 hb
3,216 11,215 bh 21,831 and over 60
11,216 and over 80

*In the case of employees liable for the ordinary rate of i i
pay-related social insurance contri-
bution an additionat 4. 75 per cent was levied on mcome up to £8,500 "
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17.9 The Revenue Commissioners have informed us that the estimated
number of taxpayers at the different marginal rates for 1981/82 were as

shown in Table 23.

TABLE 23

Number of Taxpayers at Different Marginal Rates of income Tax 1981/82

Marginal Rates of Tax Number of Taxpayers Percentage of Taxpayers
\

%% 000’s Yo

50 (bottom of scalel U] 6.6
25 38.2 4.9
35 563.5 712
45 788 10.1
55 31.0 4.0
60 {top of scalel 24.8 32
777.8 100.0

17.10  There are no data on the employment status of taxpayers who have
2 marginal rate of tax equivalent to the existing reduced rate of 25 per cent.
Some of them are clearly individuals in full-time jobs who worked for only
part of the year, such as school-leavers in their first jobs or persons who
died or emigrated during the year. The only information available shows
that about 34 per cent are single, 15 per cent are widowed and 51 per cent

ate married.

17.11  We conclude that since the level of earnings to which a reduced rate
applies is relatively low, the majority of individuals whose marginal rate is
2 reduced rate are either young single people, retired persons, widowed
persons or persons in part-time employment. We believe that if there is a
problem with regard to work incentives in Ireland it applies higher up the
income scale where moonlighting is more common. We consider that there
may be some disincentive effect when persons move from a reduced rate
to a standard rate. This arises not from the level of taxation, but the
perceived increase of taxation of marginal earnings. On this basis, we
conclude that the case on incentive grounds for a reduced rate of tax at the

bottom of the income scale is weak.

Higher Rates of Tax

17.12 In Chapter 18 we conclude that the higher rates of income tax
should be replaced by a direct expenditure tax which will give the tax and
public expenditure systems the desired degree of progressivity at the higher
end of the scale of income and wealth.
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Conclusion

1_7.13 We conclude that the objective should be to levy income tax at

single rate. This would enable major improvements to be made to the Iri ?1
tax system. We envisage that this rate would be levied on a much . 1215

base than at present. Progress towards a comprehensive tax base wh"whe'r
implied in the notion of redistribution and which is at the heart of thelcc .
for progression in tax rates, has been frustrated by a tendency to avoid ?}:e
problcms caused by the impact of progression on irregular receipts b(f
excluding such receipts from the tax charge altogetherk We beli P“h y
much more atiention needs to be paid to what is to be rcd.is.tributed i;ﬁ e
of the rcstricjtcd base on which income tax is levied in Ircland th;s iecause
tax system is clearly inadequate as an instrument of rcdistr;butionmll:ne
ef<a111pl§, actual income in income tax assessments made by the Rn. m‘
Commissioners in 1978/79 amounted to 49.9 per cent of pc);sonal jCVCHU‘f
f()r 1978 as glmwn n the National Accounts. This suggests that, at lr"f'o‘me
INCOMCE tax 15 a tax on earnings rather than an insttument for re;iistfibljtt'ml
resources effectively. Our proposals require that redistribution be: achi lfi
by means of the direct expenditure tax and the capital taxes whi }e\ L‘

rccommend in later chapters of this report. ST e

Recommendations
17.14  We make the following recommendations:

1. There should not be a reduced rate of income tax.

2. The objective should be to charge income tax at a single rate {subject

to our conclusion in Chapter 18 i i
_ b on the introduction of a dire
expenditure tax). of » diree




CHAPTER 18
DIRECT EXPENDITURE TAX

Introduction .
SSivity |1 ax ublic
181 Equity requires some degree of progressivity in the taa\bm ,fE:tS he
ex- enditure systems. This means that when all State taxes an te%u tsare
‘ 23 T B T 1
pa?d and received the betser-off should be somc.\&hat \xir.‘;—lﬁ:}o : it{,m e
] “1IO11S s ity improved. The sys
iti e -r sections of the community 10 te
osition of the poorer sec ! : : stem of
Sircct raxation must be capable of achieving a measure of progre'sd. ﬁow
is ¢ Towe sider ;
the higher ranges of income and wealth. In this chapter we consi
this should be achieved.

1 a - - . [ oy
18,2 We have recommended that income tax b? charnghat.a 511_18%1@15;.1:
on.:)rdinary income, realised capital gains and gifts aéld n Lr](.i[a(]ilt TEC his

anded.
It enables the tax base to be expand
has very great advantages. . _ 0 be expanced T o
1 between income gains and capital gans, U
system is then neutral betwee : ‘ ; thereby
a?lowing significant simplification and reducing the scopatf(()irl;:;);fnesses e,
1 orate
i corporated and unincorpor: :
It is neutral also between 1ncor sses anc
between the retained and distributed proﬂlts of gorilpantl)es.a?cil;%llawd e
1 te would enable capital to be _
tax at a relatively low rate w tated by
individuals out of earnings for investment purpcl)zlesiﬂ. W}}llen_set ;;giominauy
1 i ing
1 hat the price to be paid for hav 1ina

advantages, it is clear t rice . mina
progressgive income tax schedule is high, without such a system a g
very much in the way of redistribution.

18.3 The main disadvantage with ch‘iargingt1'nctcl)jr:tea;a:y:Eez;nsn‘l%icbr:ltizsz
2t removes the major progressive clement i - :

:;lkllzt letm acceptable degree of progressivity can Ee brol;Jagsl;taligt;)e;il(:Viti)g;
system partly by tax credits, partly by extending the t::ox oand emovie
tax reliefs and reducing the scope for tax avpldance ut, ”\lv E remmm,md
means of a sur-tax on expenditure. In these circumstances, o
the introduction of a direct expenditure tax at progressive rate:

individuals with relatively high expenditure.

Definition

l . 4 Fat T T b 10

8 d] <C C‘(pelldltute tax 15 a tax 16V1Ld on pf.] 501131 COl]SUl]]pt n
d. ]t 1S 1mpo tallt o dlst nguis bet ¢en a dlIﬁC cXpe (i tur tax

Spei'l n)g s p r 1 g h W t p 14l ¢
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and indirect taxes on expenditure such as value-added tax or excise duties.
The principal distinction between these two forms of taxation is that with
a direct expenditure tax it is the aggregate amount of expenditure during
the accounting period which determines the liability, whereas with indirect
taxes the tax payable on a particular item is unaffected by an individual’s
personal circamstances or the amount of his expenditure on other items.
Our brief discussions of indirect taxation in Chapter 4 indicated that this

form of taxation cannot be used, with any certainty, to increase the
progressivity of the system.

18.5  Liabihty to a direct expenditurce tax would differ from a tax charged
on income 1 so far as savings would be cttectuvely exempt from the tax
and consumption financed by borrowing or out of realisation of capital

would be charged.

Background

18.6, "The idea that the taxation of individuals should be based on con-
sumption and not on income is not new. Over three hundred years ago,
Hobbes' argued the case in equity for taxing people m accordance with
what they consume rather than what they earn. It was restated on rather
different grounds in the middle of the nineteenth century by John Stuare
Mill,* who also argued the case before the Select Committee on Income
and Property Tax of 1861. Mill’s advocacy was taken up by a number of
distinguished economists like Marshall and Pigou in the United Kingdom
and Irving Fisher in the United States.

18.7  Discussion of a direct expenditure tax resumed in the 1950s. Professor
(now Lord) Kaldor, a member of the Royal Commission on the Taxation
of Profits and Income, circulated a memorandum arguing the case for such
a tax. The then Chancellor of the Exchequer ruled that the subject fell
outside the Royal Commission’s terms of reference. After the Royal Com-
mission had reported, Professor Kaldor incorporated his ideas into a book®
which was published in 1955. Kaldor went beyond the theoretical argu-
ments in favour of a direct expenditure tax and sought to consider how far
such a tax could in fact operate currently in the United Kingdom. His main
proposal was that sur-tax should be replaced by a tax on expenditure.

18.8  More recently the introduction of a direct expenditure tax has been
given an impetus by the proposals for a cash flow consumption based tax

put forward by the Department of the Treasury in the United States* and

'T. Habhbes, Leviathan, Chaprer 3.
°J.S. Mill, Principles of Political Econamy.
'N. Kaldor, An Expendire Tax, 1935

*Biueprints for Basic Tax Reform, Department of the Treasury, January, 1977,
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by the Report of the Mcade Committee® in the United Kingdom. T.he
Swedish Commission on Taxation” made a detailed study of a progressive
expenditure tax as an alternative to income tax apd re;ommended c_o}nllve;(-)
sion of the progressive income tax into a proportional income tax wit az !
per cent rate and the introduction of a sur-tax on expenditure in excess ©

30,000 kroners.

Sur-Tax versus Progressive Income Tax Expenditure

18,9 We now consider the relative ments ot pmgrcssi\'c in;omc tuk And_
1 sur-tax on expenditure as a means of prm'idn}g the essential clcmcn_t ot
redistribution at the higher end of the scale of meonie and \\'c;{lth . Th.c
cocial welfare system would then provide the _dcslrcd clcmcm of redistri-
bution at the bottom end of the scale and the direct expenditure tax would
cnsure that the tax and public expenditure systems had ;lw dﬁcmrcd dcgrcc
of progressiviry at the top end ot thg* smh‘.l Tl_w madcqu;u‘}ci ot a‘pl ngrcssf‘\;
anpual wealth tax as a mechanism tor achieving progressivity are dealt with
in Chapter 33.

Equity

18.10  Throughout this report we identify certam dctfct.ts i the base tor
direct tax as we sce them. These are so extensive that it 1s true to say that
there is only a partial direct tax on ncome in lﬁl:m_d at present. The present
direct tax base can be extended but if progressive d.lrL‘Ct tax rates are retained
it is impossible to extend the tax base fully and still mamntain an gcccptable
degree of progression in the rate structure. Thl_s 1% partlcular]y important
in three areas. These are (i) capital gains reahscd n .thc long term, (i1)
income accruing to companies and (iii) gifts and mhc'l.fltances. Since tbese
three clements of our concept of income do notaccrue in cqual proportions
to all individuals and families, their exclusion frt?m the tax base or their
taxation at favourable rates has important implications for the equity of the
tax system.

18.11 It has been argued” that a direct expenditure tax is a more th‘cctlvc
pserument than an income tax with which to achieve progression n r:he
tax svstem. High nominal rates of income tax havc‘not achicved effective
redistribution of income in the United Kingdom. Thev ha\:c workg_d as
itended on income from emplovment. less .eff'ccti\'c.]‘y on income trom
self-employment and hardly at alf on returns trom capital. The reaction to.
this failure to achicve redistobution hax been to mcrease the nominal rates

R —
SPhe Strncmre and Retoror of Direa Faxarion, Tustiture of Fiscal Sludws_. ]i) b e 19
“Syen — Olot Lodin, Progressiee Lxpendinre Tax — an alternaiivc? A Report ot the 2
Go‘\‘cmmcnt Commission on Taxation, Liber Férlag, Sm.cklml-m. 1474, 1 ‘ -
A Kavand M A, King. The Britishe Tax Sysion, Oxtord Umversiny Pross, 1980 p 240
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of income tax. This has had adverse cfficiency effects, encouraged tax
avoidance and evasion and has not achieved equity because the tax base
remained inadequate.

18.12  The most important distinction between a direct expenditure tax
and an income tax 1s that in the case of the former there is a charge on
dissavings. One of the mam arguments for a wealth tax which we consider
in Chapter 33 1s that wealth confers on its holders the opportunity to
constme more than theirr meome. To the extent that this opportunicy s
exercised, it will be charged ro expenditure tax which may achieve some of
the equity objectives sought by the proponents of wealth tax without the
adverse cconomic effects on wealth creation and investment. Tax lability

is also related directly to consumption which 1s equal to a person’s standard
ot living.

18.13 A direct expenditure tax 1s considerably more difticult to avoid than
an mcome tax since no distincuon 1s necessary between receipts which
accrue 1n different torms. The loss of tax owing to avoidance should,
therefore. be considerably Tess. Under an income tax svstem. large discrep-
ancics may exist between income charged to tax and living standards, since
there 1s greater scope artificiallv to reduce income rather than expenditure
without reducing living standards.

Efficiency

18.14 The charging of ordinary income, realised capital gains and gitts
and inheritances at a single ratc has important implications for efficiency.
At prescnt, the returns to different forms of activity are distorted by the
different rates of taxation applying to various forms of income. Typically,
income in the form of earnings pays tax at the highest rates, i.e. up to 60
per cent, while income in the form of realised capital gains has up to now
attracted tax at a maximum rate of 30 per cent. It is not surprising that
turning income into a form in which it is regarded as a capital gain has been
the lynch-pin of many tax avoidance schemes. Following the changes
proposed in the 1982 budget, there may be less of an incentive to turn
capital gains into income gains.

18.13 We show in Part 1IB of this report the difficulties which arise m
taxing income which accrues to companies on a satisfactory basis when
income tax is charged at progressive rates. If a single rate of tax were
applied to all forms of income, 1t would be possible to avoid all the
distortions and many of the avoidance schemes which arise from the use of

companies to obtain more favourable tax treatment for company income
than that accorded 1o income in other forms.

18.16  As we noted in Chapter 11, the present income tax system treats
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savings in different forms in different ways. While the tax system could be
moved closer to neutrality between different forms of saviugs with a
progressive income tax, if income tax at a single rate is supplemented with
a progressive tax on expenditure this process can be taken further, leading
to greater gains in efticiency.

Simplicity

18.17 The replacement of the higher rates ot income tax with a progressive
tax on expenditure would allow a number of important simplifications to
be made in the income tax system. When income tax is charged at a single
rate, it is much easicer to deal with withholding of tax from subsidiary
sources of income such as second jobs or investment income. For example,
at present, distributions from companies carry a tax credit at the normal
rate of 30/70 ths of the net distribution. This is equivalent to tax at the rate
of 30 per cent on the gross amount of the distribution and the tax credit.
Since this rate of 30 per cent does not correspond with any marginal rate ot
icome tax. this means that there must be an adjustment of Hability i every
case in which such income arises. The charging ot mcome ata single rate
of tax would allow an expansion of withholding tax at source. We see this
as an important anti-cvasion measure.

18.18 In addition, under our proposals, the rate of corporation tax would
be the same as the rate of tax on income. This would mean that the general
system would be completely neutral between retained and distributed
profits. As a result, there would be no need for special anti-avoidance
legislation for close companies.

Conclusion

18.19  We believe that the improvements in the mcome tax system which
the introduction of a direct expenditure tax would permit are so significant
that the introduction of such a tax is desirable in principle. On this basis,
we now consider the difficulties which need to be overcome before this can
be done.

Information Needed to Administer a Direct Expenditure Tax

18.20 Farly advocates of a direct expenditurc tax thought that the principle
could only be given effect by a direct assessment of personal consumption.
This was thought to be wholly impracticable owing to the difficulty of
compelling taxpayers to keep accurate records of their personal expenditure
and of checking their returns. This was the method used to assess the
amount of tax payable in India and was one of the man reasons for the
failure of the experiment in that country.
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18.21 Fisher® was the first to show that comprehensive records of personal
expenditure are unnecessary for the administration of the tax. Fisher’s idea
was that since what a man spends is nothing else but the difference between
what he had available for spending and what he is left with, personal
consumption can be computed for tax purposes by taking his income,
adding monies received from the sale of capital assets, depletion of bank
balances, etc. (i.e. dissavings) and deducting sums spent on the purchase of
capital assets and on “‘non-chargeable” expenditure (i.e. savings).

18.22  This method of assessment may best be understood by examining
what an assessment tor these purposes mught look like. Broadly, the
asscssment form could be as set out i Table 24,

TABLE 24

Assessment Form for Comprehensive Direct Expenditure Tax

£
1. Add ‘
Personal income
Wages and salanes 20,000
Dividends 1,000
Interest ‘500
Rent 1,500
Net Profits {Losses) Nil
Rovyalties Nil
24,000
2. Capital receipts
Realisation of capital assets 2,000
Arount borrowed 5.000
Receipt of repayment cf past loans 1.000
Reducticn in money balances Nil
8.000
3. Windfalls
Inheritances Nil
Gifts received 2,000 2,000
Total chargeable items -
34,000
4. Deduct
Non-consumption outgoings
Acquisition of assets 10,000
Amount lent Nil
Capital repayment of past borrowings 1,000
increase in money balances 1,006
Gifts made Nil
12,000
5. Chargeable balance
{Representing Expenditure on consumption) 22,000

- “ . o .
Irving Fisher, “Income in Theory and Income Taxation in Practice” Econometrica, January, 1937.
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18.23 Table 24 gives no morc than a general idea of Fhe method of
calculation. However, the principles are clear. All receipts shou%d be
included in items 1, 2 or 3 and item 4 should include all tl}osc expendltures
which it is desired to treat as not being taxable consumption expenditures.

18.24 Table 24 shows that the tax return required for a direct expenditure
tax would be more detailed than the present income tax return. Only thoseﬂ
details under item 1 would definitely be included in the present return of
income. The first categories under items 2 and 4 would generally also be
included, if the assets disposed of or acquired are chargeable assets for
capital gains tax purposes. Gifts and inheritances might also be retu-rngd f;)r
capital acquisitions tax purposes. Overall th'ere would be an ncrease in the
amount of information required. While this would imposc an addltlona]
burden on both the Revenue Commissioners and the taxpayer, 1t would
make it easier to combat tax cvasion.

Practical Difficulties

18.25 We asked the Department of Finance and the Revenue Commis-
sioners for their views on the administrative implications ofmtrodgcmg a
sur-tax on direct expenditure. They identitied certain difficulties which we
consider later and concluded that

“The theoretical case for an expenditure tax 1s based on a compar_ison
of a comprehensive income tax with a full range personal expelldltpre
tax. Ireland does not have a comprchensive income tax (including
gifts, capital gains, inheritances, winnings, welfare benefits etc.) so
that a switch to a personal expenditure tax would represent more tha.n
the replacement of an old base with a corresponding new one. Tl_us
lack of correspondence in the tax bases would cxacerbatg the dlfﬁcqitles
associated with replacing higher rate income tax with expendltpre
surtax . . . there are grounds for serious reservations abotlF rcplacn}g
any part of the income tax system with a personal expenditure tax’.

18.26 The proposals made elsewhere in th?s report involve a su_bstantial
move in the direction of a comprehensive income tax ba_se. Thls would
clearly make a direct expenditure tax much_ easicr to administer since most
of the information required to do so must in any event be supplied for the
type of tax on mcome which we have in I'Tlllld. However, a .numl?c‘r Og
problems still arise with a direct exp;ndnure tax. The man arcas o

difficulty appear to us to lie in the following areas:

(1) Identification of taxpayers.

(i1) Treatment of assets.
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(1) Assessment and collection of tax.

(iv) Fraud and evasion.

Identification of Taxpayers

18.27  The problems in identifying taxpayers liable to a direct expenditure
tax were explained to us by the Department of Finance and the Revenue
Commissioners i the following rerms:

“A very serious problem would be to devise a means of identifving
the taxpayers to be made hable to the new tax. A chreshold based on
mcome as computed tor income tax would deteat the most basic
objectives of switching to an expenditure tax and would leave the way
open for avoidance. A threshold based on personal expenditure would
be ditficult to entorce and could negative any advantages to be ganed
from confining the change to an expenditurc sur-tax. It 1s one thing to
monitor high income taxpavers with expenditure consistently above
the thresheld, quite another to pick up one who spends heavily for a
shorter period or intermittently. The physical task of identifying cases
for the issue of expenditure returns, the sending of returns to the
selected cases and the following up and checking of rerurns would be
quite formidable. Many of the returns would indicate that no liability
to expenditure sur-tax arose and much of the work would therefore be
unproductive™.

18.28  The identification of taxpayers would give risc to some problems.
Legislation would be needed to require every individual whose annual
consumption expenditure was in excess of the exemption threshold to
notfy the Revenue Commissioners. Provision would also have to be made
tor the imposition of penalties on those who failed to comiply with this
obhgation. Similar procedures were adopted in the case of the wealth tax
which was introduced in 1975.

18.29  We believe that the information already available to the Revenue
Commissioners would enable them to identify the vast majority of taxpay-
ers hiable for direct expenditure tax. A problem ariscs because the Revenuc
Comnussioners have not required all PAYE taxpayers, cven those with
relatively high incomes, to submit returns of income every year. We do
not consider that this practice, which has been adopted as a means of coping
with the pressures on the Revenue Commissioners’ organisation. should
be continued as a long-term policy. even if a progressive income tax were
to be retained for a period of time. The resources which would be freed, as
a result of the conversion of income tax into a proportional tax, could be
used to administer the direct expenditure tax.

265




R,

mr——

18.30 There is no doubt that the arrangements we¢ propose would not
enable the Revenue Commissioners to identify every taxpayer l%ble -tfo
direct expenditure tax, just as the Revenue Commissioners fail to 1 enii y
all persons liable to income tax at the present time. However, w; consi e?
that with proper planning and efficient administration, the %dcntx 1cat10nb(i

persons liable to the new tax would not prove to be an insurmountable

problem.

Treatment of Assets

18.31 A direct expenditure tax must be opcratpd by the inc?ome adjustment
method outlined in paragraph 18.22. In principle, th%s adjustment, whlch‘
we refer to as the “expenditure tax adjustment’’, requires that all purchascls]
of assets should be deducted from the tax base and all sales of assets as wu
as the income vield should be added ro the‘tax base. In most cas\cs. 1ltdls,1 a
simple matter to say whether a par.tlcular.ltf:m (__)f expenditure shc,}l}ll ‘)e
regarded as saving or as consumption. ‘lehcu]tle's wgpl.d ar}‘se\\v §11 ;n
individual acquires assets which do not fall clearly into cnher Laug(zir'y‘.- 1:3
overcome this problem, the Meade Report suggests that as,?cts b?‘ ivide
to two distinet classes which we refer to as “listed assets and uphstcd
assets”™. Only transactions in listed assets would bc debited or cre§1ti:d to
taxable income so that the expenditure tax adjustment woqld 11'1(,11-Jde
disposals less acquisitions of listed assets. Au transactions in unh_stcd as\sefs
would be omitted from the calculation. The mcome yield on unlisted assets
would normally be included in the tax base. This would mean that unhstec}
assets would receive the normal income tax treatment. Any 1nf:01xl16 out 3
which they were purchased would be subJeFt to tax, but the capital proceeds
from their sale would not be subject to tax if spent on consumption.

18.32 In determining whether or not a particular type of asset should be
listed, the Meade Report suggests that

(i) listed assets should include all those items on which substantial
capital gains can be made;
(ii) durable consumer goods should be unlisted, and
(iii} private houses should be listed assets.

We believe that a workable dividing line is that all assets which are-
chargeable assets for the purposes of capital gains tax would be listed assets,
while all other assets would generally be unlisted. We have recommended
in Chapter 13 that the scope of the capital gains tax be extended.

*The terms “listed” and “unlisted”” are used to distinguish betwecen the 1ax treatment given to
the two types of asset. It does not mean that there would be any formal register of assets.
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18.33  The most serious difficulties arise in the treatment of the following
assets:

(1) Housing.
{n} Loans.
(1) Consumer durables.

(iv) Antiques.

Housing

18.34 W believe that a dwethng-housce purchased for owner-occupation
GCrCSL‘IltR 411 1‘”)].301’1‘111[ f()rl]] ()fﬁd\'ing aild t‘()l" thiS reason ()\r\"l’)(.'r—()ccl.lp]-(.'d
houses should be treated as listed assets for expenditure tax purposes. In
principle, this would require that the annual benefit arising from such assets
should be ncluded in the tax base. This would be measured by the notional
expenditure which the occupier would be deemed to be making on the
dwelling house. In this case notional expenditure is the same as notional
income which we discussed in Chapter 10. The notional rent for the
dwelling is the imputed rent on the dwelling less an allowance for repairs
and maintenance. Therefore, in principle, the occupler’'s tax basc for
expenditure tax purposes should be increased by the excess of the net annual
rental value of the house over the net rent paid, if any.

18.35  In dealing with the question of the base for income tax in Chaprer
10, we concluded that, in principle, the imputed renral income from the
occupation of housing should be charged to income tax. We decided that
this should not be implemented because of the administrative difficulties
involved in valuing the total national housing stock. We also felt that it
would be difficult to gain public acceptance for the taxation of notional
Income on a general basis.

18.36  The question arises as to the weight to be given to these arguments
in the context of a direct expenditure tax which would be confined to a
relatively small number of taxpayers at the top of the scale of income and

wealth, There was some support in submissions for the taxation of houses
with a market value over a certain figure.

18.37 If houses held as business asscts by private landlords and owner-
occupied houses were both treated as assets which produce an actual or
notional annual return respectively, it would be appropriate to treat mort-
gage debt as a listed liability. In this case, when a house was purchased the
relief from expenditure tax on the purchase would be offsct by increased
expenditure tax in so far as the purchase was financed by borrowing or by
the sale of listed assets; and when the house was sold the increased liability
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to expenditure tax would be offset by relief fro;n eﬁpen?;;ufrl-z :2); ;;c;};ﬁ
repayment of any mortgage debt (or, of course, yht e {e i from expenc:
iture tax on the reinvestment of the proceeds. of the sale in other hose
or any other registercd asset). The result of this grrangemegt w uld be that
the purchase of a house or the payment of interest anh rep }; e of
principal upon a mortgage debt would be deducted fr(‘)m.{ .T t:}xpnzrort .
base. while the sale of a house or the raising of the prm’mdp.a o a endiu}€
debt would be added to his tax base. As1s normal with a 1rut ]Q,Lp,ﬂ‘,cr <
tax. no indexation provisions would he needed to offset the etie
inflation on the tax basc,

18 38 We believe that the notional expenditure atsing from the ucé‘.up.-l-
. arge ¢t expenditure
tion of a house by the owner should not be charged %(,)'dll"tt.[ cxpen |
t e>-(cc_pt in the case of second houses. While the admintstrative nrgumentsi
ax : ‘ . , .
qoainst this are not as great as those involved in chargmg the notiona
o ome for in L s due to the smaller numbers imvolved. they
inconte for ncome tax purposes, duc to thes 7 o e
. 1 ipure 1 -he ' not be
are still significant. If notional cxpenditure 15 not (hargt_:j. 1t Wou
appruprialtc to give a deduction for mortgage meerest paid.

18.39  We now examine whether or not Cxpgnditurc on h;)‘usmg '1_n :"\;[eslz
of a certain limit should be treath as cxpm}md;tur{c;atﬁg;z:{allqsliilq\tgzigj%gqctg
Jear th er-occupicd houses i general must be treated as fsted asseb
;3:;3;;;‘:;‘2: cﬁiectpexpcnditure tax, sinee investmcn}: in }llp}]:jgi;icii
jmportant form of saving. It can be guestioned wh.et‘.ﬁ ,t 1151 reatment
should be allowed to an unrestricted extent. One possible ;0 u e
place a limit both for acquisition and fgr improvement 011 the aén(t) ot
private house investments entitled to investment trea.t'mu}t an ‘(S)tment
outlay in excess of this limit as consumption. Such a ceiling for inve

treatment would have to be adjusted n line with increases 1n prices.

18.40  The operation of a limit may_bcst be illustrat_ed }3}-’ riltt‘.irzsc;iin
example. Assume for the purposes (?flllustratl()li that in ye;r‘ N LT : Ousge
s set at £100,000. A taxpayer who in that year acquires a dwelling Fl e
1for £125,000 would be entitled to a saving? deduction m respect o_hzﬁlz!
£100,000. In year 3 the ceiling 15 raised to 5.120,[)00. T};s 1.ncrrefaST1 5wable
6111y apply to costs incurred after the increase i the b1rmtb 10 t;:) S}aim ‘
expenditure s e, 1hs G IS hich was disalowed
e ion in respect of the expenditure 25,
j: (ti}lllcf tti.mc the th)LlSL‘. was acquired. On the other hand, he_‘\;\gn(;:)cg)be zi)tli
to claim deductions for future improvement costs of up to“i:d, ’ di?:ions
tuting the difference between the aringuntvior \killltz};tl:i ir\e':ecln:\i, Ethcihreshold
iling for investment acductlons. atively, !
E\l;:ffir;hiflgzxwezf,:ltlrxfenditure incurred in carlier years should also be indexed.

18 41 Such trecatment would require the apportiorrment of borrowmgdfo;
. . . ) r
house purchase into listed and unlisted elements. While such a procedu
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adds to the complications of a direct expenditure tax, we think that it is
desirable in principle and could be operated, provided the ceiling is set and

maintained at a relatively high level so as to exclude the majority of
expenditure taxpayers.

Loans

18,42 Under a dircet expenditure tax, leans would be treated in the same
wav as other financial transactons. [n other words., borrowmg tor con-
sumption would ncrease the total chargeable 1ems to expenditure rax
while tending or making loan repaviments would reduce it. The recipient
of a loan would theretore be liable to a charge to expenditure tax on the
amount borrowed unless it was vsed to finance investment in listed assets.

1843 I naght be desirable also ro disregard certain boarrowings for
expenditure tax purposes on de i grounds. Such borrowings would
nat count as dissaving when ratsed but would count as expenditure when
repatd. Borrowing taken mto account tor expenditure tax purposes would
count as dissaving when raised. The whole of any repavment would then
count as savings. so that the tull pavment (and not just the interest com-
pobent) would quahity {or tax relier. This would be the nornal treatment
of business borrowimngs or borrowings for the purchase of listed assets.
Borrowings which might be ignored mclude consumer credits, borrowings
on credit cards and personal borrowings for consumption purposes.

18,44 It significant borrowing were to be ignored for expenditure tax
purposes, there would need to be himitations on the amounts involved
which could be invested in listed assets, since this transaction would give
risc to an cxpenditure tax credit. To the extent that this happened it would
allow expenditure tax liability to be postponed indefinitely. The difficulty
might be solved by purtting & limit on the total amount of borrowing
outstanding at any one time which would be disregarded for expenditure
tax purposes and wicluding any excess in the tax base as it was incurred.

Consumer Durables

18.45 A problem anses regarding the treatment of consumer durables
under a dircet expenditure tax. This has two aspects. Firstly, the acquisition
ot a consumer durable 1s an investment which is consumed over a period
of several vears. In principle. only that part of the mvesunent which is
consunted in any vear should be taxed. One way of doing this is to grant

depreciation allowances for consumer durables. This would seem to give
rise to impossible admmistraove problems.

18,46 It the 1ssue of the acquisition of consunier durables is considered
from a practical point of view. the taxation of the whole outlay as con-
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in the year of acquisition causes.proible%ns only where the tax-
of annual consumption is disturbed as a result of an
exceptionally large purchase. If consumer durables were acquli'sdnglto;;:uc;;
less evenly every year, taxati_on in the year QF :?cqmsmo};] wo;}ealistic e
any problems. However, this assumption 1s hikely t% e;ln abse .Uired
more bkely pattern wouldl appear t(i be thatecc;;::irr;ird L}(r)e:migsembly C{Ower
irre resulting in large outlays on : wer
‘:’I;?Elirtlg’m during ﬁw ncxtgfcw years. The typical example s the purchase

of a car or house furmture.

sumption
payer’s normal pattern

18 47 We believe that the problem caused by the uneven distribution of

n be solved by the introduction of averaging of total expend-

~xpenditure ¢ ' :
cxpendit There are, however, other

iture on the lines recommended in Chapt}cr 19. ; b other
possibilities. These snclude ignoring certa’ borro“tn_]gs us{cd) or.cotn;sugl Ef
tion as suggested in paragraph 18,43 and e provls_lon_o Fclrthin tj, p“.rerC
unlisted assets which would not be regarded as savings, It ‘[‘1( at E“L'l'ticg
drawn down this would not give rise to a tax 1}3b111ty._ Thug poflsi] 1t1hCi_r
have been explored by the Swedish Commission on‘ F;x\ano{n; i-cnr‘udCd
report they establish that these methods are feasible anc L.élll“)t g
cither as complements to one another or as separate alternatives.

Antiques |
18.48 Valuable paintings, expensive jewellery, ant_iqucs apd thct}lk}e hafvc;
when purchased by individuals, some of the financial attributes both o £;I
investment and of an ordinary consumer dur.ablc, They are Cor?lmoll.)ky
purchased as an mvestment with a view to capital appreciation whi eidlbe
consumer durables, they yield no money mcome. Thereforet it would be
possible to treat these goods as either mvestment or consumption.

18.49 The treatment of these good.s under thc f.zx.isting capﬁt\alli_gams }tao);
legislation 1s as follows. A gain accruing to an individual on the 1sposat !
an asset which is tangible moveable property :u\ud not a wastn;lg‘ asse‘id-
exempt where the consideration does not cx.cccd LZ,()U.(_}. \X}/}here the cogllz &
eration exceeds £2,000, marginal relief applies to restrict the tax paya
one-half of the excess of the consideration over ;2,()00. Losses accrumtgazlz1
the disposal of such assets arc resmcted to thc dlfferepcc b;tw;en. cos and
deemed proceeds of sale of £2,()(JQ. A wasting asset 1s d? nec asd:zlritq st
with a predictable life not exceeding fifty years. Thchexcmp'clonofoa s not
apply to assets which have been exclusively use(fi for the I;ufll();:iznces rade
or profession and have or could have q_uahﬁgd or Filplta aﬁh exem. Part
use for the purpose of a trade or profession will cause part of the exemp

to be lost.

we Expenditure Tax ative? A Re f the 1972
Wgyen — Olof Lodin, Progressive Expendinnre Tax — an alterwative’ A Report ot the

Government Comimission on Taxation, Liber Forlag. Stockholm.
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18.50 To treat antiques as investments would require, in principle, that
the imputed income from these assets would be charged to direct expend-
iture tax. This would clearly be administratively impracticable. In general,
we favour the treatment of these assets as consumption goods. This means
that when they are purchased, this would increase the new owner’s hability
to direct expenditure tax.

Assessment and Collection of Tax

1851 The Department of Finance and the Revenue Commissioners have
advised us chat

“There would be collection problems because an expenditure tax does
not lend itselt to a pay as vou go system like PAYE. The use of
estimates for a pay as vou spend system would require a total review
of cach case at the end of the year since there 1s no way of knowing in
advance what savings and dissavings are likelv to arise in cach case
during the course of a vear. The PAYE svstem would nevertheless
have to be retained in tull to deal with the collection of basic rate tax
atthough this would be simplified, ¢.g. through the elimination of aij

but one of the tax tables and a reduction in the number of end of year
reviews.

18.52 The problems 1n this area arc no different to those faced in intro-
ducing a current basis of assessment for income tax purposes in the case of
self-employed persons. These arc that an attempt is made to collect liability
on a sum the amount of which it is impossible to determine until afterwards.
There are two approaches to this problem either of which could, in our
view, work satisfactorily. Firstly, the liability in the case of all taxpayers
could be assessed on the basis of their expenditure in a preceding year.
Alternatively, Hability could be based on the expenditure in the current
year. This would require the institution of provisional payments with an
adjustment at the end of the year. Since all taxpayers would be on the same
basis no problem of equity arises. If assessment were on a preceding year
basis, the only difference would be that in periods of rising prices higher
rates of tax would be required to produce the same revenue yield. We
tavour whatever approach causes the least difficulty for both taxpayers and
the Revenue Commissioners.

18.53  We consider that the PAYE system could be used to collect expend-
iture tax on a provisional basis from employees who are liable. It must be
remembered that PAYE 1s a system which coliccts income tax on a
provisional basis. Reviews are required in a significant number of cases.

18.54  As we noted in paragraph 18.22, a direct expenditure tax is only a
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practicable proposition if an individual's tax liabihey is_computed by applz—
ing the expenditure tax adjustment. This would require every ta>;pa§ée_r 0
make an annual return after the end of the tax year. The return for direct
expenditure tax would be on the same fmtm (Fom_1 11} as the existing rett;lm
for income tax purposes. The information required would be somewl at
greater than that required at present. Howevc‘r, we do not see this causlll:ig
any great problems because thosc liable for Fhrect _cxp_'endlt‘t-l-rle ta’x \VQL} 1;{
mn é&mral, ke relatively 50phislicat¢d n dealing with h_nam‘u. nwtrt'm_‘s Art
would generally be able to cope with thc prublgmb or be 1w a positon (o
employ financial advisers to do so on their behalt

Double Taxation Relief

18.55  Since direct expenditure tax would be levied only on ]lldlvldUdlS.
the international tax mmplications of mtroducing 1t arc confied o i

personal sector. Three categories of mcome need to be considered:

(i} Irish income accruing to foreigners.
(it} Foreign carnings accruing to Irish residents.

(i) Forcign investment mcome accrumgto Irich residents,

18.56  As far as non-residents are concerned. it would clear.iy bi.f imposmbhﬁ
to charge direct expenditure tax. No problems \_-vould‘ arise since mcon}u
payments to non-residents would suffer deduction of income tax at the
basic rate and nothing else. This involves no change m existing arrange-
ments since non-residents are not charged income tax at the higher rates.

18.57 As far as Irish residents with foreign @mings are cxi)ncerncd, we
consider that to the extent that such mcome 1s Fhargcd to Income tax it
should be included in the computation of liability for le‘xpendlture tax
purposes. There is no problem with overscas investment ipcome a(.crmr;g‘
to Irish residents. The gross amouns of such income (1.6.. mcludm—g tllc
foreign income tax credit deducted at source) should be mdudcd n t;e
expendirure tax adjustment. To the extent that sych a crcd1.t cz-l—nin‘oth ¢
offset against liability to income tax or :L:.ocml security tax. we consider that
it could be credited against fiability to dircct expenditure tax.

Avoidance and Evasion

18.58 The scope for tax avoidance under a system in which all ;1rccrct_10nis
are taxed at a single rate and expenditure is subject to a progressive direct
expenditure tax is negligible compared with that' \\'thl“l exists .L}Pderg
progressive income tax with scparate taxes on capital gains and gifts an

272

inheritances. The resources which under the existing system are devoted to
combatting various types of tax avoidance could be freed for other tasks.

18.59 Tax evasion can never be prevented entirely. However, the Advi-
sory Commission on Intergovernmental Relations in the United States'!
concluded that the scope for fraud is less under a direct expenditure tax
than it is with an income tax. One reason for this is that, with an expenditure
tax the tax base reflects the taxpaver’s standard of living. A high visible
level of consumption and a low level of taxation cannot co-exist unless
there 15 tax evasion. Under an income rax system large discrepancies may
legimately exist between assessed income and living standards.

18.60 Tt is sometimes asserted that tax evasion would be more profitable
under an expenditure tax system than under an income tax on the grounds
that unreported income can be used to acquire listed assets. It is argued that
this feads to a double deduction. This is based on a misconception. Under
an expenditure rax, the tax cvader only escapes tax on the evaded amount.
If savings are made. the tax on the declared income can be postponed, but
no further scope for consumption is created as a result. since the tax is
payablc as soon as the taxpavyer draws on his savings for consumption. To
obtain this postponement of tax, increases in assets must be returned to the
Revenue Commuissioners and financed out of understated income. It would
be very difficult to do this on a substantial scale without attracting the

attention of the Revenue Commissioners to the artificially low level of
cxpenditure.

Other Issues

18.61 A number of other issues regarding direct expenditure tax require
to be settled before such a tax could be introduced. These include

(1) the tax unig;
(1) averaging;
) the trcatment of emigrants and immigrants;
(iv) the treatment of gifts and bequests;
) the treatment of income tax payable;
{vi) the treatment of direct expenditure tax payable, and

(vit) the structure of the tax.

The Tax Unit

18.62  We recommend that the tax unit for direct expenditure tax should
be the same as for all other taxes. In Chapter 15 we recommend that the
family is the appropriate unit for tax purposes.

"' Advisory Commission on Iniergovernmmental Relations: The Expendine Tax, Information Report,
pp. 17-84. Washington, 1974,
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Averaging |
18.63 The need for averaging under a direct expcn_dltgre tax lev1e$h?;
progressive rates is somewhat less than with a progressive income ta();.tax '
is because large expenditures arc u_sually financed by borrowmgdatzh ax 19
payable only as the loan is repaid. Howevgr, we recom?’leq a the
scheme of averaging, which we recommend n Chapter 59 or m(yt{)mc
purposes, be applied also for the purposes of direct expenditure tax.

Emigration

18.64 Ifadircct expenditure tax were imroduccd n Irc‘land.]lr‘15h rci‘d;:]it;
might have an incentive to save herc and emigrate to spend t ukproc;_eal;md
countries which had relatively low taxes on cgpend:turc. At prc;lent. fe)ad
has relatively high indirect taxes on egpendltur.e and t‘hc prof_. erAll.taf;eheyf
arises 1o some extent. For examplcl, this occurs n t}lwlLase; 0 alrtn:i el
and persons n receipt of substantial amounts of le!dL’I'l _s{rc lutf(-a om
income tax by virtue of export sales rclief. There is also znfu fmg‘ 0 . Eb;t
taxation through emigration. 1t has not been thought necessary to cor

this form of avoidance to date.

18.65 There are two types of emigrants: temporary and perfmanlent.‘
Under Exchange Control Regulations a person leav.mg [reland for tlrccf
years or more will usually be designated as a non—reﬂdef}t for purp(zse:S l(i)_
Exchange Control. Such persons could be rcgar.ded as‘ Eerm:'menmsnon
grants. A maximum of £40.000 per family unit may” ,eb?':\p;\rd d on
;nligratioxl. Assets i excess of t.hls anmount are nor?lla v blocke for 2
pcri:)d of four yecars, although income earned on these assets may
transferred abroad.

18.66 We consider that if it is thought necessary to do 50 to‘[y)rcvencti téx
avoidance, a tax could be imposed on hstc.d assets being cxport; %
permanent emigranes. These could be ldL‘nElﬂﬁd through the Exc anf};e
Control procedures. We do not see any need for sucha tax i)(;jperlsc‘n.]‘s v:“c;
emigrate for a temporary period. All. th'at would bg required 1 these cas
would be to maintain accounts of their listed assets in [reland.

Immigration

18.67 Because a deduction would be allowﬂed. tor purp‘os.es of cll:ireg;
expenditure tax in respect of the p}lrchase of l;sted asssts, th w:i)u be
necessary to obtain a statemem-ot bo.th the hsted and un :te ;ssust‘
imported by immigrants. Restrictions might need to be imposed on the Ce
of unlisted assets to acquire listed assets subsequent to unmigration smb

otherwise immigrants could consume ir_nported cash tax-_free._lt could 'tﬁ
argued that it is desirable in the national interest to attract immigrants wi
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substantial resources to Ireland. If this view were taken, the need for the
type of restrictions we have in mind would be avoided.

Gifts and Bequests

18.68 Gifts and bequests of listed assets could be treated as part of the
donor’s taxable expenditure as well as being part of the donee’s expenditure
when he in turn spent it or gave it away. Howcever, we recommend that
gifts and bequests should not be treated as part of the donor’s taxable
expenditure except for small gifts which are ignored for tax purposes in the
hands of the donor. Under our proposals, such gifts and bequests would be
habic to tax at the single rate in the hands of the donec, It progressive
taxation of gifts and inheritances is required. this is best achieved by the

imposition of a progressive tax on accessions, which is discussed in Chapter
36.

18.69  We now consider whether or not 1conle tax an

d direct expenditure
tax pard should be included in chargeable expenditure,

Treatment of Income Tax Payable

18.70 Income tax paid or payable could be given as a deduction from
expenditure for the purposes of direct expenditure tax. However, for the
tollowing reasons we consider that income tax paid in a particular year of
assessment should be treated as chargeable expenditure. Firstly, not to give
a deduction for income tax paid would reduce the nominal rates of expend-
tture tax necessary to achieve a given degree of progressivity. Secondly, it
would shift part of the burden of the tax from married to single people,
which we consider desirable. Thirdly, it would reduce the complexity of
the system for both the taxpayer and the Revenue Commissioners.

Fourthly, it would be consistent with the treatment of other taxes, e.g.
value-added tax.

Treatment of Expenditure Tax Payable

18.71  Direct expenditure tax paid or payable could also be either included
or excluded from chargeable expenditure. For the reasons outlined in

paragraph 18.70 in relation to income tax, we consider that all taxes paid
should be included in chargeable expenditure.

Structure of the Tax

18.72 The purpose of direct expenditure tax is to achieve the desired
degree of progressivity at the higher end of the scale of income and wealth.
The exact numbers of individuals who should be liable to the tax and the
precise degree of progressivity in the rate structure are matters for political
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decision. Such decisions should also take account of the progressivity
imparted to the system by selectivity in the provision of Government
SErvices.

18 73 The Revenue Commissioners have informed us that approximate!y
17 per cent of all income taxpaycrs werc hable to income tax at rates m
cxvcess of the standard rate in 1981782, Our proposals to extend the tax base.
to replace meome tax allowanees with tax ('1';.‘dlts and to c]mrgn‘. __r,“h:_ﬂ\d,
capital gams at the same rate as inconw \\'_111 all increase the PrOUressivIey (Tt
the svstent. This suggests that to mamtain the existing degree of progres-
siviey in the svstem the number of taxpavers liable at the higher rates would

Lave to be reduced.

1874 1Cmay be thought desirable that the vield trom direct cxpm}‘d.inu'c
tax should he equivalent to the present vield from mceme tay ar the mghcr_
rates. The Revenue Commissioners informed us that thie net pl:nducc ot
tis at these rates for 198182 amounted to V106 nuthon or about 3 per cent
of rotal tax revenue, Once the required vicld s sclected there are trade-otts
between the maximum rate of tax. the scale of progressivity and the number

ot taxpavers lable.

18.75 We reconumend that direct expenditure tax should be continch to
individuals at the top end of the scale. This should be done by cxempring
annual expenditure below a certan level trom thg tax m the case of single
and widowed persons. To comply with the requirements ot the Murphy
decision the tax threshold for familics swould have to be at least twice that
level. I there is to be more than one rare of direct cxgcndlturritax. d.ou_ble
race bands would have to be provided for familics, No szrthcr d]ffercntmflon
would be required for other dependency ubligz}tions it tl.lcscmarc'taken fully
into account in fixing the relative amount of tax credits for income tax
purposes. To the extent that thesc credits cannot be set ott against 1:1co.m-e
tax or social security tax pavable, the balance should bf-‘ offset against
Lability for direct expenditure tax. However, we rccognise that there 1s
likely to be strong public fecling on the equity of taxing marArled C()L'lp](:s
without children and those with children to the same amount of expenditure
tax. To take account of this view and to mak.c the propogcd tax more
acceptable, we recommend an ;1@dit1(>11;1l crqdn/threshold in respect of
children to apply for purposes of direct expenditure tax only.

1876 We consider that the number of ditterent rate bands should be kept
reasonably low. since a proliferation of different rates of tax ancreases
administrative complexity. We think that the number of rates should not

P

S This refers ta the vield from the excess ot the higher rates ot tay over the stnudard rare
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exceed three. To reduce the number of cases in which averaging is required
the rate bands should be as wide as possible.

18.77 There is msufficient data on which to base detailed estimates of the
vield of a direct expenditure tax compared with an income tax at the same
rates, Such evidence as there 1s suggests that the total tax base would be
somewhat targer or. many event. not smaller than the existing income tax
base. unless there were considerable changes in the consumption behaviour
ot houscholds. For example. total personal expenditure as estinared m the
Narional Accounts tor 1978 was ¥4.523 nulhon. L his is 40 per cent greater
than gross mcone of ¥ 443 million clarged o tax m 1978,79 as shown in
the Annual Report of e Revenue Commissioners.”” On the other hand.
there 1s no basis for exact caleulations of the tax hase by income range.
However, we are contident that because the existung income tax base 1s so
narrow, the vield trom a single rate ncome tax and a progressive direct
expenditure tax will be sutticienc o replace the revenue ar present raised
From inceme tas.

IR We consider that our proposals o widen the income tax base and
to introduce a direct expenditure tax at the higher end of the scale ot income
and svealth muse resulo in the vast mayoriey of taxpavers bemg liable at a
combined meome tax and social security tax rate below the current standard
rate of income tax o 35 per cent. Fhe direct expenditure tax must appiy to
a much smaller number of taxpavers than are now liable to income tax or
the higher rates. At present, the mcome tax base is very narrow and nominal
rates of tax are very high, We consider that lower rates of tax should be
levied on a base defined by reference to 2 wider definition of income.
However, the ultimate choice of the rates and thresholds of direct expend-
iture tax is a matter for political decision.

Transitional Arrangements

18.79  The transiional arrangements for the introduction of a direct
expenditure tax are outhined in Chaprer 38,

Recommendations

18,80 We make the tollowing recommendations:

1. Income tax at the higher rates should be replaced by a direct

expenditure tax operated on the “expenditure adjustmient method”
outlined in paragraph 18,22,

12

Deductions for saving should be given n respect of increases in
listed assers or deereases in borrowings.

A7th Reporr, Prlogaty Table 75.
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11.
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13.

14.

Housing should be treated as a listed asset.

It is desirable that a ceiling be imposed on the amount of housing
which would qualify as a listed asset. This ceiling should be fixed
and maintained at a relatively high level so as to exclude the majority
of individuals liable to direct expenditure tax.

Certain borrowings such as consumer credits and personal borrow-
ings for consumption purposes might be ignored on de minimis
grounds. In thesc circumstances, there would have to be limitations
on the amounts of such borrowings which could be invested 1n
listed assets.

Expenditure on antiques should be treated as consumption.

Direct cxpenditure tax could be charged on cither a current or
preceding year basis of assessment. We favour the basis which
causes the least difficulty for both taxpayers and the Revenue
Commissioners.

The tax unit for direct expenditure tax should be the same as for all
other taxes.

A system of averaging as outlined in Chapter 19 should be available.

Gifts and bequests of listed assets should not be treated as part of
the donor’s taxable expenditure.

Both income tax and expenditure tax paid should be treated as
chargeable expenditure.

To the extent that credits, recommended in Chapter 16 cannot be
set off against liability to income tax or social security tax, they
should be set off against liability to direct expenditure tax.

The exemption threshold for direct expenditure tax in the case of
families should be at least double that provided in other cases.

An additional credit/threshold should be provided in respect of
children for purposes of direct expenditure tax only.

In the event of there being different rates of direct expenditure tax,
double rate bands should be provided for families. However, the
number of rates should not exceed three.

CHAPTER 19
AVERAGING

Introduction

19.1  We now exammne the case for averaging under a system in which
income or cxpenditure is taxed on an annual basis at progressive rates. We
conclude that the provision of a system of averaging of general application
is essential 1f there 1s progressive taxation. During the transition to a single
rate of income tax, a system of income averaging is nceded if the income
tax basc is to be extended on the lines we propose.

The Problem

19.2 We noted earher that the apphication of progressive rates to a com-
prehensive tax base on an annual basis causes proi;lems. The existence of
a statutory income tax year, coupled with a progressive structure of income
tax, results in a higher tax burden on fluctuating incomes than on an equal
amount of income accruing evenly over the years. The steeper the degree
of progression, the greater is the penalty for having income “bunched” in
time and the greater is the need for a system of averaging. A progressive
income tax levied on a strictly annual basis has an inevitable bias against
occupations with fluctuating earnings and those which carry a high income
for a relatively short number of years.

Principles

193 We have defined the tax basc as the amount which may be spent on
consumption in a period while maintaining real capital intact. Such a
definition represents the taxpayer’s increased command over economic
resources in the period. On this basis, it is clear that if we take a number of
consecutive periods, the total tax liability in real terms should be the same
over those periods if the increase in command over real resources is the
same, regardless of the distribution of the income between the periods.
Therefore, in principle, a system of averaging is required.

Background

19.4 For many years, both in Ircland and the United Kingdom, trading
and professional incomes were averaged on a three-year basis but because
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of the complications and other difficulties to which it gave rise, the system
was not favoured by taxpayers and it was abandoned in [reland as from
1930/31, having been abolished in the United Kingdom some years earlier.

19.5 The question of averaging was considered by the Commuission on
Income Taxation which recommended that

“When a person’s total income for any vear is less by at least 30 per
cent thap his total income for the previous vear he may have the
income of the two years averaged for sur-tax™’

196 Under the present tax code. there s a hmited degree of averagmg
permitted under the provisions which allow carrv-torward and carrv-back
of trading losses agamnst income. Capital allowances may also be carried
forward and losses arising on cessation of a trade may. with some restric-
tons. be allowed against the trading income of the preceding three vears.

Averaging for Farmers

197 With cftect from 198182, a system of averaging was mtroduced tor
the taxation of farming profits. The new averaging rules apply only to
certain individual tarmers and not to others. Farmers may opt tor averaging

unless

(i) the farmer or spousc carrics on another trade or profession n
partnership, or otherwise, or

(i) the farmer or spouse is a director of a company carrying on a trade
or profession provided he or she directly or indirectly controls
more than 25 per cent of the issued share capital of the company.

19.8  Averaging enables a farmer’s profits for tax purposcs to be computed
by reference to his average profits or losses for the three preceding years.
Where an election for averaging is made. it remans in force until the
individual either ceases to be a qualifying farmer or opts out of the system.
An clection for averaging may be made only where the farmer was charged
to tax on the preceding year basis for the two years prior to the year for
which the clection is made. A farmer may opt out of averaging only if he
was charged to tax on the average basis for cach of the three vears of
assessinent immediately preceding the year tor which he wishes to revert
to the normal basis. If he wishes to revert to the normal hasis of assessment,
the assessmients for each of the two vears prior to the last year based on
averaging are reviewed. Ifthe existing assessment tor cither or both of these
years is less than the assessment for the Jast average vear. an additional
assessment tor the difference is made. Where the farmer completely ceases

'Seventh Report paragraph 322,
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farrmng, the normal cessation provisions are applied, irrespective of an
election for averaging basis.

g C 1 1 1 1
19.9 .Thc operation of income averaging in the case of farmers is best
explained by an example,

Example: A farmer’s accounts as adjusted for tax purposes show the
following results;

y
Yearended 31 December, 1979 O, 600
31 December, 1980 7.20m)
31 December, 1981 S.400)

[ che normal wav, the tarnier’s profits for income wx purposes for 1982783
\\:()uld be treated as cqual to the adjusted profic for 1981, that s !.‘8,4UU\A
L’llqcr the averaging provisions, the farmer is now given the option of
having the 1982.83 assessment based on the average adjusted protit tor
1979, 1980 and 1981, It averaging s opred for. the assessment for 1982783
will be reduced to Y7400 )

1916 Averaging was introduced for farmers because of the cvelical nature
of tarming. However, the system mav be apphied in situations in which the
protfits are noteychical und it provides a benetit to tarmers m such mnstances.
This may be shown as tollows. Assume that a farmer and a shopkeeper
cach carn the same income over a ten vear period 1980-89 in the manner set
out in Table 25, Assume aiso that income rises at a rate of 10 per cent ber

vear and that both begin trading at the beginning of 1980 and cease to trade
at the end of 1989,

TABLE 25

Hypothetical Incomes of Farmer and Shopkeeper

Year Ended Farmer Shopkeeper
f £
31 December, 1980 10,000 10,000
" 1981 11,000 11l000
]982 12,100 12,100
1983 13.310 13.310
1984 14,641 14,641
1985 18,105 16,105
1986 17.716 17,716
18587 19,487 19,487
1988 21,436 21,436
1989 23.579 23,578
159,374 159,374

1911 The assessments will be as shown in Table 26 1t the tarmer opts for
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averaging for 1983/84 (the earliest year for which he may do so) and
subsequent years.

TABLE 26

Comparison of Tax Treatment of Farmer and Shopkeeper with Equal Incomes

Income for tax purposes
;
Year of Assessment Farmer ‘ Shopl;eepe
B £
00
79/80 2,500 25
jl?)BS:’Bl 10,000 1}8888
1981/82 10,000 10,000
198283 11,000 e
1983/84 11,033 131310
1984/85 12,137 s
1985:86 13,350 ‘6’105
1986:87 14,685 1‘9'487
1987/88 19,487 21'436
1988/89 21,436 2458
1989/20 17.684 :
Total 143312 148,263

19.12  Table 26 shows that. for the four vears (1983/84 to 198_6/87)} fo}:
which the farmer may claim averaging, the amount ofmcoiile_tor n\:en;n
the shopkeeper is assessed to tax 1s 9.7 per cent more than;l e.111_cdo me O

which the farmer is assessed, even though the earmngs profile 1s 3 ea ablé
Duc to the progressivity of the tax system, thf_: difference in La‘x fhyrate
would be substantially greater than this. "_fhls ariscs because, lw en : e ;
of increase in income is regular, averaging effectively ‘reslu. ts in arrrr;]cerd
being assessed for the current year on the amount of nomina 1vncom:t::;n ed
over two years ago. On this basis, we conclude that the existing sy

farmers requires amendment.

Systems of Averaging

19.13 Any scheme of averaging .is necessarily con}pllcatcd. i?gqeiir&
these complications are necessary mlorder to combine progre: on and
equity in taxation. In principle, the fairest method of are'ragmgallsmulative
averaging.® Theoretically, this could be d’oge by app ying raued i
system as in PAYE, not merely over a year’s income ailt acc ek oY
week, but over a lifetime’s income as it accrued year y year. ;]J ,h ‘

year cumulative totals would be made of _thc total 1n§omtf V\};-lc htOIZ
taxpayer had received and for the total tax which he had paldA c\;}:er 131;'.711;“’re
life to date. A calculation could then be made of the tax whic wc})]u L have
been paid if each year the total income was spread evenly over his hite

W. Vickrey, 1947 Agenda for Progressive Taxation. Chap. 16.
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date. The taxpayer would then be liable to pay additional tax or receive a
rebate equal to the excess or deficiency of this calculated lifetime tax liability
over the total tax actually paid to date. Such a system would be tmpracticable

in present circumstances. The following methods of averaging would
appear to be workable.

Tax Reserve Certificates

19.14 The first method is to allow individuals to purchase tax reserve
certificates, the purchases of which would be deductible for tax purposcs
and the sales of which would be added to taxable income. There would be
no hmit on these purchases. This would cnable a taxpayer to average
torward over time and would help people with very high current incomes
which were expected to be only temporary. No interest would be payable
on the tax reserve certificates but they would be indexed. If interest werc
pavable, 1t would cnable taxpayers to save tax-free even if their Incomes
did not fluctuate.

Block Averaging

19.15  The second method is to allow individuals to average backwards
by a system of “block averaging”. In any year an mdividual could clect to
spread his current income {or expenditure) over bath the current vear and
a sequence of preceding vears, subject to the tollowing constraints:

(1) The averaging period must consist of consecutive years.
(i) There is a limit on the number of years to be used (c.g. five).

(1) Once a year has been used in an averaging calculation it cannot be
used again,

19.16  The operation of this system may be illustrated by an example. In
the years 1977/78 to 1980/81 the individual pays tax on his current income.
In 1981/82, he earns an unusually large sum of £20,000, so he clects to
average. The £20,000 carned in 1981/82 may be divided in any way subject
to the above constraints. Given the tax rates and allewances for each year,
the total liability for each year is calculated and the difference between the

new liability and the amount paid in the past is collected. The system would
operate as foliows:

Year Original income Amaunt Allocated Income after Averaging
£ £ £
197778 3,000 + 4,000 7,000
1978/79 4,000 + 3,000 7,000
1979/80 5,000 + 3,000 8,000
1980. 81 9,000 NIL 9,000
1981/82 20,000 —10.000 10,000
Totals 41,000 41,000
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19.17  Although this schemcis administratively feasible, it1s unsTatlstactory
in that relief may be long delayed. A taxpayer may have to wait for up to
five vears before a refund is received.

United States System

10 18 The United States system is a furcher possibility. 1 his 15 avaxlablg
A S nexcess of 120 per cent ot

to all taxpavers whose current year meonmic s 1 ) ¢
heir annual average mcome of e basy pertod {generally towr vears.
provided thai the excess 15 greater than LSS 30060 The system s based on
the 1ovipy average princaple ['he steps tor

liability are setoutin Appendis i3

(‘mnpuling current }'L.‘d]‘ Tax

1919 A variant of this system also applics m Canada, Sulch 1 s(‘)iu‘;l]g‘_rc‘zjkis
‘ Labilits when income iy mising. When meome s falling
Averaging does not dplply. Furthermore. the -%‘ligihﬂn} ety g0 xome \\'(1}{'
tom a%ds(cxdudmg those taxpavers whose meome nnt;ﬂnhty‘l.\ caused
purely by mflason. However. the svstem v extremely comphcated and

fanpavers would find 1t diffrculr ro understand.

o reduce tax

Recommended System
19.20  In general. we believe that the present system ot averaging \\-‘hicl}
applics to farmers provides a suitabie mo.dcl for a gcncr.dl system (?
averaging. However. the presentsysiem requares amendment in the follow-
iy arcas:

(i) Persons to whom itapplics (the scope of the provisions);

(ii) Length of the averaging period, and

(i) Adjustiment for inflation.

Scope of Averaging Provisions

19.21  Averaging is necessary to provide cquity between persons whose
real income (or expenditure) fluctuates and those wheo reccive the sarme
aggregate inconte (or expenditure) n rc;\l‘ terms spgad gvcnly over time.
For this reason, we consider that there 1s no JLISUflE?athln for contining
averaging to particular occupations or Sectors. Therefore. we recommend

that a svstem of averaging be made available gencraliv.

19.22  The starting point for averaging would bel rh_c .tirst tull vear in
which a particular tax unit came into bemg. Tlms. individuals would not
be entitled to include in the averaging period vears when lthcy were
dependants and had no taxable income. Similarly. recently married couples
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opting for joint assessment would not be entitled to include in the averaging
period years when they were single and taxable at higher rates.

Length of the Averaging Period

19.23  In principle, the averaging period should be as long as possible.
However, administrative considerations mean that lifetime averaging is
impossible. On the other hand, the existing period of three vears is oo
shore To does litde to help those who may experience high camings for a
short number of vears. A compromise berween the demands of equiry and
admimstravion imight be a period of six vears.

Adjustment tor Inflation

P24 Al txpavers experience seme Huctuations inincome and during
periods of rapid ifation the rise i the meome of average taspavers can be
quite marked when expressed in money terms. For example, the carnings
ot the average industral worker m Ireland” rose as follows i recent vears:

L)
1975 D3RG
1976 2 K01
PO 3,300
1978 3.774
1979 4,450
980 5,008

These figures show that average money carnings in 1980 were nearly 30
per cent greater than average income over the preceding five year period.

19.25  Averaging of income (or expenditure) should only take account of
tHuctuations in real income (or expenditure}. To do this it 1s necessary to
gross up the income for all vears in the averaging period by the rise in the
Consumer Price Index i the intervening vears. In principle. the multiplicrs
should be based on the average increase in the Consumer Price Index over
the tour quarters. This would require the publication of a table of multipliers
as 1s done at present for purposes of capital gains tax.

19.26 This system of averaging would work as follows. The industrial
worker (sce paragraph 19.24) who opred for averaging in 1979/80 would
have his average mcome for the previcus five yvear period calculated as
tollows:

Tased on Seprember 1951 guarter returns of Census of Industria] Production tor transportable
zoads industrics,
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Year Actual Income Multipher Adjusted Income
f f
1979/80 4,450 1.000 4,450
1978/79 3,774 1.109 4,185
1977/78 3,300 1.300 3,960
1976/77 2,801 1.400 3,921
1975/76 2,386 1625 3.877
o | 20,393
‘ 20,393 .
Averaged income = —_ = 4,079
5

19.27 It may be felt that this system is too complhcated to work satisfac-
torily. We accept that the calculation may appear to be complicated.
However, the principles underlying 1t are relanively simple. Since the
Jssessment and collection of tax now relies heavily on computers, we do
not consider that the relative complexity of the system which we have
recommended would cause undue administrative difticulty.

1928 For ease of administration it may be necessary to confine averaging
to those taxpayers who experience substantial fluctuations in real income.
This could be done by confining the option to average to those whose
income in real terms, after averaging, differs by more than a specified
percentage from the income for the year for which averaging is claimed.
However, if the bands of taxable income or expenditure are reasonably
wide a restriction on these lines is unlikely to be necessary.

19.29 The Revenue Commissioners drew our attention to some difficul-
ties arising from applying an inflation adjustment in cases in which a
taxpayet’s income may derive from various sources not all of which would
be assessed on the same basis so that different percentages would have to
be applied to each. For example, an individual’s income might consist of

(i) business profits assessed on the basis of a set of accounts which
could be made up to any date within a one-year period prior to the
year of assessment;

(i) profit rents assessed on the basis of the amounts arising 1n the year
ended on the previous 5 April, and

(iii) directors’ fees assessed on an actual basis.

This difficulty merely reinforces the case for all income to be charged to tax
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on ah current basm_ which we recommend later in this report. It also
emphasises the merits of charging all income at a single rate of tax.

Recommendations

19.30 We recommend that under any system of progressive taxation:

Al.] averaging system of general application on the moving average
principle should be provided.

12

The averaging period should be at feast six years.

3 Th¢ starting point for averaging should be the first full year in
which a particular tax unit was in existence.

4, Avcrag-mg should be contined to fluctuations in real income or
cxpenditure determined by reference to the Consumer Price Index
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CHAPTER 20
INDEXATION OF PERSONAL TAXATION

Introduction

20,1 In this chapter we recommend that income tax al!owances or credits
and bands of taxable income be indexed annually. We turt}}cr recomn;c‘n.d
that the index to be used for this purpose should be the (.oxllsum.cr Iru‘c
Index. This does not mean the Government would be (‘0111'1111tt.ed Irrevoc-
ably to unchanged mcome taxes in rea_l terms. lnﬁdcxauon is purﬁ*]}:f a
technical procedure to ensure that consideration of changes in taxanon
cakes. as irts starting point, the indexed tax structure. The Government
would retain full discretion over rax changes. However. any ch anges would
have to be explicit and be shown by reference to the indexed position,

20.2 Arguments sometimes advanced against the indexatiop of personal
raxation arc that it reduces the built-in stabiliry Oftl}e economic system and
may produce a gencral public impression that the GOVG‘I’II"JI‘HEI?t accepts that
inflation will continue and, consequently, may increase inflationary expec-
tations that may become self-fulfilling. A related argumient concentrates on
the psychological reaction of Governments to the‘mtro.ductlon of mde?ca—
tion, in that it may result in a lower urgency being given to controlling
inflation because of the belief that the personal taxpayer 1s more or less
immune from the detrimental eftects of inflation. Asa rcsglt, inflation may
be made more tolerable. We consider these arguments in the following

paragraphs.

Automatic Stability

20.3 The tendency for progressive personal taxation to produce a more
than proportionate increase in personal tax revenues has bcer} Fhought to
contribute to the built-in stability of the economic systen. Rising money
incomes have been regarded as a symptom of an increasing pressure of
demand on available resources. Automatic Increascs 1n tax rates, by l’cdl;_C-
ing personal disposable incomes (in real vterms), ‘rcc.iuce the dcn:ia‘nd Zr
output in the market sector, thereb.y. helping to ehmmatfz €XCess cm:;n :
This analysis assumes that the additional tax revenue will not be used to

increase Government spending.
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20.4  There are a number of objections to this view. Firstly, in recent years
the acceleration in the rare of inflation has removed the earlier illusion of
taxpayers that unchanged income tax allowances and bands of taxable
income implied that real tax burdens were stable. This increased public
awarencss has led to reactions, mainly in the form of resistance to higher
taxation, that tended to exacerbate both inflation and unemployment. This
led to a tendency towards bargaining in terms of rake-home pav which
tended to 1gnore the benefits of increased Government expenditure, This
watter 1s discussed in Appendis 4.

20.5 Secondly, the proposition concerning the automatic stabilising prop-
eries of a progressive income tax onlv applics when inflation is due to
excess demand. The stabihsing properties of income tax operate perversely
it the inflation is of the “cost-push™ variety or is due to a rise in the price
of imporrs. There is no evidence o suggest that inflation n Ireland is
atrribuitable onhyv to excess demand.

20,6 inIreland. whatever stablising properties an unindexed system pos-
sesses are rendered inctfective by the non-application of the second assump-
cton underlving the propositon: that additional tax revenues produced are
trozen 1t has not been the pracice in Ireland to reserain public expenditure
i the light of mcreased tax revenue, In fact, the evidence suggests that the
growth in ncome tax revenue arising from real tax rate increases has
tacilitated the growth 1 public expenditure.

Inflationary Expectations

20.7 It may be argued that adjustment of the tax system for the cffects of
mflation would increasc inflationary expectations by signifying acceptance
by Government of continuing high inflation. This argument carrics little
weight., Expectations are generally a reflection of recent experience. As a
result, 1t 1s likely that the public in Ireland anticipate a high and continuing
level of inflation. To the extent that the public perceives that the Govern-
ment has a vested intercst in inflation in the absence of indexation, the
adoption of indexation would reduce inflationary expectations. We believe
that this perception is widespread and justified.

2008 Without indexavon. discretionary cuts in taxation. which are rep-
resented as budget giveawavs. merely offset the encroachment of fiscal
drag. In recent years, some Ministers for Finance have claimed that they
were making considerable tax concessions when they were in reality sanc-
tioning increases in income tax that had occurred due to inflation.
v
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Effect on Public Finances

20.9 In analysing changes in the rate of Government tfx]_:.aendltl;re‘,le}i elrs;
important to distinguish between gr_owth in real and n;]onLryfmcglm t‘;‘ct hen
changes in real income take p'lagc, It 1s necessary to 31' oxfx or dim « tha :
measured growth in productiviey 1s _legs in the pub ic sectorb : the ;-
private sector. In part this is beecause it is usually ppssfble 10 0 _scrye.o‘ ;

the cost of Government services r;nhc.r than their \'.;11111‘ to L();?s‘u?i‘l%r:\. |
However, it is still Tikely that productivity crowth n the pul'\,l‘(_sn]cmr :
would be lower because the growth in capital guods per 0111.[31‘0}};15 i)\: :

Given that wages in the two sectors tend to move in line \\'1;}1 eac ot‘u.r.

an unchanged share of the public sector 1 gross (_iomcsm' product at

constant prices implics an increased share at current prices.

2010 If the analysis 1s confined to purcl}_' 11<.Jn'1inal INCreases in 111(:‘0‘1"1111&'

however. the question is whether inflation is Likely to I‘CS}]I]‘t .L}m‘[‘()]n‘lflrntid.]n'\

in a proportionate increase i Government cxpg‘ndnurc \)\ 1(1)( 1 1ls f::LI:]; :

ecqual to, or greater than the automane merease m rcve‘nu_c. : n t, 1c“1..}. ' iian

tion that inflation m Ireland 13 not proceeding at a tasta‘r ‘r:nc tlanl k

competing countrics, the prices of gogds purclmscdiby t-hc (_10\;11’1111‘16:]12[(!; ‘

likelv to increase roughly in line with the rate of mtanen. Also. ET”L

sector wages, salaries and pensions may be expectcd.to move r;)]ug 1ly fm
Fine with increases in private scctor wages and .salarles. Not a tran? er
payments and subsidies are subject to prompt adju-stment ;md. the rc.‘al cost
of‘scr\'icing internal borrowing 1s 1ikf‘1§-' to-dcclme llll}CSS 1}nr_crcstl.rl;1t;5
adjust fully for increases in the rate ot inflation. Theretore, 1t‘ 1S‘1urn 1 ehy
that Government expenditure mcreascs more than proportl-onau.-y to :[']fi
rate of inflation. It may be argued that Govcrnn.wnt expend.iturg is heawvi iy
concentrated on services and will rise more rapldly thap prices m gcner}a..
If nflation does cause an increase n the .relat}vc price of labo_u.r. ;115
conclusion is valid but it 1s not obvious that 111ﬂg[10n pf %tsclfresul}ts‘ int 11s.f
So long as labour costs and interest charg.es :ldJLISt- similarly to t{n rate o

inflation. the relative price of labour to capital remains unchanged.

AT

o e oA = e = R

20.11 When inflation accelerates it is clear that a major bcnetlt_ o L:-m-crn—t
o " - s o _ " s 5
iment arises in the form of an erosion of the value ot long-term fixed intere

) - 1 i a 3 - 1 3 - . - kY S
securitics. As a major domestic borrower 1t benefits in the same manner a

- .

Ny i 5 34, September 1t agraph
See Report of the Conmiittee ot Costs and Comperittreness, Prlo 154 Sepre mber 1981, paragrap
2. 15 et seq. 7 N e
“mu?ﬂm in public admumistration has not Xept pace with that in manubiring or i sen m‘t
over the peried simee 1970, The relative decline in public administrapen incomues was mos
[y .

marked over the period 1973-77. since when there has been some recovery.
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other borrowers until interest rates adjust fully to take account of the higher

rate of inflation. Becausc of the long-term nature of much of Government
borrowing, this is a long-term benefit.

20.12  The Department of Finance informed us that total tax revenue in
Ireland increases roughly in line with the rate of inflation, provided there
1s no indexation. For these reasons, we believe that inflation has a favourable
short-term effect on the public finances when there is no indexation. To
the extent that adjustment of the tax system for inflation would remove
these benefits, we believe that this would strengthen rather than reduce the
resolve to reduce inflation.

20,13 Indexation does not imply that the relative tax burdens fixed in a
base year are sacrosanct and cannot be changed. It takes any legislated tax
structure and maintains its relative burdens until explicitly altered by
Government. It does not and is not intended to tie Government to a fixed
distribution of the tax burden for all time. On the contrary, it provides
Government with more rather than less control over that distribution.
However, itis true that indexation implies that Government must consider

and explicitly justify any departure from the original distribution. This we
regard as whoily desirable.

20.14  We noted earlicr that inflation increases average rates of income tax
under a progressive system by different proportions for individuals at
ditferent levels of income and for individuals having the same income but
different dependency obligations. If the distribution of taxation originally
decided on by the Oireachtas is accepted as being fair and inflation alters
the tax burden in an arbitrary fashion, we believe there is a clear case on

grounds of equity to have indexation to restore the original distribution of
taxation.

20.15  The Department of Finance and the Revenue Commissioners sub-
mitted that one of the arguments against indexation was that

“the restrictive effect of indexation on the yield of income tax would

scriously limit Governments’ ability to adapt taxation policies to
prevailing social and other objectives”.

This argument implies that it is politically easier to make changes in the
distribution of taxation by stealth rather than having tojustify them openly.
We agree. However, we consider that this is a telling argument for index-
ation. In a democracy, transparency is to be welcomed unreservedly.

Technical Problems

20.16  When the principle of indexing the personal tax system 1s agreed,
a number of technical issues remain to be decided. These concern {1) the
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choice of index, (ii) the treatment of the effect of indirect taxes and subsidies
on the index, (iii) the treatment of changes 1n prices resu_ltmg from fluctua-
tions in the terms of trade and (iv) the question of the timing of adjustments.

The Choice of Index

20.17  As long as inflation continues there will be a nced to adJFISt allo.\\'—
ances and the progressive rate scales ot all tases and speatic excise leUthS.
It 1s necessary to consider what 1s the best general Vpr‘u‘cﬁlmlcx o1 lnrdlL'C:) o
use for indesation purposcs. Any index should satsty four tests, Firselv. nt
should be a good measure of inflation: secondlv. should be gcncra}_ly
aceepted as a measure of the rate of nflation: thirdly. 1e should be readily

available: tinallv, it should not be subject 1o retrospeative revision.

The Case for a General Index

20,18 It mav be argued that no single figure can reflect changes in F‘L‘;II
MCOnes nt\g_r-'uupx' with different expenditure patterns, F(\r‘ example. ina
period in which food prices are rising in rclgnon to ()ti'lcr prices. the lower
income groups may be more sc\'crcl_\'l ;li_f'cctcgi by 111H;1t1011_ﬂ1.m 'otl.wr
aroups. The use of differentiated price mdices tor purposes of 111(1703\‘151()\;1
would require the neminal values of allowances to be dllncrcm tor “(;1]
income group f{and at the theoretical extreme €o be _dlttcrcnt tor cach
person). This would be :1d1ninistr;1ti\'cl\:.‘ unposmhlc, The only tcamb.]e
solution is to use a genceral index. I it 1s dcmrcd to compensate certain
groups for relative price c}mn-gcs‘ separate discretionary measures are the
only practicable method ot doing so.

The Price of Gross Domestic Product at Factor Cost

20,19 We have considered whether the price of-gr(?ss do111::‘5tic produ)ct- at
factor cost should be the index used. This index. unkike the Consumer Price
Index. excludes both indirect taxes and subsidics trom thlc prices of the
soods and services covered and also refers only to domestically pmducgd
goods and services. Hence it may provide a better measure of changes in
the real income of the nation than the Consumer Price Index. H()}\'C\'cr. it
differs in two further important respects from the Consumer Price Index
in that it covers, m addition to the prices ot goods and SCTVICES baughe by
individuals for their personal consumption. also (1) th.c prices of goods {¢.g.
plant and machinery) bought for the purposcs of cap‘nk‘ll mvestnent and (11)
the prices of goods and services {c.g. the serviees of civil servants) .bm.lght
by the Government for public use. Thus a tall in the real vatue of indirect
taxes, a reduction in the price of imports relative to 11()111;—;)r0thccn] gouds.
a rise in the price of capital goods relative to consumption g(mds_ k.)r a rllsc
in the price of goods and services bought by the Government rdf]m]j tf) t 1e
price of goods and services bought for private consumption would cause
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the price of gross domestic product at factor cost to risc faster than the
Consuimer Price Index.

20.20  Denison” argues that the purpose of indexing the income tax struc-
turc s to prevent a change in the general price level from changing the ratio
ot income taxes to the value of the nation’s income, Given real income, the
ratio of income tax revenues to mcome measured in current prices is to be
the same whatever the price level. In other words. the purpose of indexation
1>t make the real tax on a given real income the same. However, “real
meonie’ should reter 1o the nation’s real income rather than o that of
mdividual taxpayers since the latter interpretation would require ditferent
dices for cach taxpaver because cach taxpaver has a unique pattern of
consumption. The correctindex is the one which corresponds most closely
to the detinition of mconie for tax purposes.

20.21 There are a number of objections in practice to the use of the price
of gross domestic product ar factor cost as an index for purposes of
indexation. Firstiv. the index is not published by the Central Statistics
Ottice unul about aighteen months atter the end ot the vear to which it
relates. Secondly. the estimates of the index are subject w frequent subse-
quent revision, Many of these revisions are substandal. This consideration
alone would muake the use of this index administratively impossible. Finally,
wo think that 1t wonld be very difhiculr for the public to understand what
1s mvolved n the use of this mdex. For this reason, it is likely to be less
acceptable than the Consumer Price Index which is more casily understood.

Index of Average Earnings

20,22 We have also considered the use of an index of average earnings for
the purposes of indexation of personal income tax. The use of an index of
the price of finished products will remove monetary fiscal drag but it will
not remove real fiscal drag. There may also be social reasons for thinking
of many of the allowances and bands of taxable income in relative terms,
that is. as properly bearing a certamn relationship to average earnings. On
the other hand, an earnings index would only be based on the carnings of
employees who form only a part, albeit a substantial one, of the population.
An index based on average carnings would. therefore, be affected by
changes in the relative share of employees in national income. This would
not be wholly desirable. At present in Ireland, there is no index of average
carnings. The indices that are available refer to the earnings of industrial
workers.

Consumer Price Index

20.23 We believe that the main purpose of indexation is to maintain the
distribution of taxation between madividuals with different real income

FF. Denison “Price Series Indexing the Income Tax Svstem™ an Inflanon and the Income Tax.
Henry j. Aaron Editor. The Brookings Institution, 1974,
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levels and different family obligations until this is e).(plicitly chgnged by the
Ojireachtas. To be consistent with the concept of income which we have
adopted as “the increase in the command over goods and services for
personal satisfaction”, an index is required which measures real purchas_lng
power in the hands of consumers. This suggests that the most appropriate
index for purposes of indexation 1s the Consumer Price Index.

2,24 All countries’ which currently adjust their pcrsona]ﬁ income tax
utr cts of inflation measure inflatton by reference to an

addition to measuring real purchasing power
in the hands of consumers, the Consumer Price Index also meets the three
actory index. It is generally accepred by

srruciure for the offe
index of consumer prices. In

. ieh are Te T1er ¥ 2 satist
cests winch are required for a s 2 _ tis | aceepr .
the public as a measure of the rate of mflation: it is made available ona
he figure is published five weeks after the date of the

quarterly basis —t : . \ e tih
survev—and it is not subsequently revised. We recom mend that all pcr‘:aonal
- | ~ income be automatically

tax allowances, credits and bands ot mxabk b {
adjusted cach vear in line with changes n the Consumer Price Index,

The Effect of Indirect Taxes and Subsidies

2025 We have recommended that indexation sh().u]d be hased on changes
in the Consumer Price Index. Consunier price indices retlect both changus
i1 indirect taxes and consumer subsidics. There are LWO mMaln arguments
for removing the price effects of discrenonary changes in 1!‘ldlrL‘.Ct‘ taxation
from the index used to adjust the personal tax system. F-lI”St]y.wlt is argued
that where an increase in indirect taxes produces a.ddxtlonai Government
revenues which are used to increase pubbe cxpendlturc, the reduction m
real private disposable income of taxpayers 1s colngcnsatcd t—"or b\ }aAn-
increased supply of public goods — th.e “som:al wage™. Howm et 1{ tns}
view is accepted there is no need for indexation at all since r‘ea] 111‘c‘01m
remains the same. All that changes is the relative proportion of public and‘
private goods and scrvices which taxpayers c;-m.command. Thc. \\'L_‘;]kn‘css
in this a?gumcm is that there is no clear relationship bct.wcu.‘n thrc dlStI:lbthlOll
of the benefits of Government expenditure and the dlstrlbunon of the tax
burden. In fact, most modern fiscal systems reject the notion that taxation

is levied on the basis of the benefit principle.

20.26 Seccondly, it may be argued that if indirect taxes are increased as
part of a policy to transfer real resources to the public sector, it would
frustrate the objective of the tax mcrease to compensate taxpayers fot the
resulting price increases through full indexation of the income tax. [f this

he income tax code tor infation include

¥ . i i avet cod schemes to adjust t
: es which have introduced schen ) :
A United Kingdom and

Ieeland, France. Luxembours, Denmark, Netherlands, Canada, Australia.
Swedcen.
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argument 1s valid, it is not clear why it should be confined to indirect
taxation and not applied, for example, also to changes in company taxation.
The logical extension of the argument is that the component of total
inflation caused by Government policies designed to shift resources from
the private to the public sector should not be included in the index. This
would include not only price movements attributable to changes in all
forms of taxation, but also any price increases generated by increased
Government borrowing or by increases in the moncey supply generated to
fimance budger deticirs.

2027 1tacis desared to transter resources to the public sector through the
medivm ot indireet taxation, the increase i indirect taxation can be such
as to take account ot the loss of revenue arising from the use of an unadjusted
index tor indexation purposes. If the ettect of indirect taxes is excluded
trom the mdex. the reduction in prices ansing from an increase in consumer
subsidies should also be disregarded. This 1s unhkely o be acceprable o
Grovernment.

20.28  We have been advised that prior to the adoption of indexation of
personal allowances and bands of taxable income in the United Kingdom.,
constderation was given to the use of an index which would exclude the
price ctfects of indirect taxation. The idea was rejected on the grounds thar
1t would probably prove unacceptable to the public,

Changes in Prices Resulting from Changes in the Terms of Trade

20.29 If the terms of trade move against a country — the increascs in oil
prices in recent years provide a good example of this — then, if the balance
of payments is not to deteriorate, a net transfer of real resources abroad
must be made. Thercfore, the nation’s command over resources is reduced.
For this reason, it is argued that it is wrong to compensate taxpayers for a
rise in prices which is duc to a fall in real national income. When movements
m the terms of trade are favourable, the converse argument presumably
would apply.

20,30 It the index used to adjust income tax rates and allowances were
less than the rate of price increases (as it would be if the Consumer Price
[ndex were adjusted for an adverse movement in the terms of trade) then
an arbitrary redistribution of the tax burden would take place. This would
be identical to the redistribution that would take place under an unindexed
system if the actual rate of inflation were equal to the rise in prices imputed
to the change n the terms of trade. An increase in import prices may
require that there be a decline i real living standards. This may imply that
nominal income cannot be adjusted fully to compensate for increases in
import prices, However, it is not necessary from the point of view of
equity that reductions in real income arising from increased import prices
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are accompanied automatically by a real increase in personal taxation and
by a redistribution of the tax burden between different real income levels
and dependent categories. Any such redistribution may hit low income tax-
pavers with large families relatively hard.

20.31 It would not be practicable to adjust the Consumer Price Index for
changes in the terms of trade. We have been advised by the Central Sratistics
Oftice that they “would not be in a position o make an estimate of the
overall changes m constmer prices attributable to changes i the terms ot

trade as anv such estimate would of its nature be arbitrary ™"

Timing of Adjustments

20.32  Tinie lags have important implications for personal tax mdexation
cchemes. The most common tvpe of mdexation scheme involves the
adjustment of Inconic fx rates and allowances ar the start of 4 tax vear m
tine with the rate of inflation during the previous tax vear. For example, n
Canada the index refers to the rise i prices for the twelve months up to the
previous Seprember. One possible method s to adjust meome rax allow-
ances and rates at the beginning of a tax year mn line with che torecast rates
of inflation tor the vear. The Government could be reluctant to usc forecast
rates of mtation for adjustment purposes becatise to do so thev would have
to make public their own expectation about the course ot inflation during
the coming vear. n order not w stimulate inflationary expectations. there
would be a strong temptation to use an adjustment rate lower than the
forecast rate. The adjustment for the tollowing vear would have to take
account of any discrepancy between the forecast and the actual rates of

inflation in the preceding year.

20,33 . In practice, the most satistactory mcthod is probably to adjust for
inflation during the preceding vear. In Irish circumstances, this would mean
that the adjustment factor for the mmcome tax year 1982/83 would be
announced i the 1982 budget and would be normally based on the rate of
nflation in the twelve months to mid-November, 1981, Should the Con-
sumer Price Index be prepared on a monthly basis. the latest available
period of twelve months should be used for indexation purposes.

Implications for Budgetary Policy

20.34 The case for mdexing the personal income tax rests on two powerful

arguments. Firstly, it would reduce or remove most of the serious incquities
which arise when rapidly increasing levels of prices and money incomes are

*Agreed note of meetimg with representauves of the Central Statistics COfhee held on 18 February,
1981,
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.combmed w1th_ a2 progressive tax structure. Secondly, it would reduce the
importance of inappropriate fiscal drag which has seriously eroded parlia-
mentary control over budgetary policy.

2?).3:) indexation of personal income tax involves an undertaking by tf

(3'0\'.emmem that inflation will not be allowed automatically to chi)n J l“?
distribution of taxation from that originally approved by the ()ire'ag}C t-k
It ensures [Vhat changes m the distribution of taxation will bcrsub‘:(‘lrm&
proper pdr]llamcnmr\' and public debate. Government will r'cr'm; rhj' rlm
to make discrenonary adjustments to the personal tax s\'s{clm b ; r!]%*'H‘
should be made explicitly by reference to the indexch p-())s‘ition, SL;;)u;i](:t

L]d] 115 ()1 Cax sav ng\ l\ refer oot the ¥ ( S
Cng ] LUNIng C\(d 0
51
o : > 1()1.1]( lL

Recommendations

b (s . . . F 1 .
20036 We make the tollowmyg recommendations:

1 The maonetary amounts ot all personal ax altowances or credits and
bands ot taxable income should be adjusted each vear by reference
mrthc change 1 the Consumer Price Index over the prc\‘i’ous period
of twelve months.

_[d

It 1t is necessary tor admimstratve reasons to do so, monetary
amounts should be rounded upwards, '

3. To aid public understandimg of the cttects of inflation. the gains or
losses arising trom discretionary changes in income tax rares and
allowances or credits should be shown by reference to the indexed
position.



CHAPTER 21
SOCIAL INSURANCE CONTRIBUTIONS

Introduction

201 Inchis chapter we consider the place ol:soc'i;ll nsurance cc_)nrlributmns
in the tax system, We examine the nature ot rhfsc con_trlbuqons' n lrel;md
and a m(lio;'it}' of us concludes that they are s torm of taxation i}l?dmth;t 1;
is appropriate to evaluate thcm by the criteria of u]mt‘} . crh;%m;\' .:111
simplicity which we have applied to taxation. Qn cvaluating the e.\ni I g
contributions by reference to these critern. we tind them o be rcgrcsm'{ t}
and inequitable. to have undesirable €CONOMIC conscquences and to be
administratively cumbersonie. Most ot us rccromllncnd the replacement of
social insurance contributions with a social security tax assess_cd and col-
lected on the same basis as Income rax. Thl%ﬁwould imply that the Cmplo}'-
ers’ contribution would be based on pmt'lts. rutheir th';m payroll.. while
emplovees’ contributions woul.d bea proportion Df, zlli.m.com‘c. (‘\Llltlls)LlF a
ceiling). This would make social sceurity taxation mdx:.%tmgmsha) e'm 1ts
incidc:nce and admimstration from other dlre.ct taxes on inconme. However,
we do suggest continuing conceptual distinctions between these taxes.

21.2  We received a number of submissions which dealt with SOCi;-ll insur—
ance contributions. The main points raised were that thcﬂ contributions
should be reduced to encourage job creation; the employer. s shareAshould
be increased: contributions should be allowed as a deduction fgr ncomce
tax purposcs; contributions should be paid by a]l_group.s ata uniform raAtel
on all income without a limit on the amount of contribution; and socia
insurance contributions should be abolished and replaced by gencral tax

TIeasurcs.

Definition of Social Security

1 1VCrs: Foacc iy finiti S 1al security. In
21.3 IhEI’C 15 1o Lll‘ll\-(,[’hdll} dCLGp.tLd definition Of- “SO‘C e ) e]
lreiand 1t is Q;CI]CT’J”\' LlI]dCl’StOOd o ll]CllldC the soclal msurance schem )
1 b = ’

1 1 1 1l L 1 . . 1]]t
"The main social msurance benefits are: retirement pension, disability buuht_.hum.mplc?}illa\tv,s
and pay-rclated benefits, maternity benefit, contributery old age and contributory wido
« @) B

pensions.
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the social assistance system,? health services and the redundancy payments
scheme. In each of these areas the basis of qualification for benefit is quite
diffcrent. Entitlement to social insurance is based on a record of contribu-
tions previously paid into the scheme. Entitlement to social assistance is on
the basis of a means test. Lump sum payments are paid to certain insured
workers who lose their jobs through redundancy, provided certain require-
ments are met. The Jump sum is related to years of service and subject to

an carnings ceiling. We deal with entitlement to health services in Chapter
2

204 A briet desenprion of the social securiey systen, s historical devel
opment and its tinancing is set out m Appendin 16, Sickness benefits.
unemplovment benetits and disability pensions were introduced in 1917,
Widows™ and orphans’ pensions were added i 1933, The range of services
was further extended with the introduction of contributory old 4ZC pensions
i 1961, retrement pensions, invalidiey pensions and death grants in 19740
and deserted wite's benetic in 1973, Pav-rclated contributions and benetits
were first introduced s 1974 and comipulsory insurance was extended to all
emplovees. In 1979 a fullv income-related social msurance contribution,
up toa ceiling, was mtroduced in place of the contribution which had been
previously levied mainly at a flat-rate.

Social Insurance Contributions

21,5 Inlreland. contributions are levied on both empioyers and emplovees
w respect of the social insurance services provided by the Department of
Sotial Weltare. Contributions to tinance the redundancy payments scheme
administered by the Department of Labour are paid only by emplovers.

216 Over 80 per cent of the cost of the social insurance services is financed
by social insurance contributions. Redundancy contributions finance pay-
ments out of the Redundancy Fund in full. In 1979, these contributions
were consolidated in the case of employees. into one contribution which is
collected by the Revenue Commiissioners. together with a health contri-
bution. through the PAYE system. The standard rate of contribution for
1982783 15 19.11 per cent. of which 11,61 per cent is paid by the cmployer
and 7.5 per cent is paid by the employee. The redundancy element is 6.5
per cent of income, the health clement amounts to 1 per cent of income and
I'per centis referable to the vouth employment levy.

Prospective Developments

217 There are a number of prospective developments of the social insur-
ance system which we have taken into account in considering the place of

The main social assistance benetits are: unemployinent assistance. non-contributory widow's
ad orphan’s pensions. non-contributery old ave pension, deserted wife's and unmarried mother's
alowance.
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ibutions i : 4 ¢ ational
social insurance contributions in the tax system. | roposals for a na

income-related pensions scheme are in the course of preparation. The
Department of Social Welfare has advised us that

“Developments in this area will probably intensify the Ixegdfto use Fhe
: 1 ¢ ibutions: mation
PAYE tax system for the collection of contributions and of infor

concerning the earnings of individuals™.

218 The possibidiny of extendig \Qci.ll surance w the x.L_‘lrwc‘l.nplu}"tﬁ 1\
Wso being examined. T this connection. the Department of Social Weltare
stated in its submission that
“The extension of social msurance o the scltfmploygd W nul_d rcqun}:
them to pav contribunions to help to et the cost of suq;xl l!].‘\Elh}ll]ﬁL\
benefits for which they would be cligible. The to‘ilcctll(m ot these
contributions 1t they were on an income-related basis might mvolve

: i Ly collection svste There appropriate’
making use of the mcome tax collection system here approg

A . ] ,
Social Insurance Contributions: Tax or Insurance Premiuimns:

’ ] 1 -onsidered 15 whether soclal insurance
219 The first 1ssuc to be considered 15 whether or not

ibut s re s as A tax or insurance payment solely
Coutributions should be regarded as @ tax or ds an nsuraice pdy i )
by the Department

destened to secure certain benetits, We rabsed this lssue wit

of Social Welfare who replied as tollows:
“Social insurance contributions are not simply taxaton. Thev epable
an insurance record to be built up winch unu the employee a _tlt]c to
both short-term benefits and long-term pensions. Thesc bt’l]C.fltS ;md'
pensions are paid at a higher rate than compsfrable non—contrlbx‘lto_r}l
pensions. assistance or allowances and there is no means test. Socia
insurance contributions are not related to t'hc 111(‘1dcncc? ot uncmploy—‘
ment. illness. accident or longevity m various ¢ategorics bL‘?élL‘l.SC thnsﬁ
would be (1) ditheult to achi{:\‘c‘ and (i'i) contrary to th& ;?rmclplc of
risk-spreading which is ipherentin any msurance scheme™.

21,10 If social insurance contributions were acmurml}y based. it would be
no more appropriate to evaluate them as a tax than, for example. th.c cost
of compulsory third party motor msurance. However. the system 1s not
actuarially based as the following features show:
(i) Pension benefits are financed entirely on a “pay-as-you-go basis
rather than actuarially assessed as with private pension schemes.,
(11) Even on a Fpay-as-vou-go’ basis the system is not enarely sclf-
financed as the Exchequer makes regular subventions to the Social

Insurance Fund.

SLetter of 12 March, 1981
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(1) Benefits rise less than proportionately with carnings, although up
to £9,500 per annum contributions are strictly proportional. Fol-
lowing the introduction of pay-related contributions the system
has been increasingly redistriburtive.

(iv) Contribution rates in different income classes and employments are
not related to 2 knowledge of the differences in the incidence of
unemploviment, accidents. sickness or longevity,

-

Contributions are pot retunded 10 case of permanent emigration,

2111 The Department of Soctal Welfare points out that under the existing
soctal mmsurance svstem the existence of secial insurance contributions
cnables “an msurance record to be built up which gives the emplovee a
nele” 1o benetits. This was true up until the abolition of the social insurance
stamp i 1979 but 1s no lenger the case. Entitlement to benetits (exeepr tor
pav-related benetits; 15 now based on the number of weeks ot msurable
conplovment paid or credited and not on the amount of mcome and
contributions.” [t 1s thus possible tor an individual o pav g relatively high
amount m contributons and have a lesser entddement 1o social msurance
benetits than an individual whe pavs a lower amount m contributions.
Information on the number of weeks ot employvnient could be provided by
ciplovers divough the Revenue Commissioners whether or not there was
a separate soctal msurance contribution.

21,12 The main justitication for evaluating social msurance contributions
as insurance premiums rather than raxation is the benefie principle. This
assumes that workers and employers contribute to a fund to provide income
maintenance payments when required. As soon as there ceases to be a close
relationship between contribution and benefit. social insurance contribu-
tions conform to the two distinguishing characteristics of taxation which
we set out in Chaprer 1. These are that taxes are compulsory pavments to
centrai and local authorities and the benetits do not necessarily acerue to the
taxpavers m proportion to their payments.

2113 We believe that there is no longer a close relationship between the
amounts paid n social insurance contributions and the benefits obtained.
Contributions arc entirely pay-related, but additional contributions do not
produce additional benetits except for pay-related benefit which accounts
for 73 per cent of all social msurance benefits. In addition. many of the
benetits are ditferentated with respect to dependency even though the
contributions are not. This redistributive funcrion 15 an essential and desir-
able element of the social insurance svstem. However, it strengthens the
case tor treating contributtons as a form of taxation.

‘An outline of the contmiburion condimans wo guality for various benesits 1s inchuded in paragraphs
17 t0 22 of Appendix 16,

301



Lo e x4 B3 &

ey

TS Lt Comteh LS 1 b

21.14 A comparison between social insurance and social assistance pay-
ments indicates that as at April 1981, social insurance bc_neﬁts were E.chtween
7 per cent and 27 per cent higher than the correspondmg social _assmtar\;/:z
payments even though the formcjr are pavyable w1th0ut.a means tgst. e
would expect that in a genuine insurance s;hemc Fhe insurance El’l.(.’
should be much higher than the corrcsppndmg assistance benefits, given
that the insured person makes a contribution towards those benetits,

31,15 We believe that compulsory social insurance contributions ;l.rc‘n_mrnt*_
appropriately regarded as a tax and %‘,hould be cx'a]ualt'c‘d1 by th iir(l):n;)i:r
cquity. cfficiency and simplicity \\'h.l(,']'l we h‘a\'c :_1pp tec to taxld) . 1
concern with social insurance contributions is also based on the tact t.lat_
thev are collected through the PAYE system. We have rr.cm\'cd .mmphlamts-
from emplovers about the ditficulties 11}1posed on them in making returns
of tax and information o the Revenue Conmmissioners.

Incidence of Social Insurance Contributions

21.16 Before arriving at a view on the equity a{ld gi’ﬁciency cffecrs of
social insurance contributions, it is necessary in the first MSLANCe to CQI]SIdﬁ‘r
their mcidence. Social insurance CO]]tl’lbthlF)DS are I‘mmmaliy lc.\'wd_ on‘
cmployers and employees. The formal incidence of these contributions
assumes that the emplovees’ element is a tax on the income ot thcpmploycc
and is paid by the employee. It also assumes that the part levmilj on th::z1
employer is a mixture of an emplo‘ymcnt tax and a pavroll tax :ml ,ISYEM
by the employer. The cffective incidence of these taxes may l_ae elsewhere
and may vary, depending on the market structure n which they are
imposed.

21.17 The incidence of the part paid by the employee sh(_)uld in theory be
the same as that of income tax. We conclude in .Chaptcr 5 that employees
may shift at least part of the burden of direct taxation forward to employers.
This may be further shifted to consumers or shifted back tlo.t‘.mpl()}‘rees in
the form of higher unemployment, depending on the elasticities of supply
and demand both in the labour market and in the 1nd1v1d.u'al product
markets. For example, given the combination of a strong m.llltant um(})ln
and a product with a low price elasticity, such as alcohol, 1t is hklely Ehat; e
employee would be able to shift the burden forward to the emp oyer \l;v C(l),
in turn, would be able to shift it forward to the consumer, There is a 0f y
of opinion, however, which maintains that while this may be true for
income tax, it is not true of the employees’ element of the social insurance
contribution. It is claimed in the case of the latrer that employees, by and
large, do not attempt to shift it foward to the employers. On Fhe cgntrar}y}r,
it has been represented to us that most employees willingly absorb it on [he
grounds that they perceive it as a payment, which secures for them a right
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to a future stream of social insurance benefits. Although there is no hard
evidence to support this view, persons experienced in wage negotiations
suggest that this is the case in practice. However, in view of the reactions

of employees to Increases in social insurance contributions in April, 1982,
this view 1s difficult to support.

21,18 The incidence of the emplovers’ contribution may be analysed as
follows. Unless the contribution is shifted in full to emplovees in the form
of lower wages. the effect 1s o increase the price of labour relative to other
factors of production. This gives @ boost to the substitution of labour by
other factors resulting 1 lower levels of emplovment for a given output,
This occurs in both the sheltered and unsheltered sectors of the cconomy.

2119 In the sheltered sector, the imposition of a payroll tax will be treated
like any other cost and will. on the basis of the analysis in Chapter 5. be
shifted forward into prices. This conclusion is supported by the fact that
the National Prices Commission accepts increases in emplovers’ social
insurance contributions as allowable costs in determining price increascs.
in these crcumstances, as far as the domestic consumier is concerned. the
meidence ot emplovers’ social insurance contribution is likely to be the
sdlne ds a sales tax.

2120 Inthe unsheltered sector, taxation cannot be passed on to consumers
i the form of higher prices. Thercfore. the burden must be borne by
sharcholders, suppliers or emplovees. If borne by cemployees, this must be
i the torm of lower wages and salaries or in reduced levels of em ployment.
It borne by sharcholders, this may result in lower levels of investment
leading to a gradual erosion of competitiveness and a reduction in cmploy-
ment in the longer term. If borne by suppliers, the incidence of the

contribution is distributed among their shareholders, employees, customers
ar suppliers.

21.21 On the basis of this analysis. we conclude that the employees” social
msurance contribution in general tends to fall on the labour share of income.
The employers” contribution, on the other hand, tends to have a more
diffused incidence. It is partly passed on to consumers in higher prices,
partly passed on to labour in the form of lower levels of income and
cmployment and partly borne by employers through reduced profits.

Equity
21,22 If the criterion of equity is applied to social insurance contributions
they are seen to breach it in the following ways:

(iy Different rates of contributions are levied on persons in different
occupations.
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(ii) The base on which the contributions are assessed is even more
limited than that used for income tax purposes.

(iii) The contributions are regressive due to the application of an 1111(‘1011"1'8
ceiling to social insurance contributors and the fact that no allow-

ance is made for dependency obligations.

Varying Rates of Contributions

21,23 There are. at present. twelve diﬁbnﬁt chss'mrot' socal }nx;wancc"
contribution. Eleven of these have three vanations \'\-'1thm the L'ldb'b. f\ 111911i
thie classes which pav reduced rates of cont.nbutlon are p::nlm].unArr Jm{
pensionable gardai. army officers. teachers, avil SCrvants dndldf_)(‘ri;hl ‘11(1:\
dentists in the public service. These fl.asscs arc not cnmlcd [U_l u‘tu‘ Trmft[
of social insurance benefits. It social msurance contnbun\(){m arf,l regare ;Lv
1s 4 torm of taxation, the pavment ot different rates ot contrnbution o

ditferent categories is an anomaly.

21.24  The prmaple ofl'lxk—sprmdmg Was Ut tﬁm'\\'_m‘d by [h.:.‘ ch].\\.‘;r‘n’l?gnt
of Social Welfare as a fundamental principle to be h)llh)\\'cd nt ]:L' f\%l]]u_:
of soctal insurance contributions, Fhis seems to us to ll'llp]}'. that‘ (\ L‘l‘]‘l t‘llt_
case for retaining a contribution levied on the beneht prmn.pi_c is (u](%p‘[ul ,\
all persons within the socal msurance system should be s',ul}]ﬁ-ul to t‘;c‘s.iff}]tg
rate of contribution regardless of the pr})b‘{lbll]t:)‘ t.hat t.]‘lt‘} ‘r\\l ] c‘ "um} tlrl](c{ bé
The logical result of the applicanion ot .th]%_pnm‘lp]c is that there shou

a uniform rate of social insurance contributions.

Inadequate Base

21 75 The basc on which social insurance contributions arc levied 1s
narrow when compared to that on which imcome taxis charged. H;{)“ ever,
unlike income tax the base is not eroded by a large number of de l uctions
and relicfs. The following tvpes of income at present escape the charge to
social insurance contributions:

(i) Income from self-employnient:

(ii) I[nvestment income;
(iify Income received in the form of benefits-in-kind:
(iv) Income realised in the torm ot capital gains, and

: ' R - .
(v The excess of wage and salary income over 1 9.500 per annum.

21.26  We argue throughout this report in f;u'olur o{]wving a co‘m‘prchcg‘;
sive income tax base. This 1 particular.ly rcqmrcd i order .t(? ms;;re tv'1
achievement of horizontal equity. e is dcglral?lc in the (ahe,o, s<13.c1§
insurance contributions that a comprehensive income base be apphed,
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particularly as almost everyone is entitled to either social insurance or
assistance benefits. The fact that these benefits may be either of the insurance
or assistance variety is largely immaterial since the relationship between
contributions and insurance benefits has been gradually eroded.

Regressivity of Contributions

21.27 Onc of the main arguments against social insurance contributions
ts their regressivity, The fact that an individual tax is regressive does not
necessartly make it an undesirable form of raising revenue. Regressivity iy
an essential teature of most indirect raxes. In evaluating a tax system it is
the overall progressivity of the tax and public expenditure systems which
1s important. not the position in relation to individual taxes and bencefits,
However, we believe that a regressive direet tax which could be made
proportional or progressive is unnecessary and undesirable since it requires
that clement of regressivity w be otfset by other taxes in the svseem,

Efficiency

21.28  Social insurance contributions contribute o mctficieney in the
following WAYS

1) By raxing one factor ot production — labour as distinet from capital
or land or enterprise — they tend to encourage the replacement of
labour intensive methods where possible by capital intensive meth-
ods of production, particularly in those businesses which cannot
shift the taxes tully to emplovees. This results in higher
uncmployment,

{11) They encourage the proliferation of benefits-in-kind which in
practice do not carry the burden of social insurance contributions.

(1) To the extent that they are shifted forward into prices they increase
the cost of goods produced in Ireland relative to forcign produced

goods thereby having an adverse cffect on employment and the
balance of payments.

(tv) They tend to discourage the employment of low income earners
(largely the young, part-time workers, women and older unskilled
workers). Together with other forces, this tends to increase the
difficulties which people in these categories have in obtatning
employment. The difficulties in this area have been reduced follow-

ing the introduction of fully pay-related social insurance contri-
butions in 1979,

21.29 Tt is not sufficient, in our view, to argue that because the level of
social insurance contributions in Ireland is relatively low in comparison
with major competing countries, the efficiency effects can be ignored.
W
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i I cial insurance
i do, if the money raised for so
atever other countries may do, surance
v(:.’11: oses in Ireland were raised in a less wasteful way, the 1levelrof employ
EICTI:IC would be higher and the balance of payments deficit lower.

Simplicity | .
21.30 The cxistence of two different direct ]c.h:ar.ges‘\.orllt 1;':;%1;1;:23Lgxt[};;
cxisting system results in unnecessary C(nnﬁ)—l(:a\n??{—].]o o 0\,(;r_burdmcd
bLlI‘dL‘llOll'Cl]lp]L)}'(.‘TS (parri(‘ulnr}y Sma.ll emp 0}1c‘r5'. ' tiO]; g(_)(-m] purdencd
by the requirements of complying with ﬁsc;}l ‘Lgls‘a K.) a pcial iurance
contributions arc a scparate charge on gross income up

per annum. Income tax is levied on all taxable income.

l 1< 5 n I o E ates th(.
1 ’))] } eX1stenee {)! th(5t Two (‘h} gtg Oon 1INCOme I‘lSO com th']
ra E‘ SLELIC I B (l 1 SO0OW AT ATION (t 1e ¢ cnve
i an exe 11 8] t] it( f1
M l S 1 % N Q b\ )
) 1 NcOMme fax {lnd 5()’:1(1] msurance (()ll[l‘]bLl[lO]lb)

arainal rates (of botl . rance ribucons)
mimol faced a single person in 1981/82 with no allowances other t
which a sing

per%onal allowance and Schedule E allowance.

TABLE 27

Margin | Rates ()I Tax and Soclal Insurance Contr ibutions for Slllgle F ersons
combl“ed gina ;

Band of Income Combined Marginal Rate Range of Total Tax Liabllity
and o ; -
%
£ £
7000 A7 n T oo

- 2.000 475 69. S0
Yoo = 2.204 64.76 9500 — 227.09
ooe T 27s 29.75 22709 — 37858
S T 3975 3739 - 216771
2r6 — 7 49 75 216771 — 2.8
aeon g'g?g 45.00 2807.00 - igg;g
g:g% 11215 56 00 3‘12527258_75_upwérd5_
11,216 and over L 60.00 L

Evaluation of Social Insurance Contributions

21.32 We concluded earlier that social insurance COI-Hrlbl;t'loi?esgiglctlhii
-—uc-lq;d by the criteria applicable to taxation. On Yc.i()m%lt’ a1lsi t\;]C find that
Jthe;z are olbjectionable in many respects, breachl‘ng ?jrt:ﬁti\ic . in.comc s
normally accepted for taxation.“They are regre ss}i\ ghr ladve 10 Income cue
I ition of a ceiling of income above which the sam ‘ ‘

o - :rl]jllgosThcv fail to take ability to pay mto account 5113'11(€ the 59;21:2
comtribution is pay 1 : narital status. The ccono

Comribmml}]rls p'a ‘:r:lkc)ll'id‘z\ 1;}]}(1);2}12?]12(}61“;; unemployment and a l:nfger
N Offt y :‘iz;lts deficit than if the same amount of revenue was raised
E;;(la::;tccer:;atri)\?z means. The system is more complicated than is necessary.
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21.33  We believe that the present system of social
is inequitable and complicated and results in the was

Reform is essential. In the following paragraphs w
in this area.

insurance contributions
te of valuable resources.
e set out the possibilities

Options for Reform

21.34 The main options for reform of social insur

ance contributions are
as follows:

(1} Abolish entirely separate social insurance contributions and the

Social Insurance Fund and finance social insurance benefits from
general taxation.

() Maintain the Social Insurance Fund and finance 1t b

y direct pay-
ments by the Exchequer out of general taxation.

(1) Maintain the Social Insurance Fund and finance it wi

th a predeter-
mincd share of particular taxes.

(v} Mantain an emplovees™ contribution and relate the employers’
contribution to the emplovers’ income.

(v} Mamtain the existing system. but make cere

an reforms to remove
arromalies.

Social Insurance Fund

21.35 A separate Social Insurance Fund was established under the Social
Welfare Act, 1952, The fund carries the expenditure only of social insurance
schemes. The State is obliged to contribute an amount by which the income
of the fund in any financial year is less than its expenditure. The other

income of the fund comes from social insurance contributions by employers
and emplovees and from investments.

Earmarked Taxes

21.36  The question arises whether or not 4 share of specific taxes should

be carmarked or assigned for social insurance purposes. We deal with the
general question of earmarked taxes and assigned revenues in Chapter 22.
As a matter of general principle we are opposed to the concept of earmarked
taxes or specific levies. However, we believe than an exception may need
to be made for social security purposes. There is an acceptance by the
public, arising from historical and psychological factors, of separate levies
for social securiry purposes. For that reason, we do not recommend that
social security benefits be financed totally from general taxation at this
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stage. This implies the maintenance of a separate Fund along the lines of
the present Social Insurance Fund.

A Social Security Tax

31 37 The maintenance of completely separate social instrance contribu-
tons which apply to some mcomes and net o others isomoour view.
inequitable and unnecessary. We recommend that social msurance contri-
butions be replaced by a social security ax charged at a single rate on il
income including realised capital gains and taxable gifts and whertances.
This tax should be paid into a separate Fund. Should self-employed persons
be brought within the scope of social insurance. their income should not
bear a double rate of contribution.

31 38 The social security tax paid in respect of inconie which arises i the
first place to companics should. tor the reasons set out in Chaprer 27, be
tully mpured to sharcholders when the protits are distrbuted s dividends,
We do not envisage that this tax would be repaid to exempt funds or
torcign residents sice these cffectively bear some of the burden of the
proscit cntplovers’ social msurance contriburion which the tax is desioned

to replace.

Tax Relief for Social Security Tax

71.39 Under the existing system. the amount of the emplovers’ social
insurance contribution is given as a deduction i compuiing the profits of
the trade or profession tor meome tax and corporation tax purposes. Under
the arrangements we propose. it would not be appropriate to give relief for
social security tax. just as no deduction s alowed for raxes on income such
45 INCOme [ax of corporation tax.

21.40 Employees do not obtain an income Lax deduction directly 1n
respect of social insurance contributions pavable by Vthcm. Howe'vc:r. the
rate of contribution was adjusted m 1979 to provide some relief. The
background to this 1s dealt with in paragraphs 31 and 33 of Appendix 106.
However. the Government has proposed ro ntroduce a special imcome 1ax
Alowance of €312 to be granted in 1982/83 to all emplovees liable at che
standard rate of social insurance contributions. No aljowance is bemg
granted to those liable at lower rates.

2141 We donot accept that the failure to give reliet for emplovees’ social
insurance contributions, the proceeds of which are used partly to finance
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bcn‘cﬁts which are taxable, constitutes a special casc of double taxation
whld] requires relief. This 1s because there is no longer a direct and close
relationship between benefits receivable and contributions payable The
doulﬂe taxation argument. ifaccepted. could equally apply to public sérvicc
salarlg‘s. To allow such a deduction under the exi’sting iarovisions Awould
transter some of the burden from the higher-paid to the lower-paid and
require higher rates of charge or an increase in general taxation. It would
also merease the complexity of the svstem. On this basis. \\.'c do 1ot
consider thar a Joduction for mconie taa purposes should be allowed

emiplovees mrespecr ot soctal security tax pavable by chem, ’

Basis of Assessment and Collection of Social Security Tax

o] bl . : ke . y

21 .4_‘ The basts of assessment and arrangenicnts tor collection of social
SCCUTITY Lax ;should be the same as tor other direct taxes. This would enabice
collection of the tax to be integrated fully withi the collection of these taxes

Rate of Tax

2143 We consider that i present circamstances the rate of social security
tax should be about 3 per cent. Wiile this would raise (.‘O]]Sid(‘rﬂbi\' mor}C
revenue than the existing emplovees” contribution if levied at the same rate

ic total amount raised would be less chan that raised at present ﬁ;om ﬁ;ofciai
isurance contributions. Since employers™ social msurance COIl[l”ibL-ltiOI]S
are allowed by the National Prices Commission in determining price
lncreases, we would expect that the changes we propose would, in the
absence of other tax increases, lead to a reduction m prices. On this basis

erc‘ol-)mdcr that 1t would be appropriate if the reduction in vield to ﬂnaﬁc;‘
social insurance benefits were paid in the form of an Exchequlcr contribution

to thg separate Fund proposed in paragraph 21.37 and raised from indirect
taxation.

Conclusion

214 The mam benefits of the changes we have proposed are a substantial
mcrease in the simphicity of the tax system both for employers and publi

.1dlmmsFrators. The new system would be more equitable and the \\-';E)étc 0(1;
CCONONIIC Tesourees associated with the employers’ social insurance contri-
butlon ujould be removed. The cost ()fcmplovfing people would fall and ax

increase in cniployment should resule. [n addition, the changes we propo ]
would reduce the price of Trish exports thereby i;elping to 'ilﬁprof')e clfmif
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petitiveness in export markets. The price of imports would increase relative
to home-produced goods leading to an improved market share for Irish
made goods in the home market. The proposals would result in a redistri-
bution of the nominal tax burden from employees to the self-employed,
from the lower-paid to the higher paid, from workers in the private sector
to some workers in the public sector, from employees to unemploved or
retired persons and from earned income to uncarned income, realised capital
gains and taxable gifts and inheritances.

Recommendations
71 45 We make the following recommendations:

| Social insurance contributions should be replaced by a social security
tax levied at a single rate on all income including realised capital
gains and taxable gifis and inheritances.

12

The yield from socal security tax should be paid mto a separate
Fund, along the lines of the present Social Insurance Fund.

3. Social security tax should not be allowed as a deduction in com-
puting income or profits tor the purposes of income tax or corpo-
ration tax.

4. Social sccurity tax paid in respect of income which arises in the first
place to companies should be fully imputed to sharcholders when
dividends are paid out of profits which have borne the tax.

5. Social security tax imputed to exempt funds or non-resident share-
holders should not be repaid.

6. The basis of assessment and arrangements Jor collection of social
security tax should be the same as for other ditect taxes.

7. In present circumstances, the rate of social security tax should be
about 5 per cent. The balance of the Fund proposed in Recommen-
dation No. 2 should be raised from indirect taxation.

Reservation by Mr. Daniel Murphy

. 1am in fundamental disagreement with the view taken by the majority
of the Commission that social insurance contributions are a form of taxa-
tion. Rather [ see them as insurance contributions related to entitlement to
benefits. However, 1 fully support their views regarding health contribu-
tions and other assigned revenues. I take the view thatan insurance-based
scheme is the best way to provide social benefits.

2. All EEC countries except Denmark have social insurance systems with

the following features:
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() Contributions are paid by both employers and employees.

{11) Employee contributions are related to entitlernent to benefits

(ili) Social insurance benefits are partly financed by the Exchequer from
general taxation.

(iv) There 15 a ceiling on contributions.

l, Ilic(l;nﬂdu that. the tinancing ot social msurance benetits in Ireland
should be bascd on insurance principles and take the following form:

(1) Employees should pay a contribution on their income from
employment at rates related to bencetits.

(i) Employers should pay a matching contribution in respect of their
employees but at a higher rate,

() There should be 2 celling on the amount of contributions pavable.

{1v) Socm‘] msurance benefies should be partly financed from general
taxanon. ’ )

4 {(v) (.Ol.][rlbut':lOl‘lS should not be levied on unearned income, realised
capital gains, taxabic gifts and inheritances and company profits.

(vi) Should social insurance benetits be extended to self-empioyed
persons, a contribution at the combined cmployer’s and employee’s
rate should bc}gwed on their earned income from self-employment
up to the specitied ceiling. J




CHAPTER 22
ASSIGNED REVENUES

Introduction

221 In this chapter we consider the general question _(11]1\\1;3.11@@{ revenues,
These may take the form of earmarked raxes or speaial levies In gm‘u‘ml.{
W are (wﬁpoﬁc‘d to the concept ot L‘lirmnrkgd taxes or spectal lc\'l:?‘.a ang
conclude that they should be mtegrated with general taxaton. We pav
partcular attention to healch contriburions and the vouth emplovinent levy
and we recommend that these be abolished as separate charges.

Earmarked Taxes ﬁ B
22.2 It may be argued that the carmarkig of }1;1r§i(?Lll¢1r raxes tor speatlle
Government expenditures 1s destrable. n that i brings home (v [1'1\(- pub‘]u
that it is getring value for money paid m taxes in th.c torm of (:0\]5%11‘1\1?‘1_1“
services. Proponents of this system contend that this rcduccs pub ic I.LSI‘S,:
ence to taxation. On this basis, separate COI‘ltl‘lbLlUOl}b might be imtroducec
for a wide range of services such as education. public transport. roads and
sanitary services.

values is a two-edged weapon. It tends to remforce in the public mind the
notion that for the great bulk of taxation no value for money is obtained.
This we regard as wholly undesirable.

723 The carmarking of particular raxes for services which the public

224 We also consider that it is desirable for revenue to be al_]oc_attfd_
between the competing public expenditure heads on the basis of Cr-‘wn:‘],?é
need and destrability rather than on the basis of how much revenue is raise
under particular tax heads. The latter approach leads to waste.

225 However, the main argument against a proliteration ot t‘J..XL‘_S tmd
levies is the additional administrative costs 1111_poscd on the pubhci scc\tm}rﬂ
and the compliance costs imposed on the private secror. The w aste 0
resources involved 1s amply illustrated by rhc experience n the administra-
ton of health contributions, which we consider now.

Health Contributions o
226 Subject to certain specified exemptions the Health (.Qn[rlbutlon;l
Act, 1979 imposes an obligation on every individual with an income an
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who is over 16 years of age to pay health contributions. The rate of
contribution is 1 per cent on income from all sources up to £9,500 per
annum. [t is cstimated that receipts from health contributions will amount
to 64 million in 1982, which will finance about 6.4 per cent of total
estimated current public expenditure on health in 1982,

227 Certain individuals are not hable tor health contributions. ¢.g. per-
sons 0 receipt of widows” pensions under the Social Welfare Acts, Medical
vard holders are abso cxempt. Idhey are emplovees, the contribution tor
medical card holders s pard by therr emplovers, unless they are otherwise
exempt,

Eligibility for Health Services
228 New chigibihoy arrangements tor health services came into OperATIOn
on O Aprils 19790 One of the major teatures of the new ArTANgements is
that. at present. hospital services (both maimtenance and treatment) in
public wards and speciabist <ervices in out-patient chnics (with speaafiod
exceptions) are avatlable free of direet charge to all persons whose income
is less than ¥9.300 tor the vear ended 3 April, 1982, Persons whose incomnie
exceeds Y9500 are entitled. free of direct charge, o the sane range of
services except that they are lable tor the pavment ot the hospital consuli-
ants” tees. The dependants of those persons who have no independent
mcome, or who are children under 16 vears of age, are also covered
depending. i the latter instance, on the income level of the parent. Eligi-
bility for health services is not tied to payment of the appropriate health
contribution but is a statutory entitlement related to the level of inconte.

Historical Background

229 A Government White Paper' of 1966 dealing with proposals for the

expansion of health services and the financing of the programme, envisaged
that other sources of funding would be sought to supplement the finances
to be made available trom central taxation. The Government decided at a
later stage thar a system of health contributions would be introduced
pavable by persons with limited cligibility for health services, i.c. persons
with ehgbility for hospital and specialist services, maternity and infant care
services and the drugs refund scheme. Persons wich full cligibility for
services (persons and their dependants covered by medical cards) and certain
other specitied groups (¢ g. female domestics in private cmplovment) were
not required to pay health contributions. The Health Contributions Act.
1971 and the regulations made under the Act provided the statutory hasis
tor the health contributions svsten.

_—

The Health Services and Thelr Fother Dieve lopanenr. White Paper January, 1966 Pr. 8633,



22.10 While the Health Contributions Act, 1971 also contained provision
for the subsequent introduction of incomc—_relaged health conmb,utlons{ the
initial system was based on flat-rate contrlb}ltlons. Employee_s Fontrlbu—
tions were paid on a weekly basis and were pald through the social insurance
stamp. The Department of Social Welfare remitted the amounts appropriate
to health contributions to the Department of Health. Lontrll_)uﬂons in
respect of the sclf-emploved or persons with ncomes not d.eqved from
emplovment were collected separately by the Revenue Commissioners 'fmd
forwarded 1o the Department of Healeh. Health bgards were responsible
for the assessment of amounts due by farmers and torwarded the pr.occcds
to the Department of Health. The amounts collected from the different
sources were appropriated in aid of the Vore tor Health.

2211 In September. 1977, the Government dc.cidcd. fbll()\-\'ing cons‘id-
cration of a report by an inter-departmental working parey on the hmancing
of the social welfare and health services, that a schcimc ot 1nc0me_—rclated
health contributions should be mrroduced in lieu of the then existing flat-
rate scheme, and that they should be collected with the new payvrcl'ﬂtcd
social insurance contribution which was to be introduced at the samic time.
The new svsten canie into operation on 6 April, 1979, The contribution
vear coincides with the income tax year.

Collection Arrangements

22.12  For the purpose of collection of health contribution the community
is divided into two groups as follows:

(i) Individuals chargeable to tax under PAYE, and

(i) Other individuals such as farmers, self-cmployed persons and
individuals with mainly investment income.

2213 In the case of individuals in the first group, the contribution 1s
collected through the PAYE system. The Revenue Commissioners also
collect the contribution by direct assessment from Schedule D taxpayers
(excluding farmers). The hability of farmers 1s as§essed and collected by the
health boards. except in the case of farmers with income from another trade
or profession who are dealt with by the Revenue Commissioners.

2214  The amount of the lability of farmers in respect of income derived
from farming is assessed by health boards by rc.’fe}rcncc to the rat.ea}:.)le
valuation of the farm-land occupied (excluding buildings) an.d a multiplier
which is currently set at 117 per pound of rateable valuation. We have
already recommended that existing rateable valuations should not be used
to determine tax liability in any way.
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22.15 For the self-employed, the Revenue Commissioners have estab-
lished special collection procedures for health contributions separate from
the system used to assess and collect income tax. This machinery operates
unsatisfactorily. Demands are issued on the basis of assessments for income
tax purposes which in many cases are estimated. There is no enforcement
of collection of health contributions, since to attempt to do so would
swamp the enforcement agencies to the detriment of the collection of
mcome tax and value-added tax. where much larger amounts are involved.
As a resule, the colleetion of health contributions trom the selt-employed
15 poor. By January, 1981 payments had been received in only 55.5 per cent
of cases for the vear ended 3 April, 1980, Despite this the contribution
generates a large amount of separate correspondence and special enquirics,
In the year ended 30 September, 1980, 38,256 queries abour health demands
were received by the Collector-General of which about 7 per cent were
personal callers. For the vear ended 30 September, 1981, the number of

enquiries tell to 30881, but the number of personal callers increased to over
10 per cent of the total.

22,16 We consider that the waste and annovance caused to the public by
this system is intolerable, particularly when it is unnecessary. The compli-
ance costs imposed on taxpavers may be inferred from the nature of their
queries. These artse mainly from

() claims that the amount charged is cxcessive. (Most income tax
assessments have not been finalised at the time the health contri-
butions charges are made):

{11) claims relating to PAYE income that
(a) all income is taxed under PAYE.

(b) PAYE income exceeds the maximum chargeable to health
contributions.

{c) inadequate or no credit is given for PAYE income;

(1) farmers billed by both the health board and the Collector-General,
and

(iv) non-liable persons.

22.17 Employees who hold medical cards arc obliged to produce them to
their employers if they wish to be exempt from payment of health contri-
butions. The employer is then liable to pay the contribution. To put an
employee in a position in which he must reveal to his employer whether or
not he is a medical card holder may be regarded as an unnecessary invasion
ot privacy. If the employee does not wish to reveal this fact, he must pay
the contribution and claim repayment at the end of the year, These proce-
dures are cumbersome.
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22.18 The collection of health contributions from farmers by health
boards leaves a lot to be desired. Since 1972, the rate of collection of these
contributions has been about 82 per cent of assessed liability.

Conclusion

2719 Tris clear that the collection of the revenue from health contributions
would be done more etficienty and ettecuvely it health contrburnions were
abolished and the revenne collected from weneral taxanon. Smee the pav-
ment ot the contribunion does ot conter entdement to health benetios. 1
s dithiealt to sec any objections o this course. It would make no ditterence
Wihe lealth services were financed entirely out ot general tasanon.

Youth Employment Levy

2220 The Yourh Emplovment Ageney which was established carly i
1932 lias twvo major objectives. Theseare

{1y o establish. develop. supervise and co-ordinate schemes for the
traming and cmplovinent of voung persons, and

to ondeavour to arrance that voung persons awho e awathout

ciployvment tor six months will quality tor parucipation ina vouth
cmplovment work experience or training scheme or for assistance
in setting up businesses.

22,21 The bulk of the funds for the Agency are being provided through
a 1 per cent levy on incomes with ctfect from 6 April, 1982 There is no
ceiling on the amount of the contnbution. Holders of medical cards and
farmmers with a rateable valuation of under £40 arc exempt trom the levy.
Social welfare payiments are also exempt. The hability of farmers is collected
by health boards. The levy on employees s collected 1 conjunction with
social insurance contributions. The Revenue Conumissioners collect the
contribution from seli~emploved persons other than farmers.

be collected more equitably and efficiently if integrated with general taxa-
tion and we recommend that this be done. We sce no advantage in
maintaining a scparate levy.

Recommendations
2223  We make the following recommendations:
1. Taxes should not be carmarked for specific purposes.

7 The collection of health contributions should be discontinued. The
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revenue foregone would be more efficiently collected from general
taxationl, k

The youth employment levy should be discontinued and the reve-
nue foregone collected from general taxation.
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CHAPTER 23
NEGATIVE INCOME TAX

Introduction

23,1 We now consider the case for a negative income tax, which may be
raken to cover various forms of schemes for the closer integration o_t dlr.cct
taxation and income maintenance schemes. We conclude Fhat m a situation
in which resources are scarce. the scope for integration ot these schemes 1s
limited.

23.2 We have recommended that certain tax allowances in the system
which correspond to social welfare payments shguld be phased out an‘d
increased payments made directly through the social welfare system if this
is thought to be necessary or desirable. We also rcmmmended that income
tax child allowances be replaced by a child bencfit pay_able directly to the
mother. To that extent we have already recommended in favour Qf ration-
alisation of the tax and social welfare systems on the lines envisaged in
certain negative income tax proposals.

Definition

23.3 Negative income tax is a term rather loosely applied to a number of
measures which might be operated through the income tax code and
designed to help persons with low incomes. Amongst these measures are

(i) areverse income tax scheme:
(11) a refundable tax credit scheme, and

(iii) a social dividend scheme.

23.4 The basic idea of a negative income tax s quite simple. Pcrsgns liabl.e
for income tax are entitled to income tax allowances in computing their
taxable income. The tax saving arising from these allowances depends on
the marginal tax rate of the taxpayer. L_ow income ¢arners who are not
liable for income tax receive no benefit from these allowapccs apart trgm
paying no tax. For example, under the existing codg, a married man earning
£2,000 per year obtains no benefit from the 1narr1§d persons a]lowanc)e.
True, he pays no tax, but he would pay no tax at this level of income even
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if he were single. On the other hand, the excess of the married allowance
over the single allowance in 1982/83 is worth a tax saving of £870 (£1,450
at 60 per cent) to a person liable at the highest rate of tax.

23.5 To counteract this unequal treatment, an income supplement could
be paid to those not liable for tax which would be related to the excess of
their allowances over the exemption limit. Thus conceived, the income tax
svstent would consist of two parts: those with 1ncomes more than the suny
of exemptions plus deductions would pav a positive meome tax and those
carning less than this or with no income would receive a negative income
tax. that 1s, an income supplement. Using the tax svstem in this wav to
supplement the income of those below some tax threshold opens up the
possibility of 4 much more integrated system of personal taxation and
weltare schemes. The theoretical attractions of such an mtegrated scheme
such as simplicity, avoidance of high implicit marginal tax rates on
meome-related social transters and sharper detinition of the scope ot welfare
schemes can casily be perceived.

Background

236 Negative imcome tax as a concept has its origins in a number of
academic papers and policy programumes published in the United States in
the 196U°s. These were prepared with the aim ofalleviating poverty through
the income tax code. Each had its own specific objectives and characteristics.
Nevertheless, all these plans contain three common features, namely,

(1) a break-even income (i.e. the point where no net tax is paid or nct
benefic received)

(1) a guaranteed minimum income for families or individuals with no
other income', and

(111) a rtax rate on carned income {or a benefit reduction rate),
23.7  These three features or variables are inter-related in such a way that

any onc ot the three is jomtly determined by the other two. What is
important to note are the conflicting effects of these variables on

(1) the amount of aid given to the poor;
(11} the budgetary cost of the proposals, and
(i) work incentives.

23.8 The higher the guaranteed minimum income. the closer the poor are
brought to the minimum income standard, To preserve work incentives,
the designers of negative income rax plans gencrally set the tax rate on

"This 1s equal to the break-even mcome multiplied by the tax rate,
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earned income at much less than 100 per cent and often at 50 per cent. But
the higher the guaranteed minimum income and the lower the tax rate on
income, the higher will be the break-cven income and gonsequently Fhﬁ
greater will be the cost of the scheme. The different kinds of negative
income tax plans proposed were targely the outcome of these conflicting
policy considerations.

23,9 Interest in negative income tax and related concepts was stinu‘ﬂa.tcd
by the publication in October. 1972 ot 4 Green Paper by the United
K‘ingdom Government outlining proposals tor a tax Crt‘dlll' svstem. |he
Green Paper was adopted as Government policy lj)ut tollu\-\_mg the L.‘lungc
of Government in 1974 was only implemented i part. The part imple-
mented was that relating to child benetits which proposed to abolish incm_nc
tax child allowances over a phased period and replace them with child
benetits pavable to the mother. This clcmt’n‘t ot the scheme became law
with the passing of the Child Benetit Act, 1975,

23100 A major criticism ot the United Kingdom proposals was the rela-
vvely smadl proporton {115 per centy ot the total cost ot the schienmie which
would actually go to benefit the most needy.

2311 Interestin Ireland m negative meome tax and related conceprs was
raised by the publication in 1977 ot a report” by the National Economic a.nd
Social Council. This report outlined three sets of proposals for integrating
the income tax and social weltare codes. These were a non-retundable tax
credit scheme, a refundable tax credit scheme and an individual grant andj
tax scheme. Of these only the third, which would involve the payment of
a non-taxable social dividend to all persons, could be said to represent a
fully integrated approach.

Objectives

23.12 Negative income tax schemes usually have three aims, Thg tirst 1s
to achieve administrative savings by simplifying the tax and income
maintenance systems. The second objective is to remove “paverty traps
which face taxpayers in certain income ranges and occur when a rise in
income is associated with withdrawal of certain benefits and an additional
payment of tax. Thirdly, it can be sought to increasc the rcdistril_)ution of
income by providing a supplement to the income of the lower-pald. These
three objcctives are related but distinct and not all negative income tax
schemes incorporate all three.

*Propasals for a Tax Credit System. Green Paper, HMS0), Cmnd 51 16. .
‘B. f_)ow]ing Integrated Approaches to Personal Inceme Taxes and Transfers. NESC Report No. 37.
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EeY:

2313 Wenow consider in greater detail the three types of negative income
tax noted in paragraph 23.3. Under a reverse income tax, the payment to
an individual who is not liable for tax is determined by applying a rate of
tax ro the difference between the actual income and the exemption lmit,
For example, if the exemption limit is £50 per week and the rate of negative
tax 1s 50 per cent. an individual earning £20 per weck will receive a tax
refund of €15 (V50 — €20 = v30 at 36 per cent).
2314 Wih retundable tax eredit schenies, allowances w hich were previ-
oushv given 1 the form of deductions trom mcome are converted into
credits of a fixed amount of tax. Where the credits exceed the amount of
tax pavable. the difference is refunded to the taxpaver. For cxample, it the
credit tor a married couple is Y14 per week and che tax pavable by the
couple s only V10 per week, the excess ot U4 s refunded o them.

S35 The proposal tor asocial dividend onginably pur forward by Lady
Rhvs Williames® fand later discussed by both the Meade Comimiree and
DPowhng ) s to scrap all existing social securiny henetirs and replace them
by asmgle pavinent w houschiolds. the amount of which would depend on
the size and composition of the houschold. The social dividend would he
paid automadealiy o all houschoids regardless of circumstances, and would
be tan=trees thius representing 4 guaranteed minimum income tor cach
nouschold. All personal rax allowances would disappear and mcome tax
would be imposed onall imcome other than the sociat dividend.

Evaluation of Schemes

2316 Inherent in all negative income tax schemes is the notion of a
break-cven Jevel of income. that is. the income at which no direct tax is
paid and no bencefits accrue. If a negative income tax is to deal with the
probiem of poverty, it s clear that the break-even level of income must be
suthciently high. so that when the negative rate of tax is applied to it the
guaranteed minimum income level is at least sufficient for subsistence. This
would require the setting of break-cven levels of income significantly above
the exisung level of personal aliowances. For example, to provide a guar-
anteed minimum income equivalent to the old-age non-cottributory pen-
ston (age under 80y of V3445 per week for a single person would require
@ break-cven level of mcome of £3.971 per annum if the rate of negative
mcome tax were 30 per cent. If the rate of negative tax were doubled to 60)
per cent the break-cven Tevel of income would fall to £2.986 which is still

Senvctioeg e Foek foreard Too Macdonald, Londen, 1943
Ll St amd Betenn of Bacer Favarion 1S, 1978, p 277289
Futegrated approache: 1o Personal Tueome Faves and Transtirs, NESC Report Noo 371977, pp 76-

LS ArY oppesite puige 92

Al TUS2 Rates of Paviment
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£936 above the level of personal allowances for a single PAYE taxpayer.
To raise personal allowances effectively by this amount would be prohib-
itively costly. It would also require the imposition of higher marginal rates
of tax on taxpavers to trv to recoup the benefit of the higher personal
allowances.

2317 For admmistrative reasons. self-ecmploved persons would have to
be excluded from the scope of a negative income tax since 1t would be
impossible to assess their income on 4 weekly or monthly basis which
would be necessary. The fact that about 38 per cent of the population
Ireland is self—emploved reduces the attractiveness of negative income tax
proposais here.

Conclusion

23.1%  Any attempt to solve the problem of poverty with a single com-
prehensive system of income maintenance which is integrated with the
income tax svstem would be verv costlv. The problem with negauve
income tax schemes 1s that the level of personal allowances or credirs must
be fixed at a high enough level to provide at least a subsistence level of
income and these must be extended to everybodyv. This wouid mmply a
higher single rate of tax bevond the income maintenance Jevel than we
generally have in mind. Hence, the benefits of a neater, more rational tax
benefit system at the lower end of the income scale would still be offset by
implicit disincentives and steeper progressivity at most income icvels. A
negative income tax would reduce the flexibility of the tax system we
propose. A combination of selective payments and credits would allow a
more effective approach. Good design could lessen the poverty trap prob-
lem at lower income levels (something which will be aided by our other
recommendations). When resources are scarce the only method of granting
an acceptable level of income to the poor is to make selective payments to
them and not to give universal payments to evervone regardless of income.

23.19 In Chapter 16 we considered and rejected the notion that personal
allowances or credits should be fixed at a level equal to minimum subsist-
ence. In our view, their sole purpose is to ensurc that there is a sufhicient
difference in the relative amounts of tax payable by persons with the same
income but different dependency and other obligations. We also concluded
that the most effective and efficient way of helping the poor is not to
exempt them from taxation, but to ensure by means of direct payments
that they have an adequate income. By divorcing personal allowances from
the issue of subsistence. the single personal allowance (or credit) can be set
at any level and the married personal allowance {or credit) fixed to ensure
a satisfactory relative difference in tax lability. This could enable a sub-
stantial reduction to be made in marginal rates of tax thereby bringing
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m;rglr(lial and average rates closer into line, if allowances or credits were
reduced.

23._20 We believe that our approach, which involves the continued sepa-
ration of direct tax and income maintenance schemes, meets the objectixpres
set for negative income tax schemes noted in paragraph 23.12 better than
these other schemes. Firstly, and most importantly, it is the only method
of providing an acceptable level of income maintenance. Secondly it
cn.ablcs substantial simplifications to be made to the income tax z(’)dc
w:t_hout causing further complications to income maintenance schemes

Thirdly, by lowering marginal rates of income tax across the board povcrt\;
traps may be reduced. Finally, our approach has a beneficial effcct,on waork
incentives by enabling lower marginal rates of tax to be charged on most
taxpayers at work than would be the case if negative income taxation were
introduced.

Recommendation

239 ‘o make the ' -
23.21 We make the tollowing recommendation:

1. The direct tax and income maintenance svstems should continue to
be separate,
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CHAPTER 24

THE JUSTIFICATION FOR COMPANY
TAXATION

Introduction

241 In this chapter we examine the case for a separate tax on company
profits. We conclude that, in principle, there s no case for such a tax but
that tax should continue to be collected at the company levelas a prepayment
ot sharcholders” hability in order to avoid companies being used as 2 means
ot delaying tax due by sharcholiders.

Relationship between Company and Shareholders

242 Betore determining the appropriate taxation arrangements for
mcome which accrues in the first place to companies, it is essential to come
to a view on the relationship between a company and its shareholders for
tax purposes. There are two views on the subject: the first is that the
company is a separate taxable entity in its own right and the second is that
the company is a vehicle through which the shareholders decide to conduct
their business.

24.3  Those who maintain that a company and its shareholders are entirely
scparate entities believe that a company has a scparate taxable capacity and
should be subject to a separate and distinet tax. This view leads inevitably
to the conclusion that the taxation of company profits should be completely
separate from the taxation of personal income and that no account need be
taken of the amount paid at the company level in determining the income
tax payable by sharcholders on distributed profits.

24.4 The separate entity view is based on the fact that companies, espe-
cially large public companies with wide share ownership, have direct
command over cconomic resources to which the sharcholders have no
direct access and make important economic decisions over which the
shareholders have no control. Accordingly, companies are considered to be
taxable entities in their own right. We do not accept this view. While
companies are legal entities that transmit money to the Exchequer, they
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cannot bear the burden of taxes. What they do is collect money fron_n
individuals — their customers, their supplicrs, their employees, or their
sharcholders — and transter it to the State.

245 It s not possible to tax corporations and. leave pcgplc L}ntouChcd.
The incidence of corporation tax is an arca of economics with a la}rge
literature and little or no agrecment. Depending upon the exact assumptions
used and the time pertods under consideravion, it could be a s on
Jrarcholders. asales tax on customers or @ tax on cmplovees. Tomav alse
be shifted to supplicrs. However, one thing is certamn, the tax s borne by

mdividuals and not by mstirutions.

2460 the alternative view s that the dentny ot @ company and s
sharcholders are inseparable. The company 15 regarded as no more than a
aroup ot sharcholders who have come togerher to carn income through th.c
miedium of a pargeufar legal enneyv. e the company, lh_c COMpany s
regarded as a mere conduit for transmitting the carnings ot the company
into the hands of its sharcholders. As a result. the company does not have

a separate taxable capaciry.

247 The argument upon which the one entity view 1s based s that _\\'hl]c
income from econontic activity acerues mially to various types ot legal
enticy, such as individuals, parmerships. trusts and mmpam':s: all income
altimately acerues to individuals. Thus, the current income of a company
may be distributed to sharcholders in the form of dividends. It it is not
distributed, it will be retamned by the company with a view to carning
future income tor the shareholders. The retained protits mayv be distributed
in later vears but. even if they are not. the sharcholders will benetit from
the increased capital value of their shares as a resule of the addition to

Teserves,

24.8  The broad concept of income, which we have adopted. recognises
income as being attributable to individuals onlv and not to organisations.
In theorv, the annuat income that an individual derives trom ownership of

an mterest in a company should be measured as the sum ot
) the dividends and other distributions received during the vear, and

(i) the annual change (in real terms) in the market value of his shares
in the company.

The individual’s total income over time would be the sum of di\"_idcnds
received throughout the period of ownership of the shares and the dittcrgncc
(in real terms) between the origimal cost and the amount ultimately realised
on the sale of the shares. If the annual income ot sharcholders could_ be
measured and charged to personal income tax on this basis and it all
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shareholders were resident in Ireland, there would be no need to levy any
tax at the corporate level,

249 To apply this concept of taxing income from companics would
require an annual valuation of all sharces. The difficultices of doing this are
discussed at length in paragraphs 13,18 to 13.25. In the case of publicly-
quoted shares this would be relatively casv. but for closely-held familv
companics valuation would be so contentious, costiv and time-consuming
as 1o be impracnicable Tewould also aive rise to cash Aow ditticultios Tor
shareholders. Onee s conceded that inconie from company shiares cannaot
be taxed on an annual aecrual basts 1t becomes necessary (o prevent the
undue postponement ot tax abthoy sehich would result itimdividuads were
taxed onlvon dividends recenved and income was accumulared COMpPa-
mes. T there were no s on the retained profits of compantes. mdividuals
who could arrange to recerve ther income through companies could retain
thewr savings. trec ot s, i the company. The resultwould be o SIVO A Ty
advantage which could noc be justitied to company sharcholders pis-d-pis
orher taxpayers

Limited Liability

24 010 The only areument tor im_nming Qoseparate r‘h;n‘\s{v P COTNDANICS,
over and above thar fevied on unmeorporated enates. 15 that Conpanivs
enjoy the privilege ot limited habilicy. However, the probabilicy of utilising
this privilege is related inversely to the lovel of profirs carned. For this
reason. we do not consider that a higher rate of tax on company protits
mav be justitied on these grounds.

Retained Profits

2411 Wehaveargued that to charge distributed profiss to personal income
tax while eaving undistributed proties free of tax would be inequitable and
would faveur sharcholders relative to other taxpavers. From this we have
concluded that a tax on undistributed protits is needed in addition to a tax
on personal imcome. However. to the extent that company tax is passed
on. it may be argued that it does not provide the required degree of equity.
We do not aceept this. The suggestion that there should be no tax on
undistribured protits could be supported only if it could be clearly shown
thae this tax was always passed on i full by companics and was not shifted
by unincorporated businesses. There is no firm evidence that this is so.

Conclusion

2412 Under a svstem which taxes income on a comprehensive basts the
correct treatment. m prineiple, ot mcome arising to companics would be
to allocate to cach shareholder his share of the carnings of the company
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which had not been paid out in dividends. The basic idea would be to tax
the company as if the shareholders formed a partnership. This is not possil_)le
in practice, particularly in the case of companies with wide share ownership.
We consider later whether the partnership method should be applied to
close companies. If there were no tax on retained earnings of companies,
shareholders would be given an unjustifiable advantage over other taxpay-
ers. For these reasons, we conclude that, while, in principle, there 1s no
case for a separate tax on conpany profits, such a rax should continue to be
collected at the company level as a prepaviment of sharcholders™ lability.

CHAPTER 25

PRESENT SYSTEM OF COMPANY
TAXATIONINIRELAND

Introduction

25.1  In this chapter we describe the general svstem of corporation tax as
4 Y

1tapphies in Ireland at present. The historical development of this system

and the main meentive reliets which now exist are ser out in Appendix 17.

General Basis of the Tax Charge
25.2 Subject to certain exemptions, a company which is resident in Ireland
(that 1s. one whose business 1s managed and controlled here) is chargeable
to corporation tax on )l 1ts profits and mcome wherever arising. A
company which is not so resident is chargeable to corporation tax on the
trading income of'its Irish branch and on any other income or chargeable
gains attributable to the branch. All non-resident corporations are charge-
able to income tax (at the standard rate) and to capiral gains tax on any
income and chargeable gains arising in Ircland which are not attributable to
a branch or agency operating here. A company is defined as any body
corporate but does not include a health board, a vocational education
commuittee, a committee of agriculture or a local authority. In the remaining
scetions of this chapter we deal only with the charge to corporation tax.

Computation of Profits

25.3  The basic rule for the computation of income for corporation tax
purposes is that, in general, it is to be computed in accordance with income
tax principles. The basic rule for the computation of chargeable capital
gans is that they are to be computed in accordance with the principles
applying for capital gains tax. The amount of capital gains to be charged to
corporation tax in the profits of a company for an accounting period is the
netamount of the chargeable capiral gains accruing in the accounting period
after deducting the allowable losses of that and earlier periods. The amount
which is charged at the normal corporation tax rate is fixed so that the tax
due is equivalent to a charge at the normal capital gains tax rate on the total
amount of gains.
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25.4 Companies subject to Corporation.tax are entitled to certain rehefs
for losses, for capital expenditure on certain buildings, macl_nnery anc? plant
and for appreciation in the value of trading stock. Full vrehef from cor‘po—f-«
ration tax is granted in respect of profits from certain export sakts 0

manufictured goods and profits from cxcmptgd ~tradmg operations \\'lthll}
Shannon Airport. Alternatively, since 1981, rchc.f may be claimed 111-respec§
¢ of profits from sales, whether export or domcst.lc. ot g.oods manutacturec.
in the State, so that the effective rate of corporation tax 1s reduced to 10 per

cont asee Appendix 173 \{

Basis of Assessment T

255 Corparation s is assessed on the profics arising il? the (‘mn}ja];'\. s
accoununy period. An accountng pcrmd‘u d p.crmd of NOr More [.Mn
twelve months and s normally the pertod for \\.'hltll a company makes u.p
its accounts. The rare of tax s fixed for a fimaneial vear .I]'[l]C CIAIL‘I]&‘LI‘I‘ vears,
Where a company s accountmy period &:10(_'5 not L‘UIII‘L‘IL{L’ ‘-\\l[ll d hmngdl
vear and there s a change m the rates of ax, the profies ot the accounting

portad are apportoned on a time basts between the tao fnancal vears
concerned.

Rates of Tax

25.6 As from 1 January, 1982 the standard rate of corporat_ion t;lxvis 50
per cent on the income ot a company whose pmpt?‘s cxcccd. L35, 000 Where
the profits do not exceed £25.0000, the company’s income 1s Vta.\'cd at H l. per
cent. Marginal relief 1s given m taxug the meone of companics \\';th protits
berween L‘LES,()UU and £35.000. The net effect of these provisions 1s that the
rate structure of corporation tax is as follows:

Band of protits Rate of charge

[?’fu
The first £25.000 :tn
The next 0000 73
The balance 30

ildi eties ¢ al Credit Corporation Led., certain

25.7 Building socicties. the Agricultural (..I‘Ldlt Corporation Ltc cere

: public utility companies and companics which are precluded from c 1str_1j):

| uting their profits are charged to tax on their income at a special rate ot 35
o <

per cent.

N I = 3 . e . - N 3\
Far the purpose of these imits of ¥25.000 and L3500 profits are deemed 0 include 111'
butio its. 1 : I ssident ¢ ame it & company has
fistributions. pius their tax credies, recetved trom Trish resident compamies and. ;l ! ;mml ¥ h
. ’ ) | H - » - - - - 3 m by
one or more assodiated companics. the hmits are reduced for that company by dividing the \
v An? o !
one plus the number of assoctared companics.
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Distributions

258 Where a distribution (usually a dividend)
compaity, part of the corporation tax on the incom
bution 1s imputed to the recipient by wav of a ta
normally amounts to three-sevenths of the net distri
ments relate to companices liable to rax at the r
4§ I]L‘ll]llf‘;](‘(llrl’?]g (‘0]]]p;lﬂit‘\ﬁ

is made by a resident
e underlying the distri-
x credit. The tax credic
bution. Special arrange-
ate of 10 per cent applicable

229 Anindividual resident i Irelund s able o meome (under

Schedule F) on any distributions received from o resident company. This
ability s on the aggregate of the distribution and the tax credit. bur the
v credivis ser azainst the income tas due. Where the shareholder is hable
to mcome tax at a higher rate than the amount of o
is deducted from the tax pavable. A sharehold
s Biabie atarare Tess than the mmoune of 1)

1 credics the tax credit
orowhe s not iable to tax or
e vredit mav clatm pavient of
Al or part ot the tax eredic as APPropridte,
23000 A company may recein ¢ dividends or other distributions trom other
companies. Where the paving company s resident m Ireland, such diseri-
butions are not chargesble o tax in Uie hands of the recipient company,
Phe recipiont company may Clag ey iont of e tax credit m respect of
such distributions it 1c has Tosses which can be sct aganst them.

2511 A person {company or mdividual) who is not resident in Ireland i
notentitled to a tax eredit in respect of dividends unless this s provided for
ma double taxation agreement or unless the recipient. being a non-resident

mdividual, is entided to the proportion ot his personal allowances that his
Irish income bears to his world income.

Payment of Corporation Tax
2312 Companies are required o pay corporation tax m two instalments,
Under proposals in the Finance Bill. 1982, the first pavment 1s duce six
months after the end of their accounung period. The date

ot payment for
the sceon

d mstalment can vary as between companies from six ro fifteen
months after the end of the accounting period,

Groups and Consortia

2313 Group relief 1 provided tor resident companies which h
percent relanonship. This entitles one member of a &
surrender its trading loss to another

ave a 75
roup of companics to
member of the same group. Group
relief s also available to members of a CONSOrLINM W

here the loss-making
company is owned |

WA consoruum. A consortium exists where Hve or
fewer companics own berween them all the ordmary share capital of a
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trading company or of a holding company whose busin_ess consists, whol(/l%
or mainly, in the holding of shares in trading companies which are its o
per cent subsidiaries. The loss-making company cannot be more than a 75
per cent subsidiary of any member of the consortium.

25.14  Shares held by a company for the purposcs of a busin.css of dealing
in mvestments cannot be the basis of a claim to group relief. Profits or
losses on disposals of such shares are treated as receipts or expenscs of t!]C
business of dealing in mvestments. There \\'ou']d be the possibility of a
double allowance if group relief were available in respect of a part of the
trading losses ot the company in which such shar-cs are held‘. wh}llle a ],OTS Oi:
disposal of such shares tell to be trcat@&! as a trading cxpense. T ?15, a ')ap‘r
would not be entitled to group relief in respect of_losses.()f Conmpanics
whose shares form part of the bank’s deali.ng portfollo but it would be so‘
entitled in respect of losses of its subsidiaries which are part of a structure
through which its business 1s carried on.

Close Companies

25.15 There are special provisions in rel;ltif)ll to cl(?se compgn%es which
are, broadly, companies under the control of five or fewer partllapators‘or
of its participators who are directors. th.*rc tf}c aggregate of the 111\‘ve.smu'11‘t
and rental income available for distribution for 4n accounting peru.)d by a
close company exceeds the amount ;1ctual.ly distributed within elght‘ccn
months after the end of the accounting period, a surcha.rgg_of 20 per cent
of the excess is levied. Where the undistributed incon‘lf' is L300 or less, vthe
surcharge is not applied and for amounts slightly over £500 there is marginal
relief.

25.16 A surcharge is also imposed in the case of a close company, the
principal part of whose income is derived from a profession, the prov1§11_(})]n
of professional services or the exercise of an ofhce_ or employment.f he
surcharge for an accounting period in suc_h a casc 1s on the exc;essIbO the
aggregate of 80 per cent of the pmfcssmnal. income available ft)r .dlSEr.l me?n
and the whole of the investment or rental income over the distributions or
the accounting period.

Participators and Associates of Close Companies

25.17 There are a number of special rules rclating to transactions bt‘tweep
close companies and their participators and associates. The gcneral.dehﬁr:{—
tion of a participator in a company is a person -who ,has a sharc or 1r11tccf%5t
n the company’s capital or incomc. An individual’s assocmtcsv inc u'; a
spouse, a partner or direct relatives. Wherg a close company pI‘C?VI €s
benefits of any kind for an associate or a participator of the company who
is not a director or employee of the company, then the company is deemed
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to have made a distribution equal to the amount of that expense. This
means that the expense is not allowed in computing the company’s profits
for tax purposes. The recipient of the benefit is deemed to have received a
distribution plus the associated tax credic and 1s chargcable to tax on the
gross amount. Benefits-in-kind received by directors or em ployces of close

companies are charged in their hands under the genceral benefit-in-kind
provisions,

2308 Incertain CITCUNISTANCCS, INTeTest
tors and their associates. in so tar
treated as a distribution,

paid by close companies to diree-
as 1t exceeds i reasonable himit, is also

2519 Ifa close company (whose business does not include the making of
loans) makes a loan to a participator or associate. the company is obliged
to pay to the Revenue Commissioners meome t
the amount of the loan. To the extent that the loan is repaid. the company
may reclaim the tax. If the loan is released or written oft. the loan plus the
associated tax deducted. is treated as income ot the borrower in ¢
which the Toan is written off and the tax paid over is allowed as a
the borrower and ceases to be recovers ble by the company.

AN AC a rate of 3563 ths of

W vear i
credit to

25.200 Thereas an exception to these provisions where a loan of not more
than Y13.000 is made to a participator or an associate who is a director or
emplovee of the close company or of an associated company. The loan
must satisty three conditions. Firstly. the aggregate of the loans made to
the borrower or the spousc by the close company or its assoctated companies
must not exceed £15,000), Secondly, the borrower must work full-time in
the close company or in an associated company. Thirdly, the borrower
together with his assoclates must not directly or indirectly control more

than 5 per cent of the ordinary share capital of the company.




CHAPTER 26

THE DETERMINATION OF BUSINESS
INCOME

Introduction

26001 I this chaprer we consider how our coneept of mcome ﬂmuld be
applicd m order to determime l?_llilllk'.\\' meoitie for tas pmpu_sn‘\. \j\- L-‘LV]L ‘1?ut
concerned here with any relicts which may be thought desirable as meen-
Gves tor particular activities, Inthis rh&prlur we merely set out the l_ﬂla.s‘](
evstent which should be applicd. This provides a lwnglnlmrk_ AZAMST W §11Lll
icentives mav be mc;hurcd(l)mti(\' carned by the entiey, having m;un‘mmcd
IItact s Capacity to Continue a8 1 gomg concern. a‘hnu'ld m principle be [.]u‘
basis of TaXA0OIJACCOUNTANCY 15 11 Process ol e nin;mn .md d‘u\- cl(‘)pnr‘n[
because of perceived madequacies m the tra'dlm)na‘l lustorical cost -L(?i-l? L‘l]—
tion. This process is as ver mcomplete. We cpn‘aldg‘r th;lt the tax system
should facilitate. rather than inhibit the evolution ot an 1l111prm'v.:d method
of accounting. Qur recommendations are set agamst this general

background.

26,2 In the absence of anyv statutory definition of_inc‘omu it is an cstab-
lished principle. endorsed by the (f.-ourts. that profits for tnx_ptlrpose:s, ']I‘(.]
0 be computed in accordance with the ordinary ru.lcs ot C{myu(‘r(_l.l
accounting. except where the Taxes Acts decree otherwise. Evenit income
were 1o be defined tor tax purposes. it would be necessary to start with
accounts prepared for normal commereial purposes. Qndcr cx&smg prac—\
tice. it would follow that if current cost accounting, principles satistied the
ordinary rules of commercial accounts. tax liapi]ity would be based on
current cost profit racher than historicai cost proht.

The Going Concern

26.3  Special problems arise m dctc.rmming busim\ss-11‘1(‘011‘1c n pcrleds‘ f}i
inflation. We believe that, in computing the income arising froma business,
account must be taken of the fact that the busi\ncs’s s a guing concern anC{
will continue in operation for the toreseeable future, T]'Ilﬁ.ll]]pll‘t.‘h‘ that .tllt
profit of the business entity is the amount which remains atter having
maintained intact the operational capacity of the enterprise and before
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remunerating the providers of equity and debt capital. Where the business
15 not a going concern, different accounting treatment arises and the assets
arc valued by reference to their alternative use.

Accounting Objectives

26,4 The objective of accounting s to provide true and relevant infor-
mation to the users of financial statements. To do so. the accounts should
provide 1 measure ot the inancial postion of the enterprise. ofits ovwners'
ety ata particular dates ot the enterprise’s pertormance and of the income
which 1ts owners derive from their mvestment over a particular period.
Fhe termy enterprise s used here to reter o all businesses and other inconie
carmnyg entities which require the preparation of tinancial statements.,
ranging - size from the small retail operation or farm to the largest
manutacturing., timancial and oading concerns,

26,5 There are two main accounting conventions now in general use in
frelind and the United Kingdom. each based on & particular concept of
capital and ot costs. Current cost accountng has been prescribed tor larger
cormpanies which must also provide certain historical cost information., or
which may publish historical Cost accounts complemented by current cost
mtermation. Hthey so wish At present historical costaccounting is used
by a majority of smaltler entities. Current purchasing power accounting has
not been preseribed but itis another approach which attracted our attention
because it s consistent with our definition of income. We describe these
three conventions in the following paragraphs.

Historical Cost Accounting

26.6  The chief distinguishing characteristic of historical cost accounting
15 that, as far as possible. profit is measured by reference to the difference
between the amount for which goods are sold and the actual purchase price
or production cost of the goods. That convention has, however, been
subject to modification, particularty within the last twenty-five vears., in
that periodic or regular revaluations of fixed assets have been mcorporated
mto tinancial statements in Ireland and the United Kingdom {although it
should be noted that in the United States of America this modification is
regarded as unacceptable and contrary to the principle underlying the
historical cost convention).

26.7 In comparing an exterprise’s revenucs and expenses for the purpose
of establishing its protiz is a period of inflation, some items of revenue and
expense may be expressed in different prices from those used to measure
other items, depending on the timing of the different transactions. In a
particular accounting period, most items of revenue and some CXpenses
{e.g. wages and salaries} are stated in terms of the prices of the period
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1 ] items of expense,
because the transactions take place in the period. But otdher 1t;:sr1in or ¢ p};ocess
in particular those associated with using st().(:ks or fixed assets 1 the process
mfp erating revenue, may be expressed in terms of the prices p
of gen ,

period.

' it by a process
26.8 The historical cost method purports to measure p;of;{jb;b \[;ari(ms
- ’ 3 ~ - - ~ a ~-
of matching costs against revenue. taking costs ona lnstqn.ca s, Vanous
thods have been developed for allocating costs ;1gamstUn\l]L “ Almm
i et ] Ancing process, Unol realisa .
Frevenne- Ny proce
‘s Are Use 1n the revenue-proc ap realsaton.
Then assets are used up nproces: 1renbacon
N wonetary items are usually measured by rntcuzluito th poncd
cost e - {ation in the case of fixed assets o :
' ase of fixed ¢
ith -ance for depreciation mn the ©
st {with allowance : : e case affixed assers orher taan
ICO d)( However. as noted carlier. tixed assets may be hh?“ n at L cureent
Al ctary 1 *d m the balance sheet at has :
at] ‘tary items are recorded m the balk: : '
aluation. Monctary items g ‘ bl torica
\A{LHUKN rttempt is made to record gains or losses from holding }110] ¢ '
VIS, O attc h ' vt i L ) - ‘ e levels
ts or liabilitics during periods in which changes oceur in g
a8CTS : : ¢

i ost ot hasing fixed asscts
B o stmore o o vear it choried
which are expected to have a usetul lite wored ;\ oneearn | pm(hd;u{_
o t(')}thk"if’of)litfltll]li!22:{1112;:3)tut:crt{l}lu]l?tfcd of the asset, an appropriat:
F(r)(r) tjrttl}mz L(;f the total depreciation relating o thc‘h_\'c\dv :15“:[ 1;;!:(?:?:(1
.p P he profic and loss account in order to niatch n_\a.mu\ a cd in 0
ng']b[l't ' } r against that part of the cost or in some cases the value ot the
gil;.:itsls;};t}atsiun%cd to be consumed n the gencration of the revenue.

rprise are stable, historical
26. 10 When the prices ofassets_helc% by an enterprise “;::E‘Lbllta‘ct}::em of
26. fit will be equal to profit after p~ro\,-1-dmg tor pl | change
cost pro ‘ d. In such circamstances, if we ignore techm?loglca chang .
3}515‘3:; ;(;zlgizltliﬁl-provided under historical cost accounts will allow for the
the depre

i ful life is over, However,
ment of the existing assets when their usetul life is over,

replace ncreases during

when e P o demcommi POSSfii‘-;?Oz}Cilllcil?:t‘?ggr;‘;: lthc basis of the
b WQrki“g ‘htt} ta} fﬂjssrcctct\l’till?ls]tiﬁ)lr;)pr;‘ad the acquisition cost iI-IETUI'TL‘d b‘y
pisorica C('J‘St . Llltchasing, the asset over its cstimated uscful lite but er_
e mn{:rprlzenu;cpcuLalnll;lte:i depreciation provision equal to the c.c.)st | of
s tOl asset at the end of its useful lite. For the enterprise to 111.1.11_1taml
'rep]aq‘n'g : 1(:e:;l a-citv in thesc circumstances. it will h;vc to acquire J.dc.ht;_on::l
?S ec;{smtillilgthf form of higher borrowings or increased equity fro:
un g

shareholders.

in historical cost ac ing in the way in
26.11 There are major defects in historical cost accounting 1111 he way in
)}-1' h it accounts for both fixed and arculating assets whic 1]‘ me
s i Is. The cpt of protitin histori
1 ' *leve e concept ot p
ifest 1 : “hanging price levels. tori
anifest in times of changing : o ofprofit in historica)
cost ounting does not recognise any change in the gtl}ﬁ:;ll .p{L 1 eé
o ‘ ge | ‘ific costs Adual ass
S er of money or any change in the specific costs c_>fl1n nluLh. asset
et e 1} pri sing. the histo
Eetween acquisition and replacement. When prices are rising
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cost method fails to make an adequate charge agamst revenue for the current
cost of resources consumed during the period. Moreover, it fails to identify

separately operating profit of the enterprise and gains made from holding
assets in times of rising prices.

26.12  Any resulting overstatement of operating profit of the enterprise
and understatement of assets employed may have several important con-
sequences for enterprises. The first is that it may so mislead the man
of an enterprise as to its real position th
are thought to be profits to

agement
at they distribute to owners what
an extent that is inconsistent with the ability of
the enterprise to maintain its productive capaciry. Sccondly, failure to
recognise i the accounts the effects of price level changes can lcad man-
agement to adopt unrealistic pricing policics as a result of incorrect costing
information and can also result in faulty investment decisions. The third
consequence lows from the fact that Government, in making economic
policy decisions in relation to taxation and resource allocation, looks

naturally at profitability as measured for accounting purposcs. The Irish

tax system, broadly, takes the accounting profit on the historical cost basis

for computing rax liability. This tends to absorb in taxes tunds which are

needed to maintain the operating capacity of the enterprise. This tendency

has been mitigated in the case o f manufacturing industry, and latterly in the

case of certain service industrics, by the introduction of incentive reliefs
such as stock relief and accelerated capital allowances. Whether by way of
grants, reliefs or unemployment payments to those affected by the original
misjudgements, the State is left with a substantial hability.
26.13  Two major advantages are claimed for historical cost accounting,
Firstly, data as to historical cost can, for the most part, be readily verified
by reference to accounting records and source documents. Secondly, it has
in the past been generally accepted by most professional accounting bodies,
Governments and users of financial statement, and its principles and prac-
tical application are well understood. The degree of objectivity inherent in
historical cost accounting makes it administratively suitable for taxation

because there is less scope for manipulation than with more subjective
methods.

26.14  While recognising these advantages and acknowledging that, in
times of stable prices, historical cost accounting substantially meets the
needs of users of financial statements. we belicye that some of its advantages
can be and are overstated. In particular, the historical cost system has
already departed substantially from the objectivity criterion. This departure
has taxation implications. Firstly, accounting conventions allow the use of
valuations involving the making of judgements. These conventions affect
both current and fixed assets and may have a substantial impact on profit

and net asset figures. Sccondly, Judgement is required in determining such
matters as
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(i} whether a debtis irrecoverable and should be written off;
g (i1} whether a sum recerved has been carned;

i {(ni) what provisions should be made. and

fivy what 1s the valuation of ttems such as goodwill and other

mtangibles.

Fhardly, depreciation involves making judeements as to rl_n\ Tcg‘{d-utnl‘ \1]1;1:‘
; the ceonomic life and he appropriate method and rare of e pm‘(_!‘t‘tmnl o
: tor the rtem concerned. This also mvolves a departure from Ulu-ci SISI mt..
since the tax allowances for depreciation are set down in lcg1§ Ll_tu‘ml. 'lm[\
clement of judgement oy these 1tems does not a_'hangc h;lbll%t.\ t,t_”,t,‘n' t
mav be said also — and this apphesirrespective ofwhich _{.\n'tlc_ulm \Iu ( m.mri
inqln‘(m\'cntinn 15 adopred — char the ascertamment Qf prn't\u fur\ :{;x ]m‘ ‘.1
business cnterprise ofany size s notsimplv a nmlwm&n(nfl L‘TL ru.\t, \]]]t]: 1 .‘
s tvpically anamalgany ot anthmetie, extarion. }L‘“ig,‘-”u”{. i( \n.:'}](.{ ﬂl;i
\\'ith'compmy\' and other Tvw and the application of accounting pringy

and comnrvennons.

Current Cost Accounting

26,15 To cope with the prabloms of socountimye m ries of Changaing
;)(1‘111:’5 a ]Skt)aut]fu‘n[ or Sr;mdr;n‘d Accountng IAJT‘JL'UCL‘ ‘\S?.‘*\PE(.{_ knf})\)(\'}n{l\‘
the Current Cost Accountnyg Standard, WS lgstlg‘d on 3l Mardl_. }l ‘h . ‘1}_
the Accounting Standards Connittee \}'hl(h 1 l'c;WI'L‘NCIjrtltl.\'c ot tA l{L. 1114}]‘0‘17
accounting bodies m Ireland and the United ngdom. l E]L‘st‘;llldil_l‘k PP llki
to ati annual financial statements mtcndcg{ T gve e and r;vu\r view n‘t t u’
tinancial position and profit or loss of enaries. (,crtarm (.‘lftcllt[.)t}t)_lls 1r)Lt
provided in SSAP16 (Appendiv 18) T tacihoate the unp Ll'lant.}_tl(?nA ({ 1
current cost accounting. These exemptions are based m;unh 0N S17¢ and 4

busincss—typc CriterhL

26.16 The standard requires that, i respect of accounting pcngds comm-
enci 1 anuary, 198 mancial statements include. i
encing o or atter 1 January, 198 annual financal st

addition to historical cost intormation, current cost accounts (u)lz}}vrlslil% :
profit and loss account, balance sheet and explanatory notes, T otters three
choices. any of which will comply with the stndard:

(1) Historical cost accounts with supplementary current cose accouns;

(i) Current cost accounts as the mam accounts with supplementary

historical costaccounts, and

i) : ¢ ' : “accounts with historical cost
() Current cost dwcounts as the onl}. ¢ |
mtormation disclosed m accompanying notes.

26.17  Current cost protit and loss accounts start with the profic betore
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e ——.

Interest and taxation. as shown in the historical cost accounts. Three
adjustiments are then made to the historical cost trading profit to arrive at
the current cost operating profit. These arc the depreciation, cost of sales
and monetary working capital adjustments, T1
sales adjustments rake mrto account the current value (rather than historical
cost) of the stocks and assets consumed in the business during the vear. The
monetary working capital adjustment reflects the amount of additional or
reduced monetary working capital tor the pertod as woresult of changes in
prices. The current cost OpeTatIY proficarrived at atter theee adiustments
15 the surplas arter lowme tor the tmpact o price changes on the funds
needed to continue the existing business and miaintain its OPUrilng capa-
bihrv, but withour taking o account e w avian which 1eis financed.

20,18 A tourth adjustmient 15 made m the CLITENT COStaccounts ro recog-

nise the effects ol gearing iy the business, [ e principle here is thar, where
the fixed assers and net orking capital of the business are provided throuch

1 combination ot cquity and borrowings, an adjustment should be niade o

take mro account the benefir o sharchiolders o borrowing i fixed IDETSTRIN
terms agamst assets which are inere

asing in value during a petied of rising
prices. The combined effect of the gearing adjustment and the interest cosg
gives the net realised benetit o (e sharcholders from horrowings. The
gedring adjusinent represents that prevortion of the depreciation, mone-
tary working capiral and cost of sales aaiustments which is ateributable to
tinance provided by net monctary labihties exclusive of amounts, it any,
already included in the monetary working capieal adjusement, It has the
ctfeet of reducing the current cost accounting adjusimients to the

amounts
that have to be financed from ordmary sharcholders’ caprtal.

26,19 In the current cost balance sheer, fixed
at the current value to the busine
The balance sheet also includes
current cost adjustiments,

assets and stock are shown
ss (mormally net current replacement cost).
dcurrent cost reserve which reflects the

Current Purchasing Power Accounting

26,20 The profit of an Cnterprise i terms of current purchasing power is

the same as under the historical cost method, except that the tollowing
adjustiments are made in nflationary condirtions:

(1) Stock: An additional charge 1s m
stock of current purchasing
vear,

ade based on restating the opening
Yower as at the end of the financial

My Depreciation: Additional deprec
of the fixed assets measured i
chasing power.

ation is deducted based on the cost
terms of pounds of current pur-
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1e depreciation and cost of




(iii) Sales, purchases and other costs: These are irfcreased by the change ;ln
the index between the average date on which they occurred and the

end of the year.

(iv) Gain/loss on holding net monetary liabilities/assets: Gains or }95;;(:5 in
purchasing power on the holding of net monetary liabilities or
assets are taken into account.

26.21  When prices are rising. the cffccf of the ad_iustmcnt‘s in r}c;_.spccti Lj{il'
stock and depreciation is to reduce profit belpw that sho‘\\nnl m’ 1§torﬁjlr
cost accounts. The ettect of the adjustment in respect of sales 1&;1 0 c

costs 1s to increase the profit where increases in sales cxcccd ic l‘l.ICI‘\L.db(;
in costs included in this heading. Holding gams and losses in rgs_.p\x-ﬁlt x-)‘
monetary itenis are shown separatel_y. H(.)lders \ot net mone}tarly(fiass-u_tst_ ‘;:;
sencral burchasing power during 111_ﬂat10n. (A,m.wcrsgl‘y, {o ers lo et
;nonctary liabilities gain. A more detatled deserniption of current purchasing

o : o
power accounting 1s sct out n Appendix 19,

Essential Features of Accounting System Used for Tax Purposes

26,22  We believe that the essential reatures of any accounting, mecthod to
be used as a basis for computing profits for tax purposes arc as follows:

(i) There should be consistency between taxpayers: The accounting system
should produce consistent results within itsclf so th;t those in
similar circumstances (as measured by the same accounting system)
are treated in the same way.

(ii) It must be capable of implementation by all taxpayers: An accounting
system should not be such that it can be used only by businesses
which have sophisticated accounting facilities. It must be capable
of being applied to small business.

(iil) Standards must be clearly established and un[)‘brm.ly dppl.ied: No 'systf:lfn
of accounting will ever be completely consistent in practice. To
determine what is or i1s not acceptable. the Revenue Commissioners
would need to have a clear code of practice against which departures
can be assessed. We consider that the Statements of Stan‘dard
Accounting Practice prepared by the Accountmg Standard§ (_,if)Ill—
mittee and promulgated by the constituent bOdl‘E‘S‘ of the Consult-
ative Committee of Accountancy Bodies (CCAB) meet this

requirement.

It must be capable of verification: As al]A Ol‘.lgl'l.lfll rvccordsa represent
historical cost, nothing should inhibit verification ot ic tinal
accounts working from that source material. WL con:.nderv t_hat
audited accounts, in respect of which an unqualltleq ;.mdlt opinion
has been given are presumptive evidence of acceptability.

(iv

e

Conclusion

26.23  The experience of mflationary conditions in recent years has high-
lighted the deficiencies of historical cost accounting. Conventional financial
statentents have lost much of their significance and have, in many cases,
seriously distorted the perceived financial position of enterprises. By largely
ignoring price changes of non-monetary items and entirely ignoring the
impact of inflation on monetary assets and liabilitics. historical cost accounts
fail to provide an up-to-date nmeasure of the resources and operating profit
of the entity. ‘This omission often leads to an incorrect assessment of past
and current performance, present position and tuture prospects of the
enterprise. Historical cost accounts fail to match current revenues against
current costs, which Ieads to a mis-statement of profits. As a result, we
consider that historical cost profit is nappropriate for tax purposcs.

26,24 There 1s a growing aceeptance within the accountancy protession
ot the value of current cost accountmy and its supcriority over historical
cost accounting in measuring the performance of business. However, the
e accoutiung standard. while established for larger businesses, is not yet
i widespread use. We consider chat the acceptance and general use of
improved accounting methods for business purposes would significandy
1cantly mprove business decisions and lead to a hetter allocation of resources
and higher cconomic growth. For this reason, we belicve that any recom-
mendations which we make should promote, rather than hinder, the
application of improved accounting principles.

CCA Versus CCP

26.25  We now consider the relative merits of current cost accounts and
current purchasing power accounts as a basis for taxation by reference to
our criteria of equity. efticiency and simplicity.

26.26 We have defined income as the amount which an individual may
consume 1 a period while maintaining the real value of his capital intact.
Because all taxation is ultimately borne by individuals, we have adopted
the concept of individual command over economic resources as our measure
of equity or ability to pay. To identify volume changes in the command
Over cconomic resources. a gencral price index {(which reflects changes in
the price of personal consumption) is required. When the price of an asset
mcreascs faster than this general index, we include the extra Increase in our
concept of inconte because it represents a potential increase in the volume
of personal consumption for the asser-holder, whether he chooses to
exercise 1t or not.

26.27  Our definition of income could be applicd to business entitics by
estimating the maximum amount they could distribute to their sharcholders
and maintain their capital intact in real terms. In order to achieve equity
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between taxpayers, the capital required to be maintained for thc:sc purposes
could be regarded as the purchasing power of the sharcholders‘ OT propri-
ctors’ nterest in the enterprise at the beginning of the year. This would be
measured by changes in an index of genceral purchasing power of personal
consumption. This is the approach adopted by current purchasing power
accounts.

26.28  While this concept of capital maintenance is consistent \\'ith\ our
detinttion of mcome, 1t has hirde relevance to the mamrenanee of the
busmess entty as a gomg concern. which1s the 1ssue ot primary importance
(o its vwners. managers and cmplovees.

20,29 We believe that it it were generally adopted Dy business current cost
accountng would result in greater etheieney. In charging revenue with the
current cost of carning that revenue and i showing assets at therr current
valuation, current cost accounung provides intormation needed to measure
the pertormance ot an enterprise and to Assuss 1ty tuture Prospects. ]. he
current cost protit. that s, the gam arnsmg, d-m'm;,r a pAcrmd ;mc‘r (h.lrglng
that part of the value of the assets L‘mmlm_cd m the le‘rmd_ p.m\'ldcs_ 1 basts
tor rational policies on pricing and carnings rewention, It recounises H_u‘
going concern concept ot a business and enables ll_n‘ CRECTPITSC L0 1hintain
1S operating capacity., This is due o the cmphasts e phices on ensuring that
charges to revenue tor assets consumed iy generating that revenue are based
upoﬁ currcnt prices specitic to the busiess. (f_urrcnl pun'lm:mg power
accounts on the other hand use general prices which may not coincide with
the specitic price changes faced by an individual business,

26,30 We behieve chat chie adopuon for tax purposes of accounting based
on current cost principles would accelerate the completion of th.c procuss
of replacing historical cost accounting. This would result in signiticant
efficiency gains. However. the tax system cannot lc;ld the wav m this area
but must follow generally accepred accountaney practice.

2631 Current cost accounting s now contined to a small numbcrr of
relativelv large enterprises. For many ot the smaller concerns. rccu'rdmg
and ;IL'C(;Ul)ti;lg are very much secondary to th_c runng of [171(‘ business.
with much of the work done by the owners ater rrormal b‘il\;’mcx‘\. hours,
The adoption of current cost accounting would imposce an additional burden
on such individuals.

26.32 During the course of olir review we hl?.d discusstons with M.
Kenneth Sharp who was Chairman of a \V$)1'k111g Party st up by tl.lc
Accounting Standards Commitree to give guidance on the Casiest way in
whicl the family business can adopt the Standard on Current Cost Account-
ing. The Working Party produced a manual o s‘hm\: hoaw SSAP](? c‘n? l\i
applied i a siniple manner by busmcs_scx with relatively stratghttorsarg
opcerations and unsophisticated accounting svstems,

FCCA The Basy Ty, Accountung Stardards Commitree, 1981
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2633 The costs of stock consumed during a4 pertod nav, o cereain

—4ﬂ

20.33  Inamemorandum to us the Department of Finance and the Re
Commissioners opposed the adoption of current cost accounts
for taxation because

venue
as a basis

the current cost accounting svstem attords a much EICater scope tor
subjective judgements which are not capable of being audited ™.

20,34 Weo consider that while current cosr

accountng s olves g hicler
dewree ().*'\Lllj]c(tl\'n_\' than fstoried cost

ST T s conthined maini
to estmatme the value to the business of gseois

and relates mosty o e
deprecuation adjustiment. Sinee deprecration,

as ncluded in finaneial stare-
ments. s ot an alow able deducoon tor s purpases. tl

AN enC agaiist the Use of current cuoet
cixatton. All the other current cost ady
VOrTRCatIon,

s does 1ot drise
accaunts as 1 hasgs for

USLINCHTS are capable ot mdependent

20035 The ddoption of cureon Prrchlstg pover wecounts for tas pui-
poses would he relatvels stnple and mespensive siee all gt 1s mvolved
I~ astandard adiostment o hiaoreal dace 1 hie sastenn s the ads antage
of bemyg obyectve, casy w verity and, sinee the niethod s hasically supple-
mentary to the hisrorical cost accountne method. it would lend rselt 1o
relatively smooth transitional arcangements. 1

could he tmplemenied
alitiost nmedniely

26,36 While 1t might appear that current purchasing power accounting
would be simpler w implement tor the vast magority of sole traders. we
consider that the mrroduction of a different concept ot profit. particularly
one which has litde relevance for business purposes. swould cause unnec-
essary contusion which would be undesirable.

26,37 We conclude that business income should be determined for tax
purposes on a basis which mameains mace the operating capabiliey of the
business entity. This is consistent with current cost accountny principles.
Although an accounting standard exists which makes it mandatory tor
certain businesses to publish current cost accounts. there is as vermsutticient
aceeptance that this method 15 adequately tested and capable of eeneral
application. Unul the accounting profession has contirmed the prmciples
and practice of current cost accounting tor universal application it would
not be appropriate as a basis tor a svstem ot 1

axaten. In these circumstances,
we now constder how the tax svstem should be adapted m the interim so
as to facilitare the development and application of improved accounting,
methods. Appropriate adiustinents need to be made in respect ot stocks.
monctary assets and labihoes and depreciatuon.

Stocks
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circumstances, be ascertainable by reference to individual items of stock.
However, for the majority of enterprises, it is impossible to identify
individual items sold and to match the revenue obtained against the price
o paid. A typical manufacturing company may carry thousands of items of
‘ stock purchased at difterent tmes and prices which may be combined or
processed 1n different ways. For such enterprises, the calcularion of the cost
of stock consumed has to be based on conventional assumptions.

26,39 Under the historical cost convention. stocks on hand ar balance
sheet date are valued normally under the First Tn First Out (FIFO) conven-
tion. Although FIFCY 15 the most wideiv used convention i Ireland, the 1
Revenue Commissioners will accept certam other methods of valuation,
provided they are used consssientdy by an enterprise. Under the historical
cost accounting convention. realised holding gaing arising from stock
appreciation are included m the reported protic tor the vear. Unril 1975, tax
was charged m all cases on the tull amount of the historical cost protit
mcludmg these holdmg gains.

2040 To mangare the hguidity problems resulung from mereasing stock

values, stock reliet was ingroduced in 1975 but was contined to companies

engaged wholly or mamly in manutacturing. construction or farming, or .
n the sale of plant. machinery ar material to those sectors, The reliet was -
extended to unincorporated traders in the relevant sectors in 1976 with
retrospective etfect. At present. stock relief is given in respect of 73 per
cent ot the excess of the mcrease in the value of stocks over 20 per cent of
net profit before the deduction ot capiral allowances. Farmers qualify for
special reliet. i

26,41 We received a number of submissions which identificd deficiencies
in the existing system of stock reliet. The main criticisms mav be summar-
sed as follows:

(i) The reliet 1s available only ro a limited section ot the business
conmmnunity.

(1) The reliet only adjusts for the increased cost of maintaining stocks
and does not take into account other items of working capital.

(i) Movements in stock value are made up of two component parts,
namely, volume and price. Anv increase or decrease in trading
stocks in an accounting period may be due largely to changes in
volume rather than price. Stock reticf does not rake this into
account.

(iv) The method ot calculating reliet, whereby increases in stock are
reduced by 20 per cent of taxable profit and the restriction of the
reliet to the taxable protfit betore capital allowances of the account-
ing period after deductng capital allowances and losses carried

forward, may result in many business activities affected by inflation
not obtaining relief.

{v) Rehet is granted to cach company in a group and there is no
provision tor grouping of stock relict which might be more equi-
table in certain circumstances.

(vi) Stock rehetis calculated by reference to stock levels at two points

m an accounting period. namely, the opening and closing davs of

the accounting penod. The fevels of stock at these dates may not
be representative ot the levels throughout the vear.

(viny Clawback provisions mean thar the relief may only be a deferral of
tax pavable rather than a permanent reliet. Stock relict does not
recognise that, in imes of rising prices. profits shown by historical
cost accounts can be lusory to a greater or lesser extent depending
on the composinon of the assets emploved i the business.

26,42 The Deparoment of Finance and the Revenue Commissioners took
a ditferent view ot the purpose of stock relict, They stated that

"Advocates of current cost accounting have criticised the existing stock
reliet scheme because it does not differentiate between volume and
price changes. Such crieism 1s valid onlv it the scheme is considered
solely as a counter measure to inflation but not i the reliet were looked
on as a combination measure aimed at cncouraging increased invest-
ment i1 working capital and at easing the pressure on cash low caused
by the inflated cost of basic stocks™.

26,43 We do not regard the adjustment of the tax system to take account
of the effects of inflation as an investment incentive. We consider that the
whole tax system should be adjusted in a systematic way to take account
ot inflation. In line with this approach, we now consider how a svstem of
stock relief or cost of sales adjustment should be implemented.
26,4 It would necessarily be more complex to operate a cost of sales
adjustment based on a large number of different industry-specific indices
for stock than a scheme employing a single index. The multiple index
approach would require cach business to identify the index appropriate to
its particular activities. In some cases, businesses might need to apply
different indices to different categories of stock. In others. quite diverse
trading activities could be carried on within a single cnterprise and this
would raise the question of different indices for cach of the different
activities. Provision would also have to be made where the mix of trading
activities in a business changed so that the original choice of index was no
longer appropriate.

26,45 In the United Kingdom there are over 150 official indices measuring
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changes 1n the price of stocks for particular industries. These indices are
built up from the appropriate components of the wholesale price index, all
of which were already well established at the time of the development of
the special index numbers. They are based primarily on the prices of items
produced in the United Kingdom tor the home market ;mn_i which, there-
tore. can be collected directly from United Kingdom manufacturers.

26,46 Woe asked the Central Stanstics Othice abour the avadability of

otfrenab indices of the price of stocks and plane and machinery, which are

specttic to parncular industries and busmess sectors: Thev mtormed us that
“lhere are major dithealnes mocompihing detaled mduserv-specitic
price mdices tor this country comparable o those pubbshed 1 the
Uned Kmgdom. The major problom stems from the tact that a
considerable proportion ot the plant. machinery and materials pur-
chased by manutacturing firms s imported (otten dirccdvi, and other
than marerials rported regularbyv and conrtmually by ndivadual nrms
ttrem swhom these mpur as well as output prices would lave o be
collected) there v o possibihiny of getmyg, details of actual import
prices onacontmuous basis tor mdex compilation purposes. A second
niyor problem 1s that tor the domestic manutactured or diseribured
products covered by our wholesale price indos. the prosent level of
response (e nuinber of respondents who are prepared to co-aperate
continuoushy and number ot products which chey prices to our monchly
price inquirics donotallow us to publish more detailed indices. Because
of the mcreasing resistance of businesses to statistical inquiries there is
leele hikelihood that this sitvaten will improve signiticantdy i the
short-term. Finally. in the case of plant and cquipment there are very
serious ditheulties in compiling price indices because of the “one-oft
contract nature of most work and the level of derail which we will be
able to publish heres even tor domestically manufactured products.
will alwavs be limited. ™.

20,47 We also discussed this question with the Revenue Commissioners
who believed that there was a persuasive case on administrative grounds
tor the mandatory use of a single index to distinguish price changes from
volume changes in stock figures. While the use of specific indices is desirable
n principie, weaccept that this is not feasible at present and we recommend
that a single index be adopted. We consider that the Consumer Price Index
provides a suirable measure of mflation in the ong-—term and that it would
be appropriate to use it tor the purposes of the cost of sales adjustment.

Basis of Adjustment

26,48 A cost ot sales adjustment could be applicd to stock values tken at
a single point of time. for example, at the beginning of the accounting

“Letter of 1T March. 1951
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period. Alternatively. the relief could be based on the average valuc of
stocks during the vear. This would be an average of opening and closing
stocks or an average calculated quarterly, monthly or more frequently.

20,49 In principle, an average provides a more representative fugure of
stock holding over the vear. However, a simple average of opening and
closing stock would not be sutheient and would not necessarily be more
recurate than the use of the opening srock value by et To tike tecount
of bustnesses whose stocks Huctuate sharply s tor scasonal or other reasons
during the course of the vear, stock valuanions would need o be tiken
mtervals during the vear. This would be compiicated both for business and
the Revenue Commissioners. It the rate of chanee of prices was uneven
throughout the vear. even this comphicared procedure would not necessarihy
SIve an accurate resulr.

205 Gripeng stoeck s the simplest basis Tor the adiusunont. The freury
i~ avalable ae the end ot the previous accounting perted which may help
Business to assess 1s potential tas fabiliy tor the commuo vear This method
ot awjustment does not take account of changes e stock Ievels over the
vear, but such changes would be reHected in the cost of sales adjustmient tor
tie sticeeding vear.

2091 T the hight of these considerations. we recommend that 4 cost of
sales adjustments be made on the basis of opening stock values.

2652 5o dong as the tax svaren 15 nor fully adjusted tor e efivets of
mtavon. any adjustment which provides reliet in respect of an increase in
stock values must necessarily include provisions for the withdrawal of the
reliet swhen it is no longer required for the purposcs tor which 1t was
destaned. Our proposals provide tor the svstematic adjustment of the tax
svstem to take account of the cffects of infation. On this basis. it is
appropriate that any relief provided under a cost of sales adjustment should
represent a permanent relief rathier than a deferral of tax,

Monetary Assets and Liabilities

2653 SSAPIO provides for two adjustments in the current cost accounts
to take sccount of the ctteer of price changes on monetary assets and
liabilinies. These are the monerary working capital and gearing adjustments.
Fhe monctary working capital adjustment complements the cost of sales
adivstment by taking account of price changes as they relate to the remaining
clenienes of working capital ot the business. Monetary working capital
consists of trade debtors plus cash needed for day-ro-dav operations less
rrade creditors. When prices are rising and debrors exceed creditors, the
monctary working capital adjustment provides a turther deduction fraom
historical cost profits. It creditors exceed debtors, the excess reduces pound
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for pound the amount on which the cost of sales adjustment is given. This
reduction cannot cxceed the value of stocks. Any excess is taken into the
gearing adjustment. This adjustment abates the current cost adjustments in
respect of depreciation, stocks and monetary working capital by the pro-
portion which the net borrowing ot the business bears to its net operating
asscts at their current cost values.

26.54 To apply the monetary working capital and _gcaring adju;‘;tmm?ts
provided tor under SSA P16, the business must distin‘gulsh between tm.anclal
assets needed tor dav-to-day operations and other financial asscts. It is also
NCCCssary o allocatc'bormwing between the two adjustments. The distine-
tion in the treatment of monctary assets and labilities according to the
purposc for which they are held introduces an element ()F%}lejt‘c‘l'i\‘i[}' int({
these adjustments which the tax svstem should seck to avoid. In the case of
sole traders, it is often very dithcult to distinguish between the assets held
by the individual m his private as opposed to his business capacity, For
c).{amplc. the same bank account may be used for both purposes.

20.55  For these reasons, we favour a simpler approach. We consider that
the monetary working capital adjustment should be confined to trade
debrors and creditors. thereby excluding financial assers and liabilities. We
recognise that this arrangement could iead to window-dressing at the end
of the vear. However. this also applies in relation to the existing stock rehief
and as far as we have been able to ascertain this has not been abused
significantly. We propose therefore that a cost ot sales adjustment be given
on the basis of stock values, plus trade debtors minus trade creditors. at the
beginning of the accounting period.

26.56  We consider that tax should be charged on the profit of the entity
before deduction of interest. On this basis, it would not be appropriate to
make an adjustment in respect of gearing of the type envisaged in SSAP 16
in computing profits for tax purposes. Our proposals for the taxation of
nterest received are set out in Chapter 11 where we recommend that
mterest receipts should only be charged to tax to the extent that they exceed
the rate of inflation. Consideration should be given to imposing a with-
holding tax on payments of interest to the cxtent that they exceed Fhe rate
of inflation. This tax would satisfy the Kability of the recipient of the interest
and would be available as a credit against the tax liability of the entity in the
same way as the withholding tax on distributions which we recommend in

Chapter 28.

)K * Depreciation

26.57 Depreciation may be defined as the exhaustion, wear and tear and
obsolescence of assets used in the production of income. The exhaustion of
an asset in the cours~ of its use is one of the elements of cost in a business
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enterprise. Therefore, to arrive at a proper estimate of income an appro-
priate proportion of the total depreciation relating to an asset must be
charged against income for each year of the estimated useful life of the asset
n order to martch revenuce earned in a particular vear against that part of the
value of assets related to the gencration of that revenue. The existing
position in relation to the treatment for tax purposes of depreciation,

together with a note on its historical development, is sct out in Appendix
210

2658 There s no universal agreement regarding capital allowances in
respect of depreciation of assets. Kaldor argues as tollows:

B “Lookmyg at the matier trom the point of view of cquiry alone, 1 s
clear that an allowance for capital w astage without a corresponding
charge being imposed on capital appreciztion is guite indefensible,
Evenwithasystem oftaxation on realised capital gans. capital wastage
ought onlv to be taken nto account in the form of a corresponding
allowance for capiral losses, which means that the allowance should be
given as and when the capital Toss resulting trom wear and tear and
wastare 1y actaallv realised ™

The Royal Commission on the Taxation of Profits and Income in
— its final report m 1955 drew attention to two different views on the question
of capital allowances:

“To some they appear as an allowance for the loss of capital, made
good at the expense of taxable profits. inconsistent with ar INCome tax
= system that affects w ignore movements of capntal, and justified only

g 4 on econonne grounds as a stimulus to desired investment. To others

they are an inescapable element in the very conception of a trading

k. profit. and due to the taxpaver less as a concession to his activity in the

P

public interest than as a necessary charge that must be entered before
he can be said to possess a taxable profitacall™ "

E 26:60 It s clear that under our comprehensive coneept of income which

g 3 mcludes aceretion of capital as income. there is no difficulty in principle in

allowing deductions for capital wastage. However, the question still
remains whether or not it is appropriate to allow for depreciation on an
accruals basis when gains are taxed on a realisations basis only. We believe
that since the use of assets is a prerequisite to the production of goods and
services for sale, it is mescapable that che depreciation on such asscts as it
accrues should. m principle. be allowed as 2 deduction in computing the
mcome from the sale of those goods and services.

26.61 In considermg the question of relief in respect of depreciation of
ASSCts, OW o main 1ssues must be addressed:

L —

Mndian Tay Reforn N_ Kaldor 1936 page 76.
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(1) The basis on which the rehief is given.

(1) The definition of the classes ot expenditure which qualify for relief
and the amount ot rebet to be given in normal circumstances.

Basis of Allowances

26,62 Broadly speaking. SSAPT6 provides tor o depreciation adinstment
e altow tor the ditterence berween the depreciation charged on o historical
Cost Dusts and deprecianon ar currens replacement cost. To do dis, the
business has o estimnate the length of the rermammg usetul [ile of the asset
te determme its uross current replacement coses Intche case of plant and
imachinery. um\\. current replacentent cost s nornullyv o be tound by
;ld%[l\lillgtlhk“ orgmal cost by oreterence o the movements inoa relevant
ndex. Reward may be had to other tactors such as acrual purchiase prices or
\upp]icr\'\p]'éu' lints where tiese are readily J\'JilAHU_ In \Lppl't!}‘l'i.l[\;‘. SO,
proviston may beomade by reterance to the vost of wmodoern cquivalent
asset rather dhan by reterence to the replacement ot the particular asset m
question. Inothe case of Lind and buifdings current replacament cost s
generaliv to be arrved at by protessional valuatgons, normally ar intervals
ot L‘\‘L‘;‘cdmg five vears. Inothe intervening periods. the haure s 1o be
adiusted as the directors consider necossary aad o the heht of any protes-
stonal advice or other cvidence available.

26.63  The current cost deprectanion charge tor the vear is contined to the
proporrron ot the gross current replacement cost ot the asset consumed i
that vear. Any “backlog™ depreciation atrributable o carher vears due to
a hig.hcr estimate of current replacement cost 15 not charged o the profit
and loss account but to the current cost reserve, Anv difference between
the net current replacement cost and the disposal price 1s taken to the protit
and loss account.

20,64 In the absence of authorirative guidance on the question of usctul
asscethives and on other aspeces ot depreciation, the allowance of depreciation
as churged m current cost accounts would introduce an unaceeptable degree
ofsubj\cvti\'ity into the tax system. Busiesses would have a wide measure
of discretion in deciding their own depreciation policy. subject only o the
legal requirement (in the case of companies) For accounts to present a true
and fair view. For this reason. and pending developments in generally
accepted accountancy practice. we recommend that tor mx‘-ztion purposes
deductions m respect of depreciation continue to be given in the form of
capital allowances.

26.65  Toobtain a true esnumate of income derived from business activities
(under a comprehensive detinition ot income) it would be necessary to
abolish free or accelerated depreciation on plant and machinery and on
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other fixed and working assets and to replace it by “true” economic
depreciation. Depreciation rates intended to spread the difference between
the cost of the asset and its residual value over its useful working life would
be applied to original cost (if the straight line method were used) or to
written-down value (for the reducing balance method). But each year the
original cost or written-down value would be increased by the inflation
factor corresponding to the average rate of inflation and not to a price index
for the particular asset in question. In this way, depreciation would be
given not at historical cost but at indexed cost and real holding gains on
would be counted as income for tax purposes as and when they were
realised.

26.66 We recommend that this general method be used in respect of
asscts. We leave open the question of accelerated capital allowances for
incentive purposes until a later report. The index which we recommend for
adjustment purposes is the Consumer Price Index because

(1) this is acceptable as a general measure of price changes;
(11) specific indices are not available, and

(i) it would allow simplification in computing balancing charges
where the sale price exceeds the original cost {under our proposals
tor a single rate of income tax).

26.67 We recognise that this system may prove relatively complex for
some businesses in that it will require the maintenance of asset registers
broken down by year of acquisition, However, we see little alternative if
business income is to be correctly measured in periods of inflation.

26.68 When capital allowances are indexed, the calculation of balancing
allowances and charges should take the full proceeds of sale into account,
even where they exceed the original cost. This recommendation depends
on income and capital gains being subjected to the same rate of tax.

26.69  Where income tax and capital gains tax are not levied at the same
rate (as may arise in the transitional period to a single rate of income tax),
any real increase in the value of the original asset should be charged at
capital gains tax rates and the calculation to compute the balancing charge
would limit the sale proceeds to the original indexed cost. Examples of the
calculations required are given in Appendix 21.

Qualifying Expenditure

26.70  In this section, we consider the classes of expenditure which would
qualify for capital allowances. At this point, we do not consider whether
depreciation should be increased as an incentive for investment in particular
types of assets but merely the appropriate amount of normal depreciation.
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26.71 The criticisms of the existing system of capital allowances raised in
submissions fell into two main categories — those Wthh. p‘ressed for
extensions to the system and those which argu.ed for a restriction on the
amount of allowances given. The latter implied in certain cases that. gleduc—
tions in respect of normal depreciation of assets are not wholly legitimate.
We believe that under a system which taxes all forms of income cq.ually,
accurate deductions in respect of normal depreciation are wholly justifiable
and should not be restricted arbitrarily.

26.72  Many improvements m capital allowances which do not relate to
the extension of incentives were suggested in submissions. These were that
capital altowances should be extended to

(1} land:
(11)
(1) residential property, and

(1v

Other improvements suggested were that

commercial buildings:
licensed premises,

(1) the discrimination berween the occupiers and lessors of industrial
buildings i the matter of capital allowances should be removed;

(1) allowances on sccond-hand industrial buildings should be ba.s:cd on
the price paid by the purchaser rather than the residue of previously
unallowed expenditure, and

(1) the limit on the capital allowances available on motor vehicles
should be increased.

Land

26.73 Land 1s not normally regarded as a wasting asset. Wc_\cannot
recommend any allowance for depreciation in these circumstances. Changes
in the value of land may be more appropriately taken into account for
capital gains tax purposes.

Buildings

26.74 Industrial buildings qualify for capital a]lowapces at present whcrAcas
commercial buildings do not. Buildings present special prob]en?s’ m) .relatllon
to depreciation. Whereas structures and building services depreciate in va tze
over their uscful hves, this may be more than oftset by increases in s1§
value leading to an increase in the com_bmed real value of the litru]clture Slin
site. In principle, we consider that capital allowancc§ shquld e; owe
respect of the depreciation of the structure on the basis of indexed cost.
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26.75 There are difficulties inherent in arriving at an acceptable estimated
uscful life of buildings in that subjective judgements are involved and
decisions taken may vary from company to company holding similar assets.
In cases in which the actual asset life differed significantly from the pre-

scribed life, an element of instability would be introduced into profits. This
would be undesirable,

26.76 For this reason. we favour a sunpler approach. An alternative
method of allowing for any capital wastage in cert
to allow any annual wear and te
them chargeable asscts for capit
any change in their real value b

ain business assets is not
ar allowance in respect of them but ro make
al gains tax purposes and to take account of
y reference to original cost when the assets
are realised. Any real loss would then be allowable against profits. We
consider that this treatment is apptropriate only for assets such as buildings,
This is because the declining real value of buildings tends to he more than
otfset by the nereasing real value of their sites. When income tax is charged
at a single rate, there is no difference in the ultimate incidence of the rax.,
Our proposed treatment has the advantage of being simpler for both the
taxpayer and the Revenue Commissioners. We consider that this treatment
should applyv to all buildings, except those which are custom-built tor

specific industrial purposes. These shonld be classified as plant and capital
allowances granted accordingly.

Lessors and Occupiers of Industrial Buildings

26.77 In 1978, a distinction was introduced for the first time between
owned and leased asscts, in that free depreciation was provided for
owner-occupiers of industrial buildings, while lessors of such buildings
remained entitled to initial and annual allowances of 50 per cent and 4 per
cent respectively. This distinction was adopted in an cffort to limit what
Wwas seen as tax avoidance through the use of leased assets,

26.78 In our view, there is no economic justification for the distinction
between owner-occupiers and tenants. Development of new industrial
estates takes place primarily by lessors who then lease the property to the
industrial user. We recommend that no distinction for tax purposes be
made between leased assets and assets occupied by the owner.

Allowance on Second-hand Industrial Buildings

26.79  Annual allowances on industrial
of previously unallowed expenditure
sccond-hand. It was submitted to us that
difficulty and is anomalous when compa
regarding second-hand plant.

buildings are based on the residue
where buildings are purchased
this is the cause of much practical
red with the legislative provisions
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i 26.80 The Department of Finance and the Revenue Commissioners took
i an opposing view:

I “The present system is convenient for both Rev.enuc apd taxpayers;
for the purchaser of a second-hand building therg is certainty ab(])_ut his
entitlement to allowances and the system is consistent with a policy of
encouraging investment in modern industrial buildings™.

26.81 There is little doubt that the capital allowances available to a

purchaser of a second-hand industrial building influence the price payable

to the vendor. For this reason, we consider that equity, etficiency and o
simplicity would be better served it no capital_ allowances were granted on
sccond-hand industrial buildings, but that gains or losses in real terms on

such assets were taken into account for capital gains tax purposes. Any
postponement in relicf will be reflected in a reduced price payable to the

vendor who can claim tax relief for this reduction in the torm of a higher

balancing allowance or reduced balancing charge.

Motor Vehicles

26.82 At present, capital allowances on motor vehic]gq are allowed at the
rate of 20 per cent per annum on the written dow\n }zlstorlca] cost. If thc
purchase price of the motor vehicle is in excess of £3.500, the allowange 15
reduced to what it would have been if the purchase price of the vehicle
were £3,500.

26.83 We consider that capital allowances on motor vehicles sholu_ld be
allowed in full to the business entity. Any limitatio_n on the allowabﬂrty of
motor expenses should be treated as a beneﬁt—.in-kmd to the proprictor or
employee who enjoys the use of the motor vehicle.

Asset Lives

26.84 A change to indexed capital allowances raises the issue ofthe length
of the period over which plant and machincry'should be depreciated. At
this stage, and bearing in mind our comments n paragraph 26.64, we see
little alternative save that some arbitrary but reasonably realistic write-oft
? periods for broad classes of assets should be prescribed by statutory

regulation.

Losses

26.85 Under existing legislation, losses are carried forward fmd backwards
at their historical amounts. If the period of carry forward is lel1gtby, the
benefit of the losses is reduced as is shown in Appendix 22. Th‘e position is
similar for capital allowances carried forward. A tax system which is neutral
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with respect to inflation should provide for indexation of losses and capital
allowances carried forward. We consider that the appropriate index for this
purpose is the Consumer Price Index. It follows that losses carried back-
wards should be indexed downwards in time of inflation.

Recommendations

26.88  Accountancy is in the process of cvolving and developing from the
traditional historical cost convention which 1s widely regarded as inadequate
and mislecading. Although an accounting standard exists which makes it
mandatory for certain businesses to publish current cost accounts, there is
as vet insufficient acceptance that this method is adequately tested and
capable of gencral application. Until the evolution has reached a point at
which the accounting profession has confirmed the principles and practice
ot current cost accounting for universal application, it would not be
appropriate as a basis for a system of taxation. However. we consider that
the tax system should faciitate. rather than inhibit, the evolution of an
improved accounting method. Against this background, we recommend
that protits for tax purposes be computed on the following basis:

I. The cost of sales adjustment should be madc by reference to stocks
plus debtors, minus creditors as shown in the opening balance sheet
and calculared by reterence to changes in the Consumer Price Index.

2. Taxation should be assessed on the operating profit of the entity
before remunerating holders of debt and equity capital.

3. Capital allowances for taxation should be retained in place of any
charge for depreciation in the accounts of a business.

4. Capital allowances computed on the original cost of the asset should
be indexed in line with changes in the Consumer Price Index.

5. Balancing allowances and charges should take the full proceeds of
sale into account and be computed by reference to the written down
value indexed for the period from purchase to sale.

6. No capital allowances should be introduced for land.

7. To ease administration, allowances for capital wastage in respect of
all classes of buildings should be allowed only when the buildings
are disposed of. All these assets should be regarded as chargeable
assets for capital gains tax purposes. Buildings which are custom-
built for specific industrial purposes should be classified as plant and
capital allowances granted accordingly.

8. The distinction in the capital allowances granted to owner-occupicrs
and lessors of industrial buildings should be removed.

9. Capital allowances on motor vehicles should be allowed in full to
the business entity.
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10.

11.

In the case of assets which qualify for capital allowances, reasonabiy
realistic write-off periods for broad classes of assets should be

prescribed by statutory regulation.

Losses and capital allowances carried forward or backwards should
be indexed upwards or downwards as appropriate by reterence to
changes in the Consumer Price Index.

CHAPTER 27
TAXATION OF COMPANY INCOME

Introduction

27.1 In this chapter we set down the general system ot taxation which
should apply to company income. Temporary departures from this gencral
system may be justified in special circumstances to achicve CConomic or
other objectives| We recommnend that tax still be collected at the company
level but that full imputation should be given for tax so paid]

27.2 | We note that almost all the problems in the area of company taxation
arise because company profits are charged to tax at a flat-rate, while income
tax on individuals is levied at progressive rates] This results in the use of
companies for tax avoidance purposes{Distortions also arise because, under
such a system, it is impossible for taxation to be neutral In its treatment of
retentions and distributions) Because we recommend that all income,
including company income. be charged to tax at the same single rate, our
general system is able to avoid all these problems.

The Corporate Sector

27.3  The number of companies in Ireland has been increasing steadily in
recent years. This can be seen from Table 28 which gives the total number
of companies having a share capital on the Register of Companies.

TABLE 28

Number of Companies having a Share Capital on the Register, except Those in the
Course of Liquidation or Removal from the Register.

Date No. of Private Companies | No. of Public Companies Total

31 December, 1974 35,739 384 36,087
. 1975 38,730 350 39,080

1976 41,434 354 41,788

1977 44,069 338 44,407

1978 48,230 339 48,6649

1979 53,869 339 54,208

Source: Report by the Department of Industry, Commerce and Tourism, 1979 under the
Companies Act. Annex No. 3. Prl. 8962
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27.4 The number of corporation tax assessments made by the Revenue
Comissioners is given in Table 29.

TABLE 29

Assessments Made to Corporation Tax

Year No. of Assessments
18,189

:ggg 21,960

1978 25,427

Source: Arnual Report of the Revenue Commissioners, 1978 Prl. 8470 Table 94.

27.5 We asked the Revenue Commissioners why there was such a dlﬂa.'r-
ence between the number of assessments and the ‘number ()f.Conlpanl.ftS
registered. They replied that about 11,000+ companics were active })ut d]_d
not have profits chargeable to corporation tax. Exan}plcs of thes_e were
loss-making companies, companies having ‘franked nvestment mcomg
only, property-holding companies or companies whos'e INcoIne w_as ex§m_pt
from tax. The balance is made up of dormant companies or new coinpanics
which have not yet commenced to trade.

Systems of Company Taxation

27.6 Under a system which charges tax on both the income accruing to
individuals and companies, it is necessary to choose one of two possible
types of relationship between company tax and personal 1ncomifj tax. In the
first place, the whole of the company’s prc?ﬁts may bf? charg_e to corpo-
ration tax, whether or not the profits are retained or dlstrxbuted in d1v1dend.s,
and the dividends may, in addition, be subject to pers.ona_l income tax in
the hands of individual shareholders. This system, which is known as_the
classical or separate system, favours retained profits, unles_s it were possible
to charge a fully effective capital gains tax (o,n accrued gains at income tax
rates) on the increased value of the company’s shares due to the increase in
its undistributed profits and in its underlying assets.

27.7 In order to remove or mitigate this discrimination against the distri-
bution of profits, a second type of relationship between company and
personal taxation may be chosen. This may take two basic forms:

(1) a fwo-rate system, under which there is one rate of corpogati(_)n tax
on undistributed profits and another (lower) rate on distributed
profits, or

(ii)En imputation system {such as the current Irish system described in
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Chapter 25} under which all profits are charged to corporation tax,
but in which dividends are given a tax credit which can be either
repaid or sct against liability to personal taxation.

Desirable Attributes of a General System of Company Taxation

27.8 A satisfactory general system of company taxation should comply
as far as possible with the following domestic requirements:

(1) It should be neutral as between the choice of business organisation
and in its treatment of retained and distributed profits,

(1) It should be equitable in that the tax paid by sharcholders should
be equivalent to that payable on other income.

(i) It should be consistent with overall economic policy in bringing
forward the desired level and pattern of investment.

(iv) It should be efficient in terms of administrative and compliance
COSts.
It is, of course, cxtremely difficult to devise 3 system which meets all of

these criteria since there may be a conflict between them

m certain
circumstances.

Neutrality

27.9  The basic proposition underlying the notion of neutrality is that the
taxation system should not impose different tax burdens o income which
arises through different types of business organisation. In other words, the
task is to devise a system that will charge the same tax on a trader whether
he carries on his business on his own or whether he incorporates it. The
level of taxation on company income must, therefore, be considered in

conjunction with the tax treatment accorded to businesses operated by
individuals or partnerships.

27.10  If the combined effects of the personal income tax, capital gains tax
and corporation tax are not neutral between different forms of business
organisation, this will have economic effects. Among the items which may
be influenced are investment decisions, decisions about the retention or
distribution of company profits and the raising of finance through the issue
of shares or debentures. The tax system may also discriminate between

Investment in fixed-interest securities or shares and between investment for
mcome or for capital gain.

27.11 If income accruing to companies is over-taxed relative to what it
would be if it accrued to other forms of business organisation, inefficiency
will result. To the extent that companies will pass on the additional
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corporation tax in the form of higher prices for their products (()ir throlggh
lower prices for their purchases (mcludlmg labour), consumers and suppliers
will buy fewer of these goods, or switch to che.aper sources (;mpo;? or
buy fewer other things than they w_ould otherwise be able to buy. : }115 1s
wasteful. To the extent that companies do not pass on the tax through t ese
price changes, their rate of return on investment is reduced and the allf)catlon
of resources is distorted. Thus, an additional tax on company income
distorts the allocation of resources, whether or not the tax is passed on.,
Removal of the distortions created by the over-taxation of company income
would increase the overall level of weltare by improving the allocation of
FCSOUTCes.

27.12  If income accruing to companies is.undcr—taxgd r.clatiye to .\\-']]‘.lt.lt
would be if it accrued to other forms of business organisation, mequlty‘v‘nli
result since 1t will be possible for certain individuals to arrange to receive
their income through companies solely tor purposes of tax aveidance.

X '27.13  We have already noted that a system of company taxation which is

x .

not neutral can influence business decisions. We now [ook in some derail at
the way this can happen with regard to

(1) the distribution of company profits;
(1) the quality of investment;
(i1i) the volume of private savings, and

(iv) new fund-raising by companies.

Distribution of Company Profits

27.14 The encouragement of investment by the COrporate sector is a majﬁnr
aim of Government policy. General or selectl_ve measures re]gt§d t(} the
granting of depreciation allowances or tax reliefs on profits arising rc;;n
certain activities are the main tax policy instruments used to aci'ue\.fg t 1Csl
objective. However, the relative tax treatment Qf retained and distribute
company profits may also have an influence in this area.

27.15  If distributed profits are charged at a higher rate of_ tax than undis-
tributed profits, this may lead to greater retention of p_roﬁts in the comS};lany.
The level of tax on capital gains has an important influence here}.l are-
holders may prefer the retention anq reinvestment of profits b}] t e‘colm—
pany, if the rate of tax on capital gains on increases in share values is less
than that borne by distributed profits.

27.16 The existing Insh system of company taxation is not neutr;zil
between retained and distributed profits. The total burden of tax impose
on company income is the sum of the tax imposed first at the company
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level and then at the sharehol
dividends. Table 30 shows thet
to shareholders depending on

der level, when income is distributed 3s
otal tax paid on company income distributed
the marginal rate of tax of the sharcholders.

TABLE 30

Combined Effective Rate of Corporation Tax and Income Tax at 1981/82 Rates on
Retained and Distributed Profits*

Normal rate of tax on Extent of over-taxation of

Marginal rate of | distributed profits | retained profits distributed profits | retained profits
income tax of

Shareholder

*The figures in this table do n
of profits due to incentive or ot
or of the effect of capital gains
nercent and that thereisat

Ot take account of the situation in which no tax1s paid in respect
her reliefs but distributions from these profits carry a tax credit

poration tax is pavabie at a rate of 45
ax credit of 30:70 ths on distnbutions,

27.17  Table 30 shows that income distr
panies bears a higher burden of tax tha
directly. The extent of this over-
personal taxation increases. The d
the case of shareholders who are
and those with low incomes.
individuals liable to tax at the hi
there is an incentive to shelter p

ibuted to shareholders from com-
n it would if it accrued to them
taxatton declines as the marginal rate of
1scrimination is therefore at jts greatest in
exempt from tax, such as pension funds
Table 30 also shows that in the case of

gher marginal rates of personal income tax,
rofits in companies ¥ -

Quality of Investment

27.18 In theory, the most efficient
available is likely to be achieved
and submit themselves to the di
they need funds for new investm
to the most efficient companies a
tion of investment financed from

use of the total investment funds
if companies maintain high distributions
scipline of a perfect capital market when
ent. This will lead to funds being directed
nd investment projects, A greater propor-
retained profits may be less efficient.

27.19  The considerations involved in this issue have been summarised by
the Harold Wilson Committee which noted that

“the disadvantage of raisin

g equity in the market as against retaining
profits, from the

directors’ point of view, is that they tend to have to
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commit themselves more about why they need the money and whether
the existing equity will be diluted; and they th_.erefore need to feel more
certain that their minimum rate of return will be earned and that the
returns will come in quickly enough for there to }_Je no reduction in
dividend on the increased capital or even their earnings cover for that
dividend”.!

27.20  Empirical evidence on the question of whether the distribution flr

retention of profits affects the efficiency 0(17}_vestment 1 inconclusive. The

state of development of the capital market is also yclelvant. We d}scuss_ed N
this issue of the tax treatment of retained and distributed protits Wlt'ﬁh

officials of the Central Bank of Ireland who did not favour the existence in -4
the long-term of any gencral tax preference for retained profits on the

grounds that this might impede the development of capital markets. They

suggested that direct incentives or grants were likely to be much r?lor,e

effective in increasing the efficiency of investment than general tax measures

which would, of necessity, be indiscriminate.

27.21 Retained profits are a major source of equity ﬁnanc'c which is a ke_y
resource. Equity finance gives independence to a firm. If interest cpvir. is
ample, lenders accept the firm’s judgement of risks. If interest cover ist m‘,
lenders remember that if the firm goes bankrupt, they loscrnll. their money,
while, if it does exceptionally well, they still only_f get their interest. They
become nervous about risks or about proﬁt; which, hpwever potentially :
large, are long postponed. A high proportlon_of equ1ty_ﬁnance enables a4
firms to take risks. In general, the more specialised an investment, the
longer its term and the higher the risk of loss, then the greater will be its
need to rely on equity finance.

27.22 The question then arises whe_ther or not Fhe tax system should
encourage the retention of profits by imposing a higher tax charge }(:_n,h or
attaching a lower tax credit to, distributions. It is conceivable that a higher
rate of tax on distributions encourages the distribution of profits as com-
panies attempt to maintain the income of shareholders in post-tax terms.
We have seen no convincing evidence that a lower rate of tax on retameg
earnings is desirable on the grounds that it encourages retentions an
increases the efficiency of investment.

The Volume of Private Savings

27.23 It does not follow that a change to a system which is neuFral_bet\fveen
retained and distributed profits will increase the level of distributions.
Should it do so, a higher level of distributions may result, at least in the

'Report of Commission to Review the Functioning of Financial Institutions HMSQO June, 1980 Cmnd.
7937, paragraph 515.
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short-run, in a reduction in the total amount of private savings. In the
longer-run, this may be offset by the realisation of gains from a more
efficient allocation of resources. In the case of dividends paid to non-
residents, the national loss may be absolute unless the funds are re-invested
in Ireland. In the case of residents, the reduction in the pool of savings will

depend on the extent to which shareholders receiving higher dividends
increase their consumption.

27.24  The precisc effect of these factors on the volume of private savings
will also depend on the overall level of taxation and the effective rate of tax
on dividends. In a purely domestic context, a change in the tax system,
which led to greater distributions, would be expected to lead to a fall in
private savings. However, to the extent that sharcholders base their con-
sumption decisions on total income, including unrealised capital gains
arising from the retention of profits, there may be no reduction in private
savings if distributions are increased. The forces which influence the level
of savings arc so complex that it is difficult to quantify the effects of the
influences we have just discussed. We see no reason to discriminate against

the distribution of profits by companies on the grounds that this would
Increase savings.

Raising of New Funds by Companies

27.25 The nature of funds required by a business depends on the type of
the business, its existing capital structure and the cost and availability of
tunds of different kinds. Some larger companies use systems of overall
financial programming, whereby neither particular forms of finance nor
particular capital raising operations are related to specific projects. Within
this broad programme, such companies are usually fairly flexible regarding
the composition of their financial liabilities, subject only to prudent gearing
considerations. In most cases, companies try to give themselves freedom

of manoeuvre by setting stricter internal gearing criteria than those applied
by outside institutions.

27.26 1 The present tax system is clearly not neutral as between equity and
debt financing | Company income used to pay debt interest is not taxed at
the company level, but only under the personal income tax in the hands of
the lender. As indicated in Table 31, this produces a bias in favour of
investment in debentures for all shareholders with marginal rates of below

50 per cent and a bias in favour of equity investment in higher retention
companies for high-income shareholders.

27.27 The relative encouragement given to debt capital as a result of the
allowance of interest payments as a deduction for tax purposes is, in
practice, subject to some constraints. Companties have to have regard to
the need to maintain an adequate ratio between debt and equity capital. In
addition, the commitment to service borrowing must be met, while divi-
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TABLE 31

der Present System by
i Rate of Company and Personal Income Tag( un Y
comgllll..aer‘;holders’ Marginal Rate of Tax and Proportion of Profits Retained

i tage of
i i Combined company and personal tax as a percenta 7
Matrag;noa}\ sr?l;er;:clarllggrme company profits, assuming proportion of profits retained is
% Y Y % %
per cent Q 25 50 75 100
397 450
21.4 273 337
22 411 421 43.0 440 450
35 489 47 9 470 46.0 450
45 b6 8 3.8 509 480 450
55 84.6 h9 7 548 499 45.0
60 68.6 62.7 568 h0.9 450

N?;e)sThe normat company tax rate is taken to be 46 per cent. The tax credit on distributions is
/70 ths of the net distribution. . ]

tal?;)n EI'Oh2’:-}pz(r)so?1al tax rates shown in column 1 are the rates in force for 198]';82(12:?;?0["[;3?

are calculated on the basis that the amount of company profits attributable are mo

to be taxed at the one marginal rate.

dends vary according to circumstances. The amount of equity flmd; rglsid
by non-governmental bodies on the domestic capital market is relatively
low. This is shown by the figures in Table 32,

TABLE 32

i Marketable Securities on
i -Governmental Bodies through Issues of
Funds Raised by Non the Domestic Capital Market

Year Amount
fm

1973 102
1974 18.2
1975 18.7
1976 25.7
1977 186
1978 488
1979 313
1880 110.0
1981

Source: The Stock Exchange — Irish.

27.28 We consider that the tax system operates in a haphazard \;azlre:)r:
influencing the relative attractiveness to compgm;:s of ec}llulty 11}11 Jebe
is 1 1 nies should be free to choose the

finance. This is undesirable. Compa ‘ n he form
1 i ds and this should not be distorted by

of finance best suited to their nee ax

considerations. For this reason, the tax system should be neutral betw

equity and debt finance.
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Considerations of Equity

27.29 The taxation of company income shouid also be equitable. This is
related to the idea of neutrality discussed eartlier, even though the two
notions have their justification on different grounds. The need for equity
ariscs from considerations of justice, while neutrality is called for on the
grounds that it contributes to the achievement of economic efficiency.
Equity would be achieved under a tax system in which all individuals
holding interests in companies were charged to tax on the accrued net gains
on the same basis as all their other income. Therefore, a system which is
neutral with regard to the taxation of company income will also be equitable

in its treatment of individuals who receive tncome through the medium of
companies,

Effect on Investment

27.30  The system of company taxation should be consistent with overal]
economic policy in establishing the desired level and pattern of investment.
This is particularly important when set against the background of the need
to develop the Irish cconomy and o generate higher levels of employment.
This requires that the system of company taxation should be such as to
encourage domestic investment and attract foreign investment. The system
of company taxation is less important in this area than the rate of tax, the
level of investment grants and other incentives. However, we believe that
a system which conforms to the requirements of neutrality and removes
any element of doubie taxation of corporate income will facilitate invest-
ment better than a system which does not meet these requirements.

Criticisms of Present System

27.31 Wereceived relativel
system of taxation of inco
Chapter 31 to the views

y few submissions dealing with the appropriate
me arising to companies. Reference is made in

expressed by the Consultative Committee of
Accountancy Bodies — Ireland, which held that the existing system is not

neutral between retained profits and distributions, between incorporated
entities and unincorporated entities and between salaries and dividends paid

by companies. The tax treatment of incorporated and unincorporated
entities is examined in Appendix 23.

27.32 We have already scen that the present systeim 1s not neutral between
retained and distributed profits. The tax system also favours income taken
out of companies in the form of directors’ remuneration relative to the

treatment accorded to dividend income. This is because of the element of
double taxation of dividend income.
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RThe question of neutrality between t

Recommended System

2733 To achieve neutrality between the tax treatlllclemo jfg?_réi()esl Pt:i

ined and distributed profits and between earnings taken out of compa
s in he form of salaries and dividends, we recommend that the fe 0
me;\iltlattioil g; company distributions be increased to 100 per cent ot the
im

underlying corporation tax.

.. Evyaluation of Proposed System

X

propose meets in large measure the domestic
tion tax. It achieves
i i t for a system of corpora
-quirements which we have se tem | I achieves
rtquter neutrality between retained and distributed e'arnmtgds_tbzl:d igcome
grsiem and is equitable in thatitavoids double taxatlon? ivi ; income
7 .cults are not achieved by alternative systems of company g
e eation he tax payable by ditfercnt forms o
: ] 1 en the rate
business organisations largely depends on t_hc relationship Pet\;:&ax e
of corporation tax applied to retained earnings and Fhe r;;;cs (zd x chargec
on personal income¥ Neutrality in this respect 1s ac 1evcies e oo
progosal that all income including income arising to compan

27.34 The system which we

¥totaxara single rate.

Recommendations

27.35 We make the following recommendations:

1 ined.
1. Animputation system of company taxation should be reta

2. The rate of imputation should be increased to 100 per cent of the

underlying corporation tax.

CHAPTER 28
OTHER ASPECTS OF COMPANY TAXATION

Introduction

=8.1In this chapter we examine certain aspects of the taxation of protits
arising to companies. These include the appropriate rate of company tax,
the question of an advance corporation tax, the payment of tax by com-
panies. the treatment of small and closely-held companies and the surcharge
on the undistributed income of certain companies.

The Rate of Company Taxation

28.2 Under the full imputation system which we have recommended, the
tax treatment of dividends would be ncutral compared 10 income arising to
individuals which did not pass through the medium of a company. How-
ever, a number of problems arisc if company tax is charged at a flat rate
while income tax is charged at progressive rates.

28.3  If the maximum rate of personal taxation is high in comparison with
the rate of company taxation, therc will be a tendency for companies,
especially close compantes, to retain funds in excess of the requirements of
the business. There are two possible approaches in this situation. Firstly,
the rate of corporation tax may be fixed at the highest rate of personal
taxation. This would encourage the maximum distribution of profits which
could then be re-invested at the shareholders’ discretion. Alternatively, the
rate of corporation tax could be fixed at approximately the weighted
average marginal rate of all shareholders. This is a rough-and-ready
approach but one which may offer the best prospect of achieving a reason-
able balance between the desire of high-income sharcholders for high
retentions and the desire of low-income shareholders for high distributions.
We believe that the most satisfactory solution is to charge income tax and
corporation tax at a single rate, allowing full imputation at shareholder

level for any tax borne at the company level, Any alternative is a less
satisfactory solution.

Advance Corporation Tax

28.4  Submissions argued that the absence of an advance COTpOTation tax
(ACT) has led to a substantial loss of revenue in many mstances. The loss
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1 i aid, or
occurs because the present system frequently results.lp 'taxhbf:}ngtrierpl)star;ce
credited against liability, where no tax has been paid in t Cei_ irs " b.
This anomaly arises where dividends which carry taxlc;; its a}ric pai ly

: 1 i iefs, such as accel-
ie hich, because of various reliets,
ompanies out of profits which, becat u el
grate]ii capital allowances and stock relief, are effectively exempt from ”
As a result, in certain instances, the Irish Revgnuc Con:im1551fllle;i Orlecllperz
tax to charities, exempt shareholders and Umted)ng] om s af holders
1 ish Exc : 1e solution pu E
ich has neve aid to the Irish Exchequer. One sc
which has never been pat 7 one solution put forward
Id pay to the Excheguer adva p ax
was that a company wou \ ch idvance corporanon @
ax credit applicable to any dividend which 1t pays. Any
ual to the tax credit applica ) Cp Any ACT
‘}:)jvable would be allowed against the tax pavable on the company’s
profit.

- ditute ol Taxation in Treland
985 This issue was raised also by The Insutute of IJ.\lm T
8.0 1% 19SUC 3Was T4 EASINS lv wliereby a sharcholde a3
- GOent 1y whereby acs
. . e at the present anomaly , - dividend
‘hich recommended that ' 1 e i the dividens
s aviment of a tax credit, where the company paving ced that “the
Ce1vEe e M It [ . N e tC Sle . M
lftk‘kl :t 'n}]j fact paid tax. should be removed. The Inﬁltumci o e
]Lm ll]( f.t credit available to the shareholder should. in prinaiple.
evel of rax avalls

t th tax b e Vol 11 € [ ( 0 C Wi (l V1Aenc
L < h bRl Y] .l 1 e C
€ b h > CO Tlpg vV oOon
o] X 0] b 4 1cOme out t l the d M i -]

i« paid™.

adw: - ation tax on the
8.6 The Institute strongly opposed an advance corporatior
grot . N ct. as ’ nics.
grounds of its adversc effect on the cash flow of compa

28.7 The implications of introducing an advatllctc coi}?oifaatll((:lt}tlacxczsgyo}3;
ex] lored by considering the tollowing snnple'cxamp c. '
con OZm v?fhich is not lable for tax because its capital allowances e)l((ccc,sea
E)?)I;llf de);areciation. Under the existing sy_:;tenfl;:?ljg thehi(;{})ln;]gznge:;? e >
distribution of £70, this carries a tax credit o A w ch has never been
paid. We now compare the existing system with the two op

earlier.

Existing ACT Reduced Tax

Sys[em Credit
70 70 70
Net distribution 0 30 M
Tax credit W_OE 15 =
Gross income of shareholder 20 20 Nl
Tax credited of repaid Nl 30 NI
Tax paid by company 20 NIl NIl
Loss to Revenue _ .
Net income of shareholder liable to income tax at: 2 40 8
top rate (60 per cent] a5 65 455
standard rate (35 per cent)

370

28.8  Under the existin
both the alternative SVS

ystem. However, if the company wis
its cash flow under the ACT svstem 1t mayv reduce its net distribution so
that the total of ACT and the net distriburion is the samie as betore, The
cttect of doing this is as follows:

e —

hes to maintain

ACT

Net distribution 49

Tax credit 2%

Gross income of shareholder 70

Tax credited or repaid 21

Tax pad by COMmpany 21

Loss to Exchequer N

Netincome of snarenonder llable 10 Dercentage requchon ir
NCome tax at- ncome
top rate (60 per cent) 28 30
standard rate (35 per cent) 45 5 30
exempt 70 30

, _ _ - _ -

-

28.9  This shows that the company can shift the burden of the additional
tax payable with ACT by reducing the amount of its net distributions. The
reduction in net income is borne uniformly by sharcholders, regardless of
their marginal rate. For this reason, we do not accept that the introduction
of ACT need have an adverse effect on the cash flow of companies.
Accordingly, we recommend that a withholding tax be introduced in the
case of all companies liable to corporation tax at a rate equivalent to the tax
credit on the dividend. In recommending this system, we have taken
account of the administrative advantages which arise from the effective

deduction of tax at source by the company. The withholding tax would be
credited against the corporation tax liability of the company.,

Payments of Tax by Companies

28.10  Companies are required to pay corporation tax in two instalments.
With effect from accounting periods ending on or after 6 April, 1981, the
first payment of tax is due six months after the end of their accounting
period, while the second instalment is due three months later. In the case
of most companies which were within the charge to income tax for the
year 1975/76, before the introduction of corporation tax, the first payment
of tax is due six months after the end of the accounting period, whereas the
second is due anything up to nine months later. The differences between
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old and new companies in the matter or payment of corporation tax are set
outin Table 33.

TABLE 33

Due Dates for Payment of Corporation Tax*

Accounting period for year New Companies 0ld Companies
ended
S o o
1983
90-dune 1962 Apr 1583 1 jﬁTy“i‘?rgvés
s 12| et
1

*Tne normal period of grace of ane montn before intercstis cnarged spphcs

2811 The present arrangements for pavnicnt of tax b (‘mnp;llm‘?‘ are
unsatisfactory. All companies should be required to pay tax on the same
basis. [n addition. in periods of inflation the existence of a hg between th.c
pavment of tax and the carning of profits or inmmg to which thar tax 15
related confers an advantage on the taxpaver. For this reason, we recom-
mend that the system of payments of tax which we recommend m Chapter

31 for seli~emploved persons should be applied also to companies.

Transitional Arrangements

28.12 The system we favour would require compa.nies to pav tax ‘duc on
the same basis as self-employed individuals. This would require the
advancement of the date of payment of tax by companies. We recomm cpd
that these changes be phased in by advancing the dates on which companies
pay tax by a maximum of three months per vear.

28.13  We cannot accept the argument that [hi:s proposal 1s undesirable
because of its effect on the cash flow of companies. The present arrange-
ments constitute a hidden subsidy to business carried on through the
medium of companics and result in a lack of nqltrahty-rbgtwc,cilz,.‘fm:
example, incorporated and 1_111iuforporatcd retail business. ‘lt It 1slx?aulssaa
to help specific sectors, particularly the exposed market _sc{nt'or,it _115‘3}(‘)_13

be done by specific measures rather than by genceralised and methicient
hidden subsidies.

The Taxation of Small Companies

28.14 In Ireland, small companies, detined as those with pr_ohts ot.up to
£25,000, pay a lower rate of corporation tax. There is marginal relief for
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companies with profits between £25,000 and £35,000. When this relief was
last increased in 1978, the Minister for Finance said in his budget statement:

“T have been very conscious of the need to do everything possible to
help small firms. It is most desirable that the possibilities for growth
of small firms be fully exploited to the national advantage. A number
of them already engage in exporting and I am anxious to sce more of
them becoming export-oriented. These firms at present account for a
substantial part of employment in manufacturing industry and the
possibilities for future job-creation will be clear’.!

28.15  Iris clear that the relief for small compantes has been se
as an incentive for the manufacturing sector. We will cons

general application.

28,16 In coming to a decision on this issuc we are in agrecment with the
approach taken in the 1972 White Paper on Company Taxation in Ireland
which stated:

“In the taxation of small compames the objective should be to put
them as nearly as possible in the same tax position as their competitors;
mn other words, to devise a system that will charge the same tax on a
trader whether he carrics on his business on his own or whether he
mcorporates it. The level of taxation on small companies must there-
fore be considered in conjunction with the tax treatment accorded to
businesses with similar profits operated by individuals or
partnerships” 2
28.17  Our earlier proposals regarding the introduction of a full imputation
system of corporation tax and for the selection of the rate of corporation
tax are designed to achieve greater neutrality between all companies and
other business organisations. In addition, we note that directors’ remuner-
ation 1s allowed in full as a deduction in computing company profits. We
do not consider that further relicf for small companies is justified on
grounds of neutrality. If the furthering of economic growth is thought to
Justify tax concessions or other financial incentives to small enterprises, we

believe that they should be confined to specific sectors and offered irre-
spective of the form of business organisation.

The Taxation of Closely-held Companies

28.18  The term closcly-held company is applied, broadly speaking, to a
private company where five or fewer individuals control more than 50 per

1341l Debates 1 February, 1978,
*Company Taxation in Ireland. November, 1972 Prl. 2628 paragraph 345,

en primarily
ider the rax
treatiment of manutacturing companies in a later report. At this stage, we
are concerned with whether or not relief for small companies should be of




cent of the ordinary shares. In the case of a closely-held family company,
the policy of the board may decide the extent to which trading surpluses
are withdrawn in the form of remunecration of directors or left as profits in
the hands of the company.

28.19 It has long been recognised that, where close companies can obtain
a tax advantage by retaining their profits rather than by paying them out
in the form of remuneration or dividends, there will be a tendency for such
companics not to make distributions. Anti-avoidance provisions in this
area were enacted as long ago as 1922, The provisions acknowledged that
it was reasonable for companies with plans for expansion, or companies
likely to require capital for an emergency situation, to retain ample profits
tor these purposes. The situation was viewed differently, however, where
large undistributed profits might lie idle in the company’s hands or be put
mto portfolio investments totally unconnected with the business of the
company. In that case. the Revenue Commissioners were empowered to
charge the company to sur-tax in an amount equivalent ro what would be
pavable by the proprietors if the profits withheld were distributed to them
in dividends.

28.20  In order to counter the advantages of forming investment compa-
nies purcly for reasons of tax avoidance and retaining the profits in these
companies, the Corporation Tax Act, 1976 provided for a surcharge of 20
per cent on the after-tax, undistributed investment or rental income of close
companies. The surcharge provisions are described in paragraphs 25.15 and
25.16.

28.21 We received a number of submissions which suggested that the
surcharge was unfair in that it discriminated against genuine firms providing
protessional services, which must retain profits to provide working capital.

28.22  Another submission argued that

“the private limited company has become the lynch-pin of many tax
avoidance schemes and. in this connection, it will be noted that 90 per

1

cent of all companies formed are such private companies.”.

This submission then proposed, that for tax purposes only, the “corporate
veil” be stripped away in these companies and the Revenue Commissioners
empowered to look through to the participators in the company, as was
done for partnerships in 1965.

28.23  Under our proposals tor a single ratc of tax on all incomes, the
problem of tax avoidance through the use of close companies does not
arise. During the transition to a single rate of tax, we favour taxing close
companies on a partnership basis. In these circumstances, we recommend
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the abolition of the surcharge on the undistributed income of close
companies.

Recommendations

28.24  We make the following recommendations:

1. The rate of corporation tax should be the single rate of personal
mcome tax recommended in Chapter 17.

2 vy : 1 < Y M

2. In the case of companies hable to corporation tax. a minimum
payient ot corporation tax should be made. This payment should
be equal to the amount of the tax credit on distributions by the
company.

.

3

The amount of the tax credit on a distribution should be equivalent
to tax at the standard rate of income tax on the ageregate of the net
distribution and the tax credit. -

4. T.he mmimum pavment of corporation tax in respect of distriby-
tons should be credited against the corporation tax liability of the
company.

5. The due Eiates for payment of tax by compantes should be the same
as for selt-employed individuals.

6. The acceleration in the collection of tax from companies should be

achicved by advancing the dates of payment by a maximum of
three months per year.

7. The recommendations in relation to the period of grace and pay-
iment of interest on overdue tax which we have recommended in
the case of sclf~employed persons should also apply to companies.

8. The special rate of corporation tax which applies to small companies
should be abolished.

9. During the transition to a single rate of income tax, close companies
should be taxed on the same basis as partnerships. Accordingly, the

surcharge on the undistributed income of close companies should
be abolished.

375




country and the origin country, the only relief from double taxation
] normally available would be a deduction in computing the profits for tax
; i purposes in the destination country of the rax paid in the origin country.

} 29.5 If the activity is carried on through a subsidiary company,

9.5 direct
liability to company taxation on the profits of the activity will arise

in the

g 4%

' origin country. Liability to company taxation will arise in the destination

CHAPTER 29 i country only when those profits are distributed by way of dividends paid

by the subsidiary to the parent company. In the absence of double taxation

INTERNATIONAL ASPECTS OF COMPANY ' arrangements between the destination country and the origin country, the
TAXATION E

only relief from double taxation normally available in the destination
country will be by way of a deduction for any withholding tax which the
orgin country may impose on the dividends. In other words, the parent
_ ' . o _ - company would be charged on the gross dividend net of withholding tax.
29.1 We now examine the international implications of adopting a full - No relief would be available in respect of the origin country tax paid on the
imputation system of corporation tax which we consider is desirable. We profits out of which the dividends were paid { }

conclude that this would be consistent with Ireland’s international com- '

rutments and would have a beneficial effect on foreign investment in
Irefand.

Introduction

Elimination of Double Taxation

. 29.6 There are two methods of eliminating double taxation:
International Requirements

(1) the exemption system, under which income will be taxed in onl y one

29.2  The Irish system of company taxation must comply with two basic country and exempted from tax in the other country, or

requireinents. It should

(i1) the credit system, under which tax paid in one country (the country
of source, normally the origin country) is allowed as a credit against
the tax liability on the same income in the other country.

(i) facilitate the flow of foreign investment into Ireland for develop-
ment purposes, and

(i) be compatible with our EEC obligations.

297 Apart from some specific items of income in respect of which the
exemption system may apply (e.g. interest in some cases, Government
remuneration, pensions, etc.), Ireland’s double taxation arrangements gen-
erally provide for the elimination of double taxation by the credit system.

Double Taxation

29.3 A multinational enterprise is normally a company resident in one
country and operating in another country either through

29.8  The eftect of Irish double taxation arrangements on the taxation of
the profits of a multinational enterprise is as follows: business profits earned
by an Irish enterprise through a permanent establishment in another country
are normally charged to tax in that country and double taxation is avoided

by the granting of a credit for the foreign tax against the Irish tax charged
on those profits.

(1) abranch, or

(1) asubsidiary company resident in the other country,

In normal circumstances, this will give rise to double taxation in respect of
the profits which will be chargeable to tax where the profits are generated
(origin country) and again in the country of residence of the enterprise to
which the profits flow (destination country).

29.9  In the converse casc of profits earned through a permanent establish-

ment n Ireland by an enterprise of another country, double taxation is
avoided cither by

29.4 In the case of a branch operation, the profits will be charged to
company taxation in the origin country and, if the destination country has
the usual system of assessing residents on their world-wide income, the
profits will also be charged to company taxation in the destination country.
In the absence of double taxation arrangements between the destination
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(i) that other country allowing credit for the Irish tax against its own
tax on the profits, or

(i1} that other country exempting the profits from its own tax.



Subsidiary Company Operation

29.10 The profits of a subsidiary company of an In_shbpar;:nt cli?;[i);rny ]
flow to the parent company in the ff)r_m ofd1v1fiends Pa1d y the s.uhh ldig,
Where a country, in which the subsidiary is resident, imposes a “illt o idge
tax on dividends, the double taxation arrangements Wl_ll norma/ v ll;‘)r%\if :

X for a reduced rate of withholding tax {usually 5 per cent in parent Sll;l 51 adiji
| cases)!. The dividends will be chargeable to Irlsh Corporatm;l tax bu_td(i:;iv,g
will be given tor anv withholding tax and‘ﬁ in the qasF' 9} a}S}Ji'Sl.'dEI{dg
i dividends. for the underiving tax on the profits out of which the divi .

werce paid.

2911 In the case of dividends paid by an Irish 5ub51ldi;1r‘y t(.) 1ts‘ I:];;[:::t
company in a country with which Ireland has a doub]? tiixaft_1(?11 llf,trcfnbr n
relief from double taxation is granted cither by way of cre t1 or the
underlving Irish tax on the profits or bv exemption from tax
dividends in the hands of the parent Conpany.

Irish Dividends under the Partial Imputation System

29.12 Under the Corporation Tax Act, 1976, dividends paid b\, an Ir1§}}
colmpany carry a tax credit (30/70ths in the normal casc \\‘11:;1 s‘lp‘;.ma
arrangements for companies qualifving for export sa.]cs rchef or the ! gcr
cent rate of tax). A non-resident recipicnt 1s not entitled to _the tax cre 'ltﬁ B
In double taxation arrangements entered into since that Act (i.e. those }Vl;

i ingdom), provision has been made whereby a resident of the
et oty 0?;1 ’ pthzm a direct investor®, beneficially entitled to a

artner country, other : _ , \ :
gividend from an Irish company, is entitled to payfmf}:lnt of the t:lx c;et(}i;;
] iabili I f 15 per cent of the aggregate o

subject to a lability to [rish tax o . _
divfdend plus the tax credit. This means that a resident of the Umt;:_(:
Kingdom (other than a direct investor) can cla}mjl payment of the tax C;e' 1h
in respect of Irish dividends subject to a restriction of the 15 per cent Iris
tax Hability.

i i ited Kingdom is not entitled to the
13 A direct investor from the Unite .
tzs?x credit in respect of Irish dividends but the Irish tax on tbe profits out 05
which the dividends are paid is allowed as a credit against the Unite
Kingdom tax chargeable on the dividends.

29.14  Asthe United Kingdom system of company taxation is. alsoa Partlal
im‘putation one, similar provisions apply in the.converse case in relation to
the tax credit in respect of United Kingdom dividends.

'The usual criterion for the parent/subsidiary relationship is that the company holds at least 10
1 aying the dividends. ‘
er cent of the voting power of the compary p N -
F “A “‘direct investor” is a company which controls 10 per cent or more of the voting power in the
company paying the dividend.
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Double Taxation Arrangements and Ireland’
Schemes

29.15 Where dividends are paid out of profits which have been relieved
from Irish tax under Irish tax incentive schemes, the position under Ireland’s
double taxation arrangements with other countrics varies. In some cases,
specific proviston is made in the arrangements whereby the partner country
allows credit for the Irish tax which would have been paid but for the
special relief, e “matching-credit” is allowed. The bencefic ot the Irish
ncentive is therefore passed on to the forcign tnvestor. In some other cascs,
the partner country’s domestic law, which, in certain circumstances, pro-
vides for an effective exemption from tax in respect of dividends from a
substdiary company, s applied by provisions in the arrangements to divi-
dends from subsidiaries in Ireland. In these cases also the foreign investor
retains the benefit of the Irish tax relief. In other cases, Irtsh dividends
recetved by shareholders in the partner country or profits
Irish branch of the foreign enterprise (unle
law of that country) are fully charged to tax
benefit of any Trish tax incentive is frustrated.

s Tax Incentive

accruing to an
s exempt under the domestic
in the partner country and the

Change to Full Imputation System

29,16 If the Irish policy of paying the tax credit in respect of dividends
only to investors other than direct investors (i.e. portfolio mvestors) is
maintained, a change to a full Imputation system of corporation tax would
not affect direct investment. An increase in the rate of imputation on Irish
dividends would result in an increase of the payments to be made by the
Irish Revenue Commissioners to United Kingdom portfolio investors at
existing rates of corporation tax. To the extent that there would be a joss
of Irish revenue, it might encourage more portfolio investment from the
United Kingdom, particularly in the case of large institutional investors
who are exempt from United Kingdom tax, i.e. charities and pension
funds. However, any increase in repayments arising from a change to a full
tmputation system is likely to be offset by a reduction in tax credits on

dividends arising from the reduction in the rate of corporation tax to the
single rate of income tax.

29.17  We believe that the gencral system of corporation tax which we
recommend would have a beneficial effect on foreign investment in Ireland.

EEC Obligations

29.18 In August, 1973, the EEC Commission submitted to the Council
of Ministers proposals®in the form of 1 draft directive for the harmonisation

“Proposal for & Council Divective ¢

encerning the Harmonisation of Company Taxation and Withliolding
Taxes on Dividends, August 1975,
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of corporate tax systems within the EEC. This draft directive provides for
: the introduction in all member States of a common partial imputation
3 system, having a single rate of corporation tax in the range 45 to 55 per
cent and a tax credit of between 45 and 55 per cent of the amount of
corporation tax. It also provides for a common withholding tax on divi-
dends at the rate of 25 per cent.

29.19 The closer alignment of company tax burdens in the EEC s

designed to ensure that companies in different Member States can enjoy e
conditions of fair competition and that capital movements are not prompted ‘
by tax considerations.

29.20  There are a wide variety of sysiems of company taxation in oper-
ation in EEC countries as shown in Table 34.

TABLE 34

System of Company Taxation in EEC Countries

Effective Rate of
Credit as per

Country System cent of
Corporation Tax
Belgium Partial imputation 498
Denmark Partial imputation 255

Federal Repubiic of Germany Two-Rate 160.0
France Partial imputation 50.0
Greece Two-Rate 100.0
Ireland Partial imputaticn 52.4
ltaly Partial imputation 58.6
Luxembourg Classical Nil

Netherlands Classical Nil

United Kingdom Partial imputation 3986

Source: Report on the Scope for Convergence of the Systems in the Community, Bulletin of
the European Communities’ Supplement 1/80 Table 12. Situation at 31 December, 1379

29.21 Little progress has been made towards achieving harmonisation of
systems of company taxation. The European Parliament has still not
delivered a formal opinion on the draft directive as required by the Treaty
of Rome. Their interim report of 2 May, 1979 calls for the deferment of
common rate bands and for priority to be given to harmonising the tax
base. The EEC Commission disagrees with this approach since it would
leave untouched the distortions in capital movements which result from
the fact that systems are not in harmony.

29.22  As progress towards the harmonisation of company tax systems in
the EEC has been very slow, we do not regard the proposed directive in its
present form as a significant constraint on our recommendations.
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CHAPTER 30

ASPECTS OF THE TAXATION OF
FINANCIAL INSTITUTIONS

Introduction

ST Inthis chapter we deal with certain aspects of the taxation arrange

ments w.hici? should apply to income which arises in the first ‘ la(cegtt_
fmapcml mstitutions. These concern tax-relared tending. the im- 05{1'011 (;'
5],)(‘.(‘1‘&] fevies on banks and the taxation of banks and bujiding SOEiGlUGS '\X(/)

believe that the income of financial stitutions should be sﬁb'cct t-(; th?
same treatment for tax purposes as other income. We leave the g ;
wther financial institutions ro a later report. However, primia fudc, we see no

case for special levies on such mstitutions, such as the proposcd levy o1
HSUrance companies. - o

axatton ot

Background

30.2 In his address at our first meeting, the Minister for Finance
to examine the taxation arrangements ap
an carly date. We considered
but decided that it was neither

. asked us
' plyl.ng to financial institutions at
presenting an interim report on this matter

: possible nor desirable to do so without fir
but decic it ws _ : : : st
considering the system of direct taxation which we thought should apply

gf’;)t‘mlly. The Minister was especially concerned about the impact of tax-
re atef{ legdmg on the amount of tax remitted by the banks to the Excheg-
uer. Special levies on banks were imposed in July, 1981 and March 1989’

3().'3 A levy on insurance companies was also announced in March. 1982
It is proposed that this levy be at a rate equivalent to 1 per cent of the
premium income of insurance companies from domestic business, exclud
mg medical insurance. The levy will apply with effect from lAAugu’st 19%7_

30.4 In his budget statement on 253 March, 1982

' , the Ministe in:
it 1ster for Finance

I'sec these levies as a temporary arrangement and I wil

_ I be consideri
; n
in due course proposals for the mtroduction of a :

new permanent
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1 1al instituti g ions
systemn of taxation of financial institutions when the recommendat

]

of the Commission on Taxation become available”.

30.5 In general, we consider that the proposals we have .ma‘de for the
determination of business income should apply to ﬁnan(:l.al institutions as
to other forms of business. A number of technical issues in relatlonito the
taxation of financial institutions have been raised with us and we w1}l deal
with these in a later report. In this chapter we dea.l with the question of
tax-related lending, the impositon of special levies on banks zmd-thc
taxation of building societies. We have also felt it necessary to take neo
account the different regulatory arrangements_\:vhlch' apply to ﬂnan-cm]
insttutions. These are relevant to the taxation of h-nancml mstitutions since
it the regulatorv arrangements arc not standar;hscd.. the chmination of
distortions caused by taxation will not lead to efficiency in financial markets.

Banks

30.6 At present. banks arc liable to corporation.tax on their profits at a
rate of 45 per cent, which is the same as the race paid by other incorporated
businesses which are not engaged in manufacturing. It has been proposed
to increase this to 50 per cent with effect from 1 january, 1982, In Ju]y,
1981, a speaial levy of €5 million was imposed on the banking system. This
was distributed between banks according to the relative size of the tota{ of
their current and deposit accounts held within the State in excess of £15
million. A further levy of £20 million was imposed in March, 1982. These
levies in their application to individual banks had no regard to the profita-
bility or otherwise of the individual bank or whether or not the bgnk
engaged in tax-related lending. They were borne equglly by banks incurring
losses and those paying the full rate of tax on their proﬁts_and did not
generally qualify as a credit against tax payable in other countries.

3.7 A number of issucs must be considered in order to arrive at a proper
;b[]ClLlSiOll concerning the taxation of bank profits:
(i) The role of the Central Bank;
(ii) The incidence of bank taxation;
(i) Liguidity ratios as a form of taxation;
)
)

(iv) Special bank levies, and

(v) Tax-related lending.

'Dai! Debates, 23 March, 1982 Vol. 333 No. 4 Col. 606.
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Role of the Central Bank

30.8  The Central Bank Act, 1971 gave responsibility for the licensing and
supervision of banks to the Central Bank. In their submission to us, the
Central Bank stated that in exercising their role, the Bank’s primary concern
is to ensure that licensed banks continue to be safe repositories of the savings
of the public, The adequate capitalisation of banks is a factor to which the
Bank attaches great importance in this regard. In the case of the main
associated bank groups the requirement adopted by the Bank is that the
capital employed by the licensed banks should not be e
of gross assets, which comprise fixed assets. inve
cash and short-term funds.

ss than 6.3 per cent
stments, advances and

30.9 In gencral, the gross assets of banks must grow broadly m line with
national output expressed in moncey terms. It follows that capital employed
Must grow in proportion if the ratie adopted by the Central Bank is to be
maintained, As retained profit is a principal source of such capital growth,
the Central Bank has established criteria relating to pre-tax profit and the
appropriate minimum level of retained profit, given the level of taxation
and the necessity to remunerate share capital. In this connection, the Centrai
Bank has recognised that the rate of dividend paid by the banks should be
reasonable m relation to prevailing commercial standards and sufficient to
ctsure a market rating that would facilitate the banks in raising additional
capital resources when necessary. On this basis, the Central Bank has
devised a formula to yield an objective indicator of the minimum rate of
profitability required to maintain a given capital ratio. It does not 1dentify
an acceptable maximum level of profitability. The formula Incorporates

factors relating to taxation, dividends and asset growth including allowance
for the influence of inflation.

The Incidence of Bank Taxation

30.10 Ters clear that any tax levied on banks cannot be borne by banks as
an institution but must come out of the pocket of some individual whether
sharcholder, customer, employee or supplier. The Minister for Finance
stated that the levy imposed in July, 1981 could not be recouped in the
form of higher charges. Given that bank profits have been at or below the
mmimum level set by the Central Bank to maintain capital adequacy, it
follows that if the Central Bank allows banks to increase their prices to
compensate for extra taxation, then the burden of taxation will fall aimost
exclusively on bank customers. This will be in the form of lower interest
rates for depositors, higher bank charges or, most likely, higher interest
rates for borrowers. These additional costs may be further shifted to the
general public in the form of price rises or to the taxpayer in so far as the
Income of depositors is charged to tax or deductions are allowed for the
higher interest charges to other taxpayers.
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30.11  Alternatively, if the Central Bank does not allow bank charges to
be raised, the burden will fall on bank shareholders, supphc?rs and employ-
ees, to the extent that efficiency is not increased. If _the capital ratio falls to
an inadequate level, depositors funds will be put at risk.

30.12  The subject of incidence is one of particular difficulty. However, it
is clear that the effective incidence of bank taxation is far wider than is
generallv recognmsed.

Liquidity Ratios as a Form of Taxation

30.13  Certain Insh financial institutions are rcquircd to ]101}1 primary an}(fll
sccondary hquidity. Primary liquidity consists c‘sscntlall.‘y‘ ot deposﬁ.s Wit
the Central Bank, while secondary liquidity consists mainly of holdings of
Irish Government securities.

30.14  The liquidity ratios at present in force are shown i Table 35.

TABLE 35

Ligquidity Ratios

I
|

mstiuton Primary Rate Secondary Ratig
% %
25
Asscciated Banks 18 25
Non-Associated Banks ‘ N o
Agricultural Credit Corporation one hone
Industrial Credit Company o 5None - None
Building Societies m ea

The assoctated banks must hold a total of 35 per cent of their resources
in the form of deposits with the Central Bank or Government securities.
For the non-associated banks the figurc varies — 23 per cent .for some and
25 per cent for others. The State-owned financial mstitutions have no
liquidity ratios imposed by the Ccntrgl Bank. Pulldmg societies must make
a statutory deposit of £0.5 million with the Qen_trgl Bgnk. Since this does
not vary with the scale of their operations, it is in the nature of an
establishment charge rather than a liquidity requircment. In practice, the
Industrial Credit Company, the Agricultural Credit Corporation and the
building societies do hold liquid assets for ordinary business reasons. In the
case of the building societies, they have been holding over 20 per cent of
their resources in liquid instruments.

30.15 The rate of interest paid on primary liquidity is related, through a
Central Bank formula, to yields on Government securities. To the extent
that yields on holdings of primary or secondary l}qu%d%ty are be_low yields
available in the marketplace, a bank with a high liquidity ratio is placed at
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a competitive disadvantage vis-d-vis a bank with a lower ratio. This is a
potential distortionary factor in financial markets unless all
banks face liquidity ratios which are calculated in the same way by reference
to the maturity pattern of their liabilities. To the extent that the return on
compulsory liquidity holdings is lower than that obtainable elsewhere, the
shortfall constitutes a form of taxation according to our definition. We

defined taxation in Chapter 1 as a compulsory payment to the Stare where
the benefits are not related to the amount patd.

competing

3016 Primary lquidicy ratios mav be deemed to serve a prudenial
function in regulating financial institutions which experience cash drains.
However. other regulatory devices arc available, For example. Central
Bank accommodation at penal rates would give banks an incentive to hold
adequare liquid balances. Sccondary liquidity ratios are not common in
other developed countries and in Ireland their mam purpose is to provide
funding for the Exchequer. To the extent that captive lenders are forced to
lend to the Exchequer at artificrally low rates. this is a form of hidden
tisaton levied on banks. On the basis of our carlier analvais such a hidden
tax s nostlikely to be passed on to bank borrowers,

3007 Teis desirable thar all similar financial Institutions which compete as
etther borrowers or lenders should have liquidity ratios which are calculated
on the same basis. This could be achieved by

(1) abolishing the sccondary liquidity ratios which are not essential for
monctary pohicy purposes. and

(1) applying a uniform primary liquidity ratio to all financial institu-
tions. There should be no element of hidden taxation in the oper-
ation of this ratio. However, to the extent that this does arise, the
profits of the financial institution should be deemed to include the
clement of hidden taxation and that element allowed as a credit
against any tax liability on the profits so increased. This treatment
should not apply to special deposits at penal rates for breach of
credit guidelines laid down by the Central Bank.

30.18 At present, the banking system s required to hold about £600
million in primary liquidity. The rate paid on these deposits is about 3 per
cent below market rates. This implics hidden taxation of £18 million since
the surpluses of the Central Bank are transferred to the Exchequer. If
market rates applied, the profits of the banking system would be {18
million higher and tax would be paid on this at the normal rate.

Special Bank Levies

30.19 We described in paragraph 30.6 the special levies imposed on banks
in July, 1981 and again in March, 1982, These levies were the result of calls
11
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from many sources for special taxation of financial institutions which were
based on a general belief that the institutions were paying insufficient tax
in relation to their income.

30.20  One argument for special taxation arrangements for bank profits
could be that such profits are excessively large. Such an argument w_ou@ci
imply that the Central Bank has not been able to maintain profits within
the guidelines set by it. In fact. bank profits haye been at ‘the bottom or
below the recommended range. However. even if bank profits were exces-
sive, this situation should be tackled not by special taxation measures but
by Central Bank action to reduce the prices charged to consumers of bank
SETVICEs OF to increase deposit rates.

30.21  Aithough the rate of taxarion of corporation profits was 45 per cent
on their historical cost profits for the year ended 31 March, 1981, the actual
taxation charge in the banks’ accounts for that ﬁna.naa] vear is much lgss
than thig, about 27 per cent, and the rate of taxation paid 15 lower still,
about 18 per cent. The difference between the taxation chargc of 27 per
cent and the nominal rate of corporation tax of 45 per cent is due mainly to
the effects of Section 84 loans (dealt with below under the heading of tax-
related lending) on pre-tax profits. The diffcrm)c? betwe_en taxation p_zud
and taxation charged is accounted for by the deferral of taxation which
arises mainly trom the banks™ involvement in leasing,.

Tax-related Lending

30.22  Apart from the usual forms of finance provided by bank.s, such as
overdrafts and term loans, there are five types of ﬁnanq‘:c whlc_h_ banks
provide which are designed to obtain benefits from certain provisions of
tax law. These benefits are in large measure passed on to customers. The
types of finance in question are

(1) leasing,

(11) preference share financing,

(1) Section 84 type loans,

(iv) house-purchase loans and

(v) loans to certain farmers.
These are described in Appendix 24.
30.23 To come to a conclusion on the issue of tax-related financing two
questions must be answered. Firstly, are all the benefits passed on by ic
banks to the borrowers? If this is the case, then these tax-based lending
schemes are methods through which the Exchequer subs1d1505,A vig the
banking system, projects undertaken by various sectors. The guestion th011
arises whether or not this 1s the most efficient way to operate a subsidy
scheme.
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30.24 In this report we content ourselves with dealing with the first
question, since this is the only one of relevance to the taxation of fmancial
institutions. To the extent that banks pass on the reduction in their tax to
their borrowers, we are satisfied that no additional special taxation arrange-
ments should apply to financial institutions on that account. The second
question will be dealt with in a later report in which we will be concerned
with the level of incentives that should be provided, whether these should
be provided through the tax system and, if so. in what form.

30.25 We received the foliowing evidence on the question of the ultiinate
incidence of the benefit of tax foregone in tax-related lending operations.

30.26 The Irish Banks Standing Committec informed us that

“Competition amongst both the Associated and non-Associated Banks
to provide services, including tax-related financing, ensures that vir-
tually the whole tax bencefit acerues to the companies using them . . .
Tax-related financing does not have a marerial effect on the after-tax
profits of the Banks. It does, however, reduce the level of pre-tax
profits. it also reduces or defers tax’".

30.27  The Central Bank of Ireland concluded that

“the abolition of the various tax-related schemes mentioned would be
unlikely to affect significantly the maintenance of capital adequacy by
the banks; most of the tax benefit to the banks is passed on to customers
using these methods of financing in the form of low intcrest rates and
rental charges and abolition would increase these rates to normal levels,
as well as increasing the banks’ tax liability”.

30.28  The Industrial Development Authority advised us that

“The present mechanisms of providing low-cost finance through
leasing (used for fixed asset financing) and Section 84 loans (used
mainly for working capital needs) are both cssential to industrial
promotion given high Irish interest rates and the absence of alternative
low cost financing methods. In an analysis of IDA controlied leasing
it has been shown that the industrial promoter gets virtually all of the
tax saved by the banks. The introduction of controls on Section 84
loans similar to those that exist in the case of grant-aided leasing would
ensure that the tax saved was passed on to the companies and that the
loans were used for designated purposes. Companies benefiting from
the 10 per cent manufacturing tax relief generally will not be able to
fund their working capital requirements by Section 84 loans and

alternative sources of low cost finance will be needed to meet their
bona fide needs”.
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30.29 In considering this issue we had che benefit of a report which we
commissioned from independent consultants. To determine Whether_th_e
banks pass on the full benefits of the lower tax bill to the’borrowers, it is
necessary to compare the net of tax internal rate of return” of the bank on
different forms of lending. These are

(1) alcasing agreement with a 35 per cent grant,
1) a Scction 84 loan and

(111} an ordinary rerm loan.
The size and cost of finance in cach case is the same for the bank. However.

the stream of loan repavments and tax pavimcents difters in cach case.

30.30 The example taken was that of 2 company purchasing an assct
costing L1000 with an IDA grant of 35 per cent. Typical terms for such a

project carly in 1982 were:
(1) Leasing: Y30 per guarter (pavable i advance) for five vears after
which there would be turther pavments of Y650 per amnum tor

another five vears.

(1) Section 84: 35 per cent ot the Dubhn interbank ottered rate pius 3
per cent. Atan interbank rate ot 18,75 per cent. this would amount
to 13.31 per cent.

(iii) Tern Loan: Two per cent above the Dubhin interbank rate.

30.31 The mrternal rates of return to the banks on these transactions are
shown in Table 36.

TABLE 36

Internal Rates of Return to Banks on Certain Lending Transactions

9y
Leasing* 15 g?
Section 84 3 a
Term Loan 12.

*A feature of a leasing transaction is that the account goes into credit before the end of the
lease as funds are set aside to meet future tax liabilities in relation to the transaction. The rate
of return quoted assumes that the rate of return 1s independent of whetner the amount is in
credit or debit.

One reason tor the higher mternal rate of return on leasing transacuons
is the banks' greater exposure to risk. In cur example, while the bank lent
£630, itis liable to repay an additional £350 grant to the [IYAt the company

“The nternal rate of return is the rate of return o an investment which makes the discounted
value ot the cash flow equal to the wsial imvestment
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1s unsuccessful. The second reason for a higher rate of return on leasing is
that leasing is generally provided at a fixed rate and banks build in a factor
to compensate for the risk of adverse movements in the rate of interest.
The rates of return quoted can vary with assumptions about the timing of
tax payments by banks, particularly in the case of leasing. If account is
taken only of the payments of the first five years, the rate of return on
leasing is reduced to around 14.5 per cent,

Conclusion

J0.32 On chis basis, the banks pass on almost all of the tax savings arising
from tax-related lending operations te borrowers. Therefore, there would
appear to be no case for special taxation arrangements for tinancial insti-
tutions on the grounds that their ax pavments appear artificially low in
relation to their profits. There is no case for special levies on these grounds.

Withholding Tax on Distributions

133 Our recommendation in Chapter 28 In favour of 4 withholding rax
on distributions made by companies would, if implemented, effectively
negatve the benefit of Seetion 84 loans and preference share financing,
except n rhe case of companies qualitving for cxport sales relicf. We
consider that distributions vut of profits relieved from tax by virtue of
export sales relief should continue to be free of tax. Companies making
distributions out of other profits would be required to deduct tax at a rate
equivalent to the single rate of tax on the gross distribution. The distribution
would carry no further tax liability in the hands of the rectpient company.
The tax deducted would be subsumed into any tax liability on the profits
of the company making the distribution. The questton would then arise
whether or not the tax credit should be refundable in a situation in which
the paying company had no liability to tax by virtue of the operation of
incentive reliefs. This is a question we leave open for consideration in a
later report,

31034 We recognise that such a change if introduced immediately would
give rise to difficulties for financial institutions who have incurred contrac-
tual obligations on the basis of existing arrangements. For that reason, we
recommend that any withholding tax should not be levied on distributions
made under existing arrangements. The cffect of this change would be that
there would be no tax advantage from entering 1nto Section 84 loan
arrangements or preterence share financing schemes except n the case of
compantes qualifving for export sales relicf.

Building Societies
30.35  Building societies are subject to special taxation arrangements. The
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profits of building societies are charged at a specia% rate of corporation tax,
which applies to companies or institutions Wth.h are precluded from
distributing their profits. Building societies are subject to more favourable
e liquidity requirements than competing institutions as we not;d in paragraph
| 30.14. Special arrangements also apply for the taxation of mterest earned
by building society depositors and these are described in paragraph 11.34,

30.36  We recommend that building societies should be subject to the same
taxation requirements as other insticunions with which thev must compete
tor funds, and to hquidity ratios which are calculated on the same basis. To
achieve this we recommend that they be liable to tax at the single rate on
their profits. We also recommend that responsibility for the regulation of
building socicties be transferred to the Central Bank.

Recommendations

30.37  We make the following recommendations:

1. The income of all banks should be charged to tax in the normal
way, thatis, at the single rate of tax,

12

As far as the taxation of financial insticutions is concerned, there is
no need to limit the use of tax-related lending. We will deal with
the question of whether or not tax-related lending is an efficient
means of providing an incentive to industry in a later report.

3. The withholding tax recommended in Chapter 28 should not apply
to distributions under tax-related lending agreements entered into
under existing arrangements.

4. No further special levies should be imposed on banks.*

(81}

Building societies should be charged to tax on their protits at the
single rate of tax recommended in Chapter 17.

*Footnote by Mr Donal Nevin. 1 consider this recommendation to be grathmtous in the llghtlof
the fact that the levy has been stated o be temporary and was implemented by successive
Governments at a time of acute fiscal ditheuldies.
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CHAPTER 31
INCOME FROM SELF-EMPLOYMENT

Introduction

LI There is widespread belief that income from selt-employment
charged to tax under Schedule D is treared more leniently than income
from emplovment charged under Schedule E. The belief that assessment
under Schedule 1) is more advantageous arises because

(1) of the rule allowing a deduction for expenses, and

(1) the basis of assessment and arrangements for payment of tax are
different from the corresponding arrangements under Schedule E.

The question of whethier evasion of tax is casier and more widespread under
Schedule 1D s raised trequently. We will deal with the general question of

¢vasion in a later report. Here we are concerned solcly with questions of
structure.

Definition

31.2 Income from self~employment concerns income (net profit) from a
business, trade, farm, profession or vocation. We received representations
from certain groups, who are at present regarded as employees and charged
to tax under Schedule E, that they should be charged under Schedule D.
The proposals in this report are designed to equalisc the treatment of
mcome under the two Schedules. Because of the administrative advantages
of collecting tax under Schedule E, we consider that all persons at present
chargeable under Schedule E should continuc to be so chargeable.

Company and Personal Taxation

31.3  The relative tax treatment of unincorporated business entities and
incorporated entities was raised in a submission by the Consultative Com-
mittee of Accountancy Bodies — Ireland (CCAB-I), which suggested that
the present system was inequitable for the following reasons:

(1) Business entitics are subject to different rates of taxation, depending
upon whether they are incorporated or unincorporated.
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(11) Umncorporated business entities having similar taxable income are
subject to different rates of taxation, depending upon the taxable
status of their proprietors.

{in) Individual proprietors have a substantially different method qf
determining their tax liabilities, depending upon whether their
income is in the form of a dividend from a company or drawings
{cash and goods) from an unincorporated entity.

(1v) Undistributed protits retained within a company are mxgd at ¢or-
poration tax rates. whereas protits retained within n unneorpor-
ated business are taxed in the same way as those withdrawn — at
the ettective personal tax rate of the propricror.

The subnussion goes on to argue that

“There 1s clearly a reed to harmomse the taxation of business cntities
whether thev are owned by companies or individuals. In logie and in‘
equaty the same total tax should be mmposed on the same proti}ts ot
sinular businesses, irrespective of whether they are generated i an
meorporated  or unincorporated entty. Smilarly, L"LILL-l] ]."L-‘T'\'OHJ]
ncome should bear an ecquivalent amount of tax (given similar circum-
stances) in the mdividual’s hands irrespective of s souree, These
obiectives could be achieved by eliminating the present fullv integrated
structure of taxation in relaton to protits chargeable under Schedule
> of the Income Tax Act. 1967 and treating them similarly to the way
n which company profits are taxed under the Corporation Tax Act.
1970, In other words the business entity would not be regarded as
being synonymous with its owners, but taxable as a separate cconomic
unit’.

31,4 We cannot accept that an equity problem ariscs bct_xycep 'entiticg.
Equity is a principle which enables the relanive rax burd.cn_c‘)t‘ mdividuals to
be determined. However, it 1s desirable. tor reasons of etticiency. that -thc
tax svstem should be neutral between ditferent types of busmcss_ Organisa-
tions. In our consideration of the general system of taxation of company
income, we attempt to do this by proposing ccm_”tain ch;mgcs \'\'lnch would
bring the treatment of companies mto line with F]];lt of unincorporated
entities. In order to achieve this desired neutrality of treatment, two
clements in the taxation svstem are essential, Firstl}_‘. t!u‘n‘_ must be tull
imputation of tax borne at the company level when dlstrlbnno.ns are made
to shareholders. Secondly, all income must be charged at a single rate ot
tax.

Basis of Assessment

31.5  Emplovees chargeable to tax under Schedule E are Lable to tax for
the current year on the basis of the income actually camed in the vear of
assessment. Sclf-employed persons engaged in a trade or profession are
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normally chargeable to tax for the current year of assessment on the basis
of the profits of the preceding year. This is modified, however, in practice
so that the profits of an accounting period of twelve months, ending in the
preceding year of assessment, arc taken to be those of the preceding year,
Thus, the profits of the twelve-month accounting period ending between

6 April, 1981 and 53 April, 1982 inclusive form the basis of assessnent for
the income tax vear 1982/83.

3.6 There are special provisions relating o the first three and tinal three

vears of assessment in which a trade or protession is carried on. For the first
vear, the profits chargeable are those from the date of commencement uneil
the tollowing 5 April. For the second vear. the profits assessable are those
ot the tirst twelve months’ trading. 1t the actual profits of the second vear
of assessment are lower than those of the first twelve months of trading,
the raxpaver mav claim (within 4 prescribed time) 1o be

assessed on the
lower amount. For the chird vear,

as for subsequent years, the profirs
assessable are those of an accounting period of twelve months ending in the
preceding vear. The raxpaver may clarm Gwichin a preseribed timed for 4
reduction in the assessment tor the third vear cqual to the excess (itanv) of
the aggregare assessment for the second and third vears over the total acrual
profs ot those two vears.

317 Inthe case of a permanent cessation, the assessments for the prepen-
ulumate and penultimare vears will have each been based on the profits of
anaccounting period of twelve months ending in the preceding year, Where
the aggregate of the actual profits for these rwo years exceeds the aggregate
of the profits originally assessed for those years, the inspector of taxes will
revise the assessments for each of the two years to the actual profits of those

vears. For the final year, the assessment is based on the profits from 6 April
in that yvear to the date of cessation.

318 It will be apparent that some profits form the basis of assessment
for more than one period. while others do not form the basis of any
assessment. We received numerous representations that the present systent
creates an mequity between persons charged to tax under Schedule E and
Schedule I3, in favour of the latrer.

319 Assessment on the basis of the income of the preceding vear rather
than the current vear confers a significant advantage in periods of rising
money income. This is shown by the following example. It is assumed
that an individual begins emploviment on 1 January. The total income in
the tirst vear 1s ¥5,000 and is assumed to increase by 10 per cent per vear.
The amounts chargeable to tax under Schedules I and E arc shown in
Table 37

The meome wssessed under Schedute 1 is 10 5 per cent less than chat under

393




T

TABLE 37

the public sector were brought within the scope of PAYE in 1976, they
were granted a remission of half the tax payable for 1975/76 spread over

Example of Assessments under Schedules D and E three years. This was granted even though a

cash flow problem did not
1 generally arise, since the dates of payment of tax for 1974/75 and 1975/76
L ' Year Schedule £ Schedule D did not overlap.

' £ £ 31.13  The extension of a current vear basis of assessment to all other
1 1,250 2-258 taxpavers would undoubredlv give rise to calls for A similar concession,
: géé? 5880 During the Comimnittee Stage Drebates on the Finance Bill, 1976 when a
i 6,201 5,500 proposal o ;ld.\zmcc the dares of pavment of Schcdulc 1 tax by three
5 6.82° 6,050 months was being debated. there were calls for a remission of Schedule 1
6 7.503 gggg tax to compensate for the adverse effects on cash flow of the proposal.

; gg?g | 8052 These calls were rejected by the Minister for Finance who stared:

1
18 18232 gg% “W'Wc are not proposing to do a8 SO many ()thef countrics do. to require
hee 63427 Schedule 1 taxpavers o pay mstalments of tax on current income
pending fimal assessment . it thar is ever proposed here, then thart
would be the appropriate time 10 give what the opposition are now
Schedule E over a ten vear pertod. even though the earnings protiles are looking for: 4 remission of tax 1o compensate tor this change™,

identical.

31.10 It should be noted that sclt~cmploved pursons are usualiv taxn‘_d oin
the basis of income accrued or carned, witether or notits actually receivec ]
This is in contrast to emplovees who gencrally pay tax on their actua
receipts.

FET4 A case can be made for 1 concession o sclf-cmploved persons on

the same grounds as those put torward by public servants in 1976, We make
no recommendation on this matter. However, as was the case in 1960) and
n 1976 a change from a preceding year basis to a current vear basts would
mean that there would be at least one accounung period which would not
form the basis period for any year's income tax. Steps would need to be
taken both to prevent avoidance and ro afford relief for capital expenditure

and losses incurred in an accounting period which would not form the
for any assessment,

3111 To remove the inequity resulting from the use ot ditterent ba;cs} of
assessment for income arising from different sources, we recommend that
all income should be charged on the basis of income arising m, tfh.c-clur‘r‘ent
fiscal year. Where accounts are not made up on the basis Qf thtf 1{2(3 S:;alrL
apportionments will be required, pending the 111trodu.ct1(?n 0 ‘ 10 o ﬁc
rate of tax. The adoption of a current basis of assessment rEqLurtls v}d
institution of ncw arrangements for payment of tax by sclt-cmp O%Ld
persons which we discuss in the following paragraphs. | Wc‘also rccommu;]
that, concurrent with the adoption of a current basis ot ;‘.ss?ssnwnt,lt ‘e
additional allowances for Schedule E taxpayers should be abolished. TWS.G
proposals would also alleviate thc:‘ h'flt‘dshlp imposed by the pres}entf}steé];
on self~employed persons with falling mcomes who may not have ma
adequate provision for the payment of tax.

basis

Deduction of Expenses

3115 We noted in Chapter {0 that, in the case of Sche
the income to be charged to tax 1s the
those expenses which are incurred “wholly, exclusively and nccessarily™ in
the performance of the duties of the office or employment. On the other
hand, all expenses “wholly and exclusively” incurred for the purposes of
a trade or profession are allowable under Schedule D). There are two
exceptions to this general rule. Firstly, ente
be “necessarily incurred™

dule E taxpayers,
actual receipts in the year fess only

rtainment expenses must also
to quakty as a deduction and in these circumstan-
ces only 50 per cent of the amount incurred i allowable. It is proposed that
no relief will be allowed in respect of entertainment expenses incurred after

Transitional Provisions

31.12 When PAYE was introduced on 6 October, 1960, thc( second
instalment of tax for 1959/60 which was duc on 1 January, 1961 ‘\.-vas
waived. This was because its collection would have requlrgd cmplovees to
pay twelve months tax in a six month period. When certain employees

12l Debares 12 Mav, 1976 (dticial Report Col 107].
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25 March, 1982, Secondly, motor expenses which would otherwise be
allowable are reduced by the lower of

(i) one-third of the amount by which the relevant cost of the motor
vehicle exceeds £3.500 or

(i) the proporton which the excess of the cost of the vehicle over
£3,500 bears to the cost of the vehicle.

STt I che Schedale Borole swere apphed unmversallv, the only expenses
which would be deductible under Schedude 1Y would be those which could
be shown to be necessartlv expended i producing the mcomes ot the vear

11 guestion.

3117 We asked the Revenue Commissioners tor estimates trom actial
cases of the extent to which the Schedule 1 rule 15 more favourable than
the Schedule Borules Thev rephed as tollows,

Cleas considered that the addition of necessarthv™ to the Sehedule D
rule would make hede difterence inmost vases becaose the ondy person
who could fully assess whether a partenlar outlay 1s necessary tor the
business or vor is the business man himself, In the vast majoriey of
cases 1t would be a funle exercise on the part of Inspectors to challenye
expenses actuallv meurred on the grounds that such expenditure w as
1ot necessary w the success of the busieess, I the circumstances it
would not be appropriate to set any figtire for the possible tax gain o
the Revenue trom the application ot a Schedule E tvpe rule to a
Schedule 1Y case™.

31,18 While we accept that i the vast majoriey ot cases 1t would be a
tutile cxercise on the part of mspectors of taxes to challenge expenses
actually mcurred on the grounds that such expenditure was not necessary
to the success of the business, we consider that the addition of the rest of
necessity would atd the Revenue Commuissioners i establishing equiry
between taxpavers, We reconnmend. theretore, that busiess expenses be
deductible only when they are laid out whollyv, exclusively and necessarily
tor the purposes of the trade or profession,

Restriction of Schedule D Expenses

3119 The limitation on the deductbility ot motor expenses. by reterence
tor those applicable to a car costing ¥3.500 wlhich was fixed in 1976, has
been criticised m submissions, These have argued that motor expenses are
aleginmare charge agamst protirs for tax purposes. We agree with s "if\"
and recommend that motor expenses incurred should be allowed i tull
against the protits of the busmess enticy.
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31.20 In Chapter 12 we recommended certain arrangements for taxing
the benefit arising from cars provided by employers, which are available
for an employee’s private use. We proposed also that the Revenue Com-
missioners publish a scale of milcage allowances which they would aceept
as containing no remuneration ¢lement. We suggest that consideration be
given to restricting business motoring costs incurred by sclf-emploved
persons to those scale rates.

SL20 W noted o paragraph 3115 the spectal restricnons on entertain-
mentexpenses. We have discussed this question with the Chairman of the
Revenue Commissioners wie told us that

Uthese provisions were mtroduced becatse of concern that some busie
nesses were seen to entertain oncan undulv lavish sceale, The restrictions
mposed on business entertainment expenses were (al the imposition
ot the requirement that they be neeessandy incurred and /b the reduction
m the amount of allowable expenses to 30 per cent of the amount
acrually meurred: The first-mentioned restricuon did not have much
ctrect m practice and thns had ded to the second restriction which svas
mtroduced in 1980 Tt is too carly to give a considered opinion on the
cttectiveness of the 30 per cent reduction burt 1t appears fronn dccouns
beme Todged that there has been some reduction in the amounts How
bemg clanmed. In the case of large companies and conscientious tax-
payers, the reduction may well be genuine but it is open to question
whether, in other instances. the non-allowable expenses were being
hidden under other headings.

Part of the problem arose from high marginal tax rates and the
feeling on the pare of business men that they were being denied relief
in respect of expenses which they considered it necessary to incur.
There was dissatistaction with the arrangements and the view could be
taken that they would not be successtul in achieving the objective
desired™.

31,22 This provision is impossible to administer cffectively, There is no
cquity m provisions which cannot be enforced. As a matter of general
principle, we consider that entertamment expenses wholly, exclusively and
necessarily incurred for business purposes should be allowed as a deduction
to the business entity. Any benetic arising o individuals should be charged
to them as a benefit-in-kind. but only to the extent that the Revenue
Commussioners are satishied that the expenses incurred are unreasonable
and unacceptable.

3123 There seems liedde alternative wo facing the reality that income under
Schedules D and Eare entirely difterent concepts and that there is no casy
method of relating theni. Theretore, anv surcharge on Schedule 1 income
would be so arbitrary as to raise new issues of equity. We cannot recom-
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mend such an approach. Any surcharge would also give rise to complicated
rules of apportionment in mixed income cases. Account should als':o be
taken of the fact that Schedule D taxpayers generally have much higher
compliance costs than Schedule E taxpayers.

31.24  As regards Schedule I and Schedule E income, we consider that
our recommendations go a significant distance towards removing any
favourable treatment of Schedule ID income. The chanlgc n theﬁ basis QF
assessment s the major factor in doing this, On the basis of rhc‘ilgurec n
Table 9. the average increase n tax pavable on income bctwccn L5.00K) a.nd
£10,000, if income increases by 10 per cent per annum, is 16.7 per cent. ();1
the assumption that money incemes Increase at 1,5 per cent per annu‘m, t‘hls
change to a current basis of assessment would increase rhc;a_lx p:l}\:-lb]( at
existing rates of tax by the average self-emploved person by 25 per cont per
vear.

Payment of Tax

31,25 Where ditferent categones ot income are subjcct to ditterent
arrangements for pavment of tax, considerations of equity must bc) taken
into account. Since 1960, most cmployees have paid tax uu.dcr FPAYE.
under which they have rax deducted when remuncration is paid, \\‘hf.‘th;r
weekly, fortnightly, monthly or otherwise, Tlns SVSLCn was extcndcd n
1976 to certain employees, mainly in the public scctor, who up to that time
were outside its scope and paid tax on a preceding year basis quarterly in
arrears.

31.26  The arrangements for payment of tax by self~employed individuals
are rather complicated. Tax due is payable in a single paymenton 1 October
in the year of assessment. Farmers pay in two cqua} instalments on 1
October and 1 January in the year of assessment. Where income tax payable
by direct assessment 1s not paid within two months of.thc dug date, interest
is charged at the rate of 1.25 per cent per month simple interest. Sub-
contractors in the construction industry, who do not hold_a ccrtlﬁcatc? of
authorisation from the Revenue Commissioners, are subject to a with-
holding tax of 35 per cent on all payments to them by principal contractors:
Claims for repayment of the appropriate proportion of this tax may be
made monthly.

31.27 Where liability to tax has not been determined before the due date,
an estimated assessment will normally have been issued by the inspector of
taxes. If the taxpayer considers that an e_stimated assessment 1s excesswe,f
an appeal may be lodged agaimst it pendl‘ng the submission of a return o

income, accounts or other information in support of the. achgl. thn
appealing, the taxpayer must specify t.hc amount of tax which it 1s L.Oll.sll.d—
cred will be pavable when the appeal is determined finally and the liability
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is agreed. If in his appeal, the taxpayer does not specify any amount, the
total tax charged in the assessment is taken to be the specified amount.

Where an amount other than the tax charged is specified no interest is
pavable provided that

(1) the specified amount is pad within two months of the due date,
and

(1) the specified amount proves to be at lease 81 per cene of the toral

amount tound to be pavable when the appeal has been determined,
and

(i1} any balance of tax due is paid within two months of the determi-
nation of the appeal.

3128 Where the specified amount is the toral tax ch

arged in the assess-
Ment. no mterest is pavable provided that

(1) the total amount charged is pad within two months of the duc
date. and

(1) any balance is paid within two months of the determination of the

appeal.

31.29 Where an overpayment of tax results from payment of the specified
amount, this is repaid with interest from the dare of payment to th

¢ date of
repavment. Interest on this ty

pe of overpayment is 1.25 per cent per month
simple interest and this interest is not chargeable to tax. The cffect of these
provisions is that, in order to have avoided interest charges, self~employed
taxpayers must have paid at least 80 per cent of their ultimate hability or
the amount assessed (whichever is the lesser) before the end of the tax year.

Provisional Payments of Tax

31.30° We have concluded that all income should be charged to tax on the
basis of the income arising in the current fiscal year. This would require the
mstiturion of provisional payments of tax unless there were to be unac-
ceptable delays in payment of tax. This is becausc trading accounts are not
available for some time after the end of the vear to which they relate.

31.31 We recommend that a svstem of provisional tax payments should
be applied to all individuals who are subject to direct assessments to tax.
This would require interim payments by such taxpayers during the fiscal
vear mn anticipation of final assessment to tax after the close of the vear.

31.32 There are two basic methods which could be applied to a provisional
svstem. The first would require that the interim payments would be based
on assessments issued by the Revenue Commissioners. To deal with cases
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where the estimated tax was excessive there would have to bﬁ.'fpré)‘vnsmn ftc;r
appeals and for a procedure akin to the present system ofspca‘ 1e ; an;(;)?): a.t
[ cases where the estimated tax was too low, the Excljac‘.qucr V\:OL}J )

a loss. This could happen in a significant number of cascs a? the ateks(g
accounts available when estimated assessments were being drawn up cou
be significantly out of date.

31.33  The alternative method 1s to require taxpavers to operate 1 S}'s?tc:111
ot self=assessment sunilar to that tor which they Ly opr under [iu‘pn‘\.u.lt
arrangements for nuking paviments on account, Such a \_\s.tt‘m ()}_)L‘rg.ll-kf‘. 11i
the United States. At present, we Lmdcrstan_d that the }3(1}'111t]}t.()11 .1('((?1‘111;
procedure works well in Ireland. In ‘pr1-m'1plc. we would -M\im,lr a‘ SL -
assessmient procedure since a taxpayer is 111\:cly' ter be rbc best _]U‘L t{L OIIL,\.;:]
indeed the only judge. of how his business 1s progressing on a (Llrrfllt- 7:151, :
The institution of such a svstem mighe also enable thg pavment ot m? t_o }x\
advanced 1o a greater extent than one lm\cd vu prior Ahst‘sxm-cm 1;\ 7'[\]~L
Revenue Commissioners. However, m the mitial stages at least. we rece-
ommend that the present system of assessmients be continued.

3134 We also believe that selt-=cmploved persons _s’hould make 1]11(-)1)1?
froquent payients ot tax. This w uu.ld an Ul‘d the need for 'thcn? ,[U \pa;ﬁ\ ArgC
sums 1 one lump. Tewould also bring selt=emploved taxpayers M,UIL mlm‘
line with PAYE taxpavers. An acceptable compronise bc[\\. L‘CI-lV 1{\1}
demands of cquity, convemence of taxpavers and adm}mstmtlvc ((_n-]su‘u—_
ations would be to require the selt-cmploved to 111‘1_1\‘0 tour equal payments
of provisional tax on or before 3 Julv. 3 October.‘ 'T}J‘AHU;II’-_\‘ ;'mdl:'lulf\‘prl‘l ;11
the year of assessment. Final adjustments to pI’O\;lSlOlllll tax woulg L L] malci
as soon as possible after the end of the vear of asscssment. bS;;‘cclaf rlu Ll:
might be necessary for raxpavers \\'hoﬁ can show that the bulk of the

income accrues in the second half of the fiscal year.

Amount of Tax Payable

31.35 At present, Schedule D taxpayers are obhged to pay l})y\ ‘thc diiat‘
dates 80 per cent of the tax demanded in the assessment or (‘)f‘t 1(1 :];]Or;‘h :
ultimately found to be due. if interest char_gc;&; arc to be avoided. e
balance of tax 1s pavable when the assessment 1s finalised.

31.36. PAYE taxpavers normally pay thewr hability in tull by th‘c-]m?c} cl)t
the year of assessment. A superticial analysis would suggcst_tlm\t_ S]L-‘]({L-]’L-ltev
b ta‘xpaycrs should also be rcquireld to pav 140 per .‘ccnt. of \thrurr -m 51 1 }_
betore the end of the vear to avoid interest c'hargﬁcs. bc‘hcd'uk ']) 111(0{1)(}11?
not identical to PAYE income which is available tor.sp{.‘ndmg 11111Tlcd‘}:7t( y
it 15 received. Schedule 1Y profit may be tied. up in increased stf)‘c} 5 ?dr
working capital. In principle, we consider that Schedule 1) taxpavers shou
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deduct tax under PAYE on th

eir drawings from the business and pay the
balance of tax due on their pr

oftts after the end of the year of assessment,

31.37  We do not believe that this ideal approach can be operated in
practice. The drawings from the business may not be known until after the
end of the year. For example. in the case of expenditure which has both a
business and personal clement. the amount referable to private use will not
be ascertainable until finally agreed with the mspector of taxes. We see lietle
alternatve o a rule of thumb, On this basis. we suggest thar provided
self-emploved persons paid 80 per cent of the lability wlumately found o
be duc in the year of assessment. and the balanee within fourteen days of
the assessment being finalised. no mterest should be payvable.

Rates of Interest

SN AT present. the rate

of mterest on under-payvnients and over-pay-
ments of rax is |

.25 per cent per month simple interest. Interest is not
charged to tax as income and is not allowed as
The rate of interest charged. which 1s ¢
of interest ot 23.1 per cent
mtended to be a punitive ¢

a deduction for tax Purposcs.
quivalent to an annual pre-tax rate
at the standard rate of tax of 33 per cent, is
ate ot interest to discourage lare paviment of rax

Under a provisional tax systen, 1t would no longer be appropriate to
charge penal rates of interest as a matter of course. The rates of interest
payable should gencrally correspond with marker rates. We re
that the rate of interest be the same as the
by the Associated Banks.

contmend
rate charged on personal overdrafts

31.39  We have considered the possibility of having different interest rates
for under-payments and over-paynients of tax. We believe that the rate at
which interest is charged must be related to prevailing rate
borrowings. If the rate of interest on overdue tax i
onother borrowings, taxpayers will use
rather than to pay tax. It could be argued that the rate at which interest s
paid should be related to the rates available on deposits. If the rate at which
interest is paid exceeds the rate available on other deposits, taxpayers may
be encouraged to over-pay tax in order to receive refunds at favourable
rates of interest. We recommend that the same rate of interest should be
payvable on both under-payments and over-payments of tax. To have 3
lower rate of interest on over-payments would be widely seen by the public
as unfair. In addition, account must be taken of the saving to the Exchequer

arising from the reduction in public borrowing which would result trom
over-payments of tax.

s of interest on
s less than that charged
available cash to reduce borrowings

31.40 We have considered the possibility of instituting a two-tier system
of interest charges with a higher penal rate being applied to tax underpaid
or overpaid aftcr a certain date following the year of assessment. We believe
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that a case can be made for charging a higher penal rate of tax outstanding
after, say, two years from the end of assessment. Such a rate s.hould only
apply to under-payments of tax. If applied to over-payments it would be

open to abuse.

31.41 At present, interest on undcr—paymcm.s or over-payments oftap_( 1s
disregarded for income tax purposes. We consider that the treatment which
we have recommended in Chapter 1 for interest generally should apply to
nterest on under-payments and over-pavments of tax.

Period of Grace

3142 At present. interest 1s warved on tax due \\'hi.ch 15 pard \‘\'Iithm two
months of the due date regardiess of the amount mvelved. There 1s a
proposal in the Finance Bill. 1982 to -rcdu(.‘c thlr_; to one month for ('orpro—‘
ration tax onkv. We understand that it is the practice among large companies
to delay. guite legitimatelv. the pavment of tax untl the end of the two
month pertod. At current rates of interest (1,23 per cont mo_n[h). the interest
waived onasum of X1 nalhon 1s £25,000¢. When the rate of neerest charged
is not penal the need for a period of grace 1s reduced. We consider that the
two months period of grace should theretore be abolished. It iz is neeessary
for admmstrative reasons to avold the collection of small amounts ot
interest, this should be done by writing oftf amounts below a certain figure,

Rates on Business Property

31.43  Rates paid on business property may be regarded as cither a tax on
the imputed rental income arising from the occupation ot thc.property or
as an annual tax on capital. If they are regarded as a tax on capital, it seems
difficult to justify charging a tax on some forms ot caplt.al but not on others.
We regard rates as a tax on income. The statutory bgsm for rates is th_c‘ net
annual rent of the property, which supports our view. On this basgs. to.
levy rates on business property and to charge income tax on the profits of
the business constitutes double taxation and leads to a waste of resourees.
Since rates in Ireland are neither general nor umform. 1t s I%kely thgt 2
significant part of the burden of rates is shifted and results in higher prices
of goods and services produced in commercial property s_ub_]c'ct to rates:
We recommend that rates paid be granted as a credit against income tax
payable on the profits of the business. This does not preclude the possibility
of rates on commercial property being a major source of local taxaton in
the future. We will deal wiath the question of local taxation in a later report.

Recommendations
31.44 We make the following recommendations:

1. All income as defined should be charged to tax for a year of
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9.

assessment on the basis of the income arising in that year of
assessment.

Business expenses should be deductible only when they are laid out

wholly, exclusively and necessarily for the purposes of a trade or
profession.

Taxpayers subject to direct assessment should be required to make
provisional tax payvments in four instalments during the vear of
assessment. The provistonal tax should amount o 80 pur cent of
the lesser of the amount assessed or ultimately found to be due, in
order to avoid interest charges.

The balance of tax due should be pavable within fourteen days of
the assessment being finalised, in order to avoid interest charges.
Reciprocal arrangements should apply where tax has been overpaid.

Motor expenses which are incurred wholly. exclusively and
necessarily tor business purposes should be aliowed in full in com-
puting the protits of the business entity.

In cases in which motor vehicles are used by self~employed persons,
consideration should be given to restricting business motoring costs
to the scale rates set down for cmployees.

Entertamnment expenses which are incurred wholly, exclusively and
necessarily for business purposes should be allowed in full in com-
puting the profits of the business entity. Any private benefit arising
to individuals should be charged to them as a benefit-in-kind, to
the extent that the Revenue Commissioners are satisfied that the
expenses incurred are unreasonable and unacceptable,

Interest should be paid on underpayments and overpayments of tax
at a rate equivalent to the rate charged on personal overdrafts by
the Associated Banks.

A penal rate of interest should be applied to tax which has not been
paid to the Revenue Commissioners after two vears from the end
of the year of assessment or the finalisation of the assessment if
later.

Interest payable on late payments of tax whether by the Revenue
Commissioners or the taxpayer should be treated for tax purposes
in the same way as other interest.

The two months period of grace before interest becomes payable
should be abolished.

If it is necessary for administrative reasons to avoid the collection
of small amounts of interest, this should be done by legislation
authorising the writing off of amounts below a certain figure.

Rates paid on business property should be allowed as a credic against
income tax payable on the profits of the business.
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CHAPTER 32

FARMING PROFITS

> 5
Introduction !

i ider the isslic cquire to be serrled :
3200 Incthis chapter we consider the mam tssues that requitre o hw sett y
L . . . - r
in determining the general taxation svstem which should apply to tarming

profis. We w Ul constder che question of meentves for ftgru'ulnnx_ malater
report. I generall equity requires that the same prl?]tlpl{_‘ff w.i :‘1\‘.:[1:)?1
should apply o farniers as to other tixpayers. i so r:.n I.l‘h this 15 }()}\\\ 11]1‘".‘
Departures trom the treatment mmphod by [l]?\ pt']l]t}‘}? ‘L‘T‘I!.]V}t. w-nsi}m F_L:r
quitable treatment of farmimyg and }\'uuld require specihic J,m,“, ‘lL‘l ‘ \.1 o
this reason. the general structure of taxanon w lach we fove e 1?1111’1_1{ I.Ll"}\t‘
in Chaprer 31 for seftfzemploved peraons should also apphy w -rAn mers _ he
historical background to the present svseent of taxatton of rarming profits
is setout in Appendiy 25.

Agriculture in the Irish Economy

32,2 Agriculture is Ireland’s most important inflmtry. It ;IC(‘OLH?(‘% rmt:
about 12 per cent of gross domestic product and for about 18 pwc:r un\t ot
the toral ar work i direct employment. A description of the role of
agriculture in the Irish economy is set our i Appendix 26.

The Issues

323 The main issues which require to be considered in relation o the
taxation ot farming prohics are

(1) the determination of farming inconie,
{1

(ii) the question ot rates on land:
(v)

istl 1 Ccertatn I 15 f] Inc AR
the existing exemption of certain farmers trom mcome t

v th qUCS[iUH ol a resource tax:

(v) the question of @ svstem based on imputed profits, and

(vi) rthe arrangements for pavment of tax.

The Determination of Farming Income

. : L "
324 In general. we consider that mcome from farming should he
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determined on the same basis as income from any other business. Our
recommendations in Chapter 26 apply equally to farming as to any other
business. However, two issues requirc special comment. At present, free
depreciation on certain farm machinery and plant is restricted so that the
total capital allowances cannot exceed 30 per cent of the farming profits.
This restriction discriminates against farmers and should be removed.

A25 0 The second dssue relates 1o the question of stock valuations. In
order to deal wath this tssue it s necess

ary to disunguish between trading
stock and breeding stock.

[rading stock largely comprises the farm
produce. c.g. milk. calves. ete. which the farmer sells to carn his living.
Breeding stock comprises the basic herd or fock which
ourput wlich the tarmer can sell
AsSCr.

produces the
amd as such s equivalent o a capital

Present System of Valuing Stock

326 Al hvestock and farm animals are. under the present system.,
treated s rading stock According o the Revenue Comnussioners any
mcthod for the valuation of livestock based on cost or net realisable value
v acceptable w them provided that ir s apphed consistently,

Farmiers’
representatives claim thar this is not bein

g operated in practice i the
distrrees. For tarm animals reared on the home tarm. or bought at such
tume that their present value bears no rladon ro the original purchase
price. @ method ot adding up all the costs of feeding and maineaining the
animals would be one possible way of anving at cost value.

32.7 It has been recognised that few farmers would have the time or
resources to keep the detailed records needed to establish accurately the
cost of producing cach separate animal up to the accounting date.
Accordingly, as an alrernative arrangement, the Revenue Commissioners
have been prepared to aceept estimates of cost arrived at on the following
basis:

(1) 60 per cent of the market value of cattle bred on the farm or
purchased as immature stock:

1) 75 per cent of the market value of sheep and pigs bred on the
farm or purchased as immature stock. and

() 75 per cent of the market value of the harvested crops. Growing
crops need not be valued.

This method of valuing stock operates in virtually all cascs.

Trading Stock
328

from breeding stock and valued for the purposes of computing farming

In principle, trading stocks farming should be separated out
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income on the same basis as the trading stock of any other business, that
1s, at the lower of cost or net realisable value. A permanent cost of sales
adjustment as recommended in Chapter 26 should also apply to trading
stocks in farming. The option of using the existing notional basis for
arriving at cost should be retained.

Breeding Stock

32,9 Breeding stock 1s a capital asset and since the breeding animal has a
limited usetul iite the correct approach in principle would be to grant
capital allowances i respect of each animal, spread over its usetul life.
Under our proposals in Chapter 26, these allowances would be indexed.
Profits on the sale of breeding stock would give rise to balancing charges
and/or hability to capital gains tax, while losses would give risc to
valancing allowances. We recommend that this treatment be applledrto
breeding stock m the case of those farmers who formally cstablish
breeding herds or flocks. The formal establishment of a breeding herd or
ock should be a decision which s left entirely to the discretion of cach
individual farmer. Those farmers who do not formaliy establish breeding
herds or flocks should continue to have their livestock treated on a
trading stock basis.

Incentives to Increase the National Herd

32.10 It has been suggested to us that incentives arc required to increase
the size and quality of the national herd. We will consider this question in
a later report. It is essential that any mcentives which may be given
achieve their purpose in a way which is cost effective as far as the
Exchequer is concerned. In Appendix 27 we outline a number of possible
incentive schemes for farming stock.

Exemption of Certain Farmers from Income Tax

3211 Broadly speaking, farmers with a rateable valuation of {40 or
under are not liable for income tax regardless of their farming incomes,
while those with a rateable valuation of between £40 and £49 pay a
fraction of the tax that would in the normal course be payable. We
conclude in paragraph 32.17 that there 1s no direct relat‘ionship between
farmimg income and the rateable valuation ot land occupied. Therefore, 1t
is clearly inequitable to exempt farmers from tax on this basm..A]]
tarmers should, in principle, be subject to income tax on the samc basis as
other individuals. This does not mean that all farmers would in fact pay
tax. If their income were below the exemption threshold, they would be
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excluded by the Revenue Commissioners on the same basis as employees
or other self-employed persons.

Rates on Land

3212 We received submissions that to levy rates on land is unfair,
These argued that the land valuations upon which agricultural rates are
based arc inequitable and that rates do not take account of a farmer’s
ability to gencrare a taxable income.

32.13  Rates are levied on the amount of rateable valuation of land. The
basis of rateable valuation in Ireland is contained in the Valuanon
(Ireland) Act of 18332 which sets out to provide “one uniform valuation of
lands and tenements which may be used for all public and local
assessments and other rating”. The Act specitied that the net annual value
of agricultural land be estimated by reference to the average price for the
years 1849/51 of the main crops and produce of the time. on the
assumption that the tenant paid all rates. taxes and other charges. except
uthe rent charge. The valuers were instructed to take into account local
circumstances such as aspect, elevation, case of communication, distance
from a marker town and all other factors which might aftect the
production or sale of farm products.

32,14 The valuation under the 1852 Act. which was conducted under
the direction of Sir Richard Griffith, is generally known as “Griffith’s
Valuation”. Tt began in 1852 and was completed in 1865. Almost from
the time Griffith’s Valuation was completed there was concern about its
adequacy. It soon became clear that, although valuations within counties
probably reflected fairly well the relative productivity of the various
parts, there were discrepancics when it came to making comparisons
between countics. One important reason for this was that the valuation
commenced in the South in 1852 when conditions were at a low ebb after
the Famine and was completed in the North in 1865 when condittons had
improved. As early as 1869, the Commissioner of Valuation was of the
opirion that a number of counties needed their valuations increased by
between 12} pence and 25 pence an acre in order to bring them into line
with the valuations in such northern counties as Cavan, Donegal and
Monaghan. The average valuation of land fixed by Griffith was 41 pence
per acre for the country as a whole. In 1931, the Commission of Enquiry
into Derating concluded that the valuations (both absolute and relative) of

agricultural land were not in accordance with contemporary relative
values.

3215 The incquity of present land valuations has been borne out
repeatedly by a scries of independent studies. The Commission on
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Income Taxation in its Fourth Report' made estimates of in(,jome per
;! pound of valuation of land and farm buildings for 1959 ranging from
£10.3 for farms over 200 acres and £17.2 for farms between thirty and
. fifty acres. Attwood and Geary” have estimated that, for the year 1960,
income in agriculture per pound of land valuation varied from £37.7 in
County Kerry to £12.3 in County Monaghan. The average figure for the
country as a whole was estimated to be £18.6. Statistics in rclation to
1973 based on cstimates of personal countv incomes made by Ross and
Jones” also support the conclusion that there are serous anomalies i the

relationship of land valuations to farm im'(_mw\'. 'I'hcscl show that im}_mlc
arising in agriculture in 1973 per pound of land valuation a\_'cragcd 571
for the country as a whole. The county estimates ranged trom 311 in
Westmeath to Y109 8 i Kerry,

3216 A number of other studies support the Conclusi()}] thar land
valuations no longer reflect accurately land potential and mrm meome
differences. In an Agricultural Institute Study® which Ain\'cstlg‘atcd the
refationship between rateable valuaton. soil type, stock1lng performance
and farm income on a sample ot 127 tarms i tour counties, a sigmticant
relationship was found between soil type ;mﬁd stockmg rate _and l)@t}x'@tl)
soil type and family farm income. No sigmificant 1'@1‘1m?mhip was found
betsween valuation and cither income per acre or soil tvpe. ﬁAnothcr
Agricultural  Institute  Study” (.\\;H]lil]L‘dI the data for Wextord and
concluded that the distribution of valuation about the mean was very
wide within cach soil series examined, and that there was a lack ot proper
difterential in valuation between soil series. Chan'lbcrs"‘h;ls noted the
disparitics in press reports of farm sal.es between theAprlcc per acre of
agricultural land and the rateable valuation. On the basis of this cvidence
McArthur and Reid’ conclude that

“there seems no reason to doubt the fact that farmers in s%milar
circumstances regarding the size of their farms and the quality of
their land can find themselves paying greatly difterent rates under the
present arrangenents’ .

32.17 We are satisfied that the present land valuation svstem is not an
acceptable basis for taxation purposes. It is unrcliable as a yardstick fgr
the measurement of market value, letting value, ferulity of the soil,

'Prl. 3731, Appendix 3. Table 5. ' _
“E A Attwood and R.C. Geary “Irish County Iicomes in 1960 ESRI Paper No. 16 Tarbiu 12.
M. Ross and R. Jones. Personal Incomes by Counry i 1973 NESC Paper. No. 30 Prl. ')933 .
9. Frawley. " The Poer Law Ualnation ax a-Basis tor Weltare Admimsiration and me’ Faxation™.
[rish loumal‘c_vt‘Agri(ultuml Economics and Rural Sociology. Vol + No, 'l, 1972:73, o
I “Lee and | ]t‘_ Haughton. 'Observations on Tax Assessment of Agm:dmmt {and 11 Wexfon
(fnﬁmy" Ir15h_]6urnal of.‘r\gri(ultural Economics and Rural Sociology _Vo.]‘. 1 I’EE) 21908,
*A. Chambers “Agricuftural Land Prices and Rarcable Valnation — A Note ™ 1973 Mimeo,

“The Taxation of Farsming Profirs. NESC Report No. 150 Prl. 4912 p. 84,
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development potential or anything else that might have relevance to
taxation. We recommend, thercfore, that the use of existing rateable

valuations to determine tax hiability in any way be discountinued as soon
as possible.

3218 We now consider whether rates should continue to be imposed on
land on the assumption that thev are levied on the basis of an equitable
valuarion svstenn T broad terms, rares paid on land may be regarded as
cither 2 tax on the timputed rental mcome ansing from e occupation of
property or as anannual tas on capital. I they are regarded as a direct tax
on meome, the case must be conceded that to levy rates on land and
meome tax on farming profits stmultancously constitutes double taxation.
Altermativelyv, it rates on land are regarded as a tax on capital 1t seems
difhicule to justity charging a tax on souie forms of capital and not on
others. Ttar is desired to impose 4 tax on capital. such o tax would be
levied more equitably i the form of an anmual wealth rax on all forms of
capital rather than i the form of rates on a restricted base.

3219 Historically, rates have been regarded as a tax on income.
Provided all tarmers are hable for income tax there is no case in principle
tor imposing rates on land. On this basis. we recommend that rates on
taind be abolished. T any interim pertod., rares pavable should be allowed
as a credit agamst income tax duc on a current basis,

Resource Tax

32.20  We recetved submissions which argued for, and others which
opposed, the imposition of a resource tax on agricultural land.

32.21 The cconomic argument for a resource tax rests on the fact that
farmiers possess a valuable resource and that they should be forced to
maximise the productive potential of this resource (land) in the national
interest. To operate cftectively, a resource tax would have to be fixed ata
level which would make it uneconomic for inefficient farmers to continue
i business and force them to dispose of their land to persons who would
make better usc of 1t

32.22 The possession of valuable resources is not confined to farmers.
Many individuals have such resources — often in the form of human
capital in which the State has invested heavily through the provision of
educational services to the beneficiaries at less than the full economic cost
of these services. To impose a resource tax on a general basis would be
nnpossible in practice. Many would find the concept unacceptable in
principle due to the substantial erosion of freedom unpliedin it.

32.23  We believe that there is no Justification for imposing a resource
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tax on farmers on equity grounds. In our report on incentives, we will
consider the problem of the underutilization of land and whether or not
this should be tackled by taxation measures.

Production Unit Accounting

32.24  We rcceived representations that farmers should be given the
option to be charged to tax on the basis of ﬁlrlputgd rather t.han actual
profits. The IFA/ICMSA proposed a production unit accounting svstem
which would rake account of variations according to farm size. soil type.
reglon and system of tarming. The objective of providing an option tor
assessment on a notional basis would be

“to retain the drive, initative and dedication of those farmers
cngaged m sectors demanding intensive labour involvement and
cxpertise’.

32.25  In general, the production unit accounting systcml\\'ot_lld operate
as follows. The average profit either per acre or per unit of |1\-'c‘st_0(‘k.
whichever 1s considered more appropriate, would be calculated for a
scries of representative farms which would be expﬁectcd to reflect Fhe
varying farm sizes and systems of production Iounc? n .the Irish
agricultural sector. Tt is proposed that the data o be used tor this purpose
would be thase which are collected annually by the Agricultural Institute
tor the purpose of compiling the Farm Managen_lc‘-nt-Survcys. All farms
in the country would be classified by system of farming and the relevant
“average profit” factor would then be applied to each farm in th_e country
and in that way the taxable profit of cach farmer would be derived. The
actual number of units of production, e.g. number of cows, number of
sows, cereal acreage would be multiplied by the relevant income factors
as identified by the Farm Management Survey to give the total income of
the farm.

32.26  The alternative method of taxing farming profits is on the basis of
actual profits as shown by accounts. These alternative systems are now
cvaluated by reference to the criteria of equity, efficiency and simplicity.

32.27 Equity requires that persons be charged to tax on t}.h‘; basis ofthe%r
ability to pay. Under an income tax system, this abihty to pay Is
measured by the level of income. Under a system of production unit
the income charged to tax would in almost every case be different frgm
actual income. The system would theretore be less desirable on equity
grounds than one which based the charge to tax on actual profits.

32.28  The chief merit claimed for production unit accounting, or indeed
any systenm based on mnotional income, is that it would encourage
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increased efficiency and would involve lower compliance costs for
farmers. To the extent that this occurred it would be caused by two
factors. Firstly, farmers of below average efficiency would be taxed on a
higher income than they actually earned. They might then be forced
cither to sell or lease their land to someone who would use it better or
increase their efficiency. Secondly, since the tax payable by each farmer
would not vary with his income, he would retain all the gains from
ncreased production above the established norm.

32.29  The question arises whether or not farmers would be granted an
option to be charged to tax on the basis of accounts. If this were
conceded, there could be no gains in cfticiency from incfficient farmers.

32,30 The effect of raxation upon the level of agricultural output is far
from clear. The case for a tax which is invariant with respect to the Tevel
of mcome. compared wicth 4 tax on income. rests o the basis that che
substitution cffect outweighs the income effect of a change in the taxation
system. If a farmer is considering whether to work harder in order to
mcrease his income, he will bear two considerations in mind. On the one
hand, if his additional carnings are taxed, then clearly it becomes less
worthwhile to put in the extra effort; the farmer may substitute leisurce
for effore (the substirution cftect). On the other hand, the tarmer may
well aspire to a certain standard of living and require a certain level of
income to achicve it. If this is the case, he may decide to work cven
harder to maintain his after-tax income (the income effect).

32.31  Empirical work on the relative strengths of the income and
substitution cffects has not involved farmers who may be a special case,

In general, the available evidence suggests that taxation has little effect on
the amount of work done.*

32.32 The effect of taxation on investment is more complex, Taxation
of income may reduce investment because the after-tax rate of return is
reduced and because the cash flow is dimintshed, thus making the
financing of investment more difficult, The impact of taxation is reduced
if depreciation allowances are a feature of the tax system, in which case
part of the cost of investment is met by the State. Taxation of marginal
mcome may encourage investment, in that the farmer may consider it
preferable to invest surplus cash in his farm rather than increase his

consumption having paid a slice to this surplus to the Revenue
Commissioners,

3233 On the basis of this analysis, we belicve that a system of

“Theovetteal and Empivical Aspects of the Effecss of Taxation o the Supply of Labour. OECI) 1975.
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production unit accounting would be a far more effective instrument for
encouraging increased production if applied to relatively inefficient
farmers. However, under a system which allowed farmers to opt for
either taxation on a notional basis or on the basis of actual profits,
cfficient farmers will opt tor the notional basis while mmethicient farmers
will opt to be charged on actual protits,

3234 A scheme of production unit accounting would have to be based
on the Farm Management Survey, There could beoa rsk it this survey
were to be used for taxation purposes that it night reduce the co-
operation of farmers m compthng 1t Also. the criena tor classitying
farmers o the appropriate system of faning would be ditticule o
icorporate mro Jegislation and dis would give rse o argument.
particularly m the case of nuxed tarms. Furthermoreoat could be ditficulr
establish the number of production units as these vary throughourt the
VUAr D COTTA sectors of farming,

3235 One of the arguments advanced i tavour ot production unit
accountng, or wdeed any potional system ot axaton. 1s that it would
reduce comphance costs tor tarmers by reheving them of the obligation
to heep accounts, This would only arbse it there were no option to be
taxad onthe basts of actua! profies. We consider that the requirement to
produce accounts does not impose an unreasonable burden on farmers.
Farmers like all other traders are required 1o keep records ot their
rransactions on which accounts may be based. Tt is desirable that this be
done in any event for reasons quite uncontiected with taxarion.

3236 It 1s sometimes stated that farmers are obliged to mncur substantial
audit and accountancy fees solely for the purposes of establishing chat
thev have litdde or no liability to tax. We raised the matter with the
Revenue Commissioners who assured us that once it becomes clear that a
farmer has a low income and will not be lable to tax no assessments are
raised for a period of years. There 1s no requirement to produce annual
accounts in cases in which there is clearly no liabihiry to tax. The Revenue
Commissioners assured us that they do not insist on the preparaton of
accounts by a professional accountant until it becomes clear that a farmer
(or indeed any other businessman) is in 2 substantial way of busimess or
making signiticant profits.

Conclusion

32.37  We conclude that the introduction of a system of production unit
accounting would be both unfair and unworkable, The evidence on the
cconomic benefits Aowing from such a system is uncertain. We cannot
therefore reccommend such a system.
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Arrangements for Payment of Tax

32.38 We noted earlier that special arrangements for payment of tax
might be necessary for taxpayers who receive the bulk of their income in
the second half of the fiscal year, One category which we have in mind
here is farmers. While the normal rules provided for self-employed
persons should  generally apply, farmers should be  permitted by
Arrngement with the Revenue Commissioners to pav tax wichin the vear
ot assessment macway which would e with thenr cash Howe

Recommendations
, g ; . A
3239 We make the following recommendations:

I The same general system ot txanon should apphyv to all farmers
v o albother selt-emploved persons

20 The use of existmyg rateable valuations 1o determine tax habibiny m
anysweay should be discontiued as soon as possible.

a0 Rates o fand should be abohshed. Pending theirr abolion. rates
pavable should be allowed as a credic against income tax due on a
CUTTCIT Ddsis.

4+ Spectd restrictons on e capital dlewances avatlable to tarmiers
should be removed.




CHAPTER 33
INVESTMENT INCOME

Introduction

33.1 In this chapter we examine the present system for the assessiment
and payment of tax on Investment ;md. rcntal_mcome and co.nclude t.hat 1t,
is inequitable and unnecessarily complicated in a number of respects. We
recommend that all investment and rental income be assessed to income
tax on a current year basis. We also consider and reject the intr()d-ucn.on of
a surcharge on investment income. Our proposals for the determination of
certain investment income are sct out in Chapter 11.

Definition

33.2 Investment income is not defined in the legislation. Generally speak-
ing, however. it is taken to include dividends. interest, annuities (if not
paid under approved retired annuity contracts) and rents.

Assessment of Tax on Investment Income

33.3 For the purposes of assessment, investment income is classified
according to its source and is charged to tax under the following schedules:

(i) Schedule C: This covers certain interest, annuities and dividends
payable out of public revenues in the Republic of Ireland or else-
where which are taxed at source, ¢.g. land bond interest.

(i) Schedule D — Case I1I: This covers certgin divide_n_ds, interest gnd
annuities, including income from foreign securities and foreign
rental income, which have not been taxed at source or under
Schedule C, e.g. Irish Government loans and ordinary shares of
United Kingdom companies.

(iii) Schedule D — Case IV: This covers certain income (e.g. anr}uitles,
foreign income, building society deposit interest) from which tax
has or is deemed to have been deducted at source.

(iv) Schedule D — Case V: This covers rental and easement income
from premises in the State.

(v) Schedule F: This covers dividends and distributions paid by Irish
resident companies.

Schedule C

33.4  Schedule C applies to paying agents who pay out the defined interest,
annuities or dividends. They must deduct tax at the standard rate and pay
the net amount to the persons entitled to the interest cte.. Assessments
under Schedule C are then made on the paying agents in respect of the tax
deducted. The basis of assessment is the actual Schedule C income paid 1n
the tax year. The recipient of the net income is assessed to tax on the gross
sum with credit for the tax withheld. We will examine the question of
deduction of tax at source in a later report.

Schedule D — Case III

33.5  Case I mcome is assessed normally on the basis of the income of
the preceding rax vear. subject to commencement and cessation provisions
similar to those which apply to other Schedule 1D income. Except where
paid to non-residents, income under this heading is not liable to income tax
by deduction. Instead, it 1s paid gross and 1s assessed to income tax in the
hands of the recipient,

Rental Income

33.6  Tax is charged (normally under Case V of Schedule D) in respect of
rents from any premises in the State. In arriving at the chargeable income,
the following expenses may be allowed against the gross rents receivable:

(1) Rent payable on property,
(i1) Rates payable on property,

(1) Cost of services rendered,
{iv) Repairs, insurance, maintenance and management,

(v} Interest on money borrowed to purchase, improve or repair prop-
erty, and

(v1) Wear and tear of furniture and fittings'.

As with Case Il the income generally assessable for a year of assessment

is the income of the preceding tax year. There are special rules governing
the commencement and cessation of the source.

Schedule F

33.7  Under the existing Irish corporation tax, a dividend or other distri-

"There is no statutory basis for this deduction — it is granted by way of revenue practice.




bution paid by an Irish resident company carries a tax Crcdit..Th‘c recipients
of the distributions are asscssable on the aggregate of the distribution and
the associated tax credit. The normal tax credit is currently 30/70 ths of the
distriburion. The recipient is entitled to deduct from his illdiVldLlal tax
liability the tax credit attaching to the distribution, The assessment 1s based
on the actual amount of distribution made i the tax vear.

Basis of Assessment

338 Wenored m Chapter 31 the mequities which mayv arnse m periods of
inflation when some incomes are assessed on a current vear basis .;md others
are assessed ona preceding vear basis. The p()situ—'m'm relation to the
assessinent of investment income is particularly confusing to the taxpaver
m that some tforms of invesoment income are assessed on A current year
basts while others are assessed on the basis of the income of the preceding
vear We recommend thac all investment meome be charged to taix on a
current vear basis.

Payment of Tax

339 We recommended i Chapter 31 chat ‘»’L‘]f‘—c.l“n_[\l()_\-'cd persons }bc
required to pay 80 per cent of the tax U][II‘H.?IC!}' due from rh_cm bct.org {]]f
end ot the year ofassessment. in order to avoid interest chargL“s. In principle.
it would be reasonable to expect reapients of mvestment 1ncm.11c.to‘piq?;
100 per cent of the tax due during the course of the vear to ;',“ ({1d nzitcrcs(;
charges. This is because such income can often be more casily b? pre 1L.t‘e

than other income from self-en'lployment_and is available fgr 11}11]10(11.?26
consumption. However, to facilitate administration and to ﬂ\'(?’ld d\lfﬁcultjc\s
for taxpayers in mixed income cases, we rccgmmend thgt the same ar'raln’g,c'—
ments for payvment of tax should apply to investment income as we have
recommended for income from self-emploviment.

Investment Income Surcharge

33.10  We received submissions which proposed that dlffmt‘ntl;ltmnf be
ntroduced between earned and uncarned mcome, either in the form of an
earned income relief or an investment incomie surcharge.

3311 In 1907, a distinction for tax purposes was introduced between
carned and uncarned income. The ditferentiation in favour of carned income
was originally based on the tact that it is “precarious”, that is. that earned
income ts less stable than investment income and that it depends on .the
recipient being able to give services in return for it. It is dependent on effort
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and is aftected by old age, sickness or other disability,
also justified on the ground that there is an element of expense involved in
obtaining remuneration from work that is not present in obtaining invest-

ment income and that the expense cannot be completely allowed for by
deductions for expenscs in tax assessment.

The relief was later

3312 In 1907, carned income reliet was limited to incomes of £2,000 and
under. The Dilke Committee”

which had examined the question was
troubled by the prot

dlem of the owner of the uniicorporated business, Was
his income carned income or mvestment income from his capital, or rather,
what were the proportions involved: They adopted the principle that the
sinaller the business and the smaller the profit dertved from it. the larger
will be the proportion of that profit which is truly carned: the more
extensive and remunerative the business on the other hand,
a rule, 1s the part that capital pl
cquitable it becomies to trear th
investment. On the basis of this
recomimendation that differenti

the larger, as
ays 1 it and the more practicable and
¢ profit derived from it as income from an
principle, they produced the rather arbitrary
anon between carned and uncarned incomes
should be Iimited 1o incomes not exceeding 3,000 a year. A limit of £2,000
was enacted so that no taxpayer with an income in excess of the figure
could claim the relief. The Royal Commission on Income Tax, 1920, while
recognising that there was no completely logical reason for the limitation,
recommended® £2,000) as the limit of the amount of earned income which
could rank for relief, whatever the total income of the reciptent, instead of

the former system of gving or withholding the relief altogether according
to the amount of total income.

33.13  The question of differentiation was consid

ered by the Commission
on Income Taxation® w

hich took the view that, because the recipient of
uncarned income usually owns the capital from which it is derived, it is
reasonable to tax unearned income more heavily than earned income, but
that would not be warranted if the capital itself were taxed as well as the
mncome. Since in Ireland there was no recurring tax on capital (except estate
duties), a heavier tax on unearned incomes was Justified. The Commission
noted that with the general improvement in social services those who have

“little or no capital need not concern themselves as much as previously
to provide for their maintenance during illness, unemployment and
old-age. Furthermorc, contributions towards retirement  and
medical-benefit schemes, as also premiums for both pure life and
endowment assurance, are deductible in large part from income tax;

Report from the Select Committee on
November, 1906.

*Cmd. 615, para. 113.
*Seventh Repore, Pr. 6581, 28 March, 1962, paras. 6 to 15,

Income Tax chaired by Sir Charles Dilke, Crmd. 365,

Dl




and so far as the earned income allowance provides for such matters
: : T
there is a double allowance for income taxation”.

The Commission recommended no change i the earned income relief due
to the fact that it regarded “the present differentiation as adequate”.

33.14 In any discussion of this subject it is.frequently assumgd that
taxpavyers are divided into two classes: those with wholly @rned m.come
and thosc with wholly uncarned income. In fact. the truth is that the vast
majority of taxpavers who hold unf‘amcd meome zl]S(? recerve c;.n:ncd
income in significant amounts. This fact assumes great significance if th.c
structure of the earned income relief since the foundation qf the State 1s
examined. This shows that in order to quality for the maxinum earned
income rehef a taxpaver had to have Y2,000 of earned income m 1922/23,
Once this amount of income was carned. 1t was a matter of complete
indifference to the taxpaver whether the remainder of [}jc Income was
carned or unearned. This tigure was reduced to v1,700 1n 1932 and
£1.500 1 1939, It was increased to X1.806) in 1932 and to L‘E.f)()() m.l%l. It
remained at thar level untl carned imcome reliet was abolished in ‘1974.
Thercefore, in 1973 ditferentiation only attecred those taxpaycrs with an
carned mcome of less than £2.000 who alse had a source of unearned
INCOIMC.

33.15 It would scem that the taxauon of uncarned il}come prit}r.[o 1974
bore heavily on many persons living on small fixed investment incomes
and was unduly harsh at a time when the value of their savings was being
croded through inflation. It bore heavily on some pfthose wlho invested in
Government securities while those who took their returns m the f'orm of
capital gains escaped totally. Earned income relief was abohsh—cd in 1974
when the new unified structure of income tax was introduced in place of
income and sur-tax.

33.16 A long-standing argument for treating eartned inc?!mc more leni-
ently than investment income is its greater “precariousness”, .Thls. is based
on the idea that there 1s a limit to the number of vears in which it w1.]]- be
received, wherecas uncarned income (at least from Governmer.lt St:Cuvrltles)
can be expected to last indefinitely. However,‘the simple fact 15 that if one
income of given amount lasts for a shorter period than another of the same
amount, it is also taxed for a shorter period. To quote J.S. Mill:

“When it is said that a temporary income ought to be taxed less than
a permanent one, the reply is irresistible, that it 1s taxed less; for the
income which lasts only ten years pays tax only ten years. while that

>

3y
which lasts for ever pays forever™.

.S, Mill, Principles of Political Economy.
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33.17 If there is any argument for differentiating in favour of income

simply because it may have a relatively short life, it would also apply to
income from risk investments.

33.18 A further aspect to the
fact that such income may
This argument may have
ntroduction of pensions, si

precariousness argument has regard to the
be interrupted by sickness or unemployment.
had greater force in earlier times betore the
ckness and unemployment benefits which now
afford protection to those dependent on earned income.

3319 It is argued thar acquiring
mvolves greater effort th
th

mcome through personal exertion
an acquiring investment income. It is on this basis
atit s sometimes argued that overtime carnings should be free of tax. If
the mcome tax code were to try and charge income in proportion to the
cffort expended in acquiring that income it would quickly become
muncersed mtrying to assess factors which
subjective. Capacity to pay 1s not mfluence
income. To attempt to relare income tax
acquiring th
n practice,

m many cases are totally
d by the effort required to earn
auon to the cffort expended in
at income would be misconceived in principle and unworkable

33.20° Another argument suggests that earned income is in large part the
return to investment in human capital of education and training and that if
no depreciation on this investment is allowed there should be a differential
rate of tax on earned income. The application of a system of earned income
relief which makes no distinction between high incomes due to innate
natural ability and those due to intensive training does not seem a very
efficient means of allowing for investment in cducation and training. Such
an allowance would also fail to take account of the fact that much of
educational expenditure is financed by the State in any event.

33.21  The final argument is that possession of capital conveys advantages
over and above those arising in the form of annual income from it. This
suggests that people who own capital are in a far better position to spend
in excess of annual income than those who possess no capital, An earned
income relief does compensate for this factor but in a very imperfect way.
[t does differentiate between an carner and an investor each having the same
income but it does not differentiate at all between two property owners
each with the same income but with different amounts of capital. Tt is
prectsely the difference in the amounts of capital in people’s ownership
which is at issue here. If it is desired to distinguish between persons with
different amounts of capital, the imposition of capital taxes would appear
to be the best method of doing so. We consider the taxation of capital and
capital transfers in Part [IC of the report. Any device which differentiates
according to income must be arbitrary. Our proposals for a direct expend-
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iture tax will take into account the additional consumption financed by
persons out of capital. In our view, account need only be taken of the higher
spending power arising from the ownership of capital to the extent that it
is realised. We do not recommend the introduction of carned income relief
or an investment income surcharge.

Recommendations
3322 Wemake the tollowing recommendations:

1. All investment income should be charged 1o tax on a current vear
basis.

2. The same arrangements should apply tor paviment of tax on mvest-
ment income as those which apply to other income from selt-
emploviment.

3 Investmient meome shoudd be charged oy at the wame rate as

other imcone.

Part 11 C

The Taxation of Capital and Capital
Transfers




CHAPTER 34

THE TAXATION OF GIFTS AND
INHERITANCES

Introduction

341 In this chapter we consider the general svstem of taxation to be
applied to gitts and mheritances. We conclude thar gitts and inheritances
should be taxed at the same rate as all other income.

Justification for Taxing Gifts and Inheritances

342 The allocation of taxes according to income requires that tax be
charged on a base which measures the change in the cconomic power of
cach individual or family. We have defined this base as the amount which
may be spent on consumption in a period without adding to or subtracting
from wealth in real terms in the process. If all other income is taxed, equity
becomes the main justification for gift and inheritance taxes, since receipts
trom gitts and inheritances confer the same command over economic
resources as other income. In principle, therefore, gifts and inheritances
should be charged to tax as ordinary income. Departures from this approach
may be justified on two grounds only. Firstly, if income is charged at
progressive rates on an annual basis, it would clearly be inequitable to
charge gifts, inheritances and other windfalls without giving some relief
because they occur in an irregular pattern. Secondly, reliefs may also be
required on economic grounds because of the adverse effects on production
and investment which may result from imposing such a charge.

34.3 A justification for taxing gifts and inheritances at a higher rate than
all other income is that this provides a method of changing the distribution
of wealth (however defined) in society. In Appendix 31 we cxamine the
evidence regarding the existing distribution of wealth in Ireland. In Chapter
36 we consider the extent to which changes in this distribution might be
thought necessary and examine how the tax system could contribute to
such changes.

Historical Background

34.4 Prior 10 1975, the taxation of property passing on death consisted of
estate duty, succession duty and legacy duty. The provisions of these taxes
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are set out in Appendix 28. Estate duty was payable at progressive rates on
property worth over £7,500, subject to certain reliefs. Legacy and succession
duties were payable on inheritances. Gifts were not liable for tax, except if
made within five years of the death of the donor.

34.5 Proposals for the amendinent of the taxation of gifts and inheritances
were made in a White Paper’ published in 1974, These proposals were
cnacted later. The Finance Act. 1975 repealed all death duties on property
passing on deaths occurring on or after 1 April, 1975, The Capital Acyui-
sitions Tax Act, 1976 mtroduced an mheritance tax in TeSPect of property
passing on deaths occurring on or after 1 April. 1975 and a gift rx on
taxable gifts made on or after 28 February, 1974 The main provisions of
the capiral acquisitions tax are set our in Appendix 29,

Capital Acquisitions Tax

3.6 All raxable gifts and inheritances taken by an individual trom
particular donor arc aggregated for the purposes of the calculation of capiral
acquisitions tax, the most recent gift or inheritance paving tax at the rate
applicable to the highest part of the aggregate. In the Mareh, 1082 budget
it was proposed thatall gifts and inheritances received by a beneticiary from
all sources would in future be aggregated to determine the wx lability on
each benetit. The Finance Bill, 1982 modifics these proposals. Provision is
now being made for the aggregation of all gifts and inheritances taken by
a bencficiary from all disponers within the respective classes to which the
tables of rates in the capital acquisitions tax are referable. The rates of tax
payable on inheritances range up to 60 per cent and are set out in Appendix
29. Gift tax is charged at 75 per cent of the rate applied to inheritances.
When a donee dies within two vears of making a gift, then the gift is
charged at inheritance tax rates. Any gift taken by a donee on or after 28
February, 1969 and before 28 February, 1974 is taken into account n

determining the rate of tax applying to any further gift or inheritance from
a particular donor.

34.7  Capital acquisitions tax is calculated on the market value (less certain
deductions and reliefs) of the property of which the gift or inheritance
consists. Agricultural property taken by a farmer, as defined. is valued for
the purposes of the tax at half the market value subject to a maximum
deduction of £150,000. It is proposed in the Finance Bill. 1982 to increase
the maximum deduction to £200.000, with effect from | April, 1982,

34.8  The main exemptions from capital acquisitions tax are as follows:

"Capital Taxation Pel. 3688, February, 1974,
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(1) the first £300 taken as a

gift by a donee from a disponer in any one
year to 31 December;

(ti) property taken for public or charitable purposes in Ireland;

(i) works of art, scientific collections, libraries, houses or gardens
provided that they are of national, scientific. historical or artistic
mterest and are kept permanently i the Stateand arc open ro public
S !L‘\\'mg.

(v pavments taken DY vay ot ror

rement benetit redundancy paviment
OT Pension;

reasonable pavients received i the disponer’s hitenime by mem-
bers ot hus family for SUPPOTL. mantenance or education or by 3
dependent relative for SUpport or maintenance. andd

DI COTEED GOVerinent securitios w hen taken by torergn benehiciaries,
Y Caploal acquisitions tav ix m mherirnec-tvpe tay compared o an
estate dury which s donor based. We examine the relative merits of these
two torms of taxes 1y Chaprer 36 in terms of their impact on the diseribution
of wealth. Teaving aside  1ssues of redistribution,

P

weo favour  an
siberitanoe-iyg

LAY OVET A1 OSTI e dut}' smce this Appro

ach 15 consister
with the definition ot the tax base which we have adopred.

The Issues

3410 The main issues to be conside

red i relation to the taxarion of gifts
and inheritances are

(1) the unit of taxation:

(1) relief for productive assets:
(i1} relief for assets which are not readily realisable;
(1v) agricultural land:

(v) the preferential treatment of gifts;
(vi) an exemption threshold. and

(vi1) relieffor consanguinity,

The Unit of Taxation

M The individual, not the wider tamily unit. is the b

asis of charge o
capital acquisitions tax in Ireland. Partnerships

are treated as though gifts

_—

The exemption mav be lose i1 the objects are sold within six vears after the valuation date.
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were made or received by individual partners. The transfer of property into
a discretionary or accumulation trust does not give rise to lial?ility to c:fpiFal
acquisitions tax. The payment of tax is not called for until beneficiaries
become entitled in possession to any part of the trust property. In the case
of life and other limited interests, the value for tax is the underlying
property in which the interest subsists. This value is, however, discounted
in accordance with actuarial tables which have regard to the age and sex of
the beneficiary and the duration of the interest.

3412 On the basis of our analysis in Chapter 15, we have concluded that
the tamily should be adopted as the unit for all taxes. This means that
transfers of wealth within the tamily, that is between husbands. wives and
dependent children, would be tax-tree,

3413 Three questions arise when a child has ccased to be a member of the
original tamily unit. ar the age of sixteen vears, tor the purposes of income
aggregation:

(1) How should unrealised gains on property, shich the child takes
trom the original family unit, be taxed?

(i1 How should properiy transferred from the original unit be taxed
to the new unit?

() How should property transferred to the unit for bencefit of the child
be taxed to the unit?

34.14  We have recommended that the withdrawal of property from the
original family unit should be a disposal for capital gains tax purposes. In
order to preserve the concept that gifts are part of the tax base as we have
defined 1t, a child, as a new tax unit, must include in his income in the year
in which he ceases to be a member of the original family unit, the market
value of any property taken with him from the original unit in excess of
any lifetime exemption which might apply.

34.15 To avoid the problem of taxing large gifts from outside the family
unit to a dependent child, firstly to the family and then to the child when
he or she leaves the family, we recommend that a credit be given to the
child when he leaves the family unit for any tax paid by the family unit on
the gitt or bequest.

Relief for Productive Assets

34.16  There is one problem which is common to all forms ot capital
taxes, whether on transfers of wealth or the holding of wealth, This is the

difficulty that may be encountcred by the owners of private business or of

farms in raising the necessary funds to mect their tax liabilities. The problem
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1s basically due to imperfections in the capital market which make it difficult
for a small company whose shares are not quoted, or for the owner of a
farm or of some other unincorporated business, to raise money by sharing
the equity in the business with other persons.

34.17  Submissions argued that relief for productive assets was desirabie
on the grounds that if non-business assets arc insufficient to meet death tax
Habilitics, business may be weighed down by debts incurred to pav taxes
or tts expansion checked by the desire of the owner to build up liquid assers
against future tax Habilites.

34.18  The granting of valuation concessions is only one of a number of
possible solutions to this problent. However, this solution is ineffective to
the extent that the market reacts to the valuation concession by pushing up
the price of assets to which the concession applies. It seems impossible to
avoid this price cffect for tax purposes unless the assers are exempted
completely or taxed on a notional basis unrelated to market value. In cither
cvent, the price will tend to rise so that the after-tax return on different
torms of investment is equalised. Therefore. the main effect of a concession
for productive assets is likely to be a once-for-all capital gain for the cxisting
holders of such assets,

34.19  The use of tax concessions is a much less desirable way ot dealing
with the problem than measures which make it easier for owners of privatc
business and farms to raise funds to meet tax liabilities without breaking up
their businesses. The granting of tax concessions helps everyone, including
those who do not require help. It reduces the tax base, thereby making
higher rates necessary on the remainder of the base. It relieves a particular
class of persons from taxation and it attracts funds simply for tax avoidance
purposes into the forms of activity which are favoured.

34.20  We consider that the best solution to the problem of financing the
tax liability due on the transfer of illiquid assets is through the use of
nsurance schemes. For cxample, it is perfectly possible for owners of
businesses to take out insurance policies which will mature at the time they
intend to hand over their business (or on death, if earlier).
34.21 If people are not in a position to pay tax in one instalment, then
provision should be made for payment of tax by a sertes of instalments. At
present, capital acquisitions tax is due and payable on the valuation date. In
the case of a gift, this is normally the date of the gift. In the case of an
inheritance, the valuation date is normally the date upon which the inher-
itance is retained or could have been retained for the benefit of the successor,
whichever is the earlier. If tax is not paid within threc months of the
valuation datc then simple interest at the rate of 1.25 per cent per month or
part of a month is payable from the valuation date. If the taxpayer so opts,
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the tax may be paid in five equal annual instalments. Interest on the entire
unpaid tax must be paid with each instalment.

34.22 We consider that the arrangements for paynient of tax on gifts and
inheritances could be liberalised by extending the period subject to payment
of interest at the rate applicable to other taxes. However, we bc.hcvc that
pavment of tax in arrears should be made less attractive than insurance
schemes.

Assets which are not Readily Realisable

3423 Thereas another class of assets which needs 1o be constdered. These
assets are those which canmot be readily converred wro cash, such as shares
i private companies, Aside from pr(‘)b]cms f)_t‘\"lltl1,1tinp for mlllcritanct’ rax
purposcs. dithiculoies micht arise for the mhcmqr momeeting s tax
babiboes. Fhese ditticuloes should be met by allowme pavment ot tax by
mstalments i the same wav as with productive assets.

Agricultural Land

3424 Fguny demands that i s the amowi and not the form ot a \ll\i{[ or
mherttance whieh should dorermine Nability 10 4 tax on e tanstar of
capital. Prima tacie, ethiciency considerations would alno_support the unde-
sirability of tax concessions. which distort the choice of wealth-owners as
to the form i which thicy hold therr wealth, This would suggest that che
value of assets for purposes of transter taxes should be open market value.

34.25 Two main arguments are generally put forward in favour of the
proposition that market value 1s inappropriate in the case of agricultural
land and that lower values should be used. These are that

{1} the market price of land 15 higher than would reflect true agricultural
value and so the vield from agricultural assets® 1s lower than that on
other assets, and

(i) there 1s a danger that tax liabilities could be discharged only by
selling part of a farm, thus fragmenting holdings.

34.26  The ngh price/low vield argument depends for its for(ﬂtc on the
answers to two questions. Is the vield from agricultural land, _in fact, lmfv?
If so. 1s 1t low because non-farmers are buving land, thereby forcing up its
price?

Despite the fact that they are sometimes presented separately, the “high price™ and “low vield
are simply different ways of viewing the same phenomenon.
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34.27  One of the factors influencing the rate of the annual return on land
rclative to other assets is that, unlike other assets, land does not depreciate
but maintains its real value intact in the long-term. Farmers do not have to
provide for depreciation of land. As a result, the gross return on land is

equivalent to a net return on other assets.

3+.28  The second question is whether the price of land has been forced up
by non-farmers. The market in agricultural land is extremely narrow. It
has been estimated that abour 33 per cent of the agricultural land oy the
country changed hands cach vear in the period T950-1977 F Ot rocal acreage
changing hands. 80 per cent passes by gift and inheritance.” This SUTEeSts
that about (1.7 per cent of agricuitural land comes on to the market annually
and ubout one-fifth ot one per cent of the land i purchased annually by
persons with no previous links with the mndustry "

3429 One distortion driving up the price of land resalts from the capi-
talisation of existing tax concessions, If the pre-tax yields from agricultural
Laind and other assets were equal., special tax concessions tor land for for
my other asset) would increase the attractiveness of land as Al MVestment
urd could be expected to drive up its price.

4300 Our general conclusion 1s that the price of land 1y predommantly
determined by existing farmers who should be expected to know what it
is worth. The high price argument does not. therefore, support a case for
valuing land at less than market value for rax pUrposcs.

Fragmentation

34.31 Two questions require to be answered before introducing conces-
sions on valuations for tax purposes. Firstly, do sales ofland actually reduce
efficiency? Sccondly. could farmers who lack the lhiquidity to meet tax
labilities generate that liquidity otherwise than by way of sale of part of
their holdings? There is no evidence to suggest that farmers who buy land
are less efficient than those who sell it. In fact, it might be expected that the
opposite 1s the case. However, there is hittle doubt that at existing prices,
tarmers could find it difficult to generate the liquidity to pay gift and
inheritance tax at the levels which our general scheme would imply, The
question arises whether the imposition of tax at these levels would reduce
the price of agricultural land significantly. It is difficult to predict the exact
extent to which the price of land would fal. To the extent that it did, the

“The Acquisition and Price of Agricultural Land in Ireland. P Kelly, An Foras Taluntais, Proceedings
of Conterence on the Land Question. 1979

“New Farm Qperators, 1971 10 1975, NESC Report No. 27 pp 37-38,
"NESC Report No. 27 p 52 estimates that in 197]-75, only 30 per cent of land sales were 1o
persons wich no immediate connection with agriculture.
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accrued capital gains tax losses would provide some element of relief for
recent purchasers. In general, we consider that the problem is best solved
1 by charging capital acquisitions tax on agricultural land on the basis of fair
i;- market value at existing use. Farmers should be allowed to spread the
N liability on an annuity basis.

Rate of Tax on Gifts

5432 As we noted carlier, property transterred during the lifetime of the
donor (1.c. as a gift) is charged to tax at 75 per cent of the rate applied to
nheritances. We received submissions arguing that further preterential
treatment should be accorded to gifts, We also reccived submissions which
questioned the justification for taxing gifts at a lower rate than inheritances, .

3433 Table 38 scts out the statistics that are available in relation to the
value ot property transterred by wayv ot gift and inheritance which is subject
to capital acquisitions tax. These suggest that the proportion ot property
which 1s liable to capital acquisitions tax transferred by way of gift s rather
small.

TABLE 38

Value of Property Subject to Capital Acquisitions Tax
Transferred by Gift or Inheritance

Gifts: Value of Property | % of tetal | Inheritances. Value of | % of total
Property

Year Total

fm % fm % £m

1977 1.2 7.7 14.1 92.3 152
1978 1.5 50 2886 85.0 301

Source: Annual Reports of Revenue Commissioners.

34.34 It would appear that a lower rate of tax on gifts is a crude instrument
for encouraging the transfer of property from older persons to younger
persons who might use it more productively. If reliefin this area is required
it would be more effectively given in the form of relief from stamp duties
which apply across the whole range of property values rather than to the
largest properties which are subject to gift tax. We also believe that Fhe
change which we have recommended in relation to the charging of capital
gains tax on death will remove a disincentive to the lifetime transfer of

property. In these circumstances, we recommend that gifts be charged to
tax at the same rate as inheritances.

Exemption Threshold

34.35  We have concluded that gifts and inheritances should be subject to
the single rate of tax which we have recommended should apply to all
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mncome. We see no strong case on equity grounds for any exemption
threshold for amounts received by way of gift or inheritance other than
that resulting from the tax credits we propose for taxation of other income.,
However, we recognise that this approach would represent a considerable
break with tradition. Despite the fact that it requires a significant breach in
our definition of the tax base, some of us see little alternative to providing
some threshold below which gifts and inheritances would not bear tax.

336 Any threshold selected must be seen in the context ot our recom-
mendations regarding capital maintenance which will resuit in a reduction
m the tax charged on capital. Onee an individual has obtamed anv given
amount of capital. his income for income tax purposes will be what remains
atter having maintained intact the value of thar capital in real terms. In
additon, regard must be had to the fact that transfers between spouses will
not bear tax.

3437 selecting a threshold it is imporrant to distinguish whether the
tax 1s levied on the donor or the donce. For a tamily of three children, the
same threshold under a donce-based tax will result in considerablv less rax
belng paid than m the case of 1 donor-based tax such as estate duty. For
example, a threshold of £3,000 under a donor-based tax is broadly equiv-
alent to a threshold of £1,000 under a donee-based tax for a tamily of three
children. Under both svstems. the amount of property which can be
rransferred free ot tax to chese children is identical provided each beneficiary
obtains at least enough to benefit from the threshold.

34.38 A further consideration is the relationship of the threshold rto
average earnings. A threshold enables an individual to acquire a given level
of savings tax-free. Equity requires that there should be some relationship
between the selection of a threshold and the treatment of individuals who
obtain no irheritances or gifts. Any threshold which allows certain indi-
viduals to inherit, free of tax, a significant proportion of the likely life-time

savings from taxed income of an individual who inherits nothing results in
incquities between the two.

34.39 We hold different views on whether or not there should be an
exemption threshold for purposes of tax on gifts and inheritances and if so,
how much it should be. We are agreed however, that the existing threshold
of 150,000 for immediate relatives would be much too high in the context

of our recommendations and should be substantially reduced when these
are implemented.

Reliefs for Consanguinity

34.40  Capital acquisitions tax is levied on gifts and inheritances at pro-
gressive rates which vary according to the consanguinity of the recipient
with the donor. The rate of tax on any one gift or inheritance is determined
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by reterence to the cumulative total regeived f_rom any one donor 0}11—
testator. As noted earlier, it is proposcd in the Finance Bill, 1982 t_haF a
gifts and inheritances received by a beneficiary from all sources within a
particular class of donees will in future be aggregated to determine the tax
liability on each benefit. The lifetime exemptions and rates of charge for
inheritance tax are set out in Table 39.

TABLE 39

Rates of Charge for Inheritance Tax 1981

Exemption Hange of Rates Level at wm(_:h
Thresnold ——] average rate of tax
E From To reaches 25 per cent
‘ .
’ £ Yo Yo £
Class [ spouse, cnild or mingr o
child of deceasec child 160,000 25 : 50 450,000
Class II' lineal ancestors or otner | ! . ! 11750
direct decendants ‘ 30,000 ) E 5 4 .
Class lli: prother, sister, nephew ‘ .
Lo 20.000 10 : hil) ! 124‘(}(32)
s 17 o 0,006 ‘ 61 56,687
Class IV, otners 130,006 20 | I

3441 The extent of the differentiation in favourﬁof close rciaFivcs 15 quite
striking when set agamst the main argument tor progressive g}iF an7d
inheritance taxes which is that they take better account of the bcncﬁaa'ryhs
ability to pay. The fact that a son or daughter may inherit almost elght
times as much as a complete stranger before the average rate of tax on the
inheritance reaches 25 per cent suggests that little account is taken of ability
to pay under the capital acquisitions tax code.

34.42 The principle of giving relief on inheritances accprding to tge
closeness of the relationship with the deccased is consistent with a c1v:{ co :1:
which gives members of the immediate family a legal .nght toa prescr%be
share of the estate of a deceased member. Such codes in ’effect declare it to
be the general policy of the State tha.t a deceased person’s cstate s.hplulddbe
kept to a great extent within the family. lrelgnd does not have a Ct‘Vhl co e,f
although the spouse and children have certain statutory rights to shares o
an estate. However, given these statutory provisions, the question arises
whether tax concessions are necessary to complement them.

34.43  One possible justification for relicf for inheritances going to famllg
members is that to a stranger in blood an inheritance may be an l.mexpectf(:i
windfall, whereas a close relative, particularly a child of the df.écea}sle ,
expects and has a legal right to receive some portion of the estate. ucthacr;
argument, if accepted, provides an equal justification for exempting o ‘
forms of income from taxation (e.g. wages). Throughout this report vl:c
have held that in determining tax liability the only relevant factor is the
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receipt of income, not whether it was ex
gratuitous.

34.44 QOn this basis, we
reliefs is extremely weak. However, we reco
the generally held view in Ireland. This
conflicts with emotion and tradition, We hold divergent views on the
question of consanguinity reliefs. However,
principle. We recommend, therefore, that if the case for consanguinity
reliefs is conceded, this should be implemented by reducing the exemption
threshold in cases in which the relationship is more distant rather than by
ncreasing it for gifts and inheritances passing to children. We are al] agreed,
however, that the number of classes under the present ¢

apital acquisitions
tax should be reduced.

Other Matters

M43 There are a num?

ser of other matters of detail which we now
consider.

Payment of Tax with Government Securities

3446 At present, certain Irish Govern
face value in payment of inheritance tax (though not for gift tax) in respect
of any property, provided such securities have formed part of that property
continuously up to the date of death from the date ot the original sub
tion or for at lcast three months prior to the death. This arrangement
provides a hidden subsidy to the rate of return on Government securities,
which would be given more efficiently if the interest rate on these securities
were increased. We recommend that the practice be terminated.

ment securities may be accepted at

Scrip-

Inflation

34.47  We received a number of submiss;
exemption thresholds for capital acquisition purposes should be index-~
Iinked. As we have argued, we see no strong case on equity grounds for
any exemption threshold for amounts received by way of gift or inheritance.
Nevertheless, some of us consider that a lifetime exemption threshold

should apply to all gifts and inheritances and that this threshold should be
linked ro the Consumer Price Index.

ons which suggested that the

34.48  Once gifts and inheritances are subject to a separate tax which is
progressive as a result of an exemption threshold or progressive rates, one
further adjustment is necessary to take account of inflation. At present, all
taxable gifts and inheritances taken by an individual from a particular donor
are aggregated for the purposes of the calculation of tax. The Finance Bill,
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pected or unexpected, earned or

conclude that the case in equity for consanguinity
gnise that this runs counter to
provides an instance where logic

1t s not a major point of




1982 proposes that all gifts and inheritances within a particular class should
be aggregated. We consider that gifts and inheritances from all sources
should be aggregated. We consider also that the value of gifts and inherit-
ances taken in earlier years needs to be inflated to current money values
using the multipliers which we have already recommended for indexation
of capital gains and averaging,.

Small Gifts

34,49 As we noted carlier, the first £300 taken as a gift by a donee from
a disponer 1n any onc vear to 31 December 15 exempt from gite tax. Under
our proposals small gifts would rank as taxable expenditure of the donor
for purposcs of direct expenditure tax. On the basis that capital is transterred
on average once every thirty vears, we consider that annual gifts of up to
one-thirticth of any exemption threshold adopted for purposes of gift and
inheritance tax should continue to be exempt trom gitt tax. This mav be
justitied on a de sinimis basis to ease adniinistration.

Conclusion

3450 It may be felt that our proposals tor the taxation of gifts and
inheritances involve a heavier burden than has been traditional in Ireland.
However, the distributional impact ot these proposals s likelv to be less
dramatic than might at first appear. This anses for three reasons. Firstly,
transfers between spouscs and between parents and dependent children
would be completely relieved from tax. Secondly, the nominal rates of tax
would be lower than at present. Finally, any increase in tax payable is likely
to be mitigated by a fall in asset prices, since these would obviously be
worth less than if no tax were pavable.

Recommendations
34.51 We make the following recommendations:

1. Gifts and inheritances should be subject to 1ax at the single rate of
tax levied on other income.

2. We hold divergent views on whether or not there should be an
exemption threshold for purposes of tax on gifts and inheritances
and if so, how much it should be. We are all agreed that the existing
threshold of £150,000 for immediate relatives would be much too
high in the context of our recommendations and should be sub-

stantially reduced when these are implemented. Any threshold

should be index-linked.

. The unit of taxation for the purposes of taxation of gifts and
inheritances should be the same as for other taxes, i.e. the family.

G.

10.

11.

Children should be charged to tax on whatever capital they take
out of the family unit at the time they leave the family unit, subject
to the special arrangements outlined in paragraph 34.15,

Productive assets should not attract a favourable rate of tax. The
problem of financing payment of tax wherc the amount of liquid
assets 1s relatively low or where the assets are not readily realisable
may be dealt with through insurance schemes and liberalising the
arrangements tor payment of tax by instalments.

The basis of valuation of agricultural land should be fair market
value at existing use. Farmers should be alfowed to spread tax
liability on an annuity basis.

No general retief should be introduced for assets passing by way of
gift rather than inheritance.

We hold ditterent views on the question of consangumity reliefs. If
these are conceded. they should be implemented by reducing any
excemption threshold i cases in which the relationship is more
distant rather than by increasing it for gifts and inheritances passing
to children. We are all agreed that the number of classes under the
present capital acquisitons tax should be reduced.

The practice of accepting certain Irish Government securities at face
value in payment of inheritance tax should be discontinued.

For the purpose of calculating the amount of tax payable on any
particular gift or inheritance, the value of gifts and inheritances
received in earlier years should be inflated to current money values.

Annual gifts up to an amount of one-thirticth of any exemption
threshold adopted for taxation of gifts and inheritances should be
exempt from gift tax but should be treated as taxable expenditure
in the hands of the donee.




CHAPTER 35
ANNUAL WEALTH TAX

Introduction

5.1 In this chapter we examuine the ease for an annual wealth tax,
Provided our recommendations tor charging income mcluding realised
capttal gaims and gitts and inheritances on a comprehensive basis and for
charging dissavings to a direct expenditure tax are implemented. we con-
clude that the justiication for an annual wealth tax on cither cquily or
cthaiency grounds is weak. To the extent that the comprehiensive tax base
does not include gifts and inheritances and realised capital zains. without
signiticant exemptions, the basts on which we reject an annual wealdh tax
collapses. Subject to a comprehensive tax hase hemg adopred. the main
justification for an annual wealth tax 15 to change the distribution of wealth,
In Chapter 36 and Appendix 31 we examine the existing distribution of
personal wealth in Ireland and the ravation measures which might be used
to change it

35.2  An annual wealth tax operated in Ireland between 1975 and 1977,
The tax was abolished in 1978, The main provisions of the tax are set out
in Appendix 30.

Submissions

35.3  We received a significant number of submissions which contended
that the yield from the taxation of capital in Treland should be increased. A
number of these favoured an annual wealth or property tax on cquity
grounds. Others were resolutely opposed to the return of an annual wealch
tax on cconomic grounds. In their discussions of capital taxation. submis-
stions nvariably treated taxes on capital gains and transfers of wealth as
capital taxes. We have treated these taxes as taxes on income since amounts
received in the torm of capital gains, gifts or inheritances confer the same
potential spending power on the recipient as equivalent amounts of income
as this term 15 normally understood. However, the case for taxes on the
holding of capital is inevitably related to the tax treatment of transfers of
capital. In the discussion that follows, we focus on the taxation of the stock
of capital. In doing so. we assume that all transfers of capital as well as
realised capital gains in real terms are taxed at the same rate as ordinary
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income, in line with our definition of the tax base. To the extent that this
is not done, the analysis must be modified.

The Case for a General Tax on Capital

35.4  The casc for an annual wealth tax is usually advanced on the grounds
of equity and efficiency. We now consider these arguments.

Equity

35.5 It is held that possession of capital conveys advantages over and
above those arising in the form of annual income from it People who own
capital are in a far better position to spend in excess of annual income than
those who possess no capital. On this basis, it is held that income tax nust
be supplemented by a wealth tax.

35.6 Iftransfers of capital are charged to tax in the hands of the beneficiary
at the same rate as ordinary income, his additional spending power from
that source is tully taxed. Under our proposals an individual would also
have paitd income tax on his ordinary income and realiscd capital gains.
Therefore, to the extent that capital was accumulated out of savings, it
would have already borne tax. To subject captal to further taxation in these
circumstances before it was spent would constitute double taxation and
would be inequitable.

35.7  To the extent that transfers of capital are not charged to tax either by
virtue of a high tax threshold or by the cxemption of a particular class of
assets, the case against an annual wealth tax is weakened considerably. A
tax on the transfer of inherited wealth as it passes down from parent to
child is in effect a periodic charge, levied once in a generation, on the
holding of such wealth. In so far as this is the case, it may be regarded as
a substitute for an annual tax on capital, but one which is levied once a
generation instead of once a year on the holding of wealth. The rate of

wealth tax equivalent to a given rate of tax on gifts and inheritances is given
by the formula

T

G
where T is the standard rate of income tax on gifts and inheritances and G
Is an estimate of the average period in which property is passed from one
generation to the next. For example, if the single rate of income tax is 30

per cent and property passes to a new generation on average every thirty
years, the appropriate rate of the annual charge would be 1 per cent.

35.8 To the extent that the owners of capital exercise their additional
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potential spending power through dissaving, they may come within the
scope of the direct expenditure tax which we recommend should apply at
the higher levels of expenditure. This is sufficient in our view to meet the
requirements of equity arising from the fact that potential spending power
is higher for owners of wealth than for those who do not own wealth,

35.9  One of the main problems with imposing a general tax on capital is
the difficulty of defining wealth on a satisfactory basis. In principle, all
assets to which a value can be attached should be included in the basc for
a wealth tax. If a particular class of assets is exempted, a taxpayer who
owns assets of that class will pay less tax than another taxpayer of equal
wealth whe owns none, and to that extent horizontal equity as between the
two taxpayers will not be achieved,

35.10° While a wealth tax ideally should be comprehensive in scope, there
must inevitably be exemptions. It would be impossible in practice to include
the value of human capital, which is the present value of a taxpayer’s
earning power. On admimstrative grounds, it would also be necessary to
exempt personal chattels below a certain figure. However, it would be
desirable to include the value of pension rights in the tax basc if this were
possible. The exemption of pension rights would be totally inequitabie
between persons employed in occupations with favourable pension arrange-
ments and, for example, sclf-employed persons who must make provision
themselves for their retirement. The difficulty of charging pension rights
is a major obstacle to the imposition of an annual wealth tax. It would also
be essential to include houses in the tax base.

35.11 The difficulty caused by the need to charge the value of pension
rights to wealth tax does not arise in the case of a tax on transfers of capital,
since both pension rights and private savings consumed in retirement have
no value on death and are not subject to the tax. The difficulty might be
reduced if the threshold were sufficiently high so that the number of persons
whose future pension rights would have to be valued annually was small.
The equity of imposing a wealth tax depends, therefore, on the degree to
which the base is comprehensive.

Efficiency

35.12  Because a general tax on capital remains the same on any amount
of wealth regardless of the income it yiclds, it is argued that this gives an
incentive to seek out higher yielding asscts and may thus lead to a more
efficient and productive use of capital resources. This is only partly true.
High marginal rates of income tax encourage wealthy individuals to invest
mn a higher proportion of low-yiclding assets than they otherwisc would.
If a wealth tax which does not vary with the rate of return is imposed and
this is associated with a reduction in marginal rates of income tax, there
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would tend to be a shift towards investment in higher-yielding assets.
However, the main effect of the imposition of a tax on existing capital
assets will be a reduction in the price of these assets.

35.13 The main argument put forward against the introduction of an
annual wealth tax is on efficiency grounds. Capital taxes may have disin-
centive effects on saving. Submissions stated that the introduction of a
wealth tax in 1975 created a lack of confidence which resulted in a large
outflow of funds from the country depriving it of much needed resources.

33.14 T'o the extent that a wealth tax has disincentive effects, we believe
that these are largely psychological. This makes it almost impossible to
determine objectively the effect of such a tax on economic activity.

Simplicity

3515 There are also substantal administrative arguments favouring the
taxation of capital transters rather than the imposition of equivalent taxation
annually, [t properties change hands on average. say, once cvery twenty-
five years, there will only be 4 per cent as many cases to deal with cach vear
under a transfer tax as under an annual tax on capital. Morcover, on the
occasion ot a transfer at death valuations of property will normally be
necessary for purposes other than assessment to tax so as to carry out a
proper distribution of the property between the beneficiaries. Thus, with
a transfer tax, there will be many fewer assessments to be made each year
and thesc will be made at a time when properties are to a large extent being
valued 1 any case.

Conclusion

35.16 Provided income including realised capital gains and gifts and
inheritances are charged to tax on a comprehensive basis at a single rate and
dissavings are charged to a direct expenditure tax at progressive rates, we
believe that the case for a general tax on capital is weak. The taxation of
capital through the imposition of comprehensive taxation of gifts and
inheritances rather than through an annual wealth tax is preferable on

grounds of equity and simplicity.

Recommendation
33,17  We make the following recommendation:

1. Provided income including realised capital gains and gifts and
inheritances is charged to tax at a single ratc on a comprehensive
basis and dissavings are charged to a direct expenditure tax, there
is no case in equity or efficiency for an annual wealth tax. Accord-
ingly, no such tax should be introduced.
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CHAPTER 36

TAXES TO ALTER THE DISTRIBUTION OF
WEALTH

Introduction

36.1 In this chapter we consider the tax measures which may be used to
change the existing distribution of wealth in Ircland. should it be desired to
do so. We conclude that the most effective and efficient taxation instrument
in this arca is a progressive tax on accessions. This tax would be pavable in
addition to income tax at the single rate on gifts and inheritances.

The Distribution of Wealth in Ireland

36.2 In Appendix 31 we review the available evidence on the distribution
of wealth in Ireland. We conclude that this information is defective and
does not provide a satisfactory basis on which to make judgements about
the need for capital taxation. The darta exaggerate the cxtent to which
wealth in Ireland is concentrated.
36.3  Any judgement about the cquity of the distribution of wealth is
ultimately purely political. Qur views on the matter carry no more weight
than others. We would, however, make one observation. There is a
presumption on the part of some proponents of capital taxation that, in
principle, absolute permanent equality should be the ideal. This does not
stand up to analysis. Atkinson' has shown that age differences alone can
account for a wide range of differences in wealth ownership. In a society in
which incomes vary with age and everyone inherits an equal amount of
wealth, the top 10 per cent of adults might still own 30 per cent of personal
wealth through savings over their lifetime. If this degree of inequality is
acceptable, the question arises as to what degrec of inequality is unaccept-
able. If it is further accepted that, for incentive reasons. incomes must be
uncqual to reward persons of special ability and skill and those who work
harder, wider differences in the distribution of wealth will occur.

36.4  All we attempt to do here is set out and examine the means by which

Vhe Distribution of Wealth and the Individual Life Cyele.
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the distribution of wealth might be altered through taxation measures, if so
desired.

Sources of Inequality

36.5 Inequalities in the distribution of wealth arise from differences in
savings and amounts received by way of gifts and inheritances or other
receipts. There 1s no direet evidence about the degree of incquality in
inherited wealth in Ireland. On the basis of work done in Britain by
Harbury, the Royal Commission on the Distribution of Income and Wealth”
concluded that “on the evidence available the role of inheritance in influ-
encing the distribution of wealth at the top end of the scale 1s substantial .
Harbury showed that of men dying in 1956/37 and 1965 leaving £100,000)
or more, nearly 60 per cent had fathers whose estates were valued at £50,000
or more {in 1956/57 prices). If there were no connection between fathers
and sons, less than 1 per cent ot the population of sons would be expected
to have had fathers with this size of fortune. It self-made men are detined
as those whose fathers left less than Y10,00H), they accounted for only about
a quarter of those feaving estates of L100,000 or morc.

36.6 Inalater analysis, Harbury and Hitchens” show that when the values
of the estates of all relatves (including fathiers) were examined, the impor-
tance of inheritance tor top wealth leavers, as measured by the proporton
of predecessors leaving large estates, was nearly three-quarters. As the tally
of other relasives was mcomplete, this traction should be treated as a
mimimum. The authors sum up their findings thus:

“it is difficult to avoid the conclusion that inheritance has been the
most important single source of wealth inequahty in the fairly recent
past in twentieth century Britain™.

36.7 This evidence lends weight to the view that inhernitance can be a
significant source of inequality in the distribution of wealth. This suggests
that a progressive tax on gifts and inheritances is one means of altering the
distribution of wealth.

Types of Taxes

36.8 It appears to us that there are three main forms of taxation which
could be used to change the distribution of wealth in Ireland. These are a
wealth tax or a capital transfer tax based cither on the donor or the donee.

“First Report, July, 1973 Cmnd 6171 para 272.
Unhevitance and Wealth Inequality tn Britein. 120 Harbury and 12X MUW.N. Hitchens George

Allen and Unwin Ltd. 1979 p. 136
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36.9  The wealth tax would apply to present and future accumulations of
wealth regardless of source. The capital transfer taxes would apply to gifts
and inheritances from a current date. We now examine these three forms
of taxation by reference to the criteria of equity, cfficiency and simplicity.

Wealth Tax

36.10 To reduce inequality in the distribution of wealth. the most offective
form of wealth tax would be one at a level which, when taken together
with income tax. the wealthy could only meet by disposing of assets, The
logic of this kind of tax would be a heavily progressive wealth tax,

3611 The main arguments put forward against the introduction of a
redistributive wealth tax are on efficiency grounds. To change the distri-
bution of wealth. the top rates of tax would have ro he substantially above
the 1 per cent embodied mnthe 1975 Ace. 1t that Act had disincentive effects,
one with much higher rates would have substantially more. Whilst we
cannot say with certainty what the ettect would be on cconomic activiey.
it might well Jead to dissaving. Unless special concessions were given, 1t
would restrict investment. To give such concessions would have distorting
cftects. The psychological effects which we reterred 1o in Chapter 35 would
mevitably be more pronounced.

36.12 As we noted in Chapter 35, it has been argued that a wealth tax
promotes efficiency by encouraging wealth holders to use their asscts more
productively. We were not impressed by that argument in relation to a
modest wealth tax. With a heavy wealth tax aimed at redistribution, such
beneficial effects, if any, would be swamped by other economic disadvan-
tages. Furthermore, the inequities arising from incomplete disclosure of
asscts and, in particular, from the treatment of pension rights and valuation
problems are all accentuated if the wealth tax is a heavy one.

Taxes on Transfers of Capital

36.13 We concluded carlier that the transmission of capital by way of gift
and inheritance is an important source, though not the only one, of
inequality in the distribution of wealth, This raises the issue as to whether
Or not progressive taxation of transmitted wealth is an appropriate mcans
of reducing inequalities in the distribution of wealth.

36.14  There is no necessary correspondence between the distribution of
individual bequests and the distribution of inherited wealth, as inheritors
may receive transfers from more than one source. Thus, it is possible that
anew large holding of wealth may result from the aggregation of a number
of bequests in the hands of a single individual. This highlights one of the
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main weaknesses of the capital acquisitions tax as a means of encouraging
a more equal distribution of wealth, since up to 1982 it charged tax by
reference to the amounts taken by way of gift and inheritance from an
individual disponer, all other receipts taken by that bcpeﬁciary from any
other disponer being ignored. The thresholds, at least in the case of close
relatives, are also extremely high.

36.15  In principle, a progressive accessions tax is the most sa'tisfacmr'y
way of reducing incquality in the distribution of wealth because it taxes in
relation to the roral amount of gitts and inheritances received by benetici-
aries. It is large receipts (or a large aggregate of gifts) and not large cstates
that perpcruate inequality. An accessions tax strikes at t}_lc heart of the
matier by taxing in relation to the cumulative amount received by way of
inheritance and gift from whatever source.

36.16 A accessions tax is also more ettective machieving a greater spread
of wealth than a donor-based tax on gifts made during lite and at death (a
modified estate dury). Under the two tax svstems producing an equivalent
amount of revenue in the aggregate with a progressive scale, more tax will
be paid under the accessions tax on estates which are left to a small number
ot already rich people.

36.17  The National Economic and Social Council has stated on this issue
that

“Where gifts or legacies are split up as between relatives passing on
wealth and receiving wealth, there are possibilities for avoiding pay-
ment of capital acquisitions tax. Only under an accessions tax, where
gifts and inheritances would be aggregated from all sources (and not
merely from one donor/testator) could such tax avoidance be pre-
vented. We believe that it would be desirable on alt grounds to
aggregate gifts and mheritances from all donors/testators m prdcr to
produce an all-embracing capital acquisitions tax. In cftect, thls.would
transform the acquisitions tax into an accessions tax. We recognise that
this might not be administratively possible ar this ju_ncturc, but we
believe that steps should be taken to introduce an accessions tax as soon
as feasible™.”

36.18 The main features of a progressive accessions tax, as we sec 1t, can
be summarised as follows:

(i} An accessions tax would be charged at progressive rates on the
cumulative total amount of gifts and inheritances received by an
individual throughout his life.

*Corments on Capital Taxarion Proposals, NESC Report No. 2. 1975, (Prl. 3943), para. 21,
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(1) The rate of tax on any given gift or inheritance would thus be
related to the total anlount of gifts and inheritances which an
individual had previously received.

(i} The scale of rates would be a “slice” scale, the rate of tax on the
first slice being zero, so that no accessions tax would be actually
payable until the individual’s cumulative toral accessions reached
into the second slice.

(1v) Accessions tax would be pavable in addition to income tax at the
single rate on gitts and mheritances; the threshold for accessions
tax could in these circumstances be relatively high.

(v} The family would be the tax unit for aceessions tax. All rransfore
between spouses and dependent children would be free of tas.

(v1) There would be no relief for consanguinicy.

{vi) The thresholds and brackets of aceessions tax would be indexed in

line with the Consumer Price Index,

D) Accessions mearber vears would. tor the purposes ot computing
the tax payable on any given accession, be inflated by the multiphers
which we have already recommended for the purposes of capital
vains tax and averaging,

36.19 In contrast with an accessions tax, a donor-based death and gitt tax
{imodified estate dury) is imposed on the gitts made by one pcrsonL which
are cumulated with cach other and with the estate left at death in determining
the rate of duty deductions, of a deceased person. In general, no regard is
had to the interests taken by the beneficiaries, their number or their
relationship to the deceased. The rate is progressive according to the size of
the entire cstate and the amount of gifts made before death,

36.20° The main arguments in favour of a donor-based tax comparcd with
an accessions tax are that

(i) 1t1s simpler and easier to administer, and

(11) 1t raises more revenue than an accessions tax.
As against these advantages, it is argued that an aceessions tax

(i) ts more equitable in that it accords more closely with ability to pay.
and

(1) is better able to reduce inequality in the distribution of wealch.
36.21  We consider that the administrative advantages of a donor-based

tax are not significant. With a donor-based tax the Revenue Comimissioners
arc concerned only with the total property and not with the shares and
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there are fewer accounts to be dealt with. However, both taxes are mainly
imposed at a time when, for purposes of administration, it is necessary to
prepare a list of assets of the deceased’s estate and to value them. This
reduces the compliance costs for taxpavers in that all the information for
the calculation of the taxes will be in the hands of the administrator.

3622 Smee these tases, it they were deemed destruble, would be imposed
on top of income tax on gitts and imheritances, dtic excnpiion [hl'L:,shtﬂds
would need o be tairly high, Because these tases would theretore be
contined to a relatively small number of persons, weare firmly of the view
that administrative considerations are not a major issute, especially i Treland
which has already changed from an estate dury (donor-based) 1o a witt and

inheritance tax {donce-based).

s

6.23  The clum that o donor-based tax vields more revenue than an
decessions tax s not whollv validl Toss clear that it an estate duy and gint
tax and an accessions tax have the same progressive rate scale. the estate
duty will vield more revenue sinee it applies to the roral estate and O Just
to the shares: To vield a revenue equivalent to that rised under estate dury
and gt tav. accessions tax rates need o be set higher, This does not change
the overall burden of the tax. bur onlv 1ts distribution. However, there are
limits to the rates at which taxes can be levied and as the rate of a donor-
based tax approaches these limits. it s probably true to sav that it will vield
more revenue than an aceessions tax.

36.24 The case has been argued® that heavy death taxes levied in the form
of .estate duty or accessions tax reduce inequality i the distribution of
wealth, but i different ways. Both may be scen as a means of reducing
inequality by transterring a proportion of large forrunes or legacies from
wealthy persons to the general taxpaver. thereby reducing mequality in the
private sector by reducing the wealth of the richest in particular. Because
of its greater revenue potential, an estate duty has greater scope in this arca
than an inheritance tax. However, an accessions tax is more selective, It is
farge nheritances rather than large estates which perpetuate mequality.
Therefore, a progressive accessions tax, by relating the tax paid to the size
of the inheritance, directly tackles inequality resulting from the transmission
of wealth between generations by taking a larger slice of estates which are
not dispersed. Furthermore, a progressive accessions tax may provide a
greater meentive tor the dispersal of property amongst persons because this
minimises the tax burden.

A Accessrons Tax, CUT. Sandford. JLR.M. Willis and 13 | Ironside, Institute for Fiscal Seudies,
Publication No. 7, September, 1973, Chaprers | & 2.
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36.25 An accessions tax is, in our view, substantially superior in equity
terms to a redistributive wealth tax, which we have considered earlier. The
main advantage is that it Is unnecessary to take account of either the value
of human capital or pension rights. An accessions tax would also be more
effective than a modified estate duty alone in reducing concentrations of
wealth arising from inheritance and in distributing wealth morc widely.
Under an accessions tax, those who received most wealth by way of gifts
and mheritances would be taxed most heavily. Those who received least
would be taxed feast heavily.

3626 luis also reasonable to suggest that capital taxes levied on death have
less adverse economic consequences for saving and enterprise than other
taxes on capital. In some respects, heavy death raxes can bring a posiave
cconomic benefit in promorting the mobilicy of resources and helping 1o
sccure their efficient use.

306.27  An accessions tax would be more ditheult to administer than a
moditied estate duty but not. m our view, substandally more so. The
teature which makes it more ditficule 15 litetime cumulation of gitts and
inheritances from all sources. Because the threshold for a progressive
accessions tax would be relatively high, we do not regard the addicional
administrative complications as significant,

36.28  The distribution of wealth is a legitimare concern of Government.
lt1s for Government to decide whether intervention to securc 2 more even
distribution of wealth would be in the community interest. Taxation is one
instrument which may be used in this area. Should it be decided to use the
taxation system in this arca, we consider that the most efficient method of
doing so is to introduce a progressive tax on accessions. This would be
more cquitable than other possible tax instruments and is likely to be less
disruptve of economic activity. (

CHAPTER 37
THE TAXATION OF TRUSTS

Introduction

37.1 In this chapter wo consider the present taxation treatment of trusts.
We make recommendations for certain changes to ensure that the raxarion
of truses 1s compatible with our general recommendations tor the taxation

of individuals.

Definition

37.2 A wrust may be defined as an obligation which requires one or more
persons (the trustees) to hold and deal with property tor the benefit of one
or more persons {the beneticiaries). Most trusts are established expressly
cither by a testator by his will or by a settlor by a sertlement made by him
in his lifetime.

Principles

37.3 In taxing trusts there are only two possibilities. These are to tax the
trust itself as a separate entity or to levy tax by reference to the circumstances
of the beneficiary as if the trust did not exist. In both cases the tax will have
to be paid out of the trust but in the second case the beneficiary’s circum-
stances may deternune the rate.

37.4 Inline with our approach relating to the taxation of company income,
we consider that, while in principle there is no case for a separate tax on
trust income, tax should be levied at the level of the trust as a prepayment
of beneficiaries’ liability. However, credit should be given to the benefici-
aries for any tax paid by the trust so as to avoid double taxation of trust
income or property. We now consider the treatment of trusts for the
purposcs of

(1) mcome tax;
{i1) capital gains tax, and

(iii) taxes on capital and capital transfers.




INCOME TAX

37.5  The general rule is that a trustee is assessed not as a trustee butasa
person in receipt of the income, so that the residence of a trust is determined
by the country of residence of the trustee. If the trustees reside in more than
one country, the country in which the trust is adrmnistered is the country
of residence. Subject to certain provisions in double taxation agrecments,
a non-Irish resident trust is liable to Irish income tax at the standard rate on
mcome arisig in Ireland.

7.0 A trust or settdenment which is revocable by the settlor may result in

the income of the trust being directlv asscssed on the settlor whether or not
it 1s paid cut.

37.7  Broadiy speaking. trusts fall under three headings for income tax
purposes:

Absolute trusrs: The trustees hold the income andior capital for the
benetit of specitied persons absolutety. Generallv. where the income
received is paid immediately to the beneticiary. the practice is 1o look
through the trust and tax only the beneficiary,

Contingent trusis: The trustees hold the properey tor the benefit of one
or more persons m fixed shares but contingent upon the occurrence of
a specified event, ¢.g. reaching the age of 25. In this case, the mncome
is regarded for tax purposcs as that of the trustees and the trustees are
charged to tax at the standard rate, For the purpose of asscssment,
trustees are not entitled as such to the personal allowances and reliefs
that an individual would be entitled to. They are entitled to loss relief
for trading or rental losses.

Discretionary trusts: These occur where the trustees hold the property
for a class of persons but capital or income may be distributed only at
the discretion of the trustees to beneficiarics selected by the trustees
who are not bound to distribute to any particular individual beneficiary
or beneficiaries. These trusts are charged to tax in the same way as
contimgcent {rusts.

Taxation of Beneficiaries

37.8  Where the beneficiarics of an absolute trust are not asscssed directly
on a “look through™ basis, the trustees are assessed in respect of the trust
income at the standard rate of tax, The beneficiary is also assessed in respect
of his share of the trust income but credit is given against his tax liability
for a corresponding proportion of the tax paid by the trustees. In the case
of contingent or discretionary trusts, the beneficiary will also be liable to
income tax on receipt of income from the trust but he will get a credit for
the tax suffered by the trust which is referable to the net income he receives.
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Therefore, a distribution of £650 to an individual will mean that that
individual will be liable to tax upon £1,000 and, assuming he has a marginal
tax rate of 60 per cent, would pay an additional £250 in tax. Undistributed
mcome of a foreign discretionary trust is also chargeable on Irish residents
n certain cases.

Deductions

i

379 Generallv, expenses pavable by trustees under the terms of a trust
arc only deducable from the trust income of a beneficiary under that trust
where the expenses have to be incurred before a beneficiary receives income
and where the expenses cannot be for the benetit of the beneticiary. The
trustees” expenses and authorised management tees are paid out of the total
mcome of the trust and relief cannot be claimed for these either by the
trustees or the beneficiaries. Annual pavments made by a benetictary under
the terms of a trust are deductible in computing his total income.

Trusts in Favour of Children

3710 Generally speaking, trusts set up by a parent for minor children
result in the income being taxed on the parent. An cxception to this is
wherearrust created by the parent fulfils the following conditions.

{1} Theincome1s accumulated for the benefit of the child.

(1) Neither the sertfor nor the spouse can benefit from capital or
ncome during the life of the child.

{m) The trust cannot be revoked, terminated by, ar on default of, any
person.

Surcharge on Trust Income

37.11  Where income of a discretionary trust is not distributed a surcharge
of 20 per cent is imposed. This surcharge does not apply where the trust
income 1s treated for tax purposes as the income of some other person and
does not apply to charitable trusts. In addition, it only applies where the
income exceeds the properly deductible expenses of the trust and an cighteen
month period is allowed for distribution. No additional relief is given for
the surcharge when future distributions are made but the bencficiary still
remains entitled to a basic tax credit of 35 per cent.

Conclusion

37.12 We consider that the treatment of trusts for income tax purposes ts
generally satisfactory. Under our proposals for a single rate of income tax,
the income of the trust would be charged to tax at the single rate. Full
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credit should be allowed to the bencficiary in respect of tax paid by the
trustees when the income is distributed to him. When income tax is charged
at a single rate, there would be no advantage to be obtained from retaining
1 income in the trust. In these circumstances, the surcharge on the undistri-

buted income of discretionary trusts should be discontinued.

CAPITAL GAINS TAX

13 For capital gains tax purposes. there can bea tax imy

Ry

el on

(1) the sertlor:

(1) the trustecs;

(1) the person presently entitled in possession, and

{1v) persons cntitled in reversion of contingencies.

Settlor

3714 Transters. otherwise than by will.
are taxable on any gain by reference to the
of the transter, even if the trust can be
some interests in the trust as a beneficia

of property by asertlor 1o a truse
valuc of the property at the time
revoked and cven if the setdor has
rv. It a loss arises on the transfor, it
can be otfset against capital gams arising on disposals by the seetlor wichin
the same year of assessment. If the gains in that ve :
the loss fully, any balance can be carried forward
gains of the settlor,

ar are sufficient to absorb
and offset against future

37. lb‘ We.consider that a transfer of property by a scttlor to a trust should
remain a disposal for capital gains tax purposcs. Losses realised in these

crrcumstances should not be restricted and should be allowed fully against
other income. CT

Trustees

3716 Trustees arc a continuing body of persons and changes in trustecs

do not constitute a disposal for capital gains tax purposes. We think this is
right.

37.17  The holding of property in a trust can give risc
between the time the property is taken into the trust
appomted by the trustecs to a beneficiary,
arc taken to be at market value and are tre
tax purposcs. Similarly, where a beneficiary becomes absolutely entitled to
his trust property the trustees are treated o have disposed of the property
to the beneficiary at market value. this will give rise to :
the trust. From then on the trust is g
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to a capital gain
and transferred or

Such transfers or appointmencs
ated as disposals for capital gains

a tax charge upon
nored for capital gains tax purposes.

as the beneficiary is treated as having acquired the assets. We consider that
this treatment is satisfactory.

37.18 If a person becomes absolutcly entitled to trust property by reason
of the death of a person with a life interest, the trustees are treated as having
sold and reacquired the property at that date but no chargeable gain accrues
and the re-acquisition 1s deemed to be at market value at date of death. Qur
proposal to treat death at a disposal for capital gains tax purposes requires
that any chargeabic gain arising in these circumstances be charged to tax.

CAPITAL ACQUISITIONS TAX

3719 Capital acquisitions tax arises where people become bencficially
entitled in possession to a gift or inheritance. Since the objects of a discre-
nonary trust are not beneficially entitied in possession, no capital acquisi-
tions tax arses on a transfer to such a trust. Property appointed to a
beneficiary by trustees under a discretionary trust is treated as if it had come
trom the original settlor to the beneticrary and taxed accordingly. In the
case of other trusts, the tax treaunent of the beneficiarics varies according
to the nature of the trust.

Trusts Other than Discretionary Trusts

37.20  Where property is vested in the trustees for the benefit ofa specified
beneficiary and the beneficiary has an immediate right to be put into actual
possession, immediate liability to capital acquisitions tax arises on the part
of the beneficiary. The trustees may, however, be liable to discharge any
tax lability. The capital acquisitions tax is charged on the basis that the
settlor donated the assets directly to the beneficiary. We recommend no
change in these arrangements.

37.21  Where a property is vested in trustees for a specified person for a
period, c.g. life, and thereafter for a remainderman, capital acquisitions tax
will be charged on both the person receiving the life or limited interest and
the remainderman when each of them becomes entitled in possession. We
rccommend no change in these arrangements.

Discretionary Trusts

37.22 As noted in paragraph 37.19, liability for capital acquisitions tax
does not arise on transfer to a discretionary trust and is only charged when
a beneficiary becomes entitled in possession on a distribution or appoint-
ment by the trustees. Accordingly, such trusts can be used to defer the
charge to capital acquisitions tax until the beneficiary becomes beneficially
entitled in possession.
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37.23  Anannual tax on capital is equivalent to a periodic charge on gifts
and inheritances. Since discretionary trusts can be used to defer indefinitely
i' the charge to capital acquisitions tax, we recommend that tax should be

charged on the market value of property transferred into a discretionary
trust and annually thereafter. In present circumstances, a rate of tax of the
order of 1 per cent would be appropriate. We do not recommend any . o
exemption threshold for this charge because to do so would give rise to tax '
avoldance. Any transfers out of a discretionary trust should continue to

give rise o tax in the hands of the beneticiary. The charge to tax should be

based on the property transterred rogether with the amount of the tax ¢redic
) 8

proposcd in paragraph 37.24.

37.24 Provided the properey is transterred out of a discretionary trust
within thirty vears (the value ot G in the formula given below’), anv tax
pard on the property in the discretionary trust should be allowed as a credit
aganst the liability of the beneficiary te gift and inheritance s, Credies
should be in proportion to the capital paid out of the trust. Transfers of
property out of the trust could be deemed to be on a first in first ot bass.
Under this scheme. the tax paid by the discretionary trust would be
regarded as an advance payment of gift and mheritance tax. Onee a period
of thirty years elapsed since the property was transferred into the trust, it
would have to be assumed that a generation had been skipped and the credit
would be lost. However, tax paid in the second thirty year period would
be avaitlable as a credit and so on. The credits should be indexed and
retundable if the ultimate liability was less than the tax finally found to be
due,

Recommendations

37.25

We make the following recommmendations:

1. Trusts should be charged to income tax at the single rate.

1

Full credit should be allowed to the beneficiary for any income tax
paid at the trust level when the income is distributed.

3. When mncome tax is charged at a single rate, the surcharge on the
undistributed income of trusts should be discontinued,

The transter of property by a settlor to a trust should remain a

"The rate of the annual charge cquivalent to a given rate of tax on eitts and inheritances is given by
the tormula

T
G

where Ty the rate of tax on gifts and inheritances amd G s an estimate of the average period in

which property is passed from one generation to the nest.
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6.

disposal for capital gains tax purposes. However, restrictions on the
allowability of losses in the circumstances should be removed.

The death of a person with a life interest in any property should be
treated as a disposal for purposes of capital gains tax.

Tax should be charged on the market value of property transferred
into a discretionary trust and annually thereafter. This tax would
be an advance payment of capital acquisitions tax. The rate of tax
should be of the order of one per cent. There should be no exemp-
tion threshold. Provided the property is cransterred out of a discre-
tionary trust within thirey years, any tax paid on the property in
the trust should be allowed as a credit against the liability of the
benehiciary to gitt and inheritance tax. The credit should be indexed
and refundable. Once a period of thirey years had elapsed, the credit
accumulated over that period would be lost.







CHAPTER 38
IMPLEMENTATION

Introduction

381 In this chapter we outhine cur views as to how our proposals for the
reform of direct taxation could be implemented. The present tax svstem 15
mequitable and complicated. Tr distorts economic dectstons i many ways.
However, 1t a proper svstem of taxation were mtroduced overmight, the
reduction in the incomes of certain taxpavers who engov tavourabie treat-
ment under the existing systent could be severe. Fairness and pracucality
require an appropriate degree ot phasing.

3R 2 The transition from the old to the new system will cause some
organisational disruption. The accountancy and legal protfessions and the
Revenue Commissioners and their staffs will require time to adjust to the
new svstem. So will business and enterprise generally.

38.3  We sce the transition falling into three phases which may overlap:

(i) Phase one involves those items on which work can begin
immediately.

(i1} Phase two covers items which cause greater difficulty.

(i) Phasc three deals with the steps involved in the final integration of
the system of direct taxation.

The Single Rate of Income Tax

38.4 A major feature of our proposals 1s that all income including realised
capital gains and taxable gifts and inheritances should be charged to tax at
a single rate. This has great advantages. It allows the tax system to be
neutral between income and realised capital gains and between income
accruing to companies and to individuals, It provides for considerable
simplification of the tax system and reduces the scope for tax avoidance
substantially, It facilitates a significant widening of the tax base. We beheve
that the single rate of income tax should be as low as possible.” Accordingly,

'In the remainder of this chapter we assume for illustrative purposes that the single rate of
income tax {excluding social security tax) will be 25 per cent.
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in the transition to a single rate of income tax, we recommend that those
items of income which are at present excluded from the income tax base
and which cannot immediately be charged as income should be charged to
tax at a rate of 30 per cent. This rate is designed to take account of the fact
that such items of income will not be charged to tax at progressive rates in

the transition phase, during which time there will be no progressive taxation
of consumption.

Interlocking Recommendations

385 Some of our recommendations are so inextricably linked th
imperaave that they should be implemented together. We have ide
these linkages i so far as this s possible.

AT I 1y
nrified

PHASE ONE

8.6 Taxretormin phase one involves acuon under a number of headings: ‘i

(1) Extension of the income tax base

(1) Charge to tax of lump sum receipes and other windfalls.

(i) Reform of income tax structure

{1v) Reduction in income tax rates.

(v) Retorm of capital gains tax.

{vi) Reform of corporation tax.

(vii) Reform of capital acquisitions tax.

(vii1) The adjustment of taxes for inflation.

(ix) Retorm of social insurance contributions.

Extension of the Income Tax Base

38.7  The existing income tax basc is too narrow. Progress in extending
the base can and should be made immediately. Among the items which can
be tackled at once are che tollowing:

(1) The taxation of short-term social welfare benefits.

)
(1) The charging to tax of foreign pensions.

(i) The repeal of artists” excmption,

(iv) The repeal of the tax exemption on profits of certain sweepstakes.

(v) Therepeal of relief in respect of expenditure on residential premises,

(vi) The abolition of medical insurance relief.
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(vi) Theabolition of reliefin respect of premiums paid under permanent
health insurance schemes.

(viii) The withdrawal of tax relief for new convenants.

{(ix) The repeal of the 20 per cent relief for individual investors in certain
industrial companics.

(x) Thewithdrawal of relief in respect of life assurance premiums.

(a1) The securg of realistic assessuients in respect of fringe benctits.

38.8  The proper taxation of fringe benetits relates mainly to cars and
preferential foans. which are the benetits most widely available to employv-
ces. When the benefits from cars are charged to tax i a satistactory way .
the restriction on the capual allowances and yunning expenses of certain
motor cars should be dispensed with.

Lump Sum Receipts and Other Windfalls

38.9  Lump sum receipts and windtalls conter the same command over
cconomic resources as other mcome and should m principle be charged ro
tax 10 the same wav. In the absence of proper averaging provisions. it
would be unfair to subject such recerpts to the full scale of progressive rates.
smce they typically accrue in an uneven pattern. However, this does not |
justity their complete exemption from tax. Accordinglv, we recommend
that in phase one of the transition such receipts should be charged to tax at
a single rate of 30 per cent. If 1t would be more advantageous to the
taxpayecr, such receipts should be charged as income in the year of receipt.
The items of income which we recommend should be treated in this way
are:

(1) Compensation pavments for loss of office.

{11) Lump sum renrement benefits.
(1) Lump sum payments under the Redundancy Payments Act, 1967.

)

(iv) The element of compensation payments for physical or other injury
attributable to loss of past or potential future income.

(v) Prize bond prizes and sweepstake winnings.

(vi) Netgambling winnings.

Reform of Personal Income Tax Structure

38,10 We have recommended substantial retorm of the personal income
tax structure. Among the items which we think should be implemented tn
phasc onc are:

459




(i) Theadoption of the family as the unit of personal taxation.
(i) The replacement of income tax allowances by tax credits.
(iif) The repeal of general exemption limits.

(1v) The replacement of the income tax child allowance and the social
welfare child allowance with a universal child benefit.

(v) Theabolition of many secondary allowances and their replacement,
where necessary. by direct paviments,

Reduction in Income Tax Rates

3811 The ettect of the measures cutlined zbove would be to increase the
progressivity of the tax svstem at existing rates of income tax. These
measures should be otfset to a greater or lesser degree by a reduction in the
nominal rates of income tax and widening ot the rate b;mds. For example,
it'thes? measures are implemented. we believe that the maximum mareinal
rate ot income tax should not exceed 30 per cent. )

3812 There are great advantages in having the vast majority of taxpavers
liable at a single marginal rate. This enables schemes for deduction ot tax
at source to work most effectively, thereby improving the efficiency of tax
administration and reducing tax evasion. We believe that progress should
be made in phase one towards integrating the reduced and standard rates of
Income tax into a single band of taxable income. We have shown in Chapter
17 that the abolition of the reduced rate could be achieved without cost to
the Exchequer and on a basis which would favour low income taxpayers,
provided appropriate adjustments were made in income tax rates or credits.

38.13 At the end of phase one, income tax would be levied on a wider
base at lower rates, with the vast majority of taxpayers liable at a single rate
of tax. '

Reform of Capital Gains Tax

38.14 It 1s also necessary to widen the base for capital gains tax. This
requires extending the range of chargeable assets, particularly principal
private residences, abolishing many of the existing reliefs and treating death
as a disposal. The abolition of roll-over relief should be linked with the
allowance of real losses for capital gains tax purposes. The exemption of
small gains also should be repealed.

38.15  In the transitional period, capital gains arising to individuals should
be charged at a single rate. This rate should be between 25 per cent and the
existing maximum marginal rate of personal taxation. As the maximum
rate of income tax is reduced, the rate of tax on capital pains should be
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correspondingly adjusted. The actual rate should be selected so as to achicve
neutrality in the treatment of income and realised capital gains to the
grcatest extent possible.

Reform of Corporation Tax

3816 We have outlined our objective of treating mcome accruing to
companies i the sane manner as other income, To do otherwise distores
coonomic decisions. is uniair and leads o tax avordance. Substanual retorim
of corperation tax s possible in phase one ot the ransition. The mieasures
we have in mind are the following:

(i} A withholding rax on distribunions should be mrroduced. This

should be accompanied by an increase in the rate of imputation on
distributions. ultimately leading to full imputanon.

() The special rate of tax applying w small companies should be
abolished.
i1y Close companies should be charged to tax on a parmership basis,

In these circumstances. the surcharge on the undistribured income
ol certain close companices should be abolished.

(1} Inceme arising in the torm ot capital gains m companics should be
charged to tax at the same rate as other company icome.

The rate of corporation tax should be reduced in line with the rates
of income tax.

—
-
—

38.17 The objective behind these measures i1s to eliminate existing distor-
tions and achieve the greatest possible degree of neutrality between com-
pany income and that coming from other sources.

Reform of Capital Acquisitions Tax

38.18  The existing capital acquisitions tax 1s characterised by very high
nominal rates of charge on a base which is croded through the granting of
exemptions and reliefs and relatively high thresholds. Our proposals
involve a reduction in the rates of tax and a widening of the base. The
immediate measures we have i mind are as follows:

(i) The family should be adopted as the unit of taxation. As a first step
towards this all transfers between spouscs should be exempt;

(i) All gifts and inheritances received by a beneficiary from all sources
should be aggregated to determine tax hability on each benetit:

(i) The rates of tax, particularly the higher marginal rates of tax,
should be reduced. We consider that the maximum effective rate
of tax on a gift or inheritance should be between 25 per cent and
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the existing maximum marginal rate of personal taxation. As the
maximum rate of income tax is reduced, the maximum marginal

rates of tax on gifts and inheritances should be correspondingly
adjusted.

(iv

—

Relief for productive assets should be discontinued and replaced by

the adoption of fair market value at existing use for purposes of the
tax,

(v) The tax thresholds tor the immediarte familyv should be reduced
somewhat given che tact that wansters between spouses would be
exempt,

The Adjustment of Taxes for Inflation

819 We have detailed the distorting etfects of inflation on raxation in
Chapter 7. It changes the overall level of taxation as a proportion of national
meome. Tt rases the share of particular taxes as 2 proportion of total tax
revenue and reduces others. Tt changes the distribution of taxation amoty
individuals in an arbitrary fashion; it favours those who can arrange to pay
therr tax later and it distorts the tax base. For these reasons. it is essential
that measures are taken very soon to adjust the rax svstem for the effects of
inflation. The steps we have in mind are as follows:

(1} All Schedule I taxpavers should be brought to a current basis of
assessment. When this has been achieved the additional allowance
for Schedule E taxpayers should be discontinued.

(1) The personal tax structure should be indexed. This also involves

indexing losses and capital allowances carried forwards or
backwards.

(111) The cost of sales adjustment should be extended to all business
sectors.

(iv) The restrictions on the proportions of income which nmay be
devoted to the purchase of retirement annuities by seif-employed
persons should be relaxed.

{v) As a first step towards taking account of real intercst income, the
exemption limit for bank deposit interest should be increased very
substantially and the treatment of interest on deposits with various
financial institutions should be aligned.

{vi) The deduction for interest paid in full should be withdrawn.

(vil) All new Government securities should be treated as chargeable
assets for capital gains tax purposcs.

Reform of Social Insurance Contributions

38.20  We have proposed that social insurance contributions be replaced
by a social security tax levied at a uniform rate on all income including
realised capital gains and taxable gifts and inheritances. Early progress
towards this end can be made under a number of headings:

(1) Health contributions and the vouth employment levy should be
discontinued.

(1) Income tax credits should be allowed against liabilicy to emiplovees
soctal insurance contributions.

(1) A simgle rate of sociat security tax should be levied on all income.
ncluding realised capital gains, gifts and inherirances,

(iv) The employers” soctal insurance contribution should be phased out
and replaced by the contribution at the emplovees™ rate on the
meome ot selt-=emploved mdividuals and income which arises in
the first place to companmes.

PHASE TWO

33.21 At the end of phase one. the present svstem of direct taxation will
he considerably improved However: many of the existing mequities and
distortions will remaim, albeitar a reduced level. The task during phase two
is to move closer to the complete integration of direct taxation. Such a
move 1s dependent on the mtroduction of a system of mcome averaging as
outhined in Chapter 19.

38.22 It is desirable that averaging be introduced as soon as possible and
extended to all taxpayers. We recognisc that this may not be casy. However,
the need for averaging over a relatively long period is urgent and steps
should be taken immediately to ensure that it can be introduced without
unduc delay.

34.23  Once averaging has been introduced, all items of ordinary income
and realised capital gains, which accrue over a period less than the averaging
period, should be charged to progressive rates of income tax,

38.24  During this phasc progress should continue to be made on itcms
started in phase one. In particular. the move to reform ic cmploycrs social
insurance contributions should continue until a charge 1s levied on company
income and taxable gifts and inheritances at the same rate as ordinary
income. Progress should also be made towards ensuring that only real
mterest, paid or recerved. 1s taken account of tor income tax purposcs.

PHASE THREE

38.25 This phase represents the complete integration of the system of
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direct taxation. The major clements in this phase arc the achievement of a
single rate of tax on all mcome including realised capital gains, income
arising to companies and taxable gifts and inheritances and the introduction
of a direct expenditure tax at progressive rates to replace the higher rates of
income tax.

Direct Expenditure Tax

W20 We now consider the transioional problems whinch mav arisean the
introduction of a direet expenditure tax and the arrangemenrs which are
needed to overcome them.

38.27  Omne ot the problems with changing to a direer expenditure tax s
that of equity. The Department of Finance and the Revenue Commissioners
put the tssue succinety in their memorandum o us on the question of an
expenditure tax:

“The solutions so far put forward for dealing with the transicional
ditticulties merely mask the real problem which derives from the
mequity ot taxing dissavings under an expenditure tax when the
resources involved have been built up our of savings trom income
previously subjected to progressive income tax’

38.28  Some people would be worse ott as a result ot a change from
progressive income tax to direct expenditure tax. This 15 because savings
made betore the changeover and spent afterwards would (unless special
reliet were given) be taxed twice. Any savings made with the purpose of
financing large items of consumption expenditure would suffer. To the
extent that these savings had obtained relief from income tax, this problem
would be diminished. On the other hand, some people would be better off.
This could arise where consumer expenditure had been incurred before the
changeover and financed by a loan which was repaid afrer it

38.29  We consider that the equity problems in making a transiton to
direct expenditure tax are exaggerated. If undue weight is given to them,
no change can ever be made in any tax system. For example, the arguments
advanced in paragraph 38.27 could be taken to preclude any shift from
direct to indirect taxation. In considering the transitional effects of changes
n tax legislation, 1t must be borne 1 mind that all changes affect some
persons favourably and others unfavourably. We believe that unless these
effects are significant there is no need on grounds of cquity for special
transitional measures.

38.30  The amount of dissavings subject to any clement of double taxation
under the proposals for a direct expenditure tax will be small. This is
because it will only be annual expenditure above the exemption level which
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will be subject to the new tax charge and the amount of that charge will
correspond to the excess of the present higher rates of tax over the standard
ratc of tax. At prescnt, this excess amounts to 10 per cent, 20 per cent and
25 per cent. Much of the accumulated savings will have been made free of
tax and an additional amount will have borne tax at the standard rate only.
For example, contributions to approved pension funds are tax-free and
savings accumulated in the form of capital gains will not have been subjected
to the full impact of progressive income tax rates. In these circumstances.
we constder that relier could be denied for those who have accumulated
savings before the introduction of direct expenditure tax. However, we
consider that relief should be given because this will case the transitional
problems.

38,31 Betore the dare of transition there could be a steady running down
of investments in listed assets {e.g. bank and buiiding society deposits).
The object would be to start off under the direct expenditure tax with the
minimum amount invested in listed assets. This could cause problems i
the capital marker,

38.32  These problems would be mitigated it inflation were at relatively
high rates at the time of transition, thereby making the holding of cash
capensive. The problems would be further reduced if the rates of direct
cxpenditure tax were relatvely low. The conunuation of a tax on capital
gains would also reduce the problems somewhat.

38.33  The most effective method of dealing with tax avoidance would be
to require a registration of initial net worth based on a detailed return of net
worth at the date of publication of this report. This would allow cases of
avoidance to be monitored and anti-avoidance provisions could be intro-
duced, if necessary.

Relief for Savings Made Before the Transition

38.34  If it werc decided that relief should be given to avoid the double
taxation of savings made before the transition to a dircct expenditure tax,
it would be possible to do so. The objective would be to allow the
consumption of accumulated savings without incurring tax liability and
disallowing repayments of existing loans for qualifying for an expenditure
tax credit. Such an approach could also have advantages in preventing tax
avoidance and avoiding changes in consumption patterns solely for tax
reasons.

38.35 There are three possible methods of giving relief for accumulated

savings.’ All three methods involve a registration of initial net worth based

Progressive Expenditure Tax — an altersative? Sven-Olof Lodin, p. 123
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on a detaited return. The concealment of savings would be of minor
significance since it is immaterial whether a deduction for savings is obtained
at the transition or later. There would be no reason for a taxpayer to conceal
property in order to obtain a savings deduction later on.

38.36  The verification of a taxpayer’s indebtedness would be even less
important. If this item were under-reported. the taxpayer would have o
continuc this under-reporting when the tax came into operation. for if the
amount reported were nercased. the increase in the amount of declared
indebtedness would be registered as new borrowing and would attract
liability to tax. However, 1f part of the indebtedness continued to be
concealed. there could be no gains to the taxpayer as amounts applicd to
the repavment of the debts in question would not be deductible.

38.37  The neutrality in the transivonal phase. both on the assets and
fabilities side. would mean that neither tax gamns nor tax losses could be
made by arranging tor consumption to be brought torward betore the date
ot introduction ot the direct expenditure tax. The question to be answered
m determining liability would be whether or not the consumption was
fianced from income earned before the introduction of direct expenditure
tax. Thus, the transitonal rules would not lead eicher to a rush to consume
or to increase savings betore the mtroduction of the new svstenn. Nor
would there be any reason for a taxpaver to increase cash ho]diﬁgs.

38.38  The problem of arranging for cxisting savings to be free of tax if
consumed and ensuring that the repayment of existing loans would not
qualify for a tax credit could be tackled, as previously mentioned. by any
one of three methods. These are the total asscts method, the net assets
method and the credit method.

The Total Assets Method

38.39  Under this method the taxpayer’s total assets and total habilities are
cstablished. So long as gross savings remain above the mitial level, all new
saving and dissaving are taken mto account in determining tax liability.
The same applies to all new borrowing and loan repayments so long as the
aggregate indebtedness does not fall below the imual level. On the other
hand, the consumption of savings existing at the time of the changceover
would not involve lability to tax. The repavments of existing debts would
not carry a right of deduction.

38.40  Under this method, the problems of control are minimised as it is
only an overstatement of the asset side of the account which can vield a tax
advantage. However, 1t would be difficult to achieve this, since any over-
statement could give rise to a re-opening of income tax lability for earlier
years.
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The Net Assets Method

38.41 Under this method, the taxpayer’s net assets would be established
at the time of the changeover. If net assets were to fall below the initial
level, then consumption would not attract tax hability. Other changes in
net asscts would be taken into account.

38.42  If the raxpaver had net Babilities at the outser. he would not obtain
a credit when subsequently his net assets increased or his net indebtedness
diminished. So long as net labilites remained above the initial level, or the
level when non-deductible repayments had been made, all changes in net
assets would be treated in accordance with the new rules.

The Credit Method

38.43  Another transitional method which would allow a direct expendi-
ture tax to be introduced with immediate effect would be through the credit
method. If the taxpayer had net savings, he would be given a tax credit
obtained by applying an average rate of tax to the amount of savings. He
could use this credit subsequently by setting 1t off against expenditure tax
hability meurred later as a resuit of dissaving. Conversely, i the case of ner
indebtedness, the raxpayer would be debited with a tax liability which
would be set off against future savings or repayments of debts. This
method, which is similar to the net assets method, has the advantage that
the transitional period required is shorter than with either of the other
methods.

Conclusion

38.44 None of the transitional metheds outlined above need to be used
after a person’s death. This 1s because in assessing the taxation of heirs there
15 no need to take account of the extent to which the deceased had taxed
savings or untaxed loans. In other cases some form of time limit would be
desirable. In general, we favour as short a transitional period as possible.

38.45 It is, of coursc, possible to introduce a direct expenditurc tax
without any relief for taxed savings and untaxed loans. In this case, all
forms of consumption after the introduction of the new tax would be
treated equally. We do not think that such an approach causes unacceptable
problems of cquity between taxpayers. We beheve that the transitional
method selected should be the one which offers the fewest administrative
problems, provides the greatest protection against avoidance and the least
possible disruption to economic life.
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The New System

38.46 Once the direct expenditure tax has been introduced, the new
system which we recommend would be fully in place. All income, realised
capital gains, company income and taxable gitts and imheritances would be
charged at a single rate of tax. This would be the rate at which the vast
majority of taxpayers would be lable. We believe that this system would
be simpler and more equitable than the existing svstem. Tt would also
chinnnate the distornons e oour cconomie hte which the present svstem

causes. Towould fivour the accumulation of capital tor productive use and -

substantially change the balance of the wx svstem 1 favour of savings. i o
Such a svstem is also capable of producing the revenue which 1s generated
by the existing svstem of direct taxavon. However, under the new svstem
the rates of tax would be Jower and the base wider. We believe that it meets E

the requirements set down in our terms of reterence,
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OBSERVATIONS AND RESERVATIONS
by
MR. DANIEL MURPHY AND MR. DONAL NEVIN

1. The Trade Union Movement in its campaign for a reform of the
raxation system has concentrated above all else on the need for greater
equity so tharall sections pay their fair share of the taxes required to provide
public services to the community and w support the needv and the deprived
and all those requiring help through the State.

Equity

20 In our approach to the proposals of the Commission we have been

mamb concerned with the equity aspects. Equity 15 partly a martter of

subjecuve judgement and does not lend itself to wholly setentific evaluation.
For our part. we are satishied that the overall system of direct taxadion
which the Commniission has recommended would be tar more cquitable and
tair 10 1ts ncidence than the present system.

3. For the purpose of its proposals, the Commission defines income in
the broadest sense as mcluding not only carnings but any accruals that add
to & person’s economic resources. It, therefore, would tax as income major
clements of capital accessions that at present are virtually free of tax. The
proposals ensure that the incomes — so defined — of all sections, whether
employcees or self~employed, would be taxed on the same basis.

4. Under the tax structure proposed, many tax allowances which have
had regressive cffects since they accrued principally to the benefit of the
higher income groups would be eliminated.

5. In both these respects, the proposed structure would increase signifi-
cantly the equity of the tax system. It would also make for far greater
simplicity in the tax code.

Tax Rate

6. Because of the broader definition of income and the widening of the
base, the rate of direct taxation required would be lower than under the
present system and this reduction would be achieved without any transfer
from direct to indirect taxes.

7. It should be noted also that the proposed system would result in far
less cvasion of tax and less tax avoidance, thus eliminating some of the
more pernicious features of the existing tax system. This too would
contribute to a lower rate of tax.
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Progressivity

8._ Progressivity 1s essential to an equitable tax system. Under the Com-
mussion’s proposals, the degree of progressivity will be partly determined
by the combination of the personal tax credits and the rate of tax. These
will be basically matters for political decision. However, a major proposal
by the Commission that would result in a progressive tax system is the
mtroduction of a direct expenditure tax that would be levied on the personal
consumption expenditure of those at the higher end of the income/wealeh
scale. Such a tax would be levied at progressive rates.

Total Tax Structure

9. We wish to stress that our support for the Commission’s proposals
depends on the acceptance of the total tax structure that is recommended.
We would, of course, be opposed to the selective application of some of the
recommendations only. Indeed, we would reject certain of the recommen-
dations if they were to be applied in isolation. The svstem proposed by the
(Ior_nmission must be seen as a whole. In particulzir, the achievement of
equity depends on the entire set of proposals being implemented since it is
the sum of the changes suggested thar would result in an equitable tax
system.

10. Tt 1s also necessary for us to point out that the present report does not
deal with a number of important aspects of the tax system such as the use

of the system to provide incentives for economic development, adminis-
tration, etc.

11, There are certain aspects of the Commission’s proposals on which we
have some reservations, or on which we wish to make observations.

Tax Expenditures

12 Over the years concessions designed to encourage particular activities
and to give special reliefs have accumulated. These have been to the benefit
of many but at the cost of eroding the equity of the entire system, apart
from the complications thereby introduced. The proliferation of tax
expenditures (exemptions or reliefs) has had the effect of narrowing the tax
base and in consequence, higher rates of tax than would otherwise be
required. For these reasons we have accepted that it s desirable, in principle,
to switch from the use of tax expenditures to direct public expenditure.

Exemptions

13, Because of the broad definition of income adopted by the Commis-
sion, there can be no rational argument for special treatment, for tax
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purposes, of any particular category of income however desirable this
might be socially or however small the amount of income involved.
Exemptions tend to breed exemptions. For these reasons we have accepted
the conclusion that the cxemption from tax of certain social welfare benefits
is contrary to equity principles which dictate that it is the amount of income
rather than its source that should determine whether tax is payable. We
would assumne, however, that the level of rax credits that would operate
under the proposcd svstem would be such as to exclude most persons
dependent on social welfare payments.

Fringe Benefits

14, We  have accepted that the ending of tax expenditures
(reliefs/allowances) which have been of particular benefit to persons in the
higher income groups is an essential element both for the widening of the
tax base (which is necessary if the rate of tax is to be reduced) and the
achievement of greater tax equity. The same arguments apply to the
treatment of fringe benefits (benehits-in-kind) of whatever kind which the
Commission propose should be treated as income. In our view, there can
be no point in wishing the end (tax equity) unless we will the means (the
ending of special treatment for certain tvpes of income. benefit-in-kind. or
income substitutes).

Personal Tax Credits

15. The Commission is recommending that any tax reliefs which remain
in the direct tax system should be given in the form of tax credits in place
of tax allowances. The indexation of personal tax allowances has been a
constant demand of trade unions. The Commussion has concluded that the
tax system should be neutral in relation to inflation and in consequence has
recommended that personal allowances/credits should be adjusted in line
with changes in the Consumer Price Index.

Redistribution

16. The Commission recommends that income tax should be levied at a
single rate but this rate would be levied on a much wider income base. A
comprehensive tax base is at the heart of the case for progression in tax
rates but this has been frustrated in the past. As the Commission’s report
established, the income tax system has been clearly nadequate as an
instrument of redistribution. In a recent year the actual income in tax
assessments amounted to only 50 per cent of personal income. Far from
redistributing resources effectively, income tax has been a tax on carnings.
Hence, the Commission’s proposals require that redistribution be achieved

by other means.
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Direct Expenditure Tax

17.  The main recommendation of the Commission that tax be charged at
a single rate on income, realised capital gains, gifts and inheritances, in itself
would not involve any degree of progressivity which 1s also necessary to
achieve equity. Essentially what has been recommended by the Commis-
sion is a sur-tax on expenditure at progressive rates to apply to individuals
with relatively high expenditure. The direct expenditure tax would ensure
the desired degree of progressivity at the top end of the scale.

18, We regard the introduction of such a direer expenditure tax as afar-
reaching and progressive addition to the tax system. We have had some
hesitation as regards its practicality and at the tact that such a tax has not as
yet been meroduced elsewhere (though the Swedish Commission on Tax-
ation has reccommended a sur-tax on expenditure).

19. A direct expenditure tax would be considerably more ditticuie to
avoid than an income tax charged at a high rate. In practical terms it would
be an important anti-evasion measure. The Commission considered that
the scope for tax avoldance under a system m which all acereuons would
be taxed at a single rate and expenditure subject to a progressive direct
cxpenditure tax s negligible compared with that which cxasts under a
PrOEressive IMcome rax with separate taxes om eapital gaine gifrs and
itheritances.

20).  The expenditure threshold tor payvment of direct expenditure tax and
the degrec of progressivity in the rate structure are matters tor decision by
Government. The threshold will determine the number of persons likely
to be covered. (In 1981/82, about 17 per cent of all income taxpayers were
liable to tax at rates higher than the standard rate. The net produce of tax
at the higher rates amounted to £106 million or 3 per cent of total tax
revenue).

Corporation Tax

21. The Commission argues strongly the desirability of a single rate of
tax for all income including corporate profits. We must, however, reserve
our position on this matter. We would certainly not exclude the possibility
of unposing a sur-tax on corporate profits especially where the profits are
made in monopoly situations, or are in the nature of windfall protits, or the
result of speculation, or in other circumstances as the Government might
determine as appropriate.

Social Security and Employers

22, We rggect the Commission’s proposal that employers’ contribution to
the Social Security Fund should be limited to the amount appropriate to the
specified social security tax on their income. We consider that a pavroll tax
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is an appropriate means of helping to finance social security as is the case in
most countries. The amount of such a tax would be a matter for political
decision in the light of the economic circumstances and the needs of the
Social Security Fund.

Negative Income Tax

23 On balance we aceept the Commission’s conclusions on the question
of negative meome tax schemes, in partcular thar the most etfective and
ctticient way ot helping the poor 1s to ensure thar they have an adeguate
income. this being done through the social welfare sysrem. The Commis-
sion’s approach. involving the continued separation of direct rax and income
mamtenance schemes. mects the objectives of negadve mmcome rax schemes
beter.

Farmers’ Income

20 The Commission’s recomniendation that afl farmers should be subyect
to income tax and be charged to tax on the basis of their actual profits is.
we constder, a major step towards 2 more equitable tax system. While it
considered rhat there was no qusoficanion on equity grounds tor imposing
a resource tax. the Commssion has not yvet dealt with the question as to
whether the under-utilisation of land — or indeed other resources — should
be tackled by taxaton measures. This will be done when it considers
mcentives in the context of taxation.

Taxation of Gifts and Inheritances

23.  As regards the recommendation that gifts and inheritances should be
taxed as income, the Commission saw no strong case on equity grounds
for any exemption thresholds. Because this approach could represent a
considerable break with tradition, some members saw little alternative to
providing some threshold. We dissent from this viewpoint. We also reject
any provision for consanguinity reliefs. (Transfers between spouses would
not bear any tax).

Wealth Tax

26. The Commission concluded that, provided income realised capital
zains, gifts and mheritances are charged to income tax on a comprehensive
basis and that dissavings are charged to direct expenditure tax, the justifi-
cation for an annual wealth tax on equity or efficiency grounds was weak.
It accepted that m these circumstances the main justification for such a tax
1$ to change the distribution of wealth. We consider that a tax on wealth
should be introduced for this purpose and agree with the Commission that
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the most efficient method would be through progressive tax on accessions
though this should not preclude other methods.

Incidence of Tax

27.  Omn the basis of the information available to us, it is not possible to be
precise as to the effect of the changes proposed on the incidence of direct
taxation. We are satisfied that the result would be greater equiry as between
mdividuals and groups. The widening of the tax base and the more effective
taxation of capital gains, gifts and inheritances would make possible a lower
rate ot direct tax while the phasing out of tax reliefs and allowances, the
change to a tax credit system tor personal allowances, the treatnient of
tringe benefits would mean a relatively higher amount of tax for the higher
Income groups.

Savings

The Commission’s proposals would mican a reduction in tax reliefs for
borrowing and increasing those for savings. This we support not only as
a means of improving the equity of the tax system but also on grounds of
cconomic efficiency.

Development Gains

29. The Commission has agreed that, in principle, all development gains
should accrue to the community in full and has sct out a possible scheme
for ensuring that some of the benefit involved accrues to the taxpayer.

Unit of Taxation

30 We have had some difficulty in deciding our position on whether the
unit of taxation should be the family or the individual. There are cogent
arguments for both options. On balance, we agrce that the tax unit should
reflect the manner in which society organises itself for social and economic
purposes. On this basis we accept the conclusion that income sharing
should be assumed to exist between spouses (except where the spouses
declare otherwise) and between parents and dependent children.

Tax Progressivity on Earnings

31. We would draw attention to the present degree of progressivity in the
Income tax system as it affects earnings since this has been very much in
our minds in our approach to the problems raised by the Commission’s
work. In 1981/82, about 135,000 taxpayers (overwhelmingly PAYE tax-
payers) paid tax at rates above the standard of 35 per cent. The estimate for
1982/83 following the March, 1982 budget, is 313,000 or about 40 per cent
474

of all income taxpayers. (This may be contrasted .with the po’sitlon in
Britain where less than 5 per cent of taxpayers were liable at the l_ng},ler tax
rates in 1981/82). This situation cannot continue. The Commission’s pro-
posals must result in most taxpayers being liable to a lower rate of tax,

Conclusion

32, The Commission’s conclusion that the direct taxation system is unfair.
muddled and complicated and that a radical rcf'orm'is necessary ¢an 5(.‘.;1r(‘c]y
be gainsaid. Its task was to devise a system which would be equitable,
which would contribute to economic progress, which would be relatlv'el‘v
simple and which would yicld adequate revenue. In regard to tax equity,
this in our view must mcan that persons in the same situation _should be
equally treated and those more favourablyl placed should be required to pay
more. The Commission’s recommendations are specifically stated to be
recommendations “in which the spirit of equity is the first and most
important consideration”. We trust that this p!’ﬁl‘OCCl?]pEltiOI] with equity W‘ﬂl
he noted and that the various proposals made in this report will be seen 1n

this context.

DANIEL MURPHY
DONAL NEVIN

18 June, 1982
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RESERVATION

by

| MR. DONAL MURPHY

, Paragraph 1.5

Ido potaceept that 1t 15 ecessary tor the Comniission 1o DIODOSC A LN
svstem which s required o praduce the amount of rax ‘I'C\'L‘I]Lll.‘ being
provided by the present system. \

[ believe that the Commission should have indicated s disapproval ot
the present gap between total tax revenue and Government expenditure,
and 1ts disapproval of the present level of current expenditure by the
Crovernment.

Chapter 3 Paragraphs 8.2, 32.30 and 32.27

I'do oot subseribe o the universal definition of caguity winch s beopn
awopred as 1 beliove that 1t s incorrecr 1o apply that detinoon ¢

mcome-producing enterprises.

o all

Income-producing enterprises difter for example in their nature, in their b
vields, and in the different levels of risk capital involved.,

The fundamental differences between enterprises, and their problems
should be taken into account when deciding the system of taxation to b<;
applied. i

If the principle, of taxing on ability to pay were carried to its ultimate
conclusion, then the end result would be that all individuals with simil
allowanccs,/crcdit.s would be left with equal amounts of after-tax income,
[do hot accept, for example that it is correct to apply the same system of
taxation to a person whose life’s savings and/or borrowings are ci])pl()vcd
to produce his income, and to another person whose incone J
requiring hini to put one penny of his own caprtal at risk.

ar

arises without

Paragraphs 4.10 to 4.12

With the commitment given in paragraph 1.5 to produce a svstem of
taxation which will yicld at least the present level of tax revenue, it is likely
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that cxpenditure tax would have to be applied at a low level of income or
the rates of expenditure tax would be very high.

Applving expenditure tax 1o low levels of income deteats the description
and explanations of “simplicity” adopted in paragraphs 3.10 to 3.13.

Paragraphs 10.3 to 10.28

| do not .IL'K‘L'I."[ A1y 1“]1)]1(.1“0]] that PC()P]C WO SETIVe 1O live o [11L'1r OWN
NOUses AT pris Iji_‘\f\t*d PrOSTIIOT LIX-Wse, OF 1}1‘1[ ThL‘ PIVL'EL'UL Lax Ereatimicint
ror those purchusing their o hoases has been responsible for mercasing
the cost of housing, T do not accept that there 15 any basis tor suggestng
that an mmputed income should be applied to house owner-occupiers, and
do not theretore subsceribe to the reasoning viven n paragraph HO108 1

Paragraphs 10.88 to 10.89

[ do not accept the conclusion as T believe that turther encouragement
Jwould be provided for people o undertake tramsig and education. bt
probably would be cheaper and more efficient to enceurage people through
taxation reliet to underrake training and educanion. then tor the State to
provide all the facthties. T do not subscribe to the recommendations

10 108,21,

Paragraph 10.108.15

[ propose that medical imsurance relief should be allowed atr the standard
rate of tax. Each individual should have the right to deaide the level of
medical insurance required and i so domg will relieve the State of setting
up costly administrative deparuments to deal with same.

Paragraph 11.74.2

[ do not subscribe to this recommendation as it proposes to exclude interest
on money borrowed for house purchase as a deduction for tax purposes.
The recommendation does not take account of the situation where inflation
is not reflected in the value of the asset, e.g. falling land and house prices.

Paragraph 12.68.6

This recommendation implies that taxation should be applied to 1mputed
meome. I do notaccept this.
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Paragraphs 13.21 t0 13.25

I do not subscribe to any argument which regards the non-taxation of

unrealised gains as discrimination, and do not accept that there is a basis for
taxing unrealised gains.

Paragraphs 13.43 to 13.47

Freatng deach as a disposal tor capital gams tax, and subjecting the

! : ; ' : : AS50TS
also to inhertance tax m effect means subjecting a portion of the assets to

double taxation. I do not therefore subscribe to recommendation 13.77.5.

Paragraph 13.60

Fdo not subseribe to the implication here tha remvestment of realised
capital gains should be discouraged and instead given to the Stare. T sugoest
that roll-over reliet be provided for reinse 15

| stment n sinutar tvpe assets
texcluding development gains which are productive.

Paragraph 13.77.10

I do not subscribe to this recommendation as for the vast majority of the
over middle-aged group their residence represents their life’s savings. The
sale of this residence when it has to be made provides them with their
Income after retirement. To subject the capital gains to tax while most of
it might arise from the good care and unaccounted maintenance provided

would deprive the retired people from income on which they would be

dependent, and would probably steer them towards social welfare
dependency.

Paragraph 13.77.11

I reccommend the addition of

“except where the real gains are reinvested in another private
residence”,

as dealt with in paragraph 13.58.

Chapter 18

While T accept the principle of 4 direct expenditure tax and its effect on
mheonie at present escaping taxation, I have serious reservations on its

practicability, on the possible high compliance costs to individual taxpayers
and on the level of income at which it may be applied.
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Paragraph 31.9

This assumes that the self-employed person actually received all the relevant
income in the vear concerned. This generally is not the case as for many
sclf-employed people, a significant portion of income carned in any onc
vear mav not in fact be recerved unal the next year.

Paragraphs 31.10, 31.18 and 31.48

The proposal to charge tax on a current year basis for selt-emploved people
in practice would mean pavment of tax in advance of some income being
actually recerved.

Such a proposat it adopted could seriously interfere with the business cash
flow. and would merease the accountancy costs of those affected.

I do not subscribe to recommendations 1 and 2, and propose that the
preceding vear basis of assessment continues.

Chapter 32

The terms of reference given to the Commission required that due attention
be paid "o the need to encourage development of the national cconomy”.

In his address to the Commission the then Minister for Finance Mr, M.
O'Kennedy. T.D., specifically mentioned the taxation of farming profits.

I believe that the Commission has not dealt adequately with the taxation of
farming profits in the context of the contribution which farming can make
to the national economy.

The Commission has decided to defer what I regard as essential elements
of a proper taxation system for farming profits and deal with these in a later
report under the heading “Incentives”. T do not accept this interpretation.

Paragraph 32.11

Income arising from farming by its nature, by the return on capital invested,
and by the amount of risk capital involved differs from the income arising
to other enterprises and individuals. Accordingly, I do not agree that
farmers should be taxed on the same basis as other individuals.

Paragraphs 32.33 to 32.36

I am satisfied that taking account of the nature of farming and the amount
of ime and capital involved in providing an income, the amount of taxation
applied to farming profits as identified by a conventional accounts system
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will directly aftect the level of agricultural output. Put simply, additional
output at increased cost and increased labour input will not be torthcoming
| if a significant proportion of the profits are seen to go in taxation.

Paragraph 32.34

el The Commission has been informed that the Agricultural Institure could

' not predict any damage arising 1o their programme trom the use of data
from the Farmm Management durvev to adentity farm income for tax
purposes.

Accordingly. Tdo not subscribe to the notion that it might reduce farmer
co-operation with the Survey.

I fact, use of Farm Munagement Survey data would be a cheap and
effective way of identifving farming incone on those farms presently not
stibject to meome tax. '

Paragraph 32.37

I'do not accepr the conclusion and the preceding arguments and point to

+ o .- - N B ! N 1 -
the tse of 4 somewhat similar systenn m France where 1t has been instru-

mentih i allowing and cncoutaging Tunily Do o undertak e and achieve

high Tevels of ougput.
Paragraph 32.39
[ do not accepr this recommendation as it does not take account of the

unique pature of farming,

Chapter: The Key Elements of Proposed Reforms

Paragraph 51

[ beheve that there are good reasons why exemption thresholds should
apply for example to avoid the fragmentation of an cssential productive

unitn order to pay tax on a gift or inheritance (as recognised i paragraph
30). ‘

Paragraph 52

I'believe that there are gencrally accepted good reasons for consanguinity
thresholds. ’

DONAL MURPHY

23 June, 1982

NOTE ON THE RESERVATION
of
MR. DONAL MURPHY

The preceding reservations of Mr. Donal Murphy concerning the contents
and recommendations ot the Report of the Commission on Taxation
contain statements which are incorrect and misleading. The other members
have therefore decided to deal with the points which require correction.

[he following comments are solely intended to protect the integrity of
the Commission’s position: they do not relate to matters of disagreement
or differences of opinion.

Reservation One: 1.5

The Commission has considered that it would be unrealistic to assume a
sudden and significant decline in the requirements of revenue yield and that
such an assumnption would not be compatible with its terms of reference.
The Commission’s views are developed further 1 paragraph 1.31 1o 1.33.

Reservation Three: 4.10 —4.12

The Commission has satistied itselt that it 15 neither necessary nor likely
“that expenditure tax would have to be apphed at a low level ot income or
the rates of expenditure would be very high” and deals with this matter in
paragraphs 18.72 to 18.78.

Reservation Four: 10.3 — 10.28

The Commission cannot be precluded from stating a line of reasoning,
particularly if it happens to be correct in principle. In paragraph 10.26 the
Commission rejected the principle of imputing income to house owners on
practical grounds.

Reservation Seven: 11.74.2

This reconimendation from which dissent 1s made must be read 1in the
context of the recommendations in Chapter 13.

Reservation Nine: 13.21 — 13,25

We have recommended that capital gains be charged to tax on reahsation
only.
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Reservation Eleven: 13.60

There is no implication anywhere in this report “that reinvestment of
realised gains should be discouraged and instead given to the State”.

Reservation Fourteen: 31.9

The assumption “that the selt-emploved person actually recerved all the
relevant income m the vear concerned™ s not made and the macer s
covered i paragraph 31,10,

Reservation Twenty: 32.34

The Commission was informed that the Agricultural Institute could not
predict what effect the use of its data for tax purposes would have on the
Farm Management Survev.

RESERVATIONS AND OBSERVATIONS
by
PATRICK P. O°NEILL.

[ have to make the following reservations and observations to Conclusions
and Recommendations contained in Part 1 of the Commissions report.

Treating death as a disposal for capital gains tax and subjecting the Assets
also to inheritance tax in effect means a burden of taxation which could
result in the fragmentation of productive units. In my opinion the recom-
mendation 13.77.5 will have this result.

The recommendations 13.77.10 and 13.77.11 cover the principal private
residence. In my opinion there should be no capital gains tax payable where
the proceeds are reinvested in another private residence.

The thrust of the report in endeavouring to suggest an equitable system of
taxation in my opinion will place greater burden on the State to provide
services, e.g. housing, education, medical, social welfare; these services
could be provided m a taxation system through tax credits/allowances and
relieve the State of setting up costly administrative departments to deal
with same.

PATRICK P. O’'NEILL.

18th June 1982,




RESERVATION
by
MR. RAYMOND O°NEILL, S.C.

1. Thave to express the following reservations to the views and recom-
mendatoens contained i the Commission’s report.

2. ltrsreccommended in the report that capital gains tax should be charged
on the disposal of property which occurs on the death of the owner and
that inheritance tax should also be charged m respect of the same properey.
This appears to me to constitute double taxation in respect of the same
property on the same occasion {death of the owner) and. in mv view, it is
no answer 1o sav that the capital gains rax will be deducted from the value
of the asset tor purposes of inheritance tax: See paragraph 13.47.

3. The samec observation apphies, in my view, in relation to gifts, and also
n relation to the withdrawal of property from the family unir upon a child
leaving that unit: Sec paragraph 34.14,

4. Lconsider that in such circumstances credit should be given againse the
inheritance or gift tax payable in respect of the property for the capital gains
tax payable in respect of the same property.

5. It 1s recommended in the report that the existing cxemption from
capital gains tax or a gain on the disposal of a principal private residence
should be withdrawn: See Paragraph 13.58 and Paragraph 13.77 (10). When
a principal private residence is disposed of, the proceeds would normally
be nceded and used for the purchase of another residence. and it would, in
my view, be inequitable to charge tax on the gain in such circumstances.
Accordingly, I am unable to agree with this recommendation. If the
proceeds of sale of the residence were not used for the purchase of another
residence, then the exemption should be withdrawn.

RAYMOND OO'NEILL
18th June, 1982,
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APPENDIX 1

LIST OF SUBMISSIONS

Gevenmment Departmetits

Department ot Agriculture.

Department of Fisheries and Forestry.

Department of Industry, Commerce and Tourism.
Department of the Pubhic Service.

Department of Social Welfare.

Commissioner of Valuation.

- Organisations
Aer Lingus.
Agricultural Consulrants Association.
Agricultural Credit Corporation Ltd.
Allied Irish Investment Bank Ltd.
Arts Council, The
Association of Chambers of Commerce of Treland, The
Association of Equipment Suppliers.
Association of Higher Civil Servants.*

= Association of Inspectors of Taxes. ™

: Association of Scientific, Technical and Managerial Staffs.
3 British & Irish Steam Packet Co. Ltd.
Bord Failte.
3 Cement Roadstone.

Central Bank of Ireland.

= Challenge.”
' Chartered Institute of Transport in [reland.
o Cherish.”

Childminders’ Union.

Civil Service General Council Staff Panel.

Civil and Public Service Staff Association.

Claremorris Guild of the Irish Countrywomen'’s Association.
Clondalkin Paper Mills Ltd.

Coal Dastributors Ltd. :
Communist Party of Ireland, The ;
Community Information Centre Claremorris, The |
Confederation of Irish Industry, The* b




Conlon, johh Ltd.

Construction Industry Federation.
Consultative Committee of Accountancy Bodies — Ireland, The*
Céras lompar Eireann.

Céras Trachtala.

Cork Chamber of Commerce,

Corporation of Insurance Brokers in Ireland, The*

Council for Social Welfare, The (A Committee of the Catholic Bishops’

Conference)

Council for the Status of Women,

Craig Gardner and Company,

Delottte, Haskins and Sells.

Dublin Chamber of Commerce,

Doherty, James J. Ltd.

Dublin Council of Trade Unions, *

E.5.B. Ofticers Association.

Famtly Operated Dairy Farms.

Federated Union of Employers.

Federation of Trade Associations, The
First General Unie Managers Lid.

Fiancial Information Service Centres.
Foras Forbatha Teoranta, An

Foras Talintais, An

(arda Stochana Pensioners Association,
Glasthule Eagles Voluntary Social Servers.
Grand Lodge of Freemasons.

Gniffin and Company, ] J.

Heiton McFerran Ltd.

Hugh Jordan and Company Ltd.
IFA/TICMSA Co-ordinating Group. *
[ncorporated Law Society of Ireland, The
Industrial Credit Co. Ltd.. The

Industrial Development Authority. *
Inspector of Taxes Association. *

Institute of Certified Public Accountants in Ireland, The
Institute of Chartered Secretaries and Administrators.
Institute of Management Accounts.
Institute of Personnel Management.
Institute of Taxation in Ireland, The*

Irish Association of Company and Commercial Accountants. The
Irish Association of Distributive Trades Ltd.
[rish Association of Pension Funds, The
Irish Auctioneers and Valuers Institute.
[rish Banks Standing Committce.
Irish Bloodstock Breeders” Association, The
Irish Building Societies Association. *
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Irish Cattle Traders and Stockowners Association.
Irish Chamber of Shipping.

Irish Conference of Professional and Service Associations.
Irish Co-operative Organisation Society Ltd.

Irish Family League, The

Irish Federation of Sclf-Employed Ltd. The*

Irish Finance Houses Association Led.

Irish Fishermen’s Organisation Led.

Irish Hardware Association.

frish Institute of Secretaries and Administrators, The
Irish Insurance Association. The

Irish League ot Credit Unions. The”

irish National Bookmakers Asseciation.

Irish Pensions Trust Led.

Irish Port Authornties Association. The

Irish Shell Led.

Irish Transport and General Workers” Union,

Irish Taxes Union.™®

Irish Timber Growers Association.

Labour Women's Council. The

Licensed Vintners Association.

Lite Ottices” Association ot Ireland.”

Lighting Group Ltd.

Limerick Chamber of Commerce.

Local Government and Public Services Union.
Macra Na Feirme.

National Land League.

National Salmon and Inshore Fishermen’s Association.
National Social Service Council.

Nenagh Urban District Council.

National Board for Science and Technology.

New Ireland Assurance Co. Lid.

Patterson, Kempster and Shortall, Chartered Quantity Surveyors.
Planned Sharing Research Association.

Price Waterhouse and Company.

Radio and Electronic Officers Union.

Regional Technical College Galway, School of Business and Social Studics.
Representative Church Body, The

Retired Civil Servants Association.

Retired Teachers Association.

Roval Institution of Chartered Surveyors, The”
Saturn Management Ltd.

Scafiorm Led,

Schoot of Economic Science, The

Securities Industry Panel, The

Shannon Free Airport Development Company Ltd.
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Single Persons Against Discrimination. E Mr. T. Fulier.

Sinn Féin, The Workers’ Party. S Mr. Donal Garvey.
Socialist Labour Party. : : Mr, S. Glennon.
Socialist Tax Committee. - Mr. Patrick Griffin.
Society of the Irish Motor Industry, The - Ms. M. Hallahan.

Society of St. Vincent de Paul. : Mr. John Harrington.

N Stock Exchange, The : Mr. W.]. Hayes.
' Trinity College. Dublin. G Ms. Mary Healv.
Trustees of the Methodist Church iy Irctand, The m Mr. Michael Horsman.

[

R g

Union of Students in Treland.

Union of Voluntary Organisations for the Handicapped.
Union of Professional and Technical Civil Servants,
Wine and Spirit Association of Ireland.

Mr. Brian Hussey.

Mr. Roger Hussey.
Ms. Katie Kahn-Carl.
Sir Richard Keane.

Ms. Margaret Kearncy.
Mr. 8.]. Kearnev.

Mr. Aidan Kearney.
Mr. John Kent.

Individual:
Mr. Charles Acton.
Mr. William Allen.

The Earl of Altamont. Knight of Glin,

Mr. David Bateman. _ Mr. John ]. Landers.
Ms. Enid Binks. % Mr. Walter L. Larsen
Mr. Tim Boyle. Mr, ] Lefroy.

Mr. John V. Breen. E Mr. Eugene Long.

Mr. ;. F. Browne. Mr. Charles Lysagbt.
Mr. Cathal M. Brugha. Ms. Fidelma'Magulre.
Mr. Richard Burke. : 8 Ms. D'. Manifold.

Mr. Brendan Cardiff, Mr. Richard W. Mann.
Ms. Catherine Carroll. . Mr. Edward Mecagher.
Mr. D J. Coghlan. : Mr. T.M. Molloy.
Mr. F.F.N. Corry. - b Mr. Christopher P. Moran
Mr. Terry Cooney. £ Mr. E:O. Morgan.
Mr. M. Cronin. - B Mr. (;raham B. Moss.
Dr. Raymond Crotty. - Ms. Marie Mullarn_ey.
Ms. Gladys Crowley t Ms. Anne H. Muilin.
Mr. J.A. Crowley. B Mr. David A. Murray.

Ms. Letitia Cusack.
Mr. Christy Delaney.

Ms. Mary Murray.
Mr. P.J. MacGillycuddy.

Mr. Leo M. Duffy. i : . Mr. John A. McElhinney.

Ms. Kathleen Duggan. 3 Mr. Ivor McElveen.

Mr. W. Dunne. : Mr. A, M.cFadde‘n.

Mr. Michael Durnin. 2 ‘ Dr. Padralg‘Mc(Jowan‘.

Ms. Marie Egan. . Rev. P_rof. Gerald McGreevy.

Mr. Noel Fanning. Mr. Al.daAn McKcnng. }.;‘ j
Clir. Eithne Fitzgerald. - Mr. William McNeice. ik
Ms. Catherine E. Flanagan. . ' M. Eamqnn M,CN.uhy' AN |
Mr. T.P. Flanagan. g Mr. Maurice O’Brien. il

Mr. P. Francis. 3 Mr. Finbar O’Callaghan.
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Mr. John O’Callaghan.
Ms. Noreen O’Cithain.
Ms. Judith ]. O’Connell.
Gearoid O’Cuinneagiin, Uasal,
Mr. Kevin M. O'Dea.
Mr., Sean O’Driscoll.
Mr. W. O'Driscoll.
Mr. D.B. O'Flvan.
Ponnchadh O'Luasaigh. Uasal
Mr. .M. (O’Mahony.
Mr. Ciarin O Multiin,
Mr. G J. O'Shaughnessy
Ms. M. O'Sullivan.
Mr. M. O'Toole.
Mr. Maurice Picrse.
Mr. John M. Pinder.
Mr. Eamonn Pices,
Mr. travid Pvortt
Ms. Berey Quunmn.
Mr. L.P. Ricks.
Mr. Howard W. Robinson.
Mr Brian Rutledae
Mr. A.G. Ryan.
Ms. Irene Ryan.
Mr. Patrick Ryan.
Mr. F. Saleer.
Ms. May Savage.
Ms. Yvonne Scannell.
Mr. R. ]. Somers.
Mr. Joseph Stockdale.
Ms. Ann Warner.
Mr. Timothy Winter,

I'he asterix indicates chat in addition o making & weitten suly
made an oral presentation to the Commission,

nission these organisations also

APPENDIX 2
OFFICIAL BODIES WHO ASSISTED THE COMMISSION

The following list gives the representatives of Governments and official
bodics who assisted us In various wavs — by submitting papers tormally
or mtormally, processing statnstical intormation, joining i discussion,
oftering advice and comment or supplyving documentation.

Representatives of Government Departments, Offices and Bodies:

Areeprali
Taxation Office,

Treasury

Clanada
Deparoment of Finance.

Irance
French Embassy.
Ministére des Finances (Ministry of Finance).

Inrernational Orgarisations
Comunission of the European Communities.
Organisation for Economic Co-operation and Development.

Drefand
Central Statistics Office,
Department of Agriculture.
Department of the Environment,
Department of Finance,
Dcpartment of Foreign Atfairs.
Department of Industry, Commerce and Tourism,*
Department of Health.
Deparoment of Labour,
Department of the Public Service,

“INow restructured as the Departments of Industry and Energy, and Trade. Commerce and
Fourism,
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Department of Transport,
Department of Social Welfare,

Office of the Revenue Commissioners,
Valuation Office,

Lile of Man

il fl Office of the Assessor of Income Tax,

Luinemboury
Admimstraczon Des Conrributions Directes ot 1es Accises (Othice
of the Dircet Taxation and Excise Duties).
Netherlands
Roval Netherlands Embassy

New Zealand
Inland Revenue Department,
New Zealand Fmbassy.
New Zealand Planming Council,
Treasury

Stveden
Embassy of Sweden,

United Kingdom
Board of Inland Revenue.
Government Accountancy Service.

APPENDIX 3

LIST OF COMMISSIONED WORK

Professor John Bristow,
Triniey College Dublin

Davy, Kelicher McCarthy Lid. .

Leonomic Consultants.

Institute of Chartered Accountants
m [reland

Mr. John Kay, Director of The
Institute ot Fiscal Studies

PProfessor Cedric Sandtord,
University of Bath,

Papers on “The Unit of Taxation™,
“The Taxation of Capital Gains™
and on “Some Aspects of Capital
Taxation and Agricultural Land™.

Paper on " The Taxation of Financial
instirutions .

Seminar for Commission on Cur-
rent Cost Accounting.

Oral consultancy on the question ot
a direct expenditure tax.

Critical review of the final draft of
the report.




APPENDIX 4

INCIDENCE OF TAXATION--INTERNATIONAL
EXPERIENCE

I Expenience in other countries suggests that employvees nav well
attempt to ottset the etteets of higher taxation by way of higher gross wage
increases — the phenomenon of “wage retaliation”. In 1970, the Economic
Council of Canada stated that “an increasing number ot groups are taking
not only price changes but also tax changes explicitly into account i their
approaches te income bargaming”. Dernburg’ had tound that some Euro-
pean Governments have taken the threat of wage retalinion against direct
taxes very seriously:

UIn Austrias the tax reduction ot 1972 was the product of a direct
negotaton between the untons and the Austrian Government. In
Sweden, the Swedish Contederation of Professional Associations . . .
set 1ts wages demands in terms of real take home pav in 1966, and the
Swedish Government ebminated the 5 per cent social security with-
holding tax i 1973, openly recognising the need for tax relief as a
means of reducing wage demands”.
2. In Germany, before the 1975 tax reforms, some trade unions expressed
their global target rates of wage increases on a net-of-tax basis {also adjusted
for the rise in prices). perhaps reflecting the fact that income tax rates were
unchanged between 1965 and 1974, Similar developments were apparent in
the Netherlands untit the introduction in 1971 of indexation. In Finland,
since 1973, taxation policy has been one of the subjects included in the
annual negotiations about incomes policy between unions, cmployers,
farmers and Government. In Sweden, the tax reforms undertaken between
1974 and 1976 were clearly aimed at attaining a slower increase in wages
and thereby in prices, by shifting from a progressive income tax to a
proporuonal payroll tax on employers,

3. Reaction in some QOECD countrics to the oil price increase recorded in
1979 and 1980 indicates a changed pattern of behaviour. The QECD

T F Demburg * The Macroccouomic buplications of Wage Retaliarion agais Higher Taxation” IMF
Staff Papers. Novemnber. 1974,
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Economic Qutlook published in July, 1980 summed up the position as
follows in relation to wage determination:

“Generalisations concerning the response of wage earners and employ-
ers to the simultaneous phenomena of rising unemployment and
accelerating inflation are difficutt. But a common problem in the past
has been that the reaction of nominal wages to accelerating inflation
has tvpreally out-weighed the dampening offects of \\'{.‘ilkLl‘l‘r ]'flbour“
markets, at least o the short-run, While the evclical sensitivagy of
wages ditters amony countries. what 15 novel i the present situanion
is the remarkably modest response of nominal wages to the acceleration
of consumer prices to date. Whiie some acceleration ofnomipal wages
in 1980 appears mevitable . ... it 1s hikely o be a small fraction of

the comparable rise i consumer prices™.
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APPENDIX 5
TAXATION AND THE DISTRIBUTION OF INCOME

. A large volume of statistical material relating to the distribution of
dircet taxation is generated as a by-product of the administration of income
tax. Part of this material is published in the Annual Reports of the Revenue
Commissioners. The Revenue Commissioners’ statistics have considerable
advantages over a voluntary sample survey like the Household Budget
Survey in that they are based on a census drawn from administrative records
and the incomes covered are accurate, in so far as legal sanctions can ensure
accuracy in tax returns. There arc. however, a number ot limitations which
should be borne in mind. The tollowing are the most important:

(i) Catecgories of income which are not hable to tax are omitted. ¢.g.
short-term social msurance benetits. scholarships and some tringe
benetits provided to emplovees.

(i1) The income. which is the basis of most ot the tables published by
the Revenue Commissioners, excludes interest paid in full, super-
annuation contributions, allowable medical and life assurance pre-
miums. Income from self~employment 1s included after deducting
capital allowances and losses carried forward. .

(iii) The imputed rental income of owner-occupied housing is omitted.

(iv) Emplovers’ social insurance contributions and both emplovers’ and
employees’ superannuation contributions are omitted.

(v) The income covered relates only to part of the vear for those who
start work or die dunng the vear and for women widowed or
married during the year because they are counted as separate units
for only part of the vear.

{vi) Some income does not come to the attention of the Revenue
Commissioners because of tax evasion.

(vii) Some income is outside the definition of income due to the use of
artificial arrangements which have the avoidance of tax as their
primary objective.

(viii) Incomes below the exemption limit for tax purposes are excluded
in certain circumstances.

The 1979/80 statistics (the latest available) are those adjusted as at
18 May, 1980. Adjustments made after that date have not been
taken into account.

Capital gains, which are distributed unequally, are not included as
ncome.
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TABLE 5.1

Distribution of Total Income for Income Tax Purposes 1979/80

Average rate of
tax on total

income

%o

8.4
175

243

35.8

52.3
23

3

Total tax

%

fm

4z 4
256 7
2800

47

283

30.9

208

1886
139.3
907.0

15.3
100.0

Total income

Yo

£

130
37

506.1
14494
1,150.3

2

292

135

527.3
266.2
3,899.3

6.8
100.0

All persons.

%
37

000°'s

B

320.3
3322

0

17.9

39

1624

48

0.7
1000

41.2

6.0
852.0

Married persons

Ya

000's

184

66.5
149.0
1084

41.2

30.0

92

332

1.2
1000

44
3616

Single and widowed

persons

000's

%
517

2537

37.4

183.2

9.0

1.8

0.3
100.0

44.0

7.9

1.6

490.4

Range of total

income

£
3.000
6,000
10,000
20,000
and over

0
3.000
6,000

10,000
20,000

Totals
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2. Table 5.1, which is derived from the data from the forthcoming
Revenue Commissioners’ Report for 1980, gives a broad picture of the
distribution of total income for income tax purposes. It shows clearly that
income tax is progressive within itself, since the top 0.7 per cent of income
earners pay over 15.3 per cent of the tax, while they account for 6.8 per
cent of total income.

300 Table 53 2 summuanses the information that will appear i the Revenue
Commssioners” Annual Reporr ror 1980 on che distribution ot incotne and
rax pavable by manul status.

TABLES.2

Distribution of Income and Income Tax 1979/80 by Marital Status

e Toig o of Tota
Martal Siatus - o
000's oo
Single Male Io24a29 i 7378 37 0 262
"J:F‘\QIL Sl din Y987 I 265 2,973 26
Widowers 138 | 15.2 4,254 258
Widows 350 i 244 3.103 225
Married LoupIeQ \ ! ‘ i
Wiie garr ng ‘ gra ! LA ARG £.0n : 240
Married Louples ! ) !
Wite not earning 2767 1,641.2 | 3548 5,931 216
Totals 852.0 3.898.3 | 907’ G 4577 233

Table 5.2 shows thar single and widowed persons account for 42.8 per
cent of total income and pay 44.7 per cent of total tax. Married couples
where the wife 1s carning have 151 per cent of total income and pay 16.2
per cent of total tax, while married couples where the wife is not earning
have 42,1 per cent of total income and pav 39.1 per cent of total tax.,

4. Table 5.3 summarises the information that will appear in the Revenue
Commissioners’ Annual Report for 1980 on the distribution of income and
tax pavable by different categories of income carners.

TABLES.3

Distribution of Income and Income Tax 1979/80 by Main Income Source

Main Income Source Total ne. of Total Total Average Average
DEersons income tax ncome rate of tax
000's frr fre £ %
PAYE (Employecs} 7403 3,103.1 6b3.8 4192 211
Schedule D Earned
{Self-employed) 969 7311 2349 7.545 321
Schedule D Unearned
{Investment income) 149 8651 183 4,369 28.1
Totals 8621 3,899 3 907.0 4576 233

500

5. The shares of income and tax accounted for by the main categorics of
income recipient are summarised in Table 5.4.

TABLES.4

Share of Income and Income Tax 1979/80 by Main Income Source

|
Ma'r [ngomre Source X Share of Inogree Share of Tax
|
_w I
CAvzLmpioyoes) 73.6 721
Schedule D Earred (Seit-Errployed) 187 259
Scheduic D Unesarned lnvestment incomed | 1.7 i 20
“otals I 100.0 = 100G

Pardcular care should be teken before drawing conclusions from Tables
A3 and 34 as some of the figures tor Schedule DY taspayers are based on
assessments under appeal. Receprs from PAYE also include tax p'nd by
company direcrors on their salaries and also tax on non-PAYTE income
which 1s collected by reducing PAY E allowances.

0. Table 5.5 shows the distribution of personal income on the definition
used by the Revenue Commussioners before and atter tax tor the vear
1979450,

TABLESS

Distribution of Personal Income 1979/80

Percentage Shares of:
Decile Graup

Total Totat Income Post-tax

Income Tax Income
Top 1-10 percent 291 4652 239
171 20 per cent 15.8 15.95 15.8
21-30 percent 12.8 11.23 13.2
31-40 per cent 1.0 893 116
41-50 per cent 9.0 6.55 9.7
51-60 per cent 7.8 5.06 8.4
61-70 per cent 6.3 3563 71
71-80 per cent 45 T 54
81-90 per cent 29 0.50 38
91100 per cent 10 0.02 13
Totals 100.0 100.00 100.0
Top 20 per cent 449 62.47 397
Top 50 per cent 77.7 89.18 74.2
Bottom 20 per cent 39 0562 49

Table 5.5 shows that the income tax system reduces the inequality of the
dlsmbutlon of post-tax income.
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7. The figures in these tables are annual figures and as such they are subject
to one further important qualification. Tt is tempting with annual statistics
to argue as if families in each income group are there all their lives, which,
of course, is not the case. Almost everybody's income starts, on entry to
the work force, at a much lower level than it reaches later in their working
life and falls on retirement. Many people, too, have years of cxceptionally
low income during a normai career because of sickness or unemployment.

8. Were it possible to ascertain the distribution of income in terms not of
annual income but of the probable average lifetime income, such a distri-
bution would (after eliminating the general rise in incomes resulting from
econonuc progress) be much more equal than any annual figures. The great
majority of individuals i the lower ranges of the annual distribution {the
sick, the aged and the uncemployed) would move into higher income
groups. Many of those towards the top on the basis of annual statistics
(persons at the temporary peak of ther carcers or old enough to have
incomes from their own savings and from mheritances) would move into
lower groups. The bulk of the population would be concentrated in the
middle ranges.

9. There arc no data in Ireland regarding age-related carnings. However,
the Royal Commission on the Distribution of Income and Wealth' exam-
ined the questdon in the United Kmgdom and drew the following
conclusions:
“The carnings profiles typically have a steep increase in average earn-
ings in the first years of working hife followed by a plateau and then a
decline in the last vears. Non-manual workers take longer to reach
their maximum earnings than manual workers, but their maximum is
higher. Women'’s earnings rise more slowly and to a lower plateau
than men’s. Age affects earnings to a greater extent in higher paid
occupations. The profiles are based on average carnings in different
age groups at one particular time”.

Components of Personal Income

10.  An indication of the change in the relative shares of personal income
over time between various sectors may be derived from the National
Accounts, prepared annually by the Central Statistics Office. Personal
income is defined as the aggregate income from all sources in cash and in
kind, whether from productive services or not, at the disposal of individuals
permanently resident in the State. As such, itis considerably wider than the
definition used by the Revenue Commissioners.

11. Table 5.6 shows the distribution of personal income tor 1960, 1970
and 1979 {the latest year for which figures are available).

"Report No. 8 of the Royal Connnission on the Distribution of Income and Wealth, HMSO, October,
1979, paragraph 14.15.
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TABLE 5.6

Components of Personal Income: ireland

Component 1960 1970 1979
Yo Yo %
Rernuneration of employees 528 59 4 55 9
of which
Agriculture 30 1.7 G.8
Dorrestic non-agr-culture 432 56.0 559
roregr 09 g 01
Employers’ cortr buuon to social nsurance 0.6 1.6 3.1
income of independent traders, elc 27 193 171
of which
Agriculture 201 13.0 105
Non-agricuiture 7.1 6.3 66
Net ‘nterest, dividends and rent fincluding :mputed rent f 107 84 85
Current transters to housenolds 9.3 128 1 145
100.0 100.0 1000

Scurcer Natoral 'mcome and Expenditare

12, Over the nineteen-vear period, the share of income from emplovment
mcreased by 7.1 percentage points and the share of transfer income rose by
5.2 percentage points. These mereases were offset by a reduction of 10)
percentage points in the share of income from self~employment, which was
mainly due to a fall of 9.6 percentage points in the share of farmers. There
was also a reduction of 2.2 percentage points in the share of investment
income and rents.

Household Budget Survey

13, The statistics published by the Revenue Commissioners only provide
mformation relating to the distribution of income tax which accounts for
roughly 30 per cent of total tax revenue. For a fuller picture of the
distribution of taxation it is necessary to rely on the Household Budget
Surveys by the Central Statistics Office.

14. One of the main differences between the Revenue Commissioners’
data and the Household Budget Survey data is in the definition of the
income unit. The Household Budget Survey works with a definition of a
“household”, namely, one person living alone or a group of people living
at the same address, having meals prepared together and with common
housekeeping. Once of the crucial points at issue is the extent to which
mcome is, in fact, shared in the wider units. It is probably reasonable to
assume that income is shared in the case of married couples, but this
assumption may be less reasonable when we are dealing with a family with,
say, adult children living at home. This rescrvation may reduce the value
of the data based on the houschold unit for purposes of taxation policy.
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expenditure information. It is not possible to allocate taxes specific to the kS = o i
corporate sector. o ™
Lo~ Mo o gwan i~ B 5
. B N . ) el = S_Cj i ‘9 — o« — O OO} . =
16.  The major advantage of the Household Budget Survey is that it covers e o g
A . T ! o
mcomes below the effective exemption limic for income tax purposes and o o ol =
- . . [e0] = €@ v}
some forms of income which are not subject to tax. such as short-term SRS b A il B B R
: : - - = [ £z = coosio | £
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17, The Central Statistics Othee published a study in January. 1980 WoE o T, 2oD@ox onowme | i =2 |
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entitled “FThe Redistributive Effects of State Taxes and Benefits on House- 2 a o oe o - e = |
. - . . pic 3 ©
holds Incomes 1 19737, The taxes covered in the survey accounted for E o = £ |
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. . ‘ . - . . k — - [&=] =
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Indirect taxes were regressive with vaiuc-added tax beinrg shightly less

5] - - -
2| o © deduction of taxes. It also includes cash benefits paid by the State such as
£ NW WO w meuon|on @ : >
¢l 8§ @ ~d 2 ccvac|g ' children’s allowances and unemployment benefits.
3
" 19. Table 5.7 shows that the tax system was broadly regressive in 1973
| c ™ . . .
‘ 1o 0w o @ cwooas~] =] 9 up to an income level about half the national average. It was proportional
o T N FN 8 “Cwoo|o : P . . i g P .
; el ® = & from that point up to about twice average incomes, when it became
‘ - regressive. Direct taxes were progressive. However, employees’ social
5 nsurance contributions were regressive above average income levels,
ol
F!
[V

regressive than tiscal duties. Rates were also regressive. Table 5.7 also
shows that households with a gross weekly income of up to £33 per week
were net beneficiaries from the package of State taxes and benefits exam-
ined, while housceholds over that income level were ner contributors. In
1973, average male carnings in transportable goods industries were £36 per
week.

20, Table 5.8 shows the average level of individual taxes classified by

o
P~
o
-
@
N
[77]
F o
=)
]
B
[=]
£
QD
o
=
[=]
I
E 5 gross income tor all houschold by houschold size in 1973. A number of
8 g conclusions mav be drawn from the table. Firstly, average gross weekly
E .l — household income increased as houschold size increased. Total taxation was
£ £ o above average in the case of houscholds with between two and five persons
® B wF o 2 S 1 and below average in other cases. This pattern was exhibited for both direct
w 5o and mdirect taxes, with the exception that indirect taxes were above average
Q@ E rV 21 in the case of eight-person houscholds. Rates bore most heavily on small
FE <3 ® o - @ oro oo & households, while value-added tax was above average for houscholds with
p 5 ~ T ool m cNouoc|g ) ; - o duts
& & & over three persons. No clear pattern emerged in the case of fiscal duties.
] - Net beneficiaries from State taxes and benefits were one-person households
108l 3 & vo o anen® | g , and households with seven or more persons.
g o g © od ®© cdowoo g : -2
£ - " - TABLE5.9
k]
c ‘
g @ - ) Total Taxes as a Percentage of Gross Income of All Households by Livelihood Status of
2 |wd 2 90 me o coommwlo|l & Head of Household 1973
- 5 L 2 w- o mowoo g -
8 - B Self- Out of
i o ' Livelihood Status EmployedEmployee| work Retired Other | Average
E - @ 2 R L L B R A= A = 2 Average Weekly Gross
= gl = ¢ "ok ovevroin] o Income £ 4227 | 4918 | 2573 | 2615 | 2360 | 4022
E Direct Taxes %o 4.0 13.8 8.1 79 8.3 98
R S - i e P ] of which:
Income Tax % 3.1 1.1 5.2 62 8.2 78
Social Insurance % 0.9 27 29 1.7 2.1 20
<
’g’ @ Indirect Taxes %[ 171 186 255 218 18.4 185
s £ af which:
- [w]
& 3 2 Rates %o 15 24 24 3.0 33 23
§ i é S 5 . 5 Zg Motor Taxation %o 0.7 0.7 05 06 04 06
=6, § 53 2. 5 ¢ Z|E§ VAT %| 52 5.6 71 58 54 55
£les S558 g E O Sg|RTE Fiscal Duties %| 94 95 15.0 12.1 89 38
5188 teEs figs we|o|%: Licences %| 03 03 05 0.3 0.4 0.3
e L 2o Z2LEeEcei®lEg - .
£ ER S SER E 5 § L£ee ClE5 Total Taxation %t 21.1 323 336 29.7 267 283 !
Ratic of Final income to
Direct Income 96
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21.  Table 3.9 shows that employees had the highest average gross income
and were the only category not to benefit from State taxes and benefits.
Total taxation was above average in cases where the head of the household
was cither employed or out of work. Direct taxes were extremely low in
the case of sclf~employed persons due mainly to the ftact that income tax
was Just over one-quarter of the percentage of income paid by cmployecs,
ttwas half the pereentage paid by households where the head of household
was retired. Rates bore heavilv on retired persens. while value-added tax
and tscal duties were vory sienifeanty hicher than averave where e lioad
of the houschold was out of work., . \

2200 Table 5ot analvses the pereentage of gross income paid in taxes by
urban. rural frm and rerad non=farms houscholds,

TABLE5.10

Totat Taxes as a Percentage of Gross Income of Urban and Rural Households 1973

v of Houseno vk
Averade Gross veekly |ncome £ l 4z 90_- '
I
et Taves . ZG |
ot which: !
Vit e EERNTI TR T
So gl insarance Yo | 23
[
Indrect taxes %a J 195
of wich.
Rates Yo 31
Metor taxation Yo 06
VAT % 5.6
Fiscal Duties Yo 98 . ‘ .
Licences % 0.4 03 0.4 03
Total taxation % 321 181 285 283
Ratio of Final Incemie to Direct Income 90 1.06 1.05 96

23, Table 5.10 shows that rural non-farm incones were significantly
lower than other incomes. The muin conclusions to be drawn from the
table are that urban houschiolds were net contributors after State taxes aned
bencfits were taken into account, while rural households were net benefi-
claries. The level of taxation was highest in the case of urban houscholds
and lowest in the case of rural farm households. This was due mainly to the
very low proportion of income paid in income rax by rural farm houscholds.
Indirect taxes were also lowest in the case of these houscholds. Pardicularly
surprising is the fact that rates on urban houscholds were almost four times

the amount paid by rural farm houscholds when expressed as a proportion
of gross income,

24, Table 5.11 analvses the level of taxation as a percentage of gross
income by household tenure for all households in the State.
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TABLE 5.11
Total Taxes as a Percentage of Gross Income of All Households by Household Tenure
1973
T
Ermployee| Rented- | Rented
Owned with Local Private Rent
Household Tenure Outright |Mortgage | Authority | Owner Free Average
1
Lverage Weexly Gross .
s alaat s S Ee g 3L B2 & : ZAD0 . LUl
1 i I
0 rent Taves w7 U oog | ong T T R
Income Tax mw 56 | 108 1 70 T R R
Socal insarance wlooT4 20 | 38 . 27 20 ‘ 20
! \
::1 173 | 18 5 2008 | 213 } 174 i 1845
\ w ' ! .
CRERE R Y-S T RN R 0a | 24
a8 0 Ja £ 0 09 06
L S -2 T S RS- - S - R R
w| ez | ez | is o7 Do | gs
03 | C3 | U4 03 04 i 03
- Tt o T .— ! ao Yo
N Tovat o R | e | S | sud RS | 263
. ; ’ !
Ratio of Final Incore to ‘ | ‘ ‘r .1 |
Mrentncomg | oo SO L 82 | 68 96
250 lable 51T shows that gross imcome was above average where the

houscholder was an owner-occupier with a mortgage and was below
average m other cases. Despite having a relatively low average income,
houscholds i the private rented sector were the largest net contributors.
after State taxes and benefits. The only net beneficiaries were houscholds
with rent free or local authority houses. Total taxation was below average
where the accommodation was owned outright or rent free. Both direct
and indirect taxes followed this pattern. Income tax paid by mortgage
holders was less than that paid by the private rented sector despite the fact
that income was 40 per cent higher in the former case. This may have
reflected differences in dependency obligations between the two sectors and
the fact that mortgage interest is allowed as a deduction for income rax
purposes. Social msurance contributions bore most heavily on households
1 accommodation rented from local authorities. Rates bore most heavily
on the private rented sector.

26. Due to the Iimitations of the Houschold Budget Survey information
which has been presented. extreme caution must be excereised in using it as
a base for any conclusions. The definition of income used is regressive in
so far as certain items which are not included acerue more than proportion-
ately to persons with higher incomes but it is difficult to quantify tne effect
of this. In addition. the household unit on which the Houschold Budget
Survey is based is unsatistactory for the purposes of taxation policy because
it does not coincide with a unit which can be selected for tax purposes. The
assumptions made about the incidence of taxation, particularly indirect
taxation, are unrealistic.
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APPENDIX 6

ESTIMATES OF INCOME EXEMPTED UNDER VARIOUS HEADINGS IN 1981/82

£m

Married person's allowance 840
Single person’s allowance 485
Widowed person’s allowance 60
Single parent allowance 10.5
Child allowance ;145
Nuptial allowance 25
Age allowance 8
Housekeeper aliowance 1.5
Dependent refative allowance 12
Blind persen's allowance 02
Allowance for employed person taking care of incapacitated ;ndividual 2.5
Age exemption 30
General exemption 118
Interest on perscnal borrowings fincluding mortgage interaet 147
Medical insurance premiums 18
Life assurance relief 27
Expenditure on residential premises [residence-related relief} 45
Health expenses relief 3
Deduction for Schedule E taxpayers 520
Premiums under permanent heaith benefit schemes 1
Loans to employees at preferential rate of interest 20
Artists’ relief 1.5**
Covenanted subscriptions 5

Source: Office of the Revenue Commissioners.

"The benefit bas been taken to e the difference between the preferential rate and current
commercial rate for personal borrowings.

**It is questionable whether this income would arise at all in the State in the absence of the
relief.
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APPENDIX 7
LOCAL AUTHORITY HOUSING

L. In this appendix we sct out the present arrangements in relation to the

schemes for fixing rents of local authority houses and tor renant purchase
ot these houses.

SCHEMES OF RENTS FOR LETTING LOCAL AUTHORITY
HOUSES

20 in 19671t was made a condition of State subsidy that all new letungs

made by local authorities would be on an income-related basis and that

dwellings at that time on fixed rent would be placed on a similar footing as
soon as reasonably pracricable.,

3. On 31 March, 1974 31,586 dwellings {29 per cent) were let on fixed
rents and 77,727 were let on diffcrential rents. At 31 December, 1979 the
number of dwellings let on fixed rents had declined to 12,357 (12 per cent)
while the number let on differential rents had risen to 90,565,

3

Differential Rents

4. The rent payable under the differential rent schemc is calculated by the
local authority concerned in accordance with criteria laid down by the
Department of Environment in consultation with the Department of

Finance. representatives of local authorities and the National Association of
Tenants’ Organisations.

3. Thelocal authority national rents scheme for 1980 is as follows:

(a) Rents of dwellings let on differential rents are calculated on the
assessable income of the principal earner, ranging from one-seventh
to one-twentieth in accordance with a graded scale which includes
allowances for the principal earner and dependent children.

(b) Assessable income of the principal carmer is total income from the
following sources, assessed in full for rent purposes but reduced by

pay-related social insurance contributions and income tax where
thesc are payable:
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TABLE 7.1

Calculation of Differential Rents

Assessable income of principal Principal earner’s Allowance for Eos
il earner allowance children Rent fraction
"y £ perweek £ £ perchild v
over | rOt oy ' i - _{_ T
, 36 l 20 ‘ T30 = ,
36 | 45 15 J 1.30 - ™
a5 ! 50 J 10 ‘ 1.30 -
50 55 8 130 T
55 { | 4 i 1.30 ‘ -

In che application of this scale. Jocal authorities may make appropriate
adjustments ac the marginal points of the scale. After the rent pavable in
respect of the principal earner has been assessed. one-seventh of the income
ot cach subsidiary carner which exceeds 14 and does ot exceed V2450 per
week should be added (maximum addition for cach subsidiary earner
C1.50), The amount of rent caleulated according to this scale cannot exceed
the maximum rent set out in paragraph 7 or be less than the minimum rent
setout n paragraph 8.

Maximum Rents

7. The annual maximum rent of a local authority dwelling cannot exceed
5.25 per cent of the original all-in-cost of the dwelling. up-dated to take
account of inflation.

Minimum Rents

8. The minimum rentis 15 pence per weck.

Fixed Rents

9. Fixed rents are increased by specified amounts from time to time.
There is no uniform fixed rent scheme.

TENANT PURCHASE SCHEME FOR LOCAL AUTHORITY
HOUSES

10. The following arrangements apply in relation to applications received

from existing local authority tenants to purchase their houses in the two
year period up to 31 January, 1983,
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K1

()

)

(8)

{1) basicincome;

(i) income from position as self-employcd person;

(i) all social welfarc unemployment, pay-related and disability
benefits, social welfare pensions, social assistance payments,
redundancy weekly payments and AnCO training allowance
{except payments listed in paragraph (f) hereunder). and

V) cone trom pensions other than social welfare pensions.

The basic income of an employed person, in general, is the normal
weekly rate of remuneration excluding overtime, shift allowances
and boenus payments.

Yhe principal carner is the person who is either the tenant or the
wentber of the tenants” family normally resident i the houschold
who is in receipt of the highest incomie.

A stbsidiary earner 1s a member of the household. other than the
principal earner. who has an income.

Ihe following are the mamn sources ot mcome disregarded for the
purposcs of calculating rents:
(1) social welfare children's allowances;

(i1} scholarships;

(i11) disabled persons’ maintenance allowance, domiciliary care
allowance for handicapped children and infectious diseases
maintenance allowance;

{(1v) supplementary welfarc allowances;

(v) allowances or assistance received from  charitable

arganisations;
(vi} income from redundancy weckly payments, and

(vil) lump sum compensation payments.

The allowance for children is £1.30 per week per child and applied
to every child of 16 years or under or who being under 21, is
attending a full-time course of education and is wholly or mainly
matntained by the principal earner.

Ihfterential rents are calculated on the basis set out in Table 7.1.




Terms

11. The sale price of a local authority house is calculated on the following
basis:

(1) The gross price of the house is updated to May, 1981 money values
by applying the Consumer Price Index to the original all-in-cost of
the house.

(it A discount ot 3 per cent for cach vear of tenancy is allowed subjeet
to maxima ot 30 per cent in butle-up areas and 43 per cent i other
AFCas.

(1) A discount of £1.000 1s allowed in licu of the £1.000 new house
grant payable to tirst-time owner-occuplers of certain new private
houses. This discount is not given to any tenant who was at any
time previously an owner-occupicr,

(v A discount of 30 18 allowed i respect of rates patd for cach vear
of tenancy of a local authority dwetling up to 31 December. 1977
subject to a maximun discount ot L300,

(v) Themmmmum sale price ot a house shall not be less than 1,300,

i

APPENDIX 8
SAVINGS INIRELAND: ECONOMIC BACKGROUND

1. In this appendix we examine the needs of the economy for savings, the
existing data on savings i Ireland and the factors which may influence the
aggregate level of savings. No convincing evidence has been produced to
show that taxation has had a major effect on the aggregate level of savings.

Need for Savings

2. Savings are essential tor investment which, in turn, is essential for the

development of the Irish economy. In Ircland, the public and company
sectors are the major promoters of investment. They are, however, net
borrowers, their savings being less than their investment and the deficit has
to be tinanced either by personal savings or foreign borrowing. The funds
available from domestic sources are insufficient to finance the existing level
of investment.

Economic Background

3. Inanopen economy, savings need not equal investment. Where invest-
ment is greater than savings, the balance must be borrowed abroad. This
difference between savings and investment, which is reflected in foreign
borrowing, is equal to the balance of payments deficit on current account.
This is because the surplus on the capital account of the balance of payments
must equal the current deficit. Therefore, the selection of the optimum gap
between savings and investment is cquivalent to a decision on the desired
surplus or deficit on the balance of payments current account. It is generally
considered that some of the investment needs of developing economies
should be financed from abroad, provided the investment undertaken
generates sufficient returns to repay the borrowings. Such a policy inevit-
ably involves running a current deficit on the balance of payments. To the

extent that domestic savings can be increased, foreign borrowing and the
current deficit can be reduced.

4. Thce balance of payments deficit on current account in 1981 is estimated
at about 13§ per cent of gross domestic product. This may be indicative of
excessive consumption and the need to increase savings substantially.
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5. Importing capital from abroad increases real national income only if
the return on capital in the domestic economy exceeds the real rate of
mnterest at which the funds are borrowed abroad. In recent times there is
evidence that the real rate of interest at which funds are borrowed has risen
and that the productivity of capital has fallen. The lacter is illustrated by the
data in Table 8.1 which shows the relationship between investment and
growth in the period from 1960 to 1980,

TABLE 8.1

Investment and Growth, 1960—1980.

]
Pariod Average 1 "8961-65 1966-70 1971-75 1976-80
Investment (% of GDPj 188 208 23.8 27.8
GDP growtn per Worker (Yol 32 43 35 2.4
Increrrertal Capital Output Ratio | 59 4.6 : 688 1.4
6. Despire a sharp and continuous rise in the mvestment ratio over the

fast twenty vears, the rate of growth of outpur has failed to respond. As
consequence, the mcremental capital output ratio has risen sharply. This
ratio is simply the investment rate divided by the outpur growth rate. I
gives a crude indication of the efficiency of investment. The data suggest
that the rate of return on investment in Ircland has fallen. The investment
rate in Ircland, at 30 per cent of gross domestic product. is high by
international standards. Other countries with high investment rates have
experienced much more rapid rates of output growth.

7. The inference to be drawn is that the level of investment is cither too
high to be sustainable, given the high cost of foreign borrowing, or that
the composition of investment at the existing level is inappropriate, in that
funds are being channelled into unremunerative projects in the public or
private scctors. While the catalogue of unremunerative investments in the
public sector 1s well-known, it is quite possible that the returns on real
capital in the private sector are also low, given the heavy subsidisation of
borrowing costs and the preference given to savings in certain institutional
forms.

8. The data in relation to national savings shown in Table 8.2 are in
historical cost terms. At current rates of inflation, they exaggerate the real
position in the case of the personal sector. Very little work has been done
internationally on inflation-adjusted savings ratios. Tavlor and Threadgold'
have prepared estimates of sectoral saving in the United Kingdom adjusted
tor the eftects of price inflation on net monetary assets and liabilitics. These

'C.T. Tavler and A.R. Threadgold. Bank of England. "Real” Natiowal Saving and its Secioral
Composirion. Discussion Paper No. 6, 1979,
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TABLE 8.2

National Savings 1970-1981

Personal Savings
as % of Personal
Gro‘ss National F"ersonal Company Public Autharity Disposable
Year | baijgs* 1 iav_Lgs Savings 1 $avimgs e 7\ncomo*
| £ ; £ fFrm Frn oo
. ! | \
R0 33172 165 2 309 | 127 12.8
1971 | 3735 ’ 170z | 433 231 114
1972 b12 5 ; 2848 | 63.7 12.4 164
1973 | 5451 ! 4108 ! 060 . -00 191
1974 : 5808 ‘ 475H 4 : 857 -2 18.9
]975 | 825 i 8337 \ 963 -269¢& 2549
1976 | 3813 | 8241 | 1740 -1814 201
1577 Y77 D T 4 p | " 1
:;é . «é;;b ;3134 i r.Z_"O? | 7}‘974 227
578 16482 AAY I 2754 ) 3443 236
1979 | 1787 s am 1 g ‘ 237
1980 Y i i) i ) L '
a8 | 1762 ; I | ; ne

; e T “ o

- S S — L 1

Souf(:'e;:_ Nataral Income and Expendture 1979 and earlier, Tables & 10 and A 8 and Deapars
ol u” Filidalice
"GFQ%Q OANONAL SAVARS e the baial sogTakls Soc e e ULtEsUC prysical capits:
Lomaboniess net foregn as nvestront o
r_The Central Bank of Ireland nas estimated in its Annual Report for 1982 that the personal
savings rato ‘el below 27 per cent in 1980 and to below 19 per cent in 1981. It forecasts 3

further fall in the savings rat'o n 1982 probabily dropping below 18 per cent for the first fime
snce 1972

data were subscquently revised and are now published annually by the
Bank of England.

U The United Kingdom results are striking. Substantial inflation gains
have acerued to the public sector as 2 large net debtor. On average, in the
1970°s, while the nominral public sector financial deficit was cquivalent to
+.3 per cent of national income, there was a positive balance of about 3 per
cent of national income after nflation adjustment, The company sector as
a whole also benefited from the coffects of inflation on its net monetary
liabilities, the gain to industrial and commerdial companies more than
oftsetting the loss on net monetary assets of financial institutions. By
contrast, the personal sector, as a large holder of net monetary assets, hag
meurred a persistent loss from the erosion of their real value, In the 1967
l‘)7‘)\pcri0d. nominal personal sector saving thiled, on average, to compen-
sate for the erosion of the real value of existing assets. so that the sector was
dissaving in real terms.

10, Tt docs not follow that the conclusions about real saving would be the
same for Ireland. However, given the very high rates of inflation prevalent
here in the last decade, it is likely that the inflation-adjusted figures would
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show substantially lower personal savings and lower public authority
dissavings. The effect on the company sector would depend on the relative
magnitudes of the gearing and depreciation adjustments, which operate in
opposite directions. The only conclusion that can be drawn is that the
savings data in Table 8.2, which imply that savings in Ireland arc high by
international standards, are grossly misleading as a basis for policy
decisions.

Determinants of Saving

11, There has been a considerable bodv of international research on the
rcasons for the increase in nominal saving and, in particular, into the causes
of the sharp rise since 1973 which Las been exhibited 1n a number of
countrics. This merease in nominal saving mayv be associated with a decline
in real saving. but 1 s difficult to be sure. since international data on the
level of real savings are poor. One explanation which has been offered s
that the increase in uncertainty in the cconomic environment has been
responsible. It people are feartul of their tuture prospects. they may choose
to save more now as a sateguard. Another possibility 1s that unexpected
inflation may have caused people to defer their purchases. While either of
these explanations might account for a temporary upward movement i
the saving ratio, neither 1s an adequate explanation tor a persistent rise

12. One tactor which may explain the sharp rise in saving 1s inflation
uself. Some research suggests that saving 1s influenced by the level of wealth
held by ndividuals and that inflation has acted to reduce the real value of
holdings of financial assets. An increase in personal saving in response to
this may be explained in one or both of the following wavs. Firstly, the fall
in weath may have caused people to feel poorer and so to have reduced
their consumption. Secondly, some people may have been attempting to
rebuild the ratio of wealth to income to something like its former level in
order to have a command over real resources in the future comparable to
that which they had before the inflation occurred. However, no convincing
cvidence has been produced to show that taxation has a major effect on the
aggregate level of saving, though it may affect the distribution of savings
among the various savings media.

APPENDIX 9

THE FIRST HOME MORTGAGE INTEREST REBATE IN NEW
ZEALAND

Lo T this appendix we deseribe the First Home Mortgage Interest Rebate
Scheme which was introduced in New Zealand on 1 April. 1981, W

consider that a scheme on these lines would be a superior method of

Cneouraging owner-eccupation to the existing general deduetion for mort-
gage interest for tax purposcs.

2. The rebate applies only in respect of first homes and 1s equal to 30 per
cent of the amount of qualifying mortgage interest paid during an income
vedr subject o 4 maximum annual rebate of $1,000, The rebate for any
vear cannot exceed the amount of tax pavable for that vear before allowance
of the rebate.

3. The rebate is designed to cover the first five years of ownership of the
first home. Two situations arise. In the case of first homes purchased on or
atter 1 April, 1976 and on or before 31 March, 1981, the rebate is related to
the period still remaining after 31 March, 1981 which completes the first
five ycars of ownership. In the case of first homes purchased on or after 1
April, 1981, generally, the first five complete years of ownership spans six
income tax years. However, the rebate is limited to an overall maximum
of 85,000 in those six income tax years.

4 If for any reason the first home is disposed of, no rebate is given for
any unexpired portion of the five year period whether or not a subsequent
home is acquired in that period.




APPENDIX 10
CAPITAL GAINS TAX

Scope of Tax

1. Anv form of property (other than Irish currenevy including an interest
i property, wherever situated, is an asset for the purposes of ;‘apital Zains
tax. Iisposal of an asset includes a transter by a sale, exchange or gift of the
asset and also the setdement of an asset on trustees. The receipr ot a capital
sum derived from assets. or received tor torteiture or surrender of righrs,
1s regarded as a disposal. A disposal also includes a part disposal w here less
than the whole of an asset is disposed of’

Persons Chargeable

200 All persons {dncluding companies and truses). who are domiciied

and resident or ordinarily resident in the State are liable to capital
gains tax (or, in the case of companies, to corporation tax) n
respect of gains on the disposal of chargeable assers, wherever
those asscts are situated.

{11). An individual, who 1s restdent or ordinarily resident in the State
but is not domiciled in the State is liable to tax on gains from the
disposal of assets situated outside che State and the United King-

dom only to the extent that those gains are remicted to this
country.

() A person, who is neither resident nor ordinarilv resident in this
State, is lable to capital gains tax on gamns from the disposat of

{a) land (including buildings) in the State,
(b) mineral assets in the Statc.
(¢} rightsin the Continental Shelf,

(d) shares deriving the greater part of their value dircetly or
indirectly from the assets in (1), (i) or {iii) {other than shares
quoted on a stock exchange) and

(e} assets ot a business carried on in the State.

Miscellaneous Exemptions and Reliefs

3. (1) The first £300 of an individual's net gains are not chargeable. In
the case of a married couple living togerher the first £1,000 of net
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gains are not chargeable. Where the net gains exceed £500, or
£1,000 as the case may be only the excess over that figure is
chargeable. The Finance Bill, 1982 proposes to increase these
exemptions to ¥2,000 and £4,000 respectively.

(i) A gain on the disposal by an individual of a dwelling-house
(including grounds up o one acre) is generally exempt, if the
house has been occupied as the individual’s only tor main} resi-
dgenee durnng his peried of ownership or occupied rent-free by a
relative as his sole residence.

() Where the proceeds of the sale of cortain business assets are re-
muested o replacement assets, the taxation of the gain made on
the sale mayv be deterred. 1t the assets acquired m replacement
continue to be used by the same person in the business.

vy Where an indsvidual aged 25 vears or over disposes of the whole
or part of s business or farm or shares in his family company.,
which bie has ovwned for ar least ten vears. he may clai total reliet
trom tax if the disposal s within the family: it the disposal 1s made
outside the tamilv, and the consideration does not exceed £30.000,
excmption may also be claimed.

{v1 The following gans are not chargeable:

{2) bonuses pavable under the national instalment savings scheme,
prize bond winmngs and gains from betting, lotteries and
sweepstakes.

{b) gains on the disposal of Government sccurities, stocks of local
authorities and securities issued by certain State-sponsaored

bodies.

(¢) gains realised from life assurance policies and deferred annuity
contracts,

(dy gains on the disposal, by an individual, of tangible movable
property worth £2,000 or less at the time of disposal,

{¢) gains on the disposal of wasting chattels ot whatever value, as
tor example, animals, including bloedstock, and private motor
cars, and

() gains accruing to superannuation funds, charinies, and specified
bodies such as local authonties. trade umons, ¢te.

Payment of the Tax

4. Capital gains tax is due and pavable three months after the end of the
vear of assessment. that 1s. 6 July, or two months after the date of the
assessment, whichever is the later, Interest on overdue tax 1s payable at the
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same rate (13 per cent per month) and in the same circumstances as interest
on overdue income tax.

Inheritance

5. Where assets pass on death, there is normally no charge to capital gains
tax and the person acquiring the assets is treated, in relation to a subsequent
disposal ot those assets. as it he had acquired them ar their market value at
the date of the death,

Tax Rates (reducing Rate Structure)

6. Forany gains arising prior to 26 March. 1982, the basic rate of tax was
30 per cent but, subject to certain exceptions (for example, (a) all assets
held by companies and (b} development land by whomisoever held). drere
was a reduction inthis rate for every three vears of ownership leadmg to
total exemption atter twentv-one vears. The reduced rates of tax were:

Period of ownershp of asset Rgt; SLI?X
maore than 3 vears and not more than 6 vears PLRS
more than B years and not more than 9 years 210
maore than S years and not more than 12 years 16.5
more than 12 years and nat more than 15 years 12.0
more than 15 vears and not more than 18 years 75
more than 18 years and not more than 21 years 3.0

7. Proposals are included in the Finance Bill, 1982 to abolish tapering
reliet and to increase the normal rate of tax to 40 per cent. It is also proposed
that nominal gains realiscd within one year of acquisition will be charged
at 60 per cent and real gains realised within two or three vears of acquisition
at 50 per cent. A new special capital gains tax is being levied on disposals
of development land. The tax rate will be 50 per cent, except in compulsory
acquisition cases where it will be 40 per cent. Indexation relief will be
allowed in respect of the then existing-use value on the date from which
the gain is computed. Roll-over relief will not apply and losses on other
disposals will not be allowed against development land gains. The proposed
rates of tax for short-term gains will apply to all disposals of development
land within three ycars of acquisition. The ordinary capital gains tax rates
will apply to disposals of small sites.

APPENDIX 11

TREATMENT OF DEVELOPMENT GAINS IN OTHER
COUNTRIES

I Inthis appendis we set out the treatnient of development gains in the
United Kingdom, New Zealand and Canada which we have noted in our
consideration ot the issue.

United Kingdom

2 The Town and Country Planning Act. 1947 was the tirst of the post-

war attempts to levy special taxes on development gams. The Act provided
tor the two-sided arrangement whereby a charge of 100 per cent was to be
made on all development value arising in furure and 2 lump sum (300
million) was available for compensation tor those with already established
development value but no longer able to realise it. By general agreement
the svstem did not work well and it was abolished in the early 195(0s,

3. Between 1933 and 1962 there were no special Jand development taxes.
1962, short-term gains were charged to inconie tax. These included gains
made on assets (including land) disposed of within three years of acquisition.
There was no separate provision for development land. In 1965, a general
capital gains rax at 30 per cent was introduced. In 1967, certain changes
were made in the taxation treatment of land with development value. The
capital gains tax charge (30 per cent) was confined to the increase in the
current use value of the land, and. in addition, there was a special levy,
called betterment levy, at 40 per cent on the balance of the gain, that s, the
development gain. The betterment levy differed in a number of significant
ways from the 1947 arrangement: the charge was tied to the occurrence of
development value rather than planning permission and it was now payable
by the vendor (not the purchaser) at the rate of 40 per cent (not 100 per
cent). The broad result was that capital gains arising out of development
land were subject to betterment levy and thosce not involving change of use
were charged to capital gains tax.

4. In 1970, the betterment levy was abolished and, for the next three years
or so, development gains were charged to capital gains tax only. However,
changes came in 1974, The great 1972 and 1973 property boom led to the
introduction of development gains tax, essentially a means of subjecting
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many types of development gains to normal income tax or corporation tax
rates. In addition, some unrealised land gains, especially those arising on
first lettings of buildings, were brought within the scope of capital gains
tax. However. these arrangements had an cven shorter life than their
interim predecessors in that they were superseded by the Community Land
Act, 1975 and the Development Land Tax Act. 1976, Development land
tax was conceived of as a measure which would extract 80 per cent of
development value on realisation or at the tme of material development.
5.0 A reduced rate of 663 per cent was dlowed on smaller amounts of
development value, Les amounts up to Y150.000. The realised gain was
cliargeable wnder the ordinary rules bur double taxation was avoided by
deductng the amount chargeable to development lind tax from the charge-
able gain. I 19790 the rax was moditied very substantially by increasing
the exemprion i sharply (trom C16.000 to L30,000). abolishing the dual
rate structure and making the unttied race 60 per cent. The demise of the
Commumoy Land Act was announced and subsequently various other
changes have been made such as the abolition of net of s purchases by
local authorities. advance assessment of tay labilities. excmption of dis-
puosals by charities, proposals to charge applicants tor planning permission
tor resultant public administrative costs and so on.

Basis of Charge

6. Development fand tax is charged on the amount of development value
realised on the disposal. This amount 1s measured by the excess of the net
proceeds of disposal (broadly speaking. the consideration received less any
incidental expenses) over whichever is the highest of three base values. The
base values are:

Base A: the cost of acquiring the interest, together with any increase
m its current use value over the period of ownership, and anv expend-
iture on ['C](;’\'(lﬂ[ improvt‘ments.

Base B 115 per cent of the current use value of the interest at the date
of disposal. together with any expenditure on relevant improvements,

Base 115 per cent of the sum of the cost of acquisition and expend-
iture on improvements.

Where Base A applies and the nterest being disposed of was acquired
before 1 May, 1977, the acquisition cost may be mcreased by a special
additon: where a special addition is given on acquisition costs, the amount
allowed as expenditure on relevant improvements may be correspondingly
mncreased,

Death and Gifts

7. There is no disposal for development land tax purposes when an
nterest in fand passes on the owner’s death to his personal representatives.
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On a subsequent disposal, the personal rcpresentatives have the same base
values as would have been available to the deceased.

8. A gift of an interest in land is a disposal but, as there is no consideration,
no development land tax liability arises on that occasion. If the donec
subsequently disposes of the gifted intercst. he may. in general, adopt any

of the bases which would have been available to the donor.

Exemptions

9. Local authorities, certain other bodies which act in relation to tand in
a broadiv sinilar manner to local authoritics and charities are totally exempt
tront development land tax.

1. I addinon to the exempuon of the first $30.000 of development value
realised 1 a tinancial vear. disposals of certain types of interest are cxempt,
whonever acquired. These include an individual's private residence and not
moere than one residence occupied by a dependent relaive. Development
authorised by planning pertission to win or work minerals is exempt. If
1 project of marerial development is started within 3 years of the acquisition
ot the mterestin dand on which the development rakes plice. development
land tax 1s not chargeable provided that it can be shown that no significant
amount of development value would have been realised had the project
been commenced immediately after the acquisition. Development for
agricultural purposes is not “material” development for the purposes of
development land tax and thus is effectively outside the charge.

New Zealand

IT. In New Zealand, the Property Speculation Tax Act, 1973 applies to
dispositions of land in that country within two years of acquisition where
the Tand is disposed of on or after 15 June, 1973, The tax may also apply to
disposal of shares in close companies which are mainly land-owning or
which are flat or office-owning companies. Disposals of residential land by
owner-occupiers are exempt where there was no speculative intent in the
acquisition and the land is sold because of circumstances arising since the
acquisition and not principally to make a profit.

12, The rax 15 charged on the assessable profit which is generally the
ditterence berween the sale price and the cost price of the property plus or
minus any receipts or expenditure not taken mto account for imcome tax
purposes, e.g. income such as rents and expenditure such as repairs and
mamtenance will be properly returnable for income tax purposes in the
nornal way,
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13. The rates of the tax are as follows:

Period between acquisition and disposal Rate of tax on assessable profit
& months or less 90 per cent
6 and 9 months 85 per cent
9 and 12 months 80 per cent
12 and 15 months 756 per cent
15 and 18 months 70 per cent
18 and 21 months 65 per cent

80 per cent

21 and 24 mantns |

No profit on disposal charged to property specuiation tax 1s liable to income
Lax.

Canada

14 In Canada. where provinaal Governments have power to levy taxes.
a land speculation tax was imposed in Ontario m 1974, The tax was charged
on the gains realised on the disposition of designared land situated in
Onitario,

15 The rate of tax was 20 per cent of the increases in value of designated
fand disposed of after 9 April. 1974, There was. in certain circumstances.
an additional tax of 20 per cent levied on the proceeds of disposition where
control ot a land-owning corporation was acquired by a non-resident.

16. In the case of property acquired after 9 April, 1974, the increase in
value was generally the difference between the proceeds of disposition and
the cost of acquisition, increased by expenditure incurred on acquisition
and disposition and the cost of improvements. Fair market value at the date
of acquisition was the starting figure for inherited property. In the case of
property acquired before 10 April, 1974, the starting figure was generally
the fair market value at 9 April, 1974, The tax was payable by the transferor
of designated land at the ume of disposition. This tax was repealed with
cffect from 24 October, 1978.
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APPENDIX 12

RATES OF DIRECT TAXATION AND OF SOCIAL
INSURANCE CONTRIBUTIONS AND BENEFITS IN

IRELAND.

Section 1: Personal allowances under the mcome tax code,

Singie person
Married person
W.dowed persor

spouse's death
Child allowance

—single person

widowed

Housekeeper allowance

— single person

ndividual

( T
Typo o personal al'owance I Amount | Amownt |
i n b Cost oo
| 198182 | 1982:83 | 1980581
¢ £ 1 f
| 1115 1450 | 1534
. 2,230 2500 2454
1,785 1,950 06
Addiugnal allowance to widowed persons n year of
1.045 950 0.7
185 100 426
Incapacitated child allowance 5G0 500 0.5
Age allowance (65 years or over) in respect of
80 100
‘married person 180 200 1.1
Allowance for one-parent families, where the parentis single 650 1,450 l
26
Allowance for cne-parent families. where the parent is {
650 950
for widowler) 'n respect of a
housekeeper to care for children 165 Nil 086
Dependent relative allowance’ 95 110 46
Biind person’s allowance in respect of:
400 500
-maried couple (hoth blind) 1.000 | 1,260 002
Additional allowance in year of marnage 115 Nil 07
Allowance for person employed to care for incapacitated
500 700 06
Empioyee allowance tor certan PAYE employrents) 600 600 97586
Exemption Limits” in respect of:
-single or widowed person 2,000 2,200 } 18.6
4,000 4,400 ’

— Married person




Type of perscnal allowance Amount | Amount
in in Costin®
1981/82 | 1982/83 1980/81
£ £ fm
—single or widowed person (65 or over} 2,300 2,600
-married persen (65 or over) 4,600 5,000 71
single or widowed person (75 or over| 2,800 3,000 ’
rmarried person (75 ar over! 5,600 6,000

The decacton for chid allowance s redoced by £ for eacn £1 by wiizn the ncome 3¢ tne
child exceeds £80. No account ‘s taken of incorre from schalarshins or educat:onal grants.

2. The neome md for dependent relatve allowance s £1,922 i1 1982 83 The allowance is
recaced by £1 for cacn £7 oy wnich the ncame of the relat ve exceeds the [ 1

3 Where a taxpayer's net statutory .-ncaome s more tnan the approprate limit his tax labsty
cannot exceed 60 per cent of the difference between tne limit and the amount of his income

A Esumatad revenue foreg()rwe Tne seosaie estmates for ndwvidoal allowarces cannot he
sorply added. I s number of ibe allowances were removes sialtanecusty, the axpayers
concerned mignt moeve into hgher tax braceets. so tnat the revenue foregone woud be
underestimated bv a s-mple additon of the estimates taken separately

Section 2: Rates of income tax levied on the vanous slices ot personal
wcotie remanng aiter the deduction ot personal tax allowances,

Slice of Income after Allowances

Single persons Marred persons jointly assessed
Rates of Tax
1982:83 1982:/83
1981/82 Proposed 198182 Propased
%o £ £ £ £
25 1-1000 1-1.000 1-2.000 1-2.000
35 1.001-5,500 1.631-4,000 2.001-11,000 2.001- 8,000
45 5,001-7.500 4,001-6.000 11,001-15,000 8,000-12,000
55 7.501-9,600 6,001-8.000 15,001-19,000 12.001-16,000
60 Over 8,500 QOver 8,000 Cver 19,000 Over 16,000

Section 3: Social insurance contributions in 1982/83 niust be paid in respect
of all persons on earnings in any income tax year up to an income limit of
£9.500. The rates of contribution vary for different classes of employees.

The ordinary rate of social insurance contributions for emplovees is 7.5 per
cent 1 J982/83.

Section 4: Weekly rates for certain principal soctal insurance benefits

April, April,
1981 1982
7 £ £

Retirement Pension

Qoupfe 50.20 70.30

Single person 30 65 40 25

; : 700 830

= 700U 8.20

ol ! i 580 78R

Suoalh dnU sUDSEQUENT crildren 580 6.25

—~

O sab ity and Lnempioverent Senefir

AT Al Balhaeent o il e

(Jier Sne Mon-Coee bosteiry Bone e ooomedae 00
Srule pe

Fratobog

DEUONG CR

P I R

BTN Ard SN et oe e

Lnemploymeni Assistance (urban rate)
Counla

Couple

Sngle person

First child

Second child

Third te fifth child

Sixth and subsequent children

Children’s Allowances imonthly rate)
st cnild

Second to fifth chitd

Sixth and subsequent chldren

35.10
20.40
5.80
5.80
450
4.50

6.00
9.000
9.00

45.20
26.20
6.55
745
5.80
4.65

11.25
11.25
17.50

Culy 1887 1stes
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APPENDIX 13
THE PURPOSE OF PERSONAL ALLOWANCES

I There are basically two views abour the purpose of personal mcome
tax allowances or iy credits. The traditional view repards them as repre-
SCHLNG SONC NOton of 4 minimum mcome Tevel which should not he
taxed. The second approach regards personal income tax allowances solelv
a5 part of the progrossive structure of the tax SVSTem to ensure that there is
horizontal cquity between persons with the same income hur ditterent
dependencey and other obligations. The following paragraphs outline che
VICWS Of previous Commissions and other authorines on this subject and
sctout the considerations involved.

Royal Commission on the Income Tax (1920)

2. Exemption limits were an carly feature of the income rax code. The
1920 Roval Commission on the Income Fax suggested that

“Inits widest sense graduation mcluded the guestion of the exemption
hmic™ (para. 122).

On the specific issue of the exemption imie the Roval Commission had
this to say:
“The truth is that the exemption lintit has never in this country been

based on a figure consciously related o any kind of mimimum of
subsistence™ {(para. 244).

Royal Commission on the Taxation of Profits and Income (1951-
1955)

3. The Royal Commission on the Taxation of Profits and Income i its
second report published in 1954 pointed ouc that the two functions of the
allowances — of exempting certain minimum mconies from tax and acting
as an instrument of progression — were fundamentally in conflict:

“The practice oflooking to the personal allowances and earned income
relief (since abolished) to provide effective exeniptions has had the
effect of distorting the tax structure at the lower end of the scale. in
that the starting point of lability is lower than 1t could reasonably be
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expected to be if the needs of subsistence are borne in mind” (para.
161).

4. The Commission explained that this system of allowances could not
act as an effective exemption limit without excessive cost in Jost revenue.
Whereas an exemption limir applied onlv to those at the bottom of the
ncome scale. allowances are granted o taxpayers throughout the system.
The cost of raising these allowanees to maintain their value as an effective
exeniption is thercfore very costly. The Commission proposed that a
specific exemption limit be reintroduced to overcome this problem. Low-
mconme groups could thereby be protected from the cffects of inflation
pushing them into the tax svstem, at a fraction of the cost involved in using
allowances for this purpose.

Commission on Income Taxation (1957-1962)

3. The Irsh Commission on Income Taxation in its Seventh Report
acknowledges the eftect that the allowances have in graduating the system:

“Personal income taxation is graduated to make it correspond broadly
with taxable capacity. taking into account the taxpayer’s family and
domestic responsibilities. Graduation js achieved by deducting certain
allowances from each person’s income in ascertaining the amount of
1t on which tax is to be charged”. (para. 3).

It went on to say:

“The personal allowances are in fact used in a rather indeterminate way
to perform a double function, to provide a scale of effective exemption
limits and also to provide some graduation in the tax payable by
persons having incomes exceeding the effective exemption limits”,
(para. 23).

6. The Commission finally opted for the subsistence view of personal
allowances:
“In our view the personal allowances should provide effective exemp-
tion limits for each class of person, without the need for a formal
exemption limit; and the effective exemption limits should be at least
as high as subsistence expenses, but need not take into account all
conventional or even unavoidable personal expenses’. (para. 24).

On this basis. the Commission recommended that

“the principle should be recognised that income tax should not be
payable on the income necds for minimum subsistence”. (para. 27),

7. The Government’s reply to this recommendation was contained in the
Second White Paper on Direct Taxation which stated that
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“it has always been recognised that income tax should not be payable
on the income needed for mmimum subsistence™. (para. 28).

The Royal Commission on Taxation in Canada (the Carter
Commission)

S The Carter Commission which reported in 1966 tock the opposite

ISTANE
W have not tried to oxclinde from personal eonme tas an alsolon
amount that purports to be the mcome necessary to maintin @ mim-
mivn standard of iving The ddea tharmcome taxes should not reduce
meonie betow sybarsrence s londable s meenoon. bat, we believe,
misconceived Subsstence has no absoluee meane, [oos the relative
positions of income and fimilies that are mportant. Furthermore,
poithier cxcmprons from ris per crediee gaansr v can cps e thar
cvery Canadian s o nnnimom mcome, s obeenve can only be
Lohieved through mereased v overnment raistor pas ments mvlading,

T TS U U A YU PP DR U S NG IRN S A

Lot L‘,\.Hll}:lL. roltnndab e cradiis

a< such cannot be used to help people without meome — those who

oo R B
Llost Hccd nep \\ 31 IR N R P

Report of the Select Committee on the Tax Credit
9. This report which was published by the Flouse of Commons m June,
1973 contained 4 number of questons to experts 1inits minutes of evidence.
Amongst these the tollowing question was put to Professor Brian Abel
Smith of the London School of Econonucs:
“Getting to this mimmmum expense of living - i has never been
maintained that the tax allowances and family allowanees should be
enough to meet the minimum expenses of the tamibv ™ {00 15364, p.
362,

To wlnch Professor Abel Smith rophicd:

“It has not been maimnained by any Governmentin this country because
if they did they would have been foreed 1o doar™.

The Australian Taxation Review Committee (the Asprey
Committee) :
10, The Asprey Committee which reported in 1975 had this to sav on the
subject:
"It may seem quite wrony and vertically nequitable to impose any
significant income tax on very low icomes, and this pomnts to 2
near-zero rate on such incomes. whatever the unwelcome implications

tor marginal rates higher up. In discussion of tax matters it is often
suggested that this dilemma can be escaped by one or other of two
devices. First, a universal personal allowance can be provided, as a
deduction from taxable income, tax only being paid on what remains:
the United Kingdom, the United States and Canada provide for a
universal personal allowance. Or sccondly, a non-reimbursable tax
rebare can be given cancelhing out the tax that would otherwise be paid
at these levels: New Zealand has recently introduced 2 rebate along
these liness But these are i facr exactly equivalent to makmyg the first
step a zero-rate — and they mostly serve to conceal the abrupt rise in
the ettective margimal rate when, at the point of exhaustion of the
allowance or the rebate, the marginal rate of the tax scale begins to be
erfectve. Universal tax allowances or non-reimbursable tax rebates are
merety techniques tor altering the actual progressivity of the tax seale,
It seems altogether simpler and less confusing to determine the pro-
gressivity of the meome tax on ity merits i the one obyvious place: i
the scale. The issue ot the amount of tax to be levied on low incomes
should not be obscared by artiticialities™ . (para. 14.19).

The Commiteee added:

“Tesecns essential to the Committee that decisions abourt the level of
thie first step. and the general shiape of the rate scale for low income
carners, should be made in the ight of some clear understanding of the
kinds of people 1t is who have these very low taxable incomes. That
information 1s currently not available. But it is reasonable to SUppose
that they are persons who are realising capital or receiving exempt
meomes from soctal services for only part of the year. And many
others may be a statistical illusion arising from a person with more
than onc job preferring to appear as two persons to the Commissioner,
At a umce when the minimum wage is over $4,000) a vear, it is clear
that few could in fact survive on these lower incomes if the latter were
a true measure of available resources for essential consumption”. (para.
1-4.205.

It Brendan Dowling in NESC Report No. 37, Integrated Approaches to
Personal Income Taxes and Transfers concludes

“in spite of the superficial resemblance between tax-free allowances
and objective measures of poverty line income levels we must view
the tax-free allowance structure as an itegral part of the progressive
mcome tax code, where the levels are determined independently of any
view about minimum tncome levels™ (para. 2.3).




APPENDIX 14

i EQUIVALENCE RATIOS APPLIED OR PROPOSED IN

el VARIOUS COUNTRIES*
-
i ) Single o . Couple
i ; Country Type Couple nouseholder Child seales | o children
i (2) 13) (4 (5) (6}
i LK (A} Supplementary 1.001al 061 iAge 04 7
; Benefit (1975 Age B-10 21
11 Age 11-12 26
i Age 1315 32 154
I Age 16-28 38 ,
' Average 27
LISA {B) US Departrment of | 1.00 (b} 060 Age 0-4 15
Health proposals Age 515 37 169
Age 16-18 52 i
Average 35
(C) US Federal 1.00 by 079 25 {c) ey
Government poverty e
measure {1974) =
Australia |(D} Report of 1.00 (b 061 Age 05 10 "
Commission of Age 614 17 {girl) 138
Inquiry intc Poverty A7 (bovi ’
(1975) _
Age 15+ 23 (girl)
27 {boy)
Average 19
Norway |{E) Bojer {1973) 1.00 b 0.58 24 (d) 1.47

Source:
{A) Ordinary rate of supplementary benefit at November 1975.
{B) and {C). The Measure of Poverty, US Department of Heaith, Education and Welfare 1976.
{D) Poverty in Australia. First Report of the Commission of Inguiry into Poverty 1975.

{E)} H. Bojer, The Effect on Consumption of Househoid Size and Composition, European
Economic Review 9 {1977}, pp 169-193.

APPENDIX 15
UNITED STATES SYSTEM OF AVERAGING

1. In this appendix we oudine the system of averaging which operates in
the United Stares.

2. Computational Steps

The computational steps are as follows:

() Compute “base period income™ by determining the average income
of the previous four years and multiply by 120 per cent,

{11} Subtract “basc period income” from current vear income. The
ditterence constitutes “excess income’; as long as it exceeds
U.5.3 3,000, this exceess amount will be subject to averaging.

(i) Compute tax liability on an amount of income cqual to the “base
period income” plus one-fifth of “cxcess income’,

{tv) Compute tax liability on “*base period income””.
(v) Compute tax liability on “excess income” (line 3-linc 4 x 5).

{(vi) Compute tax liability for current year (line 4 + line 3).

2. Assuming 1981/82 income tax rates, a current vear income of £20,000 |

and prior year incomes of £6,000, £7,000, £8,000 and £10,000) the operation
of the above averaging system in the case of a married man, if operated in
Ireland, would be as follows:

Step 1: Base period income: £6,000 + £7,000 + £8,000 + £10,000
= 831,000 x § = 87,750 x 1.2 = £9,300.
Step 2 Excess income: £20,000 — £9,300 = £10,700.
Step 3: Tax on base period income of £9,300 + ! of £10,700 = :
£3,023.50, ;
Step 4: Tax on base period income of £9,300 = £2 274.5(0).
Step 5: Tax on excess income (step 3 — step 4) multiphied by 5 =

£749 X 5 = £3,745.
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Step 6: Tax liability on current year income:
Tax on base period income of £9,300
(step 4)
Tax on excess income of £10,000 (step
5
)

i Tax lability with averaging
Tax liability without averaging

Saving

£2,274.50

£3,745.00

£6,019.50
£6,019.30
E},‘)_f}ﬁf ‘7

vo9ad 00

APPENDIX 16
THE SOCIAL SECURITY SYSTEM

Lo In this appendis we outline the main features of the social SCCUTITY
system wich particular reference to social insurance, health and redundancy
contributions.

The Social Insurance Systermn

2. The Department of Social Weltare administers schemes of social insur-

ance and soctal assistnce. Broadly speaking. the social imsurance services
arc contined to emplovees and the social assistance services are available for
self-cmployed and non-emploved persons. for cmplovees whao fail tor one
reason or another to qualify for social insurance services and. in the case of
children’s allowances, on a universal basis.

3. Total expenditure on social welfare services. mcluding the cost of
administration, amounted to £1,206.6 million in 1981 and 1s estimated to
amount to £1,576.8 million in 1982, Approximatcly 37 per cent of the cost
is devoted to social insurance benefits. The balance refers to social assistance
payments.

Historical Background

4.7 Social insurance in Ireland has its roots in the National Insurance Act,
1911. This Act consisted of two parts. The firse part was concerned with
the payment of sickness benefits, of a maternity benefit, of a disability
pension and the right to treatment in a sanitorium. All workpeople over 16
and earning less than £160 a year were compulsorily insured, as were ali
manual labourers, irrespective of their earnings. The second part of the Act
provided unemployment benefit to insured people 1n certain trades. All
benefits and pensions provided under the Act were financed trom contri-
butions from the employees, employers and the State and were administered
by non-profit making “approved societies”. Thus by the time the State was
established in 1922, the seeds of a social insurance system, albeit a limited
one, had been sown. Since then the system has developed i a piecemeal
tashion.,

5. In 1935, the Widows™ and Orphans' Pension Act introduced contrib-
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utory pensions for the widows and orphans of wage carners. In 1942, the
Insurance (Intermittent Unemployment) Act provided protection against
loss of income due to bad weather for manual workers in the building, civil
engincering and painting industries. In 1961, contributory old age pensions
for men and women over 70 were introduced. In 1967, the occupational
mjuries insurance scheme came into operation and provided bencfits to
nsured persons who suffer injuries in the course of their employment or
who contract specitied occupational discases. The range of services was
further extended with the introduction of rearement and iny alidity pensions
and death grants in 1970 and deserted wife's benetic in 1973,

6. n 1974 a pumber of important changes occurred. Subject to certamn
exemptions, compulsory insurance was extended o all cmployees of insur-
able age (16 vears upwards) and a restricted pay-related benefit and contri-
bution scheme was introduced. Up to 1974, all insurance contributions
were flat-rate but under the new scheme pav-related contributions and
pay-related benetits applied in the case of certain categories of workers
only. When origimally introduced. the pav-related benefir was pavable for
26 weeks but it has been extended on a number of occasions since then and
at present it may continue for up to 633 weeks provided the relevant fAac
rate benetic is also pavable. In April 1979, a tully pay-related insurance
contribution was roduced under which anplovees now pay a percenrage
of their income up to a set ceiling,

7. Upto 1933, the various social insurance schemes were administered by
a large number of approved non-profit makKing insurance societies, under
the general supervision of the Irish Insurance Commissioners. In 1933, the
National Health Insurance Act made provision for the amalgamation of all
these societies into a single body to be known as the National Health
Insurance Society. In 1947, the Department of Social Welfare was sct up
and it was given complete responsibility for all social insurance and assis(
ance tunctions. In 1956, the National Health Tnsurance Society was dis-
banded and its functions were placed under the control of the Minister tor
Social Welfare. The Social Welfare Act, 1952 creared a unified social
msurance scheme to replace the scparate schemes for unemployment,
national health and widows’ and orphans’ pensions which had operated up
to then.

Present System of Social Insurance

8. Under the present social insurance system, employees are entitled to
short-term benefits such as disability benefir, uncemplovment benetit, occu-
pational injuries benetir, treatment benefit and maternity allowance, which
includes a scheme of enhanced payments for women cntitled to maternity
leave under the Maternity (Protection ot Employcees) Act. 1981, in addition
to the following long-term payments:
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(1) Old age (contributory) pension,

(i) Retirement pension,

(iit) Invalidity pension,

(iv) Widow’s (contributory) pension,
(v) Deserted wifc’s benefit, and

(vi) Orphan’s (contributory) allowance.

9. The system is a contributory one, benefits and pensions being paid out
of the Social Insurance Fund, which is financed mainly by contributions
from cmployers and employees, with the Exchequer meeting the short-fall
between income and expenditure of the Fund each year. [nrecent yvears, the
share of the cost of the henefits borne by the employers has increased
significantly while that of emplovees and of the Exchequer has dechined.
The system 1s financed on the assessment or pay-as-you-go basis. which
means that current contributions are used for the pavment of current
benetits.

1. The standard rate of contribution tur 1982/83 is 19,11 per cent {includ-
mg 1 per cent for vouth employment levy. T per cent tor health, 0,30 per
cent for occupational injuries and (.01 per cent for redundancy) of which
11.61 per centis paid by the employer and is payable on any earnings up to
a prescribed ceiling derived from any insurable employment. (Sec Para. 29)
Contributions may be credited to an insured person in respect of any weck
of registered unemployment or certified incapacity for work.,

11. Pensionable age in the social insurance system Is at present 66 years,
at which age liability for social insurance contributions ends and old age
(contributory) pension is payable. Retirement pension is payable at age 65,
subject to retirement front insurable employment. The obligation to retire
does not apply to retirement pensioners after age 66, Invahdity pension is
payable, without reference to age, to an insured person who is permanently
mncapable of work.

12. To qualify for pension, a person must satisfy the contribution con-
ditions laid down for that pension. In the case of widow's {contributory)
pension and deserted wife’s benefit, the conditions may be fulfilled either
on the husband’s or the woman’s own insurance, while the conditions for
orphan’s contributory allowance may be fulfilled on the insurance of cither
parent or of a step-parent of the orphan. All pensions are flat-rate and
consist of a personal rate for the pensioner and, where appropriate, flat-rate
additional payments for dependants,

13, Since the abolition of the remuneration limit on 1 April, 1974, the
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social insurance system covers practically the whole of the employee field.
Social msurance 1s compulsory within that field for persons between the
ages of 16 and 66 but there is provision in the system to modify the
insurance coverage so that certain types of employment may be relieved
from tull insurance and covered only for the benefits considered to be
necessary for persons in those employments. The employments concerned
are mainly in what could be regarded broadly as the public sector, namely.

(1} estabhished civil servants,

(n} commssioned otficers in the defence forces and members of the
army nursing service,

fm) permanent and pensionable employees of tocal and public author-
ities and staturory transport undertakings,

(1v) pensionable teachers in national schools, secondary schools. com-
prehensive schools. reacher traming colleges and domestic science
traming colleges,

v

permanent and pensionable employees of voluntary hospitals or
voluntary organisations providing district nursing services where
there 1s adequate provision for pavment during illness. and

(w1} members of the Garda Siochina,

This power to modity has been used to limit social insurance coverage
of permanent and pensionable emplovees in the public sector and a special
rate of contribution is payable by persons in these employments which
covers them for widow’s {contributory) pension. deserted wife’s benefit
and orphan’s {contributory) allowance but not for the other pensions.

14, The targest group of working people excluded from social insurance
cover is the sclf-employed, including 160,000 farmers. (They can avail
themselves of the social assistance services if they satisfy the means test).
Doctors and dentists, whether selt-employed or not, are also excluded. The
continued exclusion of the self-employed has been due, among other factors
to the high level of contribution which could be required, in the absence of
an employer’s share, from an individual self-employed person, and to the
ditficulties and costs involved in collecting such a contribution. In 1978,
the Department of Social Welfare issued a discussion paper in which the
problems and prospects of devising a social insurance scheme for the self-
employed were aired. No further action has been taken on the matter to-
date.

15, Apart from the self-emploved. other groups of people are also
cxcepted from social insurance. Persons aged under 16 years and over 66
are not insurable, except for occupational injuries. Normally, rehigious are
also excepted from insurance. However, a representative authority may
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apply on behalf of a class of persons in religion to have such class of persons
who are employed as ministers of religion admitted into social insurance.
Church of Ircland clergymen so employed have in this way been broughr
mto the social insurance scheme., Finaily, those outside the labour foree,
including 182,000 students and 640,000 housewives. are not eligible for

social insurance in their own right, although thev may benetitas dependants
of an imsured person.

1

PO Clartam other cinplovments are also oxeluded from ol IESUT L
cover. These are:

10 Baiploviient b ones husband or wire, and

e Emploviment by oo presoribed member of the imnmedion fatnnily

rom the same honsehold where the work s in the hiotne or on g

e where both anpcbon e and cinploved 1 e

Foe tollowing cmplovments are wsurable for o upational juries ben-
TS vl

iy Casual emplovment in or ahour the emplover’s restdence.

e Subsidhary cmploviment owcpaeitiod fo el ke i L
the principal means ot Tivehhood, tor cxample. emploviment as g
polling clerk at clections or part-time cmplovment as a school
cleancer,

fmp Emplovment specitied as being of inconsiderable extent. This is
defined as emplovment tor less than eighteen hours per week where
the employee is not mainiy dependent on the earnings from the
job. A married person who works for only a few hours a week and
who is mainly supported by his‘her spouse is an example of this
kind of ernplovment.

(1v) Emplovmentunder contract of service as a doctor or dentist.

Contribution Conditions

7. The contribution conditions require a claimant to insurance benefits
or pensions to have a certain standard of insurance in order to qualify for
pavment. Aninsured person must have a minimum number of contribution

Sucn persons may benefie indirecthy a3 dependants of insured persons mthat the insured persons
mav clannmeredases of any ot the henetits or pensions for which they have cover in respect of their
dependants. The right o pavient lies with the insared person. However, housewives and students
may qualify i their own right for widow's feontriburorvy allowance. deserted wife's benefie or

arphan’s {contriburoryy allowances on the basis of contributions paid by the hushands or the
Farents as appropriate.
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weeks for which the appropriate employment contributions have been paid
or credited in each contribution year in order to preserve title to insurance
payments. Entitlement to the maximum rate of benefit usually depends on
having at least 48 contribution weeks in each contribution vear.

18. If an insured person has less than 26 contribution weeks in a contrie
bution year, they cannot qualify for uncmployment, disability, maternity
or treatment benefits throughour the whole of the following benefit vear.
Pension entitlement 1s determined by reference to the average nuniber of
contribution weeks over a defined period so thar a shortage ot weeks in one
year may be made up by a surplus in other vears. There are no contribution
conditons for the award of occupational mjuries benefit or pay-related
benetit.

19 Credited contributions are allowed automatically for weeks in respect
of which an insured person received disability: benefit, unemplovment
benefit, maternity allowance, invalidity pension or retrement pension.
Similarly. credited contributions mav be allowed for weeks in respect of
which an insured person received injury benetic or unemployment assist-
ance. Aninsured person who is incapable of work or genuinely unemployed
can obtain credited contributions even if they do not quality for the
payments mentioned carlier. In order to obtain these credited contributions
however, it is cssential for a person to send to the Department of Social
Welfare regular medical evidence while illness lasts or to sign the unem-
ployed register at the times and place appointed by the local office, for as
long as unemployment lasts.

20, The contribution conditions for the various benefits are summarised
i Table 16.1.

21, The contributton conditions for the remaining social insurance bene-
fits arc summarised in Table 16.2.

22, A person who has paid social insurance compulsorily for not less than
three years may, if he ceascs to be compulsorily insured, maintain and
improve the pension rights he had acquired by paying voluntary contri-
butions. The rate of voluntary contribution payable will depend on whether
the compulsory insurance had been at the full rate or modified rate of
contribution only.

Financing of Social Insurance Services

23. The general social insurance services are financed through the Social
Insurance Fund, which is funded on a tri-partite basis by employers,
employees and the Exchequer. By far the largest part of Fund income is the
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TABLE 16.1.

Contribution Conditions for Social Insurance Benefits

Number of
contribution
Minimum Weeﬁ?g or Number of
number of paid e Ezreed' ﬁ] last weeks of
contribution (1 lot insurable Duration of
Banel - weeks redy red - corrplete i empigymeant payrrert of
; | zante butior year . . i :
| ERetols) ‘ bafore the r.:qu‘re‘d W weneft
arrployrent ! i’ requaity for
commiencea ‘ DEQ'M'HQ o benefit
benefit yearin
whch claim is
! I Tade
I Min Max
Unerploymrenrt
Benefit f 26 | s 48 e 1390 days
i | | 312 days
‘ ; j 166 days
1
Cisapility Benefit | 156 | 26 48 — FIndefinitely to
! ) age 66
‘ 26156 | 28 48 |13requredor |52 weeks
i 156
contrbutions if ‘ |
‘ ‘ lace .4
! L \ |
Treatment Benetit
Under 21 26 — - — Related to cost
21-23 26 26 26 of treatment
23 and over 156 26 26 —
Maternity
Allowance 26 26 26 — 12 weeks
Maternity
Grant 26 26 26 —
Invalidity
Pension 156 48 48 — indefinitely
while in
retirement or
permanently
ncapable of
work
Death Grant 26 28* a8* . —
Pay-Related
Benefitt —

*Oraverage since aate of entry inlo insurance

tThs is a supplement to flat-rate disab Ity benefit, unemployment benefit and maternity
gllowance. The relevant contribut-on conditions apply.
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| TABLE 16.2 24. The sources of income of the Occupational Injuries Fund are as shown
| -
‘ . . 1 ele6,
: Contribution Conditions for Social Insurance Benefits 1 Table 16.4
i TABLE 16.4
| .
‘ Average number of contribution weeks . Lo
oaid or credited Sources of Income of the Occupational Injuries Fund
ii Oﬁ{ﬂ‘(}’gg‘ﬁg‘pﬂu&?g; : 1981 1982 (est'mate}
ij( Ronati S ;- Fre o, frr 2
;i Employer \ 120 876 15.2 89.4
b Other sources | 17 12.4 18 10.6
v g ST
| | atta g pensenr Totals 137 100.0 17.0 100.0
! ‘ ‘ spe
,fi s N N 25, The sources of income of the Supplementary Unemployment (Wet
it Comtrbotomy e o s Trme) Fund are shown in Table 16.5.
J
f{! Pers or 7 = e g
I'i R LR TABLE 16.5
1B Allcawancs ‘ 26 .
!!I:“ . : Sources of Income of the Supplementary Unemployment (Wet Time) Fund
i R IR
. fzeor o 2 45 I iy 3G 1881 1982 (estimate)
l{ . - . . - Ermn Ya fm %o
;“ WL e T s G : jals) : 24 2 P RLENIE T LT s inpioye | 0-90 50 0-90 50
‘ U e ay Employee 0.90 50 0.90 50
| ! ) Totats 1.80 100 1.80 100
Conirbutory Old Age I f | nsdrance m st be i
Pengipn “SE | 26 48 ‘ entered before age o |
‘ ! i 56 1 Social Assi . S :
[ e S B S ] ocia ssistance ervices

26.  The social assistarice services, including children’s allowances, are
almost wholly financed by the Exchequer directly, only a small amount
mploy- being provided by local authorities. The financing of these services is shown
1equer contribution. i Table 16.6.
ainly from income from
e Social Insurance Fund are shown

revenue trom the social insurance contributions of emplovers and ¢

ees. The other main item of Fund mcome is the Excl

The balance of the Fund’s revenue comes m

mvestments, The sources of income oftl

in Table 16.3. TABLE 16.6

Financing of Social Assistance Services
- 1981 1982 (estimate)
TABLE 16.3 £m % £m %
y Exchequer 490 .4 97 671.8 98 1
Sources of Income of the Social Insurance Fund : Local Autharities 10.3 2.0 12.1 18
Other sources 08 02 0.9 0.1
1982 lastimate) Totals 5015 100.0 6848 100.0 {
! |
! Employer :;
Employes Overall position
Exchequer
3 Other sources - 02 27. The total cost of social welfare services broken down by source of
Totals 689 6 100.0 8732 1000 -. mcome is shown in Table 16.7.
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TABLE 16.7

Financing of All Social Welfare Services

Source
£m %
Employers J 3549 294
Employees ! 136.4 113
Exchequer | 7009 HE 1 290 5 BE 5
Cta Autnortes : D 0 ‘ 19 nT
Othpe ap rons | 2.3 2 | 41 03
Totals 1.208.6 HR] | 1.576.8 000

Collection of Contributions

280 Since 6 April. 1979, 4 svstem of tully pav-related sociq] surance
contributons (PRSI has operated. These contributions from comployers
and emplovees are, for the vast majority of empiovees. colleeted by the
Revenue Commissioners through the PAYE SVSTenm of income tax colice-
tion. For the simall nimority of emplovees not on the PAYE system and tor
voluntary contributors. contributions are collected directlyv by the Depart-
ment ot Social Weltare. In addition to collection of PRSI contributions. the
PAYE svstem is used for the collection of information on the duranon of
vach emplovee’s insurabie employment on which entitlement o benetit
depends. and on his reckonable carnings which are used in calculating his
entitlement to pav-related benetir.

29, Under this system, PRSI contributions are payable as a percentage of
cach employee’s income up to a ceiling in each income tax year—the ceiling
being £8,500 in 1981/82 and £9,500 in 1982/83. The pereentage rate of
contribution payable depends on the class in which the emplovee is insured
There are twelve different classes each with a special rate of contribution.
The | per cent youth employment levy which is included in the PRSI
contribution from April, 1982 is on afl income and js not subject to a
celling,.

3. The supplementary unemployment or “Wet Time™ insurance contrie
bution, which applies only in the building, civil engineering and painting
trades 1s stll collected directly by the Department of Social Welfare by
means of stamped insurance cards. The PAYE system is now the main
system for the collection of both contribution income and data for msurance
records purposes under the social insurance system imcluding occupational
injuries insurance,

Redundancy Contributions

31, The Redundancy Payments Acts administered by the Department of
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Labour provide that certain insured workers who lose their Jobs through
redundancy will, if certain requirements are met, get a lump sum payment,
(Up to 1979 they also provided for weekly redundancy payments). The
lump sum payment is related to years of service and subject 1o an earnings
ceiling. It is paid by the employer who normally gets a partial rebate from
the Redundancy Fund. This fund used to be financed by cmployers’ and
employees’ contributions. Following the 1979 Redundancey Paynients Act
the employecs’ contributions were abolished as also were the weekly
redundancy payments.

Tax relief for Social Insurance Contributions

32, Prior to 1979, the amount of any emplovees’ contribution under the
Social Weltare Acts which was determined by the Minister for Social
Welfare to be referable to widow's (contributory) pension, orphan’s (con-
triburory) allowance, retirement pension, old age (contributory) pension
and death grant was aliowed as 4 deduction from ncome tor Income tax
purposes. Thesc benefits, with the exception of death grant, were charge-
able to tax and the allowance was Justificd on the grounds that to charge
the benefits and not to allow the contribution which went to secure them
would constitute double taxation.

33, Prior to 1979, the tax allowance in respect of social insurance contri-
butions was the same for identifiable clasces of taxpayers. With the change
to fully pay-related contributions in 1979, the deduction would vary with
income, which would make it very difficult for employers to give effect to
it. For this reason, it was decided that direct tax relief would not be given
in respect of any part of the pay-related social insurance contribution.
However, the saving to the Exchequer from not allowing relief on that
part of the contribution referable to benefits which are chargeable to tax
was taken into account in determining the rate of contribution, thereby
indirectly providing the appropriate relief in the aggregate.

34. On 22 Apnil, 1982, the Government announced that it proposed to
introduce a special income tax allowance of £312 to be granted in 1982/83
to all employees liable at the standard rate of social insurance contributions.
No allowance is being granted to those liable at lower rates of contribution.
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APPENDIX 17
COMPANY TAXATION IN IRELAND

I In this appendix we describe the historical development of the present
system of company raxation in Ircland. We also outline the main incentive
reliefs which now exist.

Historical Note

2. The system of company taxation. in its essentials. remained unch anged
between 1922 and 1976, Under that system, companies were charged to
two taxes on their profits — income tax and corporation profits tax -—
although the basis of the charge was not precisely the same for each of these
taxes. The combined effective rate in 1973 was 30 per cent approximacciy.

3. The Commission on Income Taxation made certain recommendations
in its Sixth Report' in relation to company taxatdon. These included the
tollowing:

(1} Corporation profits tax should be closely associated with company
income tax both in assessment and collection, and

{11} Company income tax should be charged on the income of account-
ing periods instead of fiscal years.

In 1ts Seventh Report,” the Commission considered the separation of
company and persenal taxation and concluded that it did not favour a
scheme of company taxation involving double taxation of that part of
company income which is distributed to shareholders.

4. Following the Commission’s reports, the question of the separation of
company and personal taxation remained dormant until the publication of
a White Paper ““Company Taxation in Ireland” in November, 1972.° The
White Paper proposed that the taxation of companies be rationalised by the
introduction of a single corporation tax at a rate of 50 per cent i place of
the dual system of income tax and corporation profits tax which gave rise
to a combined effective rate of almost 50 per cent. The tax system proposed

'Sixth Report. Pri 6039, 1961,
"Scventh Report, Prl. 6381, 1962,
Prl 2628
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was an imputation system. Under this system, on payment of dividends,
it was proposed that an amount equivalent to the tax to be imputed to
shareholders would be paid to the Revenue Commissioners. This would
represent for the company an advance payment on account ofits corporation
tax liability for the accounting period in which the dividends were paid.
The White Paper invited interested persons to make known their views
about these proposals.

5. Tollowing a period of consultation. a second White Paper “Proposals
tor Corporation Tax™ was published in March, 1974, This contained a
decision by the Government to intreduce a single corporation tax in place
of income taxand corporation profits tax on company profits. The proposal
to mtroduce an advance pavment of corporaton tax on pavment of divi-
dends was rejected o the grounds that it would have an adverse effect on
vash flow and reduce the funds available or isvestment in new machinery
and plant.

6 The Corporation Tax Act 1976 ciacted the remaning. proposals
contained in the Second White Paper, and this torms the basis of the CXISting
svstem of corporation tax.

Incentive Reliefs

7. A basic objective of Insh economic policy since 1922 has been to set in
motion and sustain a rate of economic development which would achieve
a rate ot employment-creation leading to the elimination of involuntary
emigration and the reduction of unemployment. It became clear that, in
the circumstances in which the Irish economy was placed, these aims could
be achieved only through industrialisation. Incentives and inducements to
stimulate industrial investment became a feature of economic policy.

8. Tax reliet for profits from exports was introduced in 1956, The effect
of the relief originally was that for a five-ycar period the tax on profits
from new export sales of manufactured goods (or from an increase in
export sales of such goods over the sales in a standard period) would be
reduced by 50 per cent. In 1957, the rate of relief was increased to 100 per
cent and, in 1938, the number of years for which relief was available was
increased trom tive to ten. Further improvements were made between 1960
and 1969 and the present position is that profits of a company which
exported qualifying goods before 1 January, 1981 obtain full relief for up
to fifteen years and partal relief for an additional period of up to five years.
Companies which did not begin to export goods prior to 1 January, 1981
donot quality for export sales relict, unless they received a written assurance

trom a person dulv authorised by the Mimster for Finance to the effect that
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the company should qualify and fulfilled certain conditions during 1981,
The relief is due to expire on 5 April, 1990.

]

} 7 9. With effect from 1958, the profits of a company from certain “cxempted
' trading operations” carried on m the customs-free area of Shannon Airport
i were exempt from tax. Like export sales relief, this exemption ceased with
effect from 1 January, 1981, except in the case of trading operations APPENDIX 18
exempted betore that date. or trading operations commencng atter that
i date m respect of which an assurance had been given betore 1 January, 1951, i STATEMENT OF STANDARD ACCOUNTING PRACTICE
ot by a person authorised by the Minister for Finance, that the trading ! NO. 16 (Part 3)

opcrations would be regarded as exempted, in which cases the exemption
may continue until 1990 Exempred trading operations include

; : - ; — roduction
i (i) export sales ot goods produced. manutzctured or processed in the Int

arport ! In this appendix we reproduce Part 3 of the Statement of Standard Account-
T _ - _ my Practice Noo I6 1ssued by the Accounung Standards Commutrer on
(11} export sales ot unported goods: K . . ‘ - :
) Current Cost Accountng.
(i1i) the rendering of services relating to thic use of aircratt. and

Scope

; (iv) other trading operations which contribute to the use or develop-
| ment of the airport. “36. This standard applics to all annual financial statements intended o
f give @ true and fair view of the financial position and profit and loss other
i 10, With etfect from 1 January. 1981 untt 31 December. 20000 2 company than those ot entines tatling within the catcgories listed below:
‘ which has profits from saics (whether export or domestic) of goods which . . . _ ‘ |
_ . P . ( . F ) T EOOES ¥ {a) entities which do not have any class of share or loan capital hsted |
it has itself manufactured within the State or from the provision, within the . i . , .
. ” N ) . . o _ on The Stock Exchange and sansfy at least two of the following
State, of a manutacturing scervice, may claim relief from corporation tax, three criteria: . ‘ :
41 such that the effective rate of corporation tax on those profits will not ' h
+H exceed 10 per cent. This new rehief replaces export sales relief and Shannon
h relief which terminated on 31 December, 1980, subject to certain excep-
h _ tions, as outlined in paragraphs 8 and 9 above. The corporation tax referable
i; :

(1) they have a turnover of less than £5,000,000 per annum,

(i1) their balance sheet total** at the commencement of the rele-
vant accounting period is less than £2,500,000 as shown in the

to a company’s sales of manufactured goods 1s, broadly speaking, deter- N o o
; o . ) ; . historical cost accounts; and
: mined by reference to the proportion which its receipts from sales of
b manufactured goods bears to its total sales. The new relief extends also to (1) the average number of their emplovees in the United Kingdom
profits from certam service activitics carried on at Shannon Airport, profits (UK entities) or in the Republic of Ireland (Republic of Ireland
I from sales of mushrooms cultivated within the State and fish produced on entities) is less than 250;
: a fish farm within the State, profits from the provision within the State of

(b) wholly owned subsidiarics of companics or other entities where

a service of repairing ships and profits from the provision within the State
of design and planning services connected with engineering works executed
outside the territories of the member States of the European Community.

11.  Distributions treated as having been made out of profits which have
been granted the new relief (that is, effectively charged at a rate not
exceeding 10 per cent) are liable to income tax 1n the hands of resident
non-corporate shareholders subject to a tax credit of one-eighteenth ot the
distribution. The lower rate of tax credit also applies on the redistribution
by a company of distributions carrying the tax credit of onc-cighteenth
which are received by it from another company.

350

the parent 1s registered in the UK or Republic of Ireland. This
exemption docs not apply where the parent 1s exempted under {¢)

or {d) below;
(¢} (1) authorised insurers,

(11} property nvestnient and dealimg enuities, with the exception
of such entities as hold the propertics ot another eneity within
the group to which this standard docs appiy; and

(111} investment trust companies, unit trusts and other similar long
term investment entities; and
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(d) entities whose long term primary financial objective is other than
to achieve an opeating profit (before interest on borrowing); such
entities may include charities, building societies, friendly societies,
trade unions and pension funds.

Wherc an entity exempted under {¢) or (d) above has subsidiaries which arc
not themselves exempted under these sections and which collectively exceed
the Timit in (a) above. the group accounts should mndude consolidated
CUTTENT COsTmbornimtion in respect of such subsidiarios.

47 Annual tinancial statements of entitics commg within the scope of the
standard should include. in addition to historical cost accounts or historieal
COSEINEOTIMATION. CUTTCRE COSE aCCounts prepared moaccordance with this
standard. The current cost accounts should contain 4 profitand loss account
and balance sheet. together with explinatory notes. disclosing the intor-
Maton set out i paragraphs 33-39.

8. This requirement to include cirrent cos accounts inoaddivion 1o
historical cost accounts or historical cost mtormation can be complied with
by

(Al presenting histarteal cost accounts 2y the Bain aocoutns i -
plementary current cost accounts which are prominently displayved;
or

(b

e

presenting current cost accounts as the main accounts swith SUp-
plementary historical cost accounts: or

(¢} presenting current cost accounts as the only accounts accompanied
by adequate historical cost informartion. The historical cost disclo-
sure requirements will be clarified when the EEC Fourth Direerive
is enacted in UK/Irish law. Mcanwhile. an CNLLY preparing current
costaccounts as its ondy accounts should provide at least sufficient
intormation to cnable the user to ascertain the historical cost profit
of the period under existing conventions.

The current cost profit and loss account

9. The current cost operating profi* is derived by making the following
main adjustments to the historical cost trading profit {before interest on net
borrowing*) ro allow for the impact of price changes on the funds needed
to maintain the net operating assets*:

(@) relation to fixed assets, a depreciation adjustment being the
difference between the proportion of their value to the business*
consumed in the period and the depreciation cateulated on the
historical cost basis:

e e

(b} in relation to working capital:

(1) a cost of sales adjustment beng the difference between the
value to the business and the historical cost of stock consumed
in the period; and

(1i) an adjustment based on monetary working capital*,

Ty et

S Where a proportion of the ner OPCTATMYE eSS Hnance.
borrowing, a cearing adiistment s required in arriving at the Clrrent cost

proficaceriburable to the sharcholders. This should be caleulated by

fah expressing net borrowmg as o proportion of the et CPCeratling
ARSULs USING averagy tigures tor the vear from the current cosr
balance sheets: and

by multiphving the total of the charaes or eredies made o allow tor
the mipact of the price changes on the net operating assets of the
business by the proportion determined ar (a).

Fins adjustment. normallv a credie. could be a debit it prices fall.

o1 No gearme adjustment should be made in the proficand foss accounts
of Navonalised industries m view ot the special nattire of ther capical
structure. Accordingly, insuch cases interest on their nert barrowing should
be shown atter taxation and extraordinary items,

52 The treatment within the current cost profit and loss account of gains
and losses on asset disposals, extraordinary and exceptional items, prior
vear items, income from associates, group consolidation adjustments.
minority interests and the translation of foreign currencies. should where
pracucable, be consistent with the definitions of protic set out in this
standard. Where this is impractcabie the treatment adopted should be
disclosed m anote to the current cost accounts.

The current cost balance sheet

33 Assers and labilities should be included in the balance sheet, as far as
practicable. on the following bases:

(a) Land and Buildings, plant and machinery and stocks subject 1o a cost of
sates adinstment — at their value to the business.

&) dnvesients in associated companies — cither ar the applicabic pro-
portion of the associated companies’ net assers stated under this
standard or. where such information is not readily avaiable. at
dircctors” best estimate thereof. Allowance for premium ar dis-
count on acquisition should be made as stated under {¢) below .

Other frivesnments (excluding those treated as current assets) — at direc-
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tors’ valuation. Where the investment is listed and the directors’
valuation is materially diffcrent from mid-market value, the basis
of valuation and the reasons for the difference should be stated.

id

—

Intangible assets (excluding goodwill) — at the best estimate of their
value to the business.

(¢} Gueodwill (presiivm or discount) arising on consolidation — on the basis
setout m SSAP 140 Where voodwill s carried ac an amount :
ostiblished botore the imtroduc ion o1 SSA P 141t should be reduced !

o the extent that 1t represents revaluation surpluses relating 1o
assets held ar the dare of the acquisition.

t Clarrent assers, other than those subjedt 1o a costof sales adinstinen — on
the historical cost basis, !

Lo Al iabilinies = an the historieal cost basis

54 Reserves i the current cost balance shect should include revaluation ;'
surpluses or deticirs and adiastments made ro allow for the Inpact of price
changes e armving a current cost proft artributable to sharcholders.
Amounes ro reduce assets from ner current replacement cost 1o recoverable
anount® sihould be charged to the protic and loss account,

Contents of accounts
Profit and loss accounts

53, The current cost profic and loss account <hould show (not necessarily

n this order):
(a) the current cost operating profit or loss;

(b} mterest/income relating to the net borrowing on which the gearing

adjustment has been based:
(¢) the gearing adjustment;

{d) taxation;

{¢) extraordinary items; and

(f) current cost profit or loss (atter tax) attributable to sharcholders.
56, A reconciliation should be provided betweent the CUTITCNt cost oper-
ating profit and the profit or loss before charging mreresc and taxation

calculated on the historical cost basis giving the respective amounts of the
tollowing:

(a) depreciation adjustment:

'SSAP 14-—Group Accounts—Statement of Standard Accounting Practice. e e
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(b) cost of sales adjustment;

(c) monetary working capital adjustment and, where appropriate,
nterest relating to monetary working capital; and

(d) other material adjustments made to protits calculated on the his-

torical cost basis when determining current cost operating profir.

Pho adiosrmients tor cost of sales AlG onetary working caprtal mav he
cornbined.

Balance sheet

57, The current cost balance sheet (which mayv be in summarised form
whenatull bistorteal cost balance sheet s disclosed 1 should show the assers
and labiliues of the entity on the bases required by this standard. Notes o
the balance sheet should disclose the totals of et operating assels and ner
borrovwing and their mam clements. The balance sheetshould be supported
by summarics of the fixed asset accounts and the IMOVENCIS On TesCrves.

Notes to the accounts

58, The notes attached to the current cost accounts should describe the
bascs and methods adopred in preparing the accounts particularly in relation
to:

(a) the value to the business of fixed assets and the depreciation
thereon;

(b) the value to the business of stock and work in progress and the
cost of sales adjustment;

{¢) the monetary working capital adjustment;
() the gearing adjustment;

(¢} the basis of translating foreign currencies and dealing with trans-
lation differcnces;

{f} other marterial adjustments to the historical cost information; and

(g) the corresponding amounts.

Earnings per share

39, Listed companies should show the current cost carnings per share
based on the current cost profit attributable to cquity shareholders before
extraordinary items.
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Group accounts

60. A company which is the parent company of a group and which is
required to produce current cost group accounts should produce such group
accounts in accordance with the principles set our in this standard. It necd
not however produce current cost accounts for itself as a single company
where historical cost accounts are the main accounrs, ) (

Corresponding amounts

G Inallaccounts propared m accordance with this standard correspond-
mecamounes for the preceding period should be stared. However unless
current cost accounts are the mamn accounts corresponding amounts need
vty be mcluded ror the firt period for which current COST accounts are
prepared i they are readiby avaslable,

Relationship with other standards

o o 1
SUoaddodnis AP

Pt standirds sacied Bor e with Birorel o
T CUITENEt Cost accounts exvept where a conflict exists caused by the
conceprual ditterence berween the svsiems The fonr fundamenty! Lo
g concepts i SSAP 2 should be obeerved and mrermation on IRRIRESRSASR
pohcws should be wivan The souree and apphcation of tunds statciment

required by SSAP 10 should be compatible with the main accounis,

Date from which effective

63, The accounting practices set out in this standard should be adopted as
soon as possible. They should be regarded as standard for annual financial

statements relating to accounting periods starting on or after Ist Japuary
1980 ‘ ‘ '

*As detined i the detinitions section of the scandard
L3 e . . . “rh - I | 1 i N )
For the prirposes ol ths parazraph. the Balie saeet tonal Jetined s e ol o e
tolowings sacts:
Fixved assets inet ook valuet other tun investinenss
Iirvestments

Current assets mcluding prepavients and aceraed ncome hefore deduction ot currene
Habilitie
Habiliriesy,

APPENDIX 19
CURRENT PURCHASING POWER ACCOUNTING

Lo tus appendix we set out the principles of current purchasing power
accounting, examine its development and illustraze how it would be oper-
ated in practiee.

The Principles of Current Purchasing Power Accounting

2. Current purchasmy power (CPPY accounts focus on the chanee in the
general purchasing power of money over a period as reflected by the change
in the Consumer Price Index. Prior vear tigures and transactions during a
period are translited into common units of purchasing power and gains or
losses on holding monetary assets or labilities are taken to the profic and
loss account. Accounts restated in CPP terms are intended to show the
exeent to which the purchasing power, which the sharcholders have invested
in a business, has been maintained over a period.

3. The purchasing power method of inflation accounting is based on the
assumption that the most significant problem arising for the preparation of
accounts during a period of high inflation is that the conventional unit of
measurement -— moncy — becomes unstable and changes in value too
rapidly to be useful as a unit of measurement. The central feature of the
purchasing power method is the adoption of a different unit of measurement
— the “‘purchasing power unit” — in place of the monetary unit. The
objective of the method is to cnable accounts during a time of changing
prices to be expressed in a unit of measurement which has a constant value,
and 1s therefore more usetul than the monetary unit. Thus it is suggested
that the balance sheet should show the amount of “purchasing power”
represented by the company’s et assets rather than the amount of money;
and that the protfit and loss account should show the amount of “*purchasing
power gamed or lost during the vear.

4. Because CPP oaccounting s concerned with showing the effect of
activities during the accounting period on the purchasing power of the
equity of the shareholders or proprietors. 1t uses an index of the change in
the power of money to purchase commodities of the type that consumers
m general buy. The Consumer Price Index is widely regarded as the best
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available indicator of changes in the general purchasing power of money to

consumers and would, therefore, be the most appropriate index for the
preparatton of CPP accounts.

Historical Background

5. Inflavion accounting has been under discussion within the protessional
weountng bodies i e Unired Kingdom and reland for Many vears,
Comments on the etfeces of changing prices on stock valuation and the
proper treatinent of additonal amounts provided fron: profits for the
replacement of tixed assets appeared i Recommendations N.9 and N ),
wssued by the Institure of Chartered Accountans in England and Wales,
carly as 1945, However, the first formal proneuncement by the Instirute on
the offecr of changing price levels on accounts appeared 1 1949 in Rec-
ommendation N2 This discussed the problems arising for COMpanics
when prices are rising and mcreased amounts of capital are required to
replace assers consumed in the course of business. and recommended thar
Canyamount set aside to Anance replacements (whether of fixed or curreng
assets) at enhanced costs should not be treated as a provision which must
be made before profit for the vear can be ascertained but as 4 ransfer to
reserve” Tt also suggested that fixed assers should not. in general, b
wratten up for balance sheet purpose

48

.
s on the basis of estimared replacement
costs. The current purchasing power method was not mentioned in N. 12,

6. In May, 1932, the Institute issued a further Recommendation, N.15,
“Accounting m relation to Changes in the Purchasing Power of Moncy”,
which discussed the problem in greater detail and examined some of the
methods of tull-scale inflation accountig, including the “index method of
adjusting accounts to reflect changes in the purchasing power of mongcy’”’
(as the CPP method was then called) pointing out therr relative advantages
and limitations. The statement concluded that none ot the procedures which
had been put forward — including the “index method” — was an acceptable
alternative to the existing principles based on historical cost and re~empha-
sised the recommendation contained in N.12. However, it was also sug-
gested that companies should consider experimenting with methods of
measuring the cffects of changes in the “purchasing power” of money on
profits and on financial requirements. The Institute of Chartercd Account-
ants of Scotland made a similar recommendation to its members in 1954,
During 1952, the Institute of Cost and Works Accountants and the Asso-
ciation of Certified and Corporate Accountants both published books which

advocated accounting for price level changes, mainly on a replacement cost
basis,

7. Following the publication of N. 15, the Council of the English Institute
nvited other professional bodies to join with it in further study of the
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subject. Two mectings were held during the next 18 months but no
agreement was reached on the method of inflation accounting which should
be adopted and the discussions were closed without any further recom-
mendations being added to the Institute’s statement in N.15.

8. During the next 15 vears the subject ot inflation accounting appears to
have fallen out of prominence and the accountmy bodies made fow public
statenicits about it Tis miav m part have been due to the relatively small
mercase meprices during dhis e However, furiher rescarch into the
subject was undertaken by the accounting bodies during these vears and as
rates of inflason began 1o merease atter 1967, inflation ACCOUBNUNY again
bevan o attract attention,

Vo T 1968, the Research Foundation of'the nstitute of Chartered Account-
ants - England and Wales published a paper entided "Accounting for
Stewardship m a Period of Infladon ™. This discussed the nupact of infation
cocompantes and deseribed i some detail the pracucal procedures required
to adjust accounts tor changes in the “purchasimg power”™ of money-.

foo The Accounting Standards Steermg Committee (ASSC) began o
consider the subject ot inflation accounting soon after its formation in 1969,
in 1971, the Accounting Standards Steering Committee authorised the
publication ot a paper entided “Inflation and Accounts — Discussion Paper
and Fact Sheet™ which had previously formed the basis of a discussion on
accounting for changes in the purchasing power of moncey at two plenary
mectings of the Committee. The paper suggested that companies should
continuc to publish accounts on a historical cost basis but that in addition
a supplementary statement should be presented showing the result of
converting the conventional accounts into §s of current purchasing power
(CPP) using a “gencral index of prices”. The method of conversion pro-
posed was the same as that put forward in the paper “Accounting for
Stewardship ina Period of Inflation™ published by the Research Foundation

of the Institute of Chartered Accountants in England and Wales three vears
carlier,

IT.In January., 1973, the Accounting Standards Steering Committee
published Exposure Draft 8 {(E1)8). " Accounting for Changes in the Pur-
chasing Power of Monev™. which was based substantially on the ideas put
forward in the previous Discussion Paper. It was suggested thac the require-
ment ro produce supplementary CPP statements should apply initaally only
to quoted companies. The Exposure Draft proposed that the index to be
used for converting the accounts should be the Consumer Price Index byt
atter turther discussion with the Central Statistics Office on the choice of
the most appropriate index. the ASSC recommended in December, 1973
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that the Retail Price Index should be used. Alsoin 1973 4 two-volume book
“Accounting for Inflation: A Working Guide to the Accounting Proce-
dures” was published by the Trustees of Chartered Accountants’ Trust for
Education and Research of the Insticute of Chartered Accountants in
England and Wales. This publication contains a detailed description of the
accountng procedures required to put the CPP method into practice.

[20 Farly o 1972 the Contederation of British fndusiry (CBI) st up «
comnuttee under the Chairmanship of Sir David Barran to examine the
prodlems posed by the effect on fmancial statements of changes in the
“value of monev” The Commirtec maintained close contact wich the
ASSCand in January, 1973 1 issued AN INterim report concluding that
mtation accounting was desirable and that the ASS(s proposals should be
supported although with some reservations. A final report was issued in
September. 1973 which resolved some ot the reservations expressed carlier
and agreed that the EDY proposals should be adopted by all quoted
companies and by 4l corporations m the public sector.

3. On 25 Julv, 1973 the then British Secretarv of State for Trade and
Industry announced his intention ro sctup a Committee of Enquiry on the
whole subject of inflation accounting. (This Committee was tormally
estabhished in January | 1974 under the chatrmanship of F.E. . Sandilands).
Following the Seeretary of State’s announcement the ASSC decided o
proceed with the preparation of 4 provisional Statement of Standard
Accounting Practice (PSSAP) based on EDS. This was published on 14
May, 1974 as PSSAP7.

14, The main features of PSSAP7 are described in the standard itself
These are as follows:

“(a) companies will continue to keep their records and present their
basic annual accounts in historical pounds, i.e. i terms of the
value of the pound at the time of cach transaction or revaluation;

{b) in addition, all listed companies should present to their share-
holders a supplementary statement in terms of the value of the
pound at the end ot the period to which the accounts relate;

(c) the conversion of figures in the basic accounts utto the figures in
the supplementary statement should be by means of a general
mdex of the purchasing power of the pound, and

(d) the standard requires the directors to provide in a note to the
supplementary statement an explanation of the basis on which it
has been prepared and it is desirable that the direcrors should
comment on the signiticance of the tigures”.

15, In September, 1975, the Committee of Enquiry published their report
“Inflation Accounting: Report of the Inflation Accounting Committee’ In
the report the Committee acknowledged the valuable contribution to the
subject of inflation accounting made by the issue of EDS and PSSAP7 but
considered that “the most fruitful line of development in inflation account-
mg” fay in the development of 3 svstem based on the principles of value
accounnng which shosws the specitic eftect ot inflation on mdividual com-
puntes. Accordinglv. they recommended that a svstem known as Current
Cost Accounting should be developed. The Commiceee did not consider in
any great depth the question of whether or not Cuarrent Cost Accounting
was suitable for taxadon purposes. Instead. they recommended that glven
a rapid decline in the purchasing power ot monev “a further general review
of the busis of taxation of profits and income™ should he undertaken. Such
wreview they felt was outside their terms of reterence. The use of CUPFent
costarcounts s a4 basts for taxation is dealt with i Chaprer 26 of our
reporg.

Differences between CCA and CPP

oo bhe essential ditference berween the philesophies embodied in the
COA and CPP methods of mnflation accountng is that CCA responds to
changes in the price of goods used by a business. while Cpp recognises
changes i the value of money. ot its purchasing power in general. CCA
Is concerned with protecting the substance of the business as an entity in
itsclfbefare reaching profit, and allocating the increased cost of maintenance
to the two classes of financial interests in the business, namely the providers
of debt and equity capital. CPP, on the other hand, proteces the general
purchasing power of the invested capital, sceking to maintain the oppor-
tunity tor alternative investment on the implied assumption that the existing
tivestment could be withdrawn. It should also be noted that under CPP,
fixed assets and stocks cannot be stated at more than their value to the
business, that is, their CCA value,

Preparation of CPP Accounts

17 The preparation of CPP accounts starts with the historical cost
accounts to which certain adjustments are made. Capital allowances for tax
caleulated on the basis set out in paragraph 26.65 would replace deprecia-
tion. The only other adjustments required to arrive at CPP profit are in
respect of the cost of sales and purchasing power gains and losses on
Mmonetary liabilities and zssets. These are illustrated by reference to the
example in Table 9.1,
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TABLE 19.1
Accounts for year ended 31 December, 1981

Profit and loss account Historical ' Current
Cost Basis purchasing
| Power Basis
|
] | £000s J £000s
urnover ‘ '
i 6%.000 ! 70919
1radng Prah : 4200 | 3.536
Corporation tax | 700 i 200

Profit attnbutable to shareholders ( \37’.560 ‘ _2 8736
Proposed dividends | 300 | 4300

! ‘ o
3.200 | 2,538

Historical Cost Balance Sheet at 31 December, 1981

Reta:nea profit of the year
R PR YRer

_

i 1981
L E‘OEJU s £000's
17502 | Fxedassess i | 12_207
Current assets: I
2,000 Cash { 3.000
6,000 i Stock | 8,000 |
2,000 Trade debiors TOECT
17.000 | | 21500 |
Current liabilities: | i
5,000 Trade creditors ‘ 6,000 [
1,000 HP.creditors 700
3,000 Overdraft I 2.300
750 Taxation 700
250 Proposed dividend 300
10,000 10,000
7.000 Net current assets 11,500
18,502 [ J 23,702
6.000 | Share capital | | 7.000
} 5,502 Reserves ‘ J 9702
| Shareholders’ capital | |
[ 11502 | anc reserves | 16702
| 6000 | Convertible debentures l | 6000
1,000 Deferred tax 1,000
18,602 23,702
I ! ] |
18. The adjustments are calculared as follows:
(a) CPP cost of sales adjustment 000’
Opening stock  (HC) 6,000 x 123 (a) = 7.687 Increase 1,787
96 (b)
Closing stock  (HC) 8.000 x 123 (a) = 8.339 Increase (339)
g (0
1,348
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{b) Purchasing power gains and losses

(i) Short-term monetary position HC CPP CPP
£000’s £000’s Gain/

(Loss)
£000’s

Position at 1/1/81

Current asscts 11,000 13,667 (2,667)

Current liabilities 10,000 12,424 2,424

Net current asscts 1,000 1,243 {243)

Net cash flows during year 2,500 2770 (2703

Position at 31/12/81 3,500 4,013 (513)

(n) Long-term monetary position

Convertible debentures 7.000 7.000

Purchasing power at 31/12/81

= 7,000 x 123 (a) 8.6497 1,697
7 .6 s

99 (df)

net adjustment 1,184
Depreciation, say {500}

Fotal net adjustment  (664)

Relevant consumer price index figures

{a) index 31 December, 1981 = 123
(b) index mid November, 1980 - average date of purchase = 96
(c) index mid October, 1981 — average date of purchase = 118
(d) index 31 December, 1980 = 99
(c) (index 31 December, 1981 + index 31 December 1980) - 2 = 111

The monetary position at the beginning of the year has been expressed in
pounds ot the purchasing power at the end of the year by applying the
indices “y It has been assumed that cash flows accrued evenly over the year
and thesc have been adjusted by applying the index .
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APPENDIX 20

DEPRECIATION OF ASSETSFOR TAX PURPOSES

oo Tas Jegislavon hoas alwavs drown o disuncton berween capital and
meomes Asaresudt capinad eaperditure sonor allowed as o Jeducton Tor
the purposes ot the taxation of meome and profies. However, the Taet that
fixed dssers mav be consumed i the producton ot acone s recognised by
the provision of capital allowances sohet are deducred trom vome tar s
purposes. The svstem o capraal allosvancess which has been subjpecred 1o
frequent changes. s the product of two distinet motives. There iy the
politioal orccoraiine cent o e o P s e T the e sl e
nition that depreciation of capital assers has o be made vood from revenue
pruﬁtx. _1'11\[if‘\ My the settme oft ot the cosr ot the imvesomenr ILREIAN ir_wnﬂv.

FaT s purposes,

Present Position

20 Capual allowances are granted tor chargeable periods. that s, account-

g pertods i the case of companies hable to corporation tix. and vears of

assessment 1 the case of persons lable to income tax. This means that the
amount of the allowances 1s compured by reference to events occurring in
anr accounting peried {companies) or ina basis period for a vear of assess-
ment (ather persens),

Y The capiaal allowances granted in Ireland are as tollows:

(1) Planr and Machfiery

There is an amal allowance tor the wear and tear of plant and machinery
in use for the purpose of a trade. protession, vocation or cmplovinent at
the end ot'a basis or accounting period. In the tirst period of claim, the
allowance 1s calculated by reference to the gross historical cost of the item,
tgnoring grants from any source. In subscquent periods. the allowance is
caleulated by reference to the cost as reduced by allowanees tor previous
periods, Lo, the written-down value.

The taxpayer has the oprion of claiming up to 100 per cent of the cost of
new (that 15, unused and not sccond-hand) plane and machinery (free
depreciation) for the first period in which it is in use. Should he claim Iess
than 100 per cent in the tirst period. he may claim the balance in a subsequent
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period, or periods, subject to the provision that the minimum claim for
any period is to be the wear and tear allowance which could have been
claimed if free depreciation has not been claimed. Annex I shows the
various rates of annual allowances.

(1) Maror Tehiicles

Free deprecianion does not apply to motor vehicles, The rate ol annual
alfowance which s applied to such vehieles 15 200 per cont of the histoneal
cost on the reducing balance. The annual allowances on passenger motor
cars purchased on or after 29 Januarv, 1970 and costing more than ¥3.500
are compured as though the cars had cost Y3500, The relevant Limit is
L2500 on cars purchased 1 the pertod berween 16 Mav, 1973 and 28

[anuary, 1976,

iy Darial allowanee

Aniital allowance may be granted i orespect of capital expenditure
incurred on new plant and machinery (other than motor vehicles) in an
accounting or basts pertod 1or the purpose ot a trade or protession. The
allowance also (ipp]i(s 1o sceonnd haid sllip:-.. The rare of initial allow Ance s
at present 100 per cent. Annex [ contains the rates of mitial allowance
apphcable. It 35 important to note that both initial allowance and free
depreciation cannot be claimed on the same expenditure. In addition, the
total of annual and inital allowances is limited to the historical cost of an
irem. However, mitial allowance may be due in certain instances where
tree depreciation is not — for example, where expenditure has been incurred
but the plant and machinery has not vet been brought into use.

(v) Balancing Allowances and Chaiges for Plant and Machinery

Balancing allowances and charges may arise when one or more of the
following events occurs in a period:

{a) An item of plant and machinery on which initial or annual allow-
ance was granted is sold or otherwise disposed of.

(b) Such anitem ceases permanently to be used for the purposes of the
trade or profession.

{c) The trade or profession ccascs.

Where the sale proceeds realised on an item are less than its written-down
value a balancing allowance is granted of the difference. Where the sale
proceeds exceed the written-down valuc a balancing charge 1s made of the
difterence. The balancing charge cannot exceed the aggregate of mnitial and
annual allowances previously obtained on the item. For purposes of com-
puting balancing allowances and charges, grants obtained on the purchase
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of an item are treated, in effect, as capital allowan
deducted from the written-down value. The calculation of the balancing
allowance or charge is made by refcrence to the resultant figure. In a case
where the figure is negative, it is adminiserative practice to confine the

balancing charge to the amount of the proceeds of the disposals of the asset.
This may be illustrated as follows:

ces obtained and are

Cost of asset 1003
Girant J3
Net cost 6H3
Caprtal allowances 10
Written down valuce —35
Sales procecds 40

Balancing charge H (not 75),

A taxpaver may elect to reduce the cost ot the repi
any balancing charge arising on the disposal of the jcem When the replace-
ment is disposed of. any balancing allowance or charge arising will (ake
account of the balancing charge previously withheld.

acement of an item hy

(VY Dedvsirial Buildings and Foim Buildings

An industrial building writing-down
at the end of a basis or accounting pe
industrial building in use for the
industrial building is defined as

allowance is granted to 2 person who
riod holds the relevant interest’ in an
purpose of a trade carried on by him. An
a building or structure in use

(a) for the purposes of a trade carrie

d on in a mill, tactory or simiiar
premises, or

(b) for the purposes of a dock undertaking, or

(¢) for the purposes of

growng fruit. vegetable or market garden
produce. or

(d) for the intensive production of cattle, sheep, pigs, poultry or eggs

m the course of 2 trade other than tarmimg, or

{¢) as hotels, holiday camps or registered holiday cottages.
Where part of the building is an industrial buildin

granted on the whole building, provided that the mndustrial building
accounts for at least 90 per cent of the whole structure.

An initial allowance {Industrial Buildings Allowance)

g an allowance is granted

may be granted in

"The “relevant incerest™ means tf
captal expenditure was entitled wh
changed hands since the qualityin
the successor in title, wh
lease or otherwise.
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wnterest in te premises to which the person who incurred the
en heineurred that expenditure. Wiore the relevant interest has
g expenditure was incurred the allowances niay be claimed by
ether he has succeeded by virtue of purcliase, inheritance, expiration of 4

respect of capital expenditure incurred by a person in an accountmgfor bas:{s
period on an industrial building to be used for the purposes of a Fr:;l e
carried on by him. Industrial buildings allowances are given ona Stralﬁ. tl;
line basis, as opposed to allowances in respect ofplgnt and mac}.ml]egy‘ml ic

are given on a reducing balance basis. In addition, mdustrlg bui '1rf1gls
allowances are given by reference to the net cost of the bll‘l‘l.(i}i1g,‘-d tc:
taking account of anv grants rcccn-‘cd-. as opposcd to allo\wam;(sl 1\11:1:‘51;_
of plant and machinery which are given on the gross L()SF. ‘ he 'd]]t
allowance now 1n foree 1 respect of expenditure incurred are as tollows:

I Inual i Annaal Maximurm amrount
¢ Allowance i Allowance available first year
|
; ¥ | &0 g
! : |
‘rdustria buidings wother tnar those ncat | ) 00 | .
es:c idiard e above: ; =0 . ownte! .
Hotels ote. Cg | Lpt0100 100
| I ‘ o 30 30
Farn pu:ldings : ';.IILI ‘ JE o 30 *
“Aaraet garane oL diege 1 29 ‘ pts 10
Aime - £ !
Bulldings for the naterswve producton o | . F 20
livestock et | | 20 ‘ Jpto _

(v} Balancing Allowances and Charges — Industrial Buildings

In general these follow on the same 1i1.1cs as those for p];ult ;ind nl{l({nne.ry.
In relation to expenditure incurred prior to 16 January, 1)75j np ha a‘nc}llng
allowance or charge can arise as a result of any event occurring l']mK] than
50 years atter the building was first used. The period is 25 years ;]n rcl fllil()g
to éxpenditure incurred on or after 16 January, 1975, but' f(c)ir‘. otels at%r
buildings or structures in use for the purposes ofmarket. gar ‘ u{])mg or ;
the intensive production of cattle, sheep, or pigs the period is 10 years for
all expenditure.

{vil) Lessors

In general lessors who derive income from the leasing ofplant and 111acP111T
ery or industrial buildings are entitled to the same cap.nal al]owe;lr_lccg as
those who purchase and use such items in their own businesses. This does
not apply to free depreciation on industrial buildings.

(vin) Expendityie on Dredoing

There are reliefs on expenditure incurred on or after 30 September, 193? (})1n
“the removal of anything forming part of or projecting from the bed of t ?
sea or of any inland water”. The expenditure must be for the purpos,ccs,l o

a quahfying trade. The reliefs arc an initial allowance of 10 per cent and an
annual allowance of 2 per cent. .




(ix) Scientific Research— Capital Expenditure

In the case of expenditure incurred since 6 April, 1965 the full amount of
the expenditure is allowed for the period in which the expenditure is
incurred.

(x) Lapenditiure on Patenr Rights

Subject to certam restrictions, capital expenditure meurred by a trader on
the acquisition of patent rights may be written off in cqual annual instal-
ments over a period ot seventeen vears (corresponding to the norinal
statutory hite of an Irish patent), or over the remaming hife ot the patene it
shorter.

{(x1) Lxpendite on Fann Buildings

The provisions in relation to capital allowances refating to farming are deals
with in Appendix 25.

Historical Background

4 A tax deduction for depreciation was not othicially recognised in the
United Kingdom untl 1878, when wear and tear was first ;i]lm\'ed, and
then only on plant machinery. The Roval Commission on the hicome Tax
which reported in 1920 was opposed to the general principle of capital
allowances for wasting assers but accepted wear and tear allowances for
assets which had an estimated life of less than 35 years (roughly a gencra-
tion), provided the assets were created by the “‘expenditure ofcai:)ita]”. The
gencral eftect of the report was to approve the allowances for capital
wastage on plant and machinery provided in 1878 but not to extend them.

5. A basic objective of Irish economic policy has been to set in motion
and sustain a satisfactory rate of cconomic development. To do this incen-
tives to stimulate investment in the industrial sector have been provided.
Allowances for capital expenditure have been regarded as forming an
important part of these incentives. )

6. Uprto 1946, the tax faw in Ireland provided, by way of relief for capital
expenditure. an annual deduction for expenditure on plant and machinery
used in trading operations, supplemented by obsolescence and rcplaccnwl{t
allowances. The reducing balance method and used in calculating the
allowances which varied from 5 per cent to 20 per cent of the written-down
value for various types of plant and machinery depending on the length of
the useful life of the asset. The rates coubd be increased if there was abnormal
working of the plant and machinery, such as double-shift working. For
mills, factories, and similar premiscs the only deprectation allowance was
a deduction cquivalent to onc-sixth of the annual value of the premiscs,
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7. In 1946, provision was made for tax allowances for capital expenditure
incurred, by a person carrying on a trade, on scientific research related to
the trade. The allowance was 20 per cent of the expenditure in the year in
which it was incurred and 20 per cent in each of the following four years.
In 1965, it was provided that an allowance for the whole of the capital
expenditure would be given in the vear in which 1t was incurred and in
1968 the allowwance was extended to capital sums spent by o trader on

scientibic resvarch even i was ot refated o his own gade.

8, The Committee of Inguiry into Taxatuon on Industry which reported
in March, 1936 made a nuniber of recommendations with regard to capital

dlowances. the principal ot which were as tollows:

Industrial Buildings

(1) an inttal allowance ol 14 per cent of new capital expenditure on
industrial buildimas:

(17 annual wear and tear allowances on thie remamder of that expend-
iture on the reducing hafance hasis. and

(i anotional aliowance on capital expendinure already made on imdus-
trial buildimgs.

Plant and Machinery, excluding vehicles
(1) an initial allowance of 20 per cent of new capital expenditure, and
(i1) a 25 per cent increase in all the basic wear and tear rates.

These recommendations foilowed closelv the pattern of capital allowances
being granted at the time in the United Kingdom.,

Y. Following this report. the Finance (Miscellancous Provisions) Act,
1936 provided for the granting ot an initial allowance ot 20 per cent of
capital expenditure incurred aiter 5 April, 1936 on the provision of new
plant and machinery (excluding road vehicles) or of ships whether new or
sccond-hand. The inital allowance was subsequently increased in 1962 to
40 per cent, in 1967 to 30 per cent, 1 1968 to 60 per cent and in 1972 to 100
per cent.

100 In 1936, an imual allowance of 10 per cent of capital expenditure
ncurred after 29 September, 1936 on the construction of certain industrial
buildings or structures {including hotels) was granted. In 1939, an annual
alfowance of 2 per cent was given in respect of the same expenditure. For
capital expenditure on hotels, the annual allowance was increased to 10 per
cent in 1960, In 1962, the initial allowance for industrial buildings, other
than hotels. was increased to 20 per cent.
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tl. In 1957, a shipping investment allowance of 40 per cent of capital
expenditure on new ships was introduced. Until 1971 this allowance was
in substitution for, rather than in addition to. the initial allowance men-
tioned in paragraph 9. It was suspended in 1973 and abolished in 1978, The
nitial allowance could be claimed in respect of capital expenditure on new
or sccond-hand ships.

120 An mmportant development was che mroduction in 1907 of fred
depreciation in respect of new machinery or plant (other than read vehicles)
provided for use in the designated arcas. mostly located in the West of
Ircland. The option to elect tor tree depreciation was extended to the rest
of the country in 1971 tor similar new machinery or plant brought into usce
on or atter 1 April. 1971 An investment allowance of 20 per cent was
mtroduced tor similar expenditure m the designated arcas. This could be
claimed i addition to the mital Wlowance or free depreciation but was
repealed 1 respect of expenditure incurred atter 31 December. 1980, The
mcrease in the mital allowance to 100 per cent was designed to complement
the tree depreciation provistons by enabling the cquivalent ot tree depre-
cation to be claimed in cases where capital expenditure was incurred bur
the asset could not be brought inro use until Tater,

[3. In 1975, the mital and annual allowances m respect of capital expend-
iture meurred on or atter 16 January. 1975 on industrial buildings werc
mcreased to 50 per cent and 4 per cent respectively, Free depreciation was
extended o industrial buildings (other than those used in marker gardening
or intensive production ot hvestock cte..) and hotels for cxpenditure
mcurred after 2 February, 1978,

14, Accelerated depreciation allowances have been introduced to provide
mcentives tor investment and have been regarded in that light. They have
never been justitied on the grounds that thev provided the equivalent of
depreciation on a replacement cost basis. According to the White Paper on
Company Taxation in Ircland published in November, 1972, “these
mcreases and extensions were made from time to time with a view to
encouraging further mvestment in the assets essential for industrial devel-
opment”.” When making free depreciation permanent in 1978, the Minister
for Finance stated in his budget speech that “the Government have decided
that the need for industrial growth would be better served by allowing free
depreciation for plant and machinery as a normal and continuing feature of
our capital allowances arrangements for the whole country’™,

“paragraph 57.

APPENDIX 21

DISPOSAL OF FIXED ASSETS — EXAMPLES OF CALCULA-
TIONS OF CHARGES/ALLOWANCES

I In this appendix we give an example ot the calculation of balancing
charges and allowances and capital gains under the scheme outlined in
paragraphs 26,05 1o 26,69,

Assumpiions

Plant & machinery Cost 1000 on & April 1974

Wear & tear rate 123%

Sale procceds (a} 4000 on 6 April 1981
(b)y © 2000n6 April 1981

Accounting period year ended 3 April

Balancing Charge {Allowance) lal {b!
£ £

Sale proceeds 4,000 200

Limited to

Criginal indexed cost or price

realised

£1,000 x 2.812 2,812 200

Onginal cost 1,000

Allowances given 607

Historical cost

written down value 393

Written down value

indexed from purchase to sale 1,108 1,106

Balancing charges/(allowance) £1,707 £{ 905}

Capital Gain £

Sale proceeds 4,000 —

Indexed cost 2,812 —

Capital gam £1,188 —




Step 2 -— Assume losses are indexed

1
Year 1 Year 2 Year3 | Yeard Total
! £ £ £ f £
Tax computation: l
Profit lloss) for year 11001 20 120 200 240
Lesslosses forward 1201 199)
APPENDIX 22 - :
LOSSES CARRIED FORWARD
T ) 30
Padsting legishation provides that losses and capital allosvanees are carred ! 3
- : : - . . - e ac
forward and backwards at their historical amounts. 16 the period of carry- = o
forward is lengthy, the value ot losses is reduced by infladon. This is shown Heosn Tonaard . —
m IhL' [‘()H(‘\'\.H]Q L‘XJH]P]L’_
AgELme '-‘r .‘ N .
1 Aecogntngneerae taxahle noave tax ate Al por oot B o
D rianun UGN CORLEGT GNnult, GO B0 aliG _ . co -r
3 irdexinen s Year 1 - 100 I G L o T g2 .

Year 2 110
Year3 o 121

Step 1-— No adjustment of Losses Forward

Year* Year2 | Year3 ! Yeard Total
£ £ £ £ £

Accounts results:
Profiti{loss) 1100} 20 120 200 240
Tax Computation:
Profit-{loss) for year 1100} 20 120 200
L esslosses forward — {201 (80}
Taxable profit Nil Nil 40 200 240
Tax charge {45%) Ml Nl 18 a0 108
Hestate profit and tax cnarge for each year
interms of year 1
purchasing power:
Profiti{loss) (100} 18 99 150 187
Tax charge 15 68 83

{Opening losses available for carry forward 100 73

iRevalued 100 100! 91{73x100) 66

110 121
iLess used 15 66
iClosing losses for carny-forward 73

Effective rate of tax in constant purchasing power terms (83 1671 = 50%

Effect:ve rate of b0% exceeds tax rate of 45%;.
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APPENDIX 23

THE TAX TREATMENT OF INCORPORATED AND
UNINCORPORATED ENTITIES

I I this appendix we show that the existing tax SVStem 18 not neatral
between incorporated and unincorporated entities and that there is scope
tor tax avordance through the formation of a company. The analvsis applics
only te compames liable at the normal rate of corporation tax. We also
indicate how the tax svstem discriminates between income taken out of
companies by wav of directors” remuncration and by wav of dividend.

Incorporated and Unincorporated Entities

2. Inorder to mmimise the taxation of profits arising to a close company

and its sharcholders/directors it is necessary to pay out as dircctors’ remu-
neration such sums as will bring the directors’ personal tax rates up to the
rate of corporation tax but no further. Directors’ remuneration is allowable
as a deduction in computing profits for purposes of corporation tax. The
use of directors’ remuneration is particularly flexible since it need not be
paid;' it necds mercly to be credited to a loan or current account.

3. In the case of a married man, with no other allowances, the marginal
rate of personal income tax exceeds 45 per cent {the normal rate of corpo-
ration tax) on profits exceeding £17,230 (ac 1981/82 rates of tax). The
formation of a company at income levels in excess of this figure could lead
to a tax saving and would not be unfavourable at lower levels since all the
profits could be paid out as remuneration so that the tax payable would be
equivalent to that payable by a sole trader in similar circumstances (leaving
out of account such considerations as the basis of assessment and arrange-
ments for payment of tax). The magnitude of the possible advantage in
terms of reduced tax payable to be obtained from forming & company may
be ascertained from Table 23.1. J ’

'PAYE may still be duc even if the remuncration is not paid. Sce section 17 of Finance Act,
1976.

574

b

ToR

&

TABLE 23.1

Comparison of Tax Payable by Incorporated and Unincorporated Entities

Profits Income tax 1981/82 Corporation Perscnal Total tax Tax Saving
payable by a self- Tax ncome™ tax
ermployed married man
£ £ £ f £ f
20000 | 8 977% &) 969 50 ¢ kARG 6479 50 B5A.00
25000 9912 00 271850 | 5 450 2169 b0 1.742.50
20,000 12,812 00 4,463 50 5,450 9,979.50 2,992 50
36000 15912.00 521950 5.450 11.663.50 4242 50
50,000 2491200 14,189.00 5.450 19,639.00 5,273.50

117 230 s dstebated as directars remuneraton

4. Tl however. does not give a complete picture, for a company is a
separate legal enuty and protits retained ina company are not disposable
mcome tor the proprictors. 1t it 1s desired to put those profits in the hands
of sharcholders, there are turther costs involved. The options are either to
pay dividends or o hquidate the company. The conscguences of the first
course of action may be seen trom the tollowing example, using the top
LU0 of profit and companny it with the sole trader at the top personal rate
of 60 per cent. The sole wader will simply pay ¥60 in tax and then can
spend the rematmng Y40 as he wishes, The tax pavable through the company
would be as tollows:

Total tax
payahle
£ £

Profit 100

Less Corporation Tax {reduced rate} 35 35.00

Dividends 6b

Tax credit 30:70ths of dividend 2786

Personal income tax 92 86 at 60 per cent = 5671

Less tax credit 2786 27 8k
62.85

Therefore, in the case of small companies (those with profits under £25,000)
the distribution of profits through the company may increase the effective
marginal rate of tax to almost 63 per cent. In the case of a company liable
to corporation tax at a rate of 45 per cent the effective maximum rate of tax
on profits distributed to a sharcholder hable at a marginal rate of 60 per
cent would be 68.6 per cent. It the uliimate objective 1s to get disposable
mcome into the hands of individuals this avenue 15 relatively unattractive.

Liquidations

5. If the trade is carried on for some years and the company 1s liquidated,
the retained profits will effectively 1ssuc from the company as capital gains
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on the disposal of the shares and would, therefore, under the proposals in
the Finance Bill, 1982 be taxed at a rate of 40 per cent on the real increase
in the value of the shares. This would give a maximum rate of rax on the
profits of small companies as follows:

£ Total tax
! pavable
| (A
BE gt A4 o * 2€
P
6. The above anabvsis shows thar there 1s heele seope tor iy avoldance by

forimmg o compan snd aline the Profits ottt tie forn ot capial sans

Oy lgudainne the CeInpany atter a4 period.

Salaries and Dividends Paid by Companies

[he inequity of 2 svsrem which docs nor provde foe gt i crodi

ot dividends can be seen from the folloaving o rmnle A e ] oy ek

versonal allovwances of Yo guany g company with rrading protits of
vHO000. He can choose to extract this profit from the company by wav of

arther salarv or dividends. The position ar present s as follows:

T
By Salary Hait Salary By Dividend
Half Dividend
£ c £

Company
Trading Profit 40,000 40,000 40,000
Salary 40,000 . 20,000 NIL
Taxable Profit NIL 20,000 ] 40,000
Tax : NIL 7,000 18,000
Profit after tax r NIL 13.000 22.000
Dividend NIL 13.000 22.000
Individual
Income:  Salary 40,000 20,000 NIL

Dividend NiL 13,000 22,000
Tax Credit NIL 5571 9429
income for tax purposes 40,000 38,671 31,429
Total tax payable 19,050 18,193 13,907
Less tax Credit NIL 5671 9.429
Tax payable 19.050 12.622 4478
Total tax
Company NIL 7,000 +8.000
Individual 13,050 12,622 4,478

19,050 19,622 22,478

Net Income of individuai 20,950 20,378 17622
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8. The overall tax charge and the taxpayer’s net income depends on the
way the profit is taken out of the company. In the examples taken all the
company’s profits are distributed to the proprictor. It is clearly incquitable
and inefficient that different tax labilitics arisc as a result of the method
chosen to distribute these profits.
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APPENDIX 24
TAX-RELATED LENDING

I In this appendix the main forms ot tax-related lending are described.
These are forms ot finance used by banks to obrain benetits from certain
provisions of tax law, Those benetits are mn large measure passed on o
custemers i1 lower charges. The tvpes of finance in question are (1) leasing,
iy preference-share iinaneing. (113 Section 84 tvpe Joans. v house pur-
chase loans and (v) Toans to cortam farmers,

Leasing

2. Under a leasing transaction. a bank buys the asset and leases 1t back to
the user company. The principal and mterest are paid by ““rentals™ at regular
mtervals — usually rentals are pard quarterly over a nve-vear pertod. 1 his
15 called the primary leasmg period. The bank recelves any grants which
have been negotiated and can oftsct the capital allowances on the gross
value ot the leased asset agamnst its taxable profits. The company gets the
benefit of low cost rentals where the bank’s tax saving 1s fully or parnally
passed on. At the end of the primary leasing period, a secondary lease 1s
arranged during which the asset 1s available for use by the company at
nominal cost. This period normally covers the remaining useful life of the

asset.

3. The Industrial Development Authority (IDA) imposes certain controls
on leasing transactions. It limits the amount of fixed assets which a promoter
may lease and on which the IDA will pay a grant. Companies can in general
only lease 35 per cent of their machinery and equipment needs. In cach case
the IDA enters into a legal contract with the bank involved, committing
the bank to pass on the benefit of the capital grant it receives in the form of
low lease rentals which the promoter pays on the leased assets. Banks
remain contingently liable to repay the IDA grant during the primary
leasing period. In approving projects, account 1s also taken of the estimated
cost to the State from such leasing.

Preference-share Financing

4. In a preference share transaction the bank ranks as a shareholder and as
such only makes such facilities available to prime customers. Preference
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shares involve extra costs for the borrower such as stamp duty. They can
only be repaid out of profits or new issues of capital and they have adverse
implications for a company’s capital structure. Preference share finance is
usually provided for between three and five years. Due to legal and other
administrative charges, the minimum amount is about £0.25 million. The
principal is repaid by redeeming the shares in agreed tranches or by one
final redemption.

> Preference share finance 1s granted by banks to companies which
qualify tor export sales relict on their profits. Dividends on the preference
shares paid out of tax-free profits are tax-free in the hands of the recipient.
Thus dividends received by a bank under this form of lending are free of
tax. Preference share tinancing grew until 1977 when it was largely replaced
bv Section 84 Joans.

Section 84 Loans

6. Secrion 84 of the Corporation Tax Act. 1976 was introduced as an
anti-avoidance measure. Scction 84 lending 1s based on the detinition of
“distribution” 1 the Act. The result is that certain mterest paid (where the
return of the lender is to “any extent dependent on the results of the
company business™) is classed as a distribution. As such, it is tax-free in the
hands of the recipient company though it 1 not allowable as a deduction
for tax to the paying company. Loans arranged so that they come within
the scope of Scction 84 are of bencfit to companics who are not liable for
corporation tax.

7. It is likely that the importance of Section 84 loans will decline in the
future. About 80 per cent of IDA clients will not be able to use the facility
because they qualify for the 10 per cent rate of tax applicable to manufac-
turing companies. The tax credit on distributions by manufacturing com-
panies will first be treated as being paid out of profits which attracted tax
at the rate of 10 per cent and as such will carry a reduced tax credit thereby
reducing the attractiveness of the mechanism. However, such loans would
still be attractive to companies which had commercial profits but had losses
for tax purposes or those which qualified for exports sales relief or were
hiable at a nominal rate of 45 per cent and paid little tax due to the operation
of capital allowances.

House Purchase Loans

8. Scction 28 of the Finance Act, 1976 provided a special concession to
approved banks on their housing loan operations. Under the scheme, a
bank’s income from house purchase mortgages is charged to tax at a rate
of 30 per cent (the rate provided for under section 79 of the Corporation
Tax Act, 1976) while its costs are relieved from tax at the standard rate of
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45 per cent.' The effect of the tax reduction is to enable the banks to receive
a commercial rate of return — the A category loan account rate — while at
the same time charging a mortgage rate which is significantly lower than
it otherwise would be and which approximates to that charged by building
societics. The current rate of interest charged by banks on house purchase
loans 15 17.25 per cent (as compared with 16.25 per cent for building
societtes) which combined with the tax concession gives them a gross
cquivalent interest charge of 22 per cent. which is the marker rate at the
e of wrirnng.

Loans to Certain Farmers

9. In March, 1982 a scheme was announced by the Minister tor Agricul-
ture to assist some selected tarmers i severe tinancial difticubey. The schemne
entails the charging of a lower rate of mterest on certain loans to farmers,
Under the scheme, the Excheguer reimburses a bank in respect of 3t per
cent of the loss atter tax saved attributable to the reduction of the rate of
interest. In the case of a bank which is resident tor tax purposes in this
country. the direct Exchequer contribution is made by way of 4 credi
against Irish corporation tax which would otherwise be pavable. This
apphies to Alhed Trish Banks Limited and the Bank of Treland.

10, A dircet subvention is made in the case of the Agricultural Credit
Corporation Ltd., since it is considered most unlikely that the Corporarion
would have significant taxable profits during the period of the scheme
agamnst which to set a credit. There are similar arrangements for banks
which operate here but are not resident for tax purposes in Ireland.

'An increase in the standard rate of corporation tax from 43 per cent to 50 per cent was announced
in the budget on 25 March, 1982, When combined with 4 consequential recommended change in
the specual rate of 30 per cent to 35 per cent, the banks’ house purchase mortgage rate should
become 17 per cent,

APPENDIX 25

TAXATION OF FARMING PROFITS: HISTORICAL
BACKGROUND

1o Unol 1969, mcome from Land tor income tax purposes was measured
on anotional basis. Land was regarded as vielding income from ownership
ssessed under Schedule A and mcome from accupation assessed under
Schedule B. Where the owner was also the occupier. his income for income
rax purposes was the total of the amounts assessed under borh Schedules A
and BOWhere the oswner was not the occupier. the owner’s meome from
the Land was measvred by the amount of the Schedule A assessment and the
necupter’s meome was measured by the wmount of the Schedule B assess-
ment. I oeneral. the nononal income from land under Borh Schedules A
and B amounted to abour one and a half times the land valuation.!

20 When income tax was reintroduced in Britain in 1842, Schedule A
assessments were based on letting values. As regards Schedule B, up to
1914715 the basis ot assessment, both in freland and 11 Bricain, was normally
one-third of the valuaton. With the increase in profits from land after the
start of World War I, the basis of the Schedule B assessment was increased
in 1915 to the full “annual value™. In 1918, the basis was further increased
to twice the “annual value™, but in 1922 it was reduced to the annual value
as 1 1915,

3. In 1920, the Roval Commission on the Income Tax® recommended
that income trom land should no longer be based on notional measurements
tor income tax purposes, but on actual profits obtained, as in the case of
trades and professions. No action was taken on that recommendation. In
1941, however, the nottonal basis of Schedule B assessment in the United
Kingdom was changed to that of actual profits in respect of holdings of
land exceeding £300 valuation. In 1942, the £300 himit was reduced to £100).
As trom 1949/500 the £100 Iimit was removed, so that since then income
taxation on the protits from occupation for all agricultural land in the
United Kingdom has been based on actual profits. Since 1929, agricultural
land and buildings i the United Kingdom have been. in general, exenipt
from rates.

Conunisstat on Incanre Taxation Fourth Report. Prl. 5731 paragraph 3,
“Report of Royal Commiission on the Incame Tax, 1920, Cmd. 613, paragraph 452,




4. The Commission on Income Taxation devoted its Fourth Report,*
whic_h was published in September, 1960, to the question of the taxation (;f
farming profits. The main recommendation’ of this report was that each
person whose land had a valuation of £100 or more should be subject to
income tax on his actual profits and that the figure of £100 should be
gradually reduced so that ultimately all who derived a taxable profit from
the Tand would be charged tax on the basis of actual profits. The Govern-
ment rejected this recommendadion.

5. lu 1969, incomne tax assessments under Schedules A and B were
Ab(}]_ishcd. Thus. berween 1969 and 1974 there was no tax on ﬁlrmiﬁg
profits. However, a taxpaver occupving land tor husbandry il had the
right to claim a farming loss in those vears in which he made a loss and to
set this against any other mcome. Any corresponding profit was not
charged to tax. \

Taxation of Farming Profits: Developments since 1974

6. Tlac Finance Act, 1974, unposed o charge to tax on certain Farming
profies. It also provided for a restriction of personal reliefs i certain othes
cases and introduced reserictions in relation to relief for certatty farm losses.
Broadly speaking. all farmers with 2 valuation of 100 or more were
C‘.hargcd to tax. This threshold was later reduced 1o v75 for 1977/78, 1o L60
tor 1978/79, to {50 Fo§ 1979/80 and to £40 for 1980/81. The present position
n relation to the taxation of farming profis is as follows:

(1) Farmers with an annual land valuation of 40 or more are now
chargeable to tax on their farming profits;

R S : .

(11) §1nu 1974, farming companies have been charged 1o tax irrespec-
tve of their land valuation. Previously. companies were liable to
corporation profits tax on actual farming profits but not to income
rax;

(1)) Where an individual or his spouse carries on another trade or
profession, or is the director of 3 trading company and owns or
controls more than 25 per cent of the ordinary share capital of the
company, then his or her profit from farming is also chargeable to
tax in full, irrespective of valuation; )

{iv) In addition, an individual who has other income from a non-
farmmg source, and who s not otherwise chargeable to tax on his
fa_rmmg profits and who occupies farm land the rateable valuation
of which excceds £20, has his personal allowances resericted by the

*Prl. 5731 paragraph 143.
‘Paragraph 77.
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lowest of the following amounts:

(a) onec-half of the total of personal aliowances, or

(b) eighty times the amount by which the rateable valuation of the
land exceeds £20, or

(¢) the actual amount of the farming profits.

The mam category of persons attected by this provision are tarmers
with a valuation of berween €20 and Y40 who have other employ-
ment. Where a tarmer’s wife has the non-tarming income. she is

assessed as a single person;

(vt There is also provision tor marginal relief for tarmers with no

trading income other than tfrom farming and who occupy land
with a valuation of berween Y40 and v49 whereby the amount of
tax pavable 15 a graduated proportion ot the amount assessed:

i Relier from farm losses agamst other inconie may be claimed only

where the tarming 1 carried on on a commercial basis and with a
view to the realisation of profits and if a protit had arisen it would
have been chargeable to tax. The relief is nermally available in che
cvent ot losses i consceutive vears tor three such vears but, in
special cases reliet, may be allowed for a fourth consccutive vear.
If there 1s no other income or if relief is denied becausc of the
three/tour vear rule, the losses may be carried forward and set

against farming profits;

(vi; Up to 1980, full-time farmers had the option of being assessed on

a notional income which rose from 40 times the land valuation in
1974/75 to 125 times the valuation in 1979/80. As from 1980/81,
all farmers liable for income tax are assessed by reference to their
actual profits as shown in accounts ending in the preceding year of
assessment. In 1980, farmers in the valuation range £40 to £50,
who entered the tax system for the first time, had the option of
presenting current year accounts. These farmers also had the option
of using a simplfied form of accounts. The simplified form of
accounts was made available to other small-enterprise farmers;

{(viii} Full-tume farmers can credit 50 per cent rates paid in the preceding

year against their income tax for 1982/83. Rates claimed as a credit
cannot be deducted as an expense in computing farm profits. The
maximum credit claimable 1s the lesser of the rates or the tax
appropriate to the farming profits;

(ix} For 1980/81, full-time farmers were allowed two payment dates

(1 October and 1 January) rather than the single payment date of
I October which applies to other Schedule [D taxpayers. This
concession also apphed in 1981/82 and 1982/83;
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Prior to 1930/81, farmers qualified for stock relief in the same
manner as any other qualifying person, that is, relief was given in
respect of 75 per cent of the excess of stock increases over 20 per
cent of net profit. In 1980/81, this was improved for farmers so
that m their case, full relief was given in respect of increases in
stock values. For 1982/83, the stock relief provisions for farming
were improved so that farmers are entitled to claim 116 per cent
refiet i respect of increases mthe value of livestock. In addition.
st 198051, a decrease instock brought about by the compulsory
disposal of stock under any statute relating ro the cradication or

control of diseases i hivestock does not bring about a stack relicf

clawback. In this respeet, 101 provided that the farmer may elect
that the value of the closing stock v the vear in which the disposal
takes place is 1o be increased by the value of the stock disposed of.
Notice of election must be given to the inspector of taxes within
vt vear of the end of the vear to whieh the accounts are muade up:

The farming profits of 4 chariry are exempred from rax where the
profits are applied solely tor the purposes ot the charity, and

Farmers fiable to income tax on their farming profits are entided
to claim capital allowances on plant and machinery and farm
puldings. The mamn aliowances are as tollows:

Plant and Machinery

Al farm machinery owned prior to 1974775 qualifics for wear and
tear at rates of 10 per cent, 123% per cent, or 23 per cent. This
allowance is deemed to have been granted for every previous vear
of ownership, so that the resultant written-down value at the date
the farmer came into the tax net can be regarded as the cost price
ot the machinery. New machinery quatitics for free depreciation
which means that a farmer can choose any rate up to 100 per cent.
He cannot clamm less than the nunimum allowances of 16 per cent.
123 per cent or 25 per cent depending on the life expectancy of the
machine. Free depreciation on certain farm machinery and plant is
restricted so that the total for a year of assessment of the capital
allowances in respect of farming profits cannot, by reason of the
free depreaation, exceed 30 per cent of the tarming profit. This
restriction only applies to farmers and is confined to machinery and
plant in use for the purposes of farming but not including tixed
machinery and fixed plant designed to be used exclusivelyvin a farm
building.

Faym Buildings

Expenditure on farm bunldings may be written off over a period of
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between four and ten years with up to 30 per cent being claimed in
any one year. A minimum of 10} per cent must be claimed each
year. This relates only to expenditure incurred after 6 April, 1980.
Expenditure incurred after 6 April, 1974 qualifies for an initial
allowance of 20 per cent and an annual allowance in the first year
and in cach year thereafter of 10 per cent. ic.. an cight vear
writing-ott period. These allowances can be claiimed on the con-
struction of farm buddines. tences and sewerage, water and cles
triciey anstallation and reclamation of former agriculiural Land.
Expenditure incurred on or atter 6 April. 1977 on the construction
of tfences, roadways, holding vards and drains or on land recla-
matton can beowriten off i one vear With efiver from 6 April,
1982 capital allowances i respect of the cost of construction of
farm dwellings are to be discontinued.,

Income Averaging

S Ascheme ot mcome averagmy tor tull-tine tarmers has been provided
from 1981°82° Broadly speaking. this provides that farmers Mav averaee
profits wver a three vear period. The general question o averagming 18

- - . .
cotsidared Coapuer 14

Resource Tax

8. A new resource tax on agricultural land was introduced in 198081 o
apply to holdings with a ratcable valuation of ¥7¢ and over. Charitics were
exempted from the tax which was charged at the rate of £3.50 for every
pound of rateable valuation. There was a scheme of marginal relief for
farmers with valuatons between $70 and £79. Where land was let at a
commercial rent. the charge to resource tax fell on the occupier. Farm land
occupied i partership was included only to the extent of the profit sharing
ratto. The tax was not allowed as a deduction or credic for income tax
purposes. Resource tax was abolished as from 6 April. 1981, Any resource

tay paid will be refunded.

Rates on Land

Y. Rates on land must be taken into account in any consideration of the
taxation of tarming protits. There s widespread derating of agriculrural
land through the agricultural grant. which is paid to local authoritics by the
Exchequer to enable them to give abatements of rates, without loss 1o
themselves, 1o oceupiers of agricultural land in their rating arcas. It was
first introduced in 1898 but the basis and distribution of the arant has been
altered by a succession of temporary Acts. At present, the following scheme
ot allowances Is in operation:
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(i) A primary allowance of 100 per cent of the general rite in the

pound is given for land holdings with a valuation not exceeding
€20,

Holdings with a valuation of over £20}, but not exceeding £33, for
100 per cent primary allowance. In these cases, the occupier 1s liable
for rates only on the portion of valuation exceeding £20;

Holdings with o valuation of 133 or over but less than ©40 qualits
tor primary allowance of 80 per cent ot dic general rate e the
pound on the first £20 valuanon and anallowance of 30 per cent on

the balance. and

Holdings with a valuation of ¥4 and over get no reliet. In 1980, s
part of 2 package of measures designed to deal with dechning farm
income. the Government waived the second instalment of rares
pavable by farmers m the VHe-vot valuation range. In 19810 there
was tull reliet trom rates tor tarmers with a valuation under o0
and 50 per cent reliet for farmoers with valuations between €0 and
WALS

APPENDIX 26

AGRICULTURE IN THE IRISH ECONOMY

1. Agriculture makes a substantial contribunion to the development of the
ceonomy through
iy direct emplovinent ot about 18 per cent (220.600) of the total at

work:

(i) providing employment of an ¢stimated 26,000 people in related
agri-business:

(111} provision of raw materials tor a substantial proportion of processing
and manutacturing industries:

avy o balance of pavments contributon ‘ot almoest ¥1.370m m 1981
which has a low nmport content. and

(v) employment and ourput generated in other sectors which service
agriculture.

industrial base, have been responsible for much of the growth of the Irish
cconomy. Agricultural exports have had a dual cffect on the economy.
Firstly, because of cheir low import content the muluplier effect on income
has been higher than for most other industries. Secondly, they earn foreign
exchange which provides the means to purchase imports of raw material
and o1l for further production in the economy as a whole.

2. Qver recent years, agriculural exports, in conjunction with a growing

3. Agriculture’s relative contribution to the economy has, however, been
declining over time. Between 1960 and 1980, its share of total employment
has dropped from 36 per cent to 18 per cent and its share of gross national
product fell from 24 per cent to 12 per cent. This 1s due mainly to the
dramatic increase in the contribution made by the industrial sector rather
than as a result of any absolute decline in the agricultural sector. Table 26,1
shows the relative contributions of agriculture and industry to G.NLP. over
the period [971-1980.

Agricultural Production

4. Although the climate n Ireland favours the growth of a wide range of
crops — grass, cereals, roots, vegetables and fruits — most farmiand is
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TABLE 26.1

Agricultural and Industrial Product as a Percentage of Gross National Product at Factor
Cost 1971-1980

| 1971 | 1972 | 1973 [ 1974 ] 1975 | 1976 [ 1977 | 1978 | 1979 | 1980
O/ G

ool % | % L % | % | % | % | % | % | %
Agricuftural ’ ! ‘ '
oot P T80 8D ’ me 18z 17 7 | TE3 g g ;A

el .l,"’- A B R R B SR BTN B P /o

—_ —_ L

SO Dl UV EYY @l Do IOUK, SulTimier | 98|

,Lmdur arass iapprox o per centm 19750 The mmor role of arable tirmine
1> by due to the face thar climatic and other factors as well as HL]I'}\'L:
(_)u‘t]cr% tend to tavour grassland. The relative dominanee of CTASS Pidr
ottt crops s reflecred e the position of Tvestock and livesiock products
1w agricultural ourput. For the vear 1980 livestock and lvestock products

HUCOU R S g i e - . .y .
weotnted tor about 83 per cent of gross agricultural output and crops and

rart bt o por cont B the same vear, livestock and hvestock products
accounted for Y2 per cent ot agricultural exports. Cartde production is the
smgle muyjor agricultura activity aud of el accounted for 37 per cent ot
aross agmienlioral outpur ooy period POT 10790 Diavine Ui period,
hvestock production as a whole, however. declined trom 54 per cent to
around 50 per cent of gross agriculturai output. the main decline being in
the contribution of other livestock production (prgs, sheep, cre.) f:‘on:; 17
per centto 13 per cent. Over these vears, milk production increased from
27 per cent to 32 per cent of toral farm output.

Employment

5. The total numbers engaged in agriculture fell from 276,000 in 1970 to
220,000 m 1980, The rate of fall was dechning trom 1970 to the middle of
the decade and since then has been around 3.000 4 vear. As a result, most
farmis are now fammlv-based. The dedine i the imbort;mcc of agriculture
s a source of direct employviment is shown in Table 26.2. g

6. Thelevel of employment in agricuiture in the future will he mfluenced
by (a) the fevel of alternative job opportunitics and 1ts “pull eftect” our of
agriculture, (b) individual farmer's percepticn of how farm incomes will
proceed in the near future and (¢) che fact that such a large proportion of the
change is of an mvoluntary natare (1 o, brought abour by death or by
voluntary retirement duc to ill-health cte)) and a rate of inflow that is
alrcady very small, ‘

Pasture u; - .
Pasture and rough grazing in use as a pereentage of total urilised agricultural arca. Staristical
Abstract of Ircland 1974 )
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TABLE 26.2

Workforce in Agricultural, Industrial and Service Sectors as a Percentage of the Total
Labour Force — at Mid-April, 1975-1980.

| i
Year ! Agriculture* Industry Services Unemployed™** ! Total
| % % % % 2
! 20.8 25 4 434 54 L 100
! 20 257 174 72 Lo
17 i 26 : A4z . 70 ; 1005
TO78 ‘ 159 | 293 i A4 7 | 71 | 100
EVR i to203 437 G D
1980 | 17 8 IR 16 1 60 Lo
gt des forpgtry ard fisning
T estras i teoso ot G woare do ot rolude gersors W are Vet at ok

mavnq left fulltime edusaton Tne 1379 Labour Force Survey snowed a1 14,000 sucn persens
were seeking regJlar work far tne firstt me 1 June 1979

Productivity

7 Ower the seventies, grass agriculrural output inereased by 3403 per cent
(3.0 per cent per annum) and atter allowing tor the sharp mcrease m mputs.
net agricultural output increased by 26.8 per cent (2.4 per annum). Despite

been expressed at the relatively low productivity per acre ot fnsh tarms.
Reasons such as poor tarming methods, lack of land development, decline
in investment in breeding stock may have prompted the Farm Management
Survev of 1978 to comment “It would be fair to say that oucput per acre or
per farm is generally fur lower than could be achieved rechnically or that is

economically justified™.

Age-structure

8. From the point of view of achieving a substantial increase in output,
the labour force in agriculture has too high a proportion of old people.
many unmarried — and too few in the younger age groups. Attachment to
the ownership of land is strong and farmers are reluctant to hand over even
the management of farms to younger people. Table 26.3 gives a breakdown
of the farmers by age and acreage.

Farm Size

9. Ome teature of Irish farming is the proliferation of small holdings,
many ot which arc concentrated in the north-west of the country. In 1975,
17 per cent of farm holdings were under 15 acres, 48 per cent were between
15 and 30 acres. 23 per cent were berween 30 and 100 acres and the balance
were over 100 acres, The average size of holding was shghtly less than 50
acres.

“These figures are caleulated atter excluding all holdings under 3 acres,
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TABLE 26.3

Analysis of Farmers by Age and Acreage

|
Acreage/Age Under 55 years 55-65 years ! Over 65 years Total
tgjg(;%r 30acres 25,350 18,048 119,887 63,285 (34.8%)
o 23,734 12,281 111,205 47.220 (26.0%)
ver b0 39,004 F171035 J13,881 69,920 (38.5%]
Not Stated I 3y | ' 4 o
‘ Vo277 | 292 11,202 10 79%:

198 707 AR 0%, 147 38 9R 0o
! J S 26 0

}7/.[.. [ R, Pama mem e
Fm2Bk 24 LL'S“U“ 1dU G

Source 1971 Consos of Papalaton

Table 26,3 shows that one-quarter of all farmers are over 63 vears, Approx-
unately a further one-guarter are under 65 and farming less than 30 '11('rc;s

(_)nly_ahour 22 per cent of farmers are under 33 vears of age and‘f;n:nml-si
(\\'cr_.'af} acres. A turther 13 per cent are under 35 and Ihrming between 300
and S acres. while the remaining 15 per cent are between 35 and 63 ;ukld
farming over 30 acres. Thus, a high percentage of land is in the hands of
relativelv older farmers who on average tend not to use it to best ad\'dnt;‘luc

Investment

1, ln‘\'cstmcm m agriculture rose from about Y10Um in 1973 to reach
£34_2m n 1979 but declined to £267m in 1980. The Increase was p\articularl ;
noticeable in the case of farm buildings, aithough farm machinérv rsmqmcgi
t}_le largest single category of investment throughout the decade lTabIe( 26,4
gives a breakdown of capital investment and shows that bu.ildings _ar;d

TABLE 26.4

Annual Capital Investment in Agriculture by Category 1973-1980

_ Land
Breeding Improve-
Stock Buildings ment Vehicles Machinery Other Total
% of % of % of Yo of % of % of

Year | £m | Total | fm | Total | £m | Total | £m Total | £m | Total | £m | Total | £m

13;2 +?§'17 +§gg lg; ;gsg 82| 6.1 (147|145 | 254] 250 | 97| 961014
-13.1(-20. 20212 75| 120 151 241 | 282 2018 '
1975 |-235(-304| 25.8)334 | 82| 106 [164] 213 | 374 jg'g 1;; lgg ?%Z
1976 |+ 57|+ 33| 483/ 281133 77 1263|153 | 57.2| 333 |211] 125 | 1720
1977 1= 191- 08) 592|251 157| 67 [359( 152 | 99.4| 422 |271] 11 | 2354
1978 |+ 841+ 211 637/ 215 (195! 66 [514) 174 [ 1168 395 |379] 125 | 200 8
1979 | ~134|- 391109/ 325 |251] 73 (539 158 | 1195| 350 (458 133 | 341 6

1980* |-356|-13.3(125.9] 47 1 576] 215 |1196]| 447 267 4
*Provisional
Source: Central Statistics Office.
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machinery accounted for two-thirds of overall capital formation. Another
interesting fact illustrated by the table is the relative decline in the amount
of capital invested in breeding stock and land improvement.

Agricultural Incomes

11, In the years prior to entry to the European Economic Community,
the conditons under which international trade n agricultural products was
conducted were generally unsatistactory tor the smaller agricultural expore-
img country such as Ireland. Export outlets tor tradinional supphers were
being curtailed. while increasing quantities of food were being introduced
on to export markets by the larger producers — trequently at prices which
were guite unremunerative. These problems persisted tor many vears and
aggravated the ditheulties for countries which relied heavily on agricultural
exports tor national development. As a result. the incomes ot individual
farmers i Ireland were severely curtatled by the ettects of the international
trading situation on the prices received for farm products.

12, lhe gap between agricultural ncomes and other incomes narrowed
considerably after we joined the EEC. However, recently the gap has begun
to widen again due to rapid inflation m agricultural costs which have not
been otiset by a corresponding rate of increase inagricuttural prices, Farm
incomes fell from L834m 1 1978, to £731m in 19749 and to ¥672im m 1930,
a fall of 20 per cent over the two years. Atter allowing for the increase of
34 per cent in the Consumer Price Index, the fall in farm incomes in real
terms berween 1978 and 1980 was 40 per cent. When the dechne in the farm
labour force is taken into account, the fall in farm income per head in real
terms was 38 per cent.

TABLE 26.5

Changes in Income Arising in Agriculture 1970-1980

I I
Income arising in % change on previcus Index of Total Farm
Year Agriculture year Income in Real Terms
fm's 1970=100

1970 182.3 100

1971 2003 + 99 100.9
1972 2839 +417 131.6
1973 3637 +27.8 1511
1974 3304 - 9.1 117.6
1975 476.3 +44 5 140.4
1976 5349 +123 1336
1977 743.0 +38.9 163.3
1978 8345 +12 3 1702
1979 734.0 -12.0 1322
1980* 672.0 - 84 102.4

Source’ Irish Banking Review. September 1978 pp. 14-25, (E A, Attwood) and frish Statistical
Bulletin July 1980
*Provisional.
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13. Table 26.5 illustrates the changes in incomes arising in agriculture
: , .
during the 1970’s. When expressed in real terms, farm incomes have

fluctuated sharply from year to year with a strong underlying upward
trend.

State Aid to Agriculture

14 The State makes a substantial direct contribution to the development
of the agricultural secror. This is borne out by Table 2606 which shows the
level and pattern of direer Government expenditure o aericuliere ook
ot the vears 19731080~ y

The wable does not mcdude expenditure by local
authorites, -

TABLE 26.6

State Expenditure in Relation to Agriculture 1973-1980

D g aan | S U aeen 1 .
| 1975 i974at 5975 | 1976 | 1977 oagze | cavg | oggp

\
i
= AlBgony IEOOO‘SI £000's l 000 | £000's L £000's | £000's £000's | f000's
1 Aids reduc ng }':)U 170{ 41047 1 aq.g:7 47 185! 49 77297 4 B .
C e ad (77 47 1R8 ] 44 959 41572 ™
producton and | | | | \ | 44.85 | q“uﬂ 48,3714

.

UVETEAD DD ai g

producton | I ‘
ncentives

Z. schemes operated
tinder FEC

i i‘ ; ‘
4.295 | 16.877] 25230

40,340] 48.588! 54601 35025
| 1 :

J
Regulations and | i | i : |
Directives J
3. Education, 11,082 83811 15,1667 19,299 24.771| 2
Research, Advisory ' ' 29685 24.967) 33.334
and Inspection

Services
4. Disease Eradicaiton | 10,040 3,427 | 9763 & 676 | 12,482| 15,040 13
. . . . . ) 13.221 11201
5 Longterm 15,563 | 12,837 | 19.284| 17,197] 15248 '
Dot Aids . . 16,1921 20,726| 20,989
6. Marketing Aids 484 476 615 526 857 608
7. Administration of 1633 1415 2847 3319 b b b642 b320

acts, regulations
and schemes

8. General C C c 13,058| 12,94 4
administration and J 2401 14.967) 18.971) 25,080

overhead costs
Total 88,972 | 69,284 |108.5691142,415 156,064(170,06-(177.291(224 377
2

{a) 9 Months.

tb) From 1977 these costs have been distributed under appropriate heads above
{c] These costs were not included in previous tables. ‘

Source: Budget Booklets,

Table 26.6 shows that in 1980 expenditure on EEC related schemes
accounted for 38 per cent of the total, production incentives (21 per cent),
education and research (15 per cent), discase eradication (5 per cent) and
long-term development aids (9 per cent). The amount expended on mar-
keting aids was negligible.
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APPENDIX 27

SYSTEMS OF VALUATION OF FARMING STOCK FOR TAX
PURPOSES

foIn s appendix we set out vanous svstems which could he used to
value farming stock tor tax mcentives purposes. These are

(1) the New Zealand system of standard and nil values.
(i) the United Kingdom herd basis and
(111} stock reliet.

New Zealand System

2. During the course of our review, we have examined the system of
stock valuations in New Zealand. This enables farmers to adopt “standard
vlues™ for each class of hvestock msread of any of the other options
available tor the valuation of other trading stock. Farmers may write down
stock from purchuse price to standard value progressively over three years.
To the extent that market prices for livestock remain above standard value,
every annual increase in livestock numbers adds to the “income reserve”
represented by the difference between market values and standard values.
This income reserve does not become subject to tax until it 1s converted to
cash or the farmer dies and market values are adopted for income tax

purposes at the date of death.

3. A rctinement of the standard values system was introduced in New
Zealand in 1966. This was the mil standard value scheme and it was adopted
for the express purpose of maintaining the growth of livestock numbers.
It was intended to be a taxation incentive to encourage increases in livestock
numbers by deferring taxation resulting from increases in livestock. Under
the scheme a base flock or herd is established by the farmer. Subsequent
increases over the base numbetrs are shown at a nil standard value. The
farmer has the option at any time of increasing the standard values for the
extra livestock from nil to his actual standard values for each particular class
of animal. If he does not exercise this option. the tax is deferred until he
does or disposes of the ivestock.

4. One problem encountered by the Revenue authorities in New Zealand
has been the cstablishment of realistic standard values for livestock. For
years many farmers had been using standard values which did not reflect
the average price of the stock. This arose from the erosion of the original
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values as a result of inflation. After protracted discussions with the industry,
revised minimurm standard values were established for new farmers (includ-
ing sons who inherit farms). The new values are updated every three years.
The problems in this area might be reduced if the standard values were
indexed.

5. There are a number of disadvantages associated with the New Zealand
svstem. Firstly, large contingent Iabilities tor tax are accumulated as a
result ot the mil value svatems This canses iede ditfienine swhen stocks i
being mereased. Howevers when stocks are reduced, as they may have to
be in times of recession. tax habilities are generated at o time when farniers
arc i the worst possible position to meet theny, This would not appear o
be m thie best mterest of farmers. Secondlv, the New Zealand provisions
are alse very complex and would need o be adapied to Trish conditions,
Farmers would need some time to come to terms with the new svseem
Thirdlv. the informanos on movements m stock numbers \uppl'icd by,
tarmiers to the Revenue Commussioners would have 1o be mmproved, We
understand that sales of Bvestock o New Zealand are generally made
through muares and returis of those e nade o e Reveniue autiionies.
Sinmular provisions might be required w Ireland betore the standard and nil
values could be tmplemonced hore,

United Kingdom Herd Basis

6. Generally, hvestock kept by fariners and other traders 1s treated for the
the purposes of United Kingdom meome tax as “trading stock ™, However,
tarmers or traders can choose once and for all to have “production herds™.
thatis, herds of mature animals kept for the sale of their produce or progeny
as opposcd to slaughter, dealt with separately as capital assets. on what is
commonly referred to as the “herd basis™.

7. On the trading stock basis, the cost of animals acquired 1s deducted in
the accounts and the price of animals sold 1s brought in as a receipt. The
valuations of livestock on hand at the beginning and end of the account are
included for tax purposes in arriving at the results of the trading. On the
herd basis. the valuations of production animals are not taken mro account
in computing trading profits. In other words, the cost of the original herd
or flock, or of additions to an existing herd or flock that increases its
numbers, 1s not deductible. The herd basis. therefore, gives farmers an
opportunity of having an eventual profit exempt from all taves. In addition.
it avoids tax on increases in annual valuations resulting tron inflation.

'Herd or flocks. such as dairy berds or live focks. that are kept for the sale of milk, voung animals
or other produce. It does not include herds of animals wind are themselves intended for <Gle, ¢ i
cattle which are intended for sale although they meanwhile produce calves or milk for sale—such
animals are treated on trading stock.
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8. Under the herd basis, any profit on the sale of a whole herd or flock
{or a substantial part of it), without replacement, will not be included in
profits for tax purposes, nor will relief from tax be given in respect of any
loss on sucl a sale. It should be noted, however, that a profit or loss on the
sale of individual animals without replacement will be taken into account,
Account will also be taken of the vrofit or loss on the sale of a small part of
a herd or flock. Where animals in a herd are replaced. the sale proceeds of
the old anmals are mclnded as o orading recaipr and the cost of the animals
added o replacement s dedueted as an expense,

9 When o tirnier clects 1o adopt the herd basis for the treatment of his
proaduction lierd for i purposes. it means thar neither the initial cost of his
herd, nor the cost of any antmals added to bis herd to inerease its numbers,
will be deducred as an expense i caleulating his protit or loss. There are
certam other condioons which apphv when the herd basis 15 used. For
examples when a rrmer replaces an antmal i s herd, the sale price of the
old antimal will be meluded and the cost of the new animal can be deducted
arriving at g prodit or doss Bus i the new animal is of beteer qualiey. the
extra cost of the new animal due to the clement of improvement will not
be deducred, Agam 1t a farmer sells a herd and buvs another herd of the
same kind, the conditions of the herd basis apply only with regard to a herd
of the same size and the same qualive . It the new herd s larger than the old
herd, the cost of the addioonal animals will not be deducted as an expense
i the farmer’s accounts,

10, If the whole of'a herd is sold within a period of twelve months without
replacemient, any profit or loss on the sale will not be taken into account for
taxation purposes. Burt if within five vears of the sale the farmer begins to
acquire a new herd, the new animals will be treated as replacing the old
animals. The sale price tor the old animals will, however, be credited in the
accounts at the time when the new ammals are acquired, although it may
have been received much carlier.

11, Omce a tarmer has made an elecnion for the herd basis, it will continue
to apply to all production herds of the same ¢lass kept by him. Even morc
important is the tact that he will not be able to revoke the election in
subsequent years. However, if he ceases to keep any production herd of
that class for a period of at least five vears, he will have a new right to make
an election tor the herd basis 1if he subsequently acquires a new production
herd of the sale class.

12, In short. adopting the herd basis is a means whereby the initial cost
of the herd. and of permancent additions to i, do not rank as a deduction
and the value of the herd is not brought into closing stock. If there is a
casual sale from the herd, the profit or loss is brought into account in the
trading results. However, the outrnight sale without replacement of the
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running down of the herd is an occasion when the gain or loss is not
accounted for tax purposes.

Stock Relief

13 For TY82/83 tarmers are entitled to claim 160 per cont reliet i respect
of mereases i rhe vilne of Tivestock. The reliet may resule m Tarege contm -
vent Habilities for tin One of the drawbacks with this rehietis thar it stocks
are reduced. there 1s a clawback ot relict. A turther ditticulov. is thar stock
rehet cannot be clatmed ina vear i which there is a loss even though stock

values have increased,

APPENDIX 28

THE SYSTEM OF CAPITAL TAXATION IN IRELAND PRIOR
TO 1975

1. Prior o the inuoduction of the new svstem of capital taxation proposed
in the White Paper "Capital Taxanon™, 1974, the taxanon of gitts and
heritances wy Ireland was under three headimgs — escate duty, Jegacy duey
and siecession dure, e estare dury was chargeable on all property which
changed hands ona death. The rates of duty were graduated without regard
to the relationship bervween the deceased and the inheritors. according to
the avoregate vadue ot all the rems of property which passed arwas deenred
to pass on a death. Legacy dury and succession duty, while fundamentally
alike, were mnroalls exclusive and were never pavable together on the
same property. They were taxes on the acguisition of property by a
beneticiary o the death of the owner and the rates were not graduated by
reference to the value of the property. They depended sotely on the
consanguinity berween the beneficiaries and the former owner of the
property. A brief outline of the duties as they operated is given below.

ESTATEDUTY

(ij Property which was liable
—vproperty of which the deceased was competent to disposce at his
death, that is. his own “free estate”, whether he actually disposed of
1t or not;

—property in which the deceased had an interese tor his life;

—property transferred by the deceased, by way of gift, within five
vears of his death;

—annuitics or other interests purchased or provided by the deceased
to arisc on his death.

(1) Property exempt
—all property in an estate 1t the entire estate was valued ar less than
v10,000):

—settled property passing on the death of a surviving spousc;

—gifts made outside five years of the death:
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_ , ‘ TABLE 28.1
—gifts to the State, whether made inter vivos or on death;

Rates of Estate Duty in 1975
—gifts made for public or charitable purposes more than one year

f,' before the death of the deceased:

Pr.ncipal Value of Estate Rate per cent ‘

——gifts of less than £300 in the case of any one donec; Exceedng £10.000 and not exceeding £11,000 4 i

: : - E11.000 .. . . £12.500 3 }
i —gifts which arc shown to be part of the normal and reasonable ‘ F12800 . , £15,000 8
expenditure of the deceased: £ noe £17500 L
I’ [T N £26 000 P
21t made i constderation of DalTLAg e Up Lo 2000 LG puicni Lo P LU £25, Dgu 4
¥ O Fon in £30.900 5
1 chiid and up to £1.000 1 ather cases: E?O oo ) £36 000 a
| 35.000 40,000 21
—objecrs of national, scientitic. Istoric or artisilc imieresr subrect o S Jl, - Edg gOé 24
_ cortain condions about subseqguent sale: 0. 000 27

i . . . . . £55.000 30 '
—certain. Government, municipal or State bourd scurities 1 the £60,000 33
deceased was not domiciled or ordinarilv resident 0 he Seane R Tl
r : Cr00 Ol [N
i S . L] 50 UDu 45
i iy Valuation for duty

200 900

Property hable to estate duey was valued ar its apen moarker vahne o
i the tme ot the dearh of the deceased. Lo tins general rule. there were

;: : SOMEC IMPpOrtant exceptions. Moargmal relic v st case the transition from one rate o the nexe

!.“ Purclv agricultural properey fthar is. farm-Tand wirh 1 rowdones ane bieher rare

: . ottices or other buildings related o the use of the Lind tor tarming . . .

}| purposes, where no part of the open market value was areributable to (V) Qu“-'k Sucesmqn _Rd‘eﬁf , 4 ) ared business

i buildings. development or mineral exploitation} was valued at It property consisting ot fands, ho‘us‘es or an umncorporated business
Itf rwenty-five times the rateable value, less charges in any case where by had borne estate duty and dury again became pavable i respect of such

Lsing this method of valuation the ner value of the total estare was fess property witlin five vears, the duty due on the second death was
than £3,000. (If the land was sold, outside the f tamily, within six years reduced:
of the death it became liable at its market value at the time of the

H
|
‘ “ death).

by 50% f the second destn occurred within cne year  of the first

Shares of a non-trading private company were valued at the sum which
the owner would recetve on a liquidation.

[N . . . . I
!! Stocks and shares of certain Irish quoted companies were valued at - ‘;go oo . ¥ - o i‘r:’r‘;e years
' 1 3 i L 30% - » »

il two-thirds of their market value. Yo% ) N B . four

' 0% .. . ) . five

1 -

H

I

s = - - . 1} Abatements of duty
As 500w e value of eac ) - . :
sum of £7.500 was deducted from the value of each ot Where property affected by a claim for estate duty passed to the widow

or dependent children of the deceased, the amount of estate duty
and otherwise pavable was reduced. It it passed to a widow who had no
dependent children the reduction was £4,000. It it passed to 2 widow

b (a) the total of policies of lifc assurance maturing on the death

i (b) the rotal of death benefits arising under supcrannuation schemes. with dependent children there was a turther reduction of £2,000 in
: ! Gifted property was valued as at the date of the gift. respuct of cach dependent child. Property which passed directly to a
! ! dependent child carried an abatement of £2,000.
,il Ejl}])(_ Sﬁf@tfj‘ziiu(gﬁmm duty are shown in Table 28, 1 These abatements applied o.nl;\_‘ 1o estates whose.va]ue did not exceed
!! i o ’ k R v100.000:, with tapering relief for estates exceeding that value. So far
;” ) i 599
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t
! Ei- f_j.) \T];}il?; was clqnglcrned the Eihresholds which had to be reached —Succession duty: all real property situated in the State passing under
re ecame liable to estate duty were as follows: a will or intestacy or a settlement, irrespective of the domicile of the

I“ If the entire cstate passed to the widow and there were no dependent deceased: it was also payable on personal property which passed
it children £25,500 under a settlement if the “proper law™ of the settlement was the law
It the entire estate passed to the widow and there was one dependent of the State or if the settdlor was domiciled in the State when the

child 33,333 settlement took effect. Estate duty pavable in respect of property

! It the entire estate passed to the widow and there were two dependent was allowed as a deduction from the value of such property for

children L3N 05 lewaey and successton dury purpaoses.
i It the entire estate passed to the widow and there wore three de nde )
§ children : et LP.:';({(L(”[ t11; Property which was exempt
i . A 666 —Dbenetits taken by a surviving spouse. lineal 1ssue or lineal ancestors:
i, [t the entire estate passed to the widow and there were four dependent _ . 7 )
children w46 00 —vproperty derived under a will or Inwestacy where the total value of

thie ctitire o - - the estate did not exceed ¥ 10,000;
I the enure estate passed to the widow and there were five dependent

1
| ¢hildren L3500 —properey given for chantable purposes and applied for such purposcs
m [reland,

;‘ (vil)  Interest on duty in arrcar
Interest on ;1{1p;1id duty on personal estate began to accrue ar the a1 Rates of legacy and succession duty
eNpration of tour motchs h‘qm the date ot deadin and inerest on upaid —property acqu;rcd bv brothers or si;tcrs or descendants ot brothers '
b d‘uty 011 rCr:l] estare at the expiration of one vear from the dare of death., or sisters or their spo’uscs was hable at 10 per cent;
i;: I'he rate of interest was 9 porcent per annum. .
11 —vproperty acquired by more distant relatives or strangers was lable
lii (vii)  Instalments at 20 per cent.
h: Estate duty on real cstate (that is. lands or housce property other than

ol leascholds) could be paid by eight vearly or sixteen halfovearly instal-

- . . ) How Duties were Assessed
“ E: ments, th(.’ flI‘St mstalmcnt was dLlC on [h(‘ hrst Armnversary Of [h{.‘

‘EI i death. 4. The scale of rates of estate duty set out above was referable to the total
f t ' . . value of an estate, i.e. duty was assessed on the “slab” principle as distinct
N l‘E (ix} Double Taxation Relief from the “successive slice” principle.’ The result was that, while an estate
‘i Estate duty was payable on all the property. wherever it was located, under £10,000 was exempt, once the estate exceeded this figure, the entire
'Of-pers‘ons who died domlalc?d m thc-S'tatc and on the property located estate was liable to duty at the appropriate rate. For example, an estate of
! : in the State of persons who died domiciled abroad. £30,000 was liable at 27 per cent i.e. the duty payable was £13,500. If that
i , The forcien property of per ho died domiciled ; e estate passed to three pec_)p]e who were llablc_‘ i cqual shares for the duty,
by g1 property of persons who died domiciled in the State could cach person had to contribute one-third {£4,500) of the duty. If one of the

il also be liable to estate duty in the country where it was located. To
‘ climinate the taxation of property both here and in the country where !
i it was located, reciprocal arrangements existed with certain countries
P whereby the country making the main charge for the duty gave credit
for duty paid in another country in respect of asscts situated in the

persons was the widow of the deceased, her abatement of £4,000 reduced
the liability to £300; n the casc of a dependent child, liability was reduced
to £2,500. If the estate passed to persons other than the spouse, lineal issue
or lineal ancestors, legacy or succession duty was payable in addition to

‘“ latter country. The countries involved included the United Kir estate duty. Table 28.2 shows the duties which were payable on the estate
i ) try. 1h _ ed Kingdom, Y- ) )

il USA. India, Pakistan, Australia, New Zealand and certain African of £50,000 in certain cases.

" § States.

i 'A tax assessed on the slab principle charged the full amount of capital to the rate of duty
’” 3. LEGACY DUTY AND SUCCESSION DUTY appropriate to the band within which it fell viz., an estate with a principal value of £38,000 fell into

(1) Property which was liable to the 9th band for estate duty purposes which was subject to a rate of 21%. The tax pavable was

~-—Legacy duty: the personal estate wheresocver si . ) X £7.980. A rax assessed on the slice principle would, on the other hand. charge each successive slice
Sacy Y 3 ’ ) cr situated, of a person of capital at a separate rate. Assuming that the scale in paragraph 1 (iv) was a successive slice, the

'. who died domiciled in the Starte. duty pavable on an estate of £38,000 would he £3,910,
‘ 600 ’ RI 601




i TABLE 28.2
55 Amount of Duty Payable in 1975 in Certain Cases on an Estate of £50,000
El} Estate Gross Net Legacy or Total Effective Rate
Ji Passing to Duty Rate | Estate Estate Succession Duty of Taxation
| Rate D?f" - - ﬁ APPENDIX 29
P £ Yo
' 9 anan SN i 00 G
oo ;e ! FRe CAPITAL ACQUISITIONS TAX
b Nodoe et :
dependent | ‘ i o o . R . )
children 27 ‘ 13,500 5,500 Nil | 5000 | 1 1. Capital acquisitions tax is made up of two parts: a gift tax on gifts taken
e - LT - | P . . - . .
Brother ‘ 7 13?00 15588 3622 Zgg'gfj i 943 on or after the 28 Februarv, 1974 and an inheritance tax on inheritances
Crr are X 27 SO0 35 7ol Lol 408 - N - . .
Strangers z Rkl - : taken on or after the 1 April, 1975, A gift is taken when a person becomes

8 beneficially _cntitlcd in possession, otherwise than on a death, to property

i for which he does not provide full consideration in money or money’s

i worth. A gift 15 a gratuitous acquisition of property. Broadly speaking, a

person takes an inheritance when he becomes so entitled on a death, usually

under a will, mtestacy or a settlement. Gift tax is chargeable at 75 per cent

' ot the rate applicable to mheritances. All gitts and inheritances made by a

' disponer to a particular beneficiary over his lifetime are cumulated. In the

s March, 1982 budger it was proposed that all gitts and inheritances received

L by a benceticiary trom all sources would in tuture be aggregated to determine

the tax hability on each benefit. The Finance Bill, 1982 modifies these

i proposals so that aggregation is to apply only to gifts and inheritances
received in a particular class.

\
2. The entire property comprised in a gift or an inheritance is liable to the
tax if, broadly speaking, either the disponer ts domiciled in the State or the
[ law governing the disposition is that of the State. If neither of these
|l: conditions applies, property is liable to the tax only insofar as it is situate
i ? n the State. The whole or part of the acquisition, thus ascertained as being
ri liable to tax, is called a taxable gift or a taxable inheritance.

| l Territoriality

P Exemptions

i

“ |7 3. The most important of the exemptions are the four thresholds. Acqui-
' sitions up to the value of those thresholds are not liable to the tax which is
I chargeable only on the value in excess thereof. Amongst the other exemp-

il ‘ tions are

|” (1) the first £500 of the value of all gifts received in a year by a
'f beneficiary from an individual disponer. The Finance Act, 1978
doubled the initial sum of £250;

|
‘i- (1) superannuation benefits under approved schemes;

4




(iii) certain compensation payments or damages, prizes and winnings
from lottenies;

(iv) normal and reasonable payments reccived by members of the
donor’s family in his lifetime for maintenance, support or

cducation;
(v) gifts and inheritances for public or charitable purposes in Ireland:

A oworks ot art scientine collections etens ot nattonal, Instone,
scientific or artiste interest, kept permanently in the State and open
to public viewing and houses and gardens of a similar nature subject
te certain conditions including being open o public viewing.

Property Charged

4 Property comprised moan acquisinen becomes charged to the tax only
when the beneticiary becomes entitled thereto i possession. Future interests
are not taxable unnl they tall o possession.

Value for Tax

5. The basis upon witch taxcis charged s the nirkes vadue ol the propera
comprised i the gift or inheritance. That value miught be described as the
price the property would tetch it sold on the open market on the valuation
date in such a manner and subject to such conditions as nughe reasonably
be expected to command the best price. The valuanon date in the case of
a gift is the date of the gitt and. in the case of an inheritance, the date when
the property has in fact been or is capable of being retained or set apart for
the benefit of the successor.

Deductions

6. Deductions are allowable against the market value ot the property for
any liabilities or incumbrances to which the property was subject at the
time of the acquisition (such as a mortgage or other subsisting charges) and
for any which the beneficiary undertook to meet as part of the transaction
(such as stamp duty, capital gains tax, costs and cxpenses). In additon. a
deduction is allowable for any consideration provided by the beneficiary as
a quid pro que for the acquisition. The value thus arrived at is the taxable
value of the taxable gift or the taxable inheritance as the case might be. In
arriving at this value certain deductions such as the following arc not

allowable:

(1) contingency debts unless and until the conungency occurs;

(i) liabilities for which reimbursement can be claimed:
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(iii) liabilitics created by the beneficiary, and

(1v) the tax on the gift or inheritance or the cost of raising the tax

Agricultural Relief

7. This provides the only exception to the principle that the market value
of properey is the value for tax. In the case of agricultural property, the
agrculiural value. tor the purposes of the Act. applies. That value is the
market value reduced by the lesser of 50 per cont or Y1530,090, It has been
proposed to merease the maxmmum deduction to X 200,000 with effect from
FApril 19820 Agrcultural property means agricultural land, farm houses

Puildings. trees and crops. The relict applics when the beneticiary s 1
tarmer who s, by detmition, an individual who is domiciled and ordinarily
resident heres Inaddition. not less than 75 per cent of the market value of
Al B properevomcludmy, the acquisition, must be represented by agricul-
turat properey annd by bivestock, bloodstock and tarm machinery.

I'ables of Rates

a [here are four -T.ll\lL‘\‘(\T rates of tax ot paragraph 17 below) cach
reterable tooa chiss ot henetieiare rebrred respectiveiyv ro the disponer as

(1) aspouse, child or minor child of a deceased child;

(1} admcalancestor or hneal descendant (other than those at (1))

(i1} a brother. sister. nephew or nicce. and
(1v) outside (1), (11}, and (iii).

Table 1 retains the onginal threshold of £150,000. The remaining three
thresholds were doubled in the Finance Act. 1978, and now stand at
L30.0060, £20,000 and 10,000 respectively.

Y. The excess over the thresholds 1s hable to tax. The rate of tax applied
to the value of any acquisition is that which is referable to the highest part
of the aggregate of all previous acquisitions and that acquisition.

160 Three categories of beneficiary are afforded special treatment to bring
them within classes in which they would not otherwise qualify. The first
is a widow or widower who is accorded the relationship of the deccased
spousc to the disponer if that 15 ncarer than his/her own relationship to
him. The second is a bencticiary who 1s nephew or nicce of a disponer and
who has worked substantially on a full-time basis for the disponer for five
vears prior to the acquisition. The third is the grandchild of a disponer who
is deemed to be his child in certain marriage settlements. Such beneficiaries
are, subject to certain conditions, deemed to be a child of the disponer.
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Assessment of Tax

11. The tax is assessed by the Revenue Commissioners on a return or
additional return delivered by an accountable person. The Commissioners
may require the return to be sworn. Assessments may be made by them n

the absence of returns.

Interest

12, nterest is charged on outstanding tax ar the rate ot 1.25 per cent por
month or part of a month. Interest 1s not charged where tax 15 paid within
three months of the due date.

Instalments

13, The tax mayv. at the option of the axpaver, be pud by tive annual
instalments with interest on the unpaid tax. This facility 15 not available in
the case ot an absolute acquisition of personalty.

Discretionary Trusts

14, Lhe transter of property into such trusts does not give rise ro habihty
to the tax. The payment of the tax is postponed until bencficaries become
absolutely entitled in possession to any part of the trust property.

Life and Other Limited Interests

15. In such cases, the value for tax is the underlying property in which
the intcrest subsists. This value is however discounted in accordance with
the actuarial tables in the Act which have regard to the age and sex of the
beneficiary and the duration of the interest.

Aggregation

16.  Although they are not themselves chargeable to tax, all gitts taken by
the beneficiary from the same disponer in the five years from the 28
February, 1969 to 28 February, 1974 are aggregated with all subsequent
acquisitions taken by that beneficiary from that disponer.

17.  The existing rates of capital acquisitions tax and the ettective rates of
tax which these imply are as follows.
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Rates of Capital Acquisitions Tax
Class|

Applicable where the donee or successor is the spouse, child, or minor child of a deceased child
of the disponer.

Portion of Value Rate of tax
Vower | e I Lpoer Lirmit Parcart
£ t :
!

5 : T50,000 N
150.000 I 200,000 75
200.000 | 250,000 30
230.000 ' 300,000 35
300.000 350,000 40
350 000 : 400 000 ' 15
490,000 : 50

Class ||

Apo cab e vinere the donee Or sUCCessor .S 3 inea ancestar or a  neal gescerdant (otrer than
40D ara v a0 Cr 000 3 geceased Tnig of Tre qrspener

Portion of Value i Rate of tax
Lower Limit Upper L'mit Per cent
£ £

0 30,000 il
30,000 33,000 5
33,000 38,000 7
38,000 48,000 10
48,000 58,000 13
58,000 68,000 18
68,000 78.000 19
78,000 88,000 22
38,000 103,000 25
103,000 118,000 28
118,000 133,000 3i
133,000 148,000 34
148.000 163,000 37
163,000 178,000 40
178,000 193,000 43
193.000 208,000 46
208,000 223,000 49
223.000 50
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i

Class HI

Applicable where the donee or successor is a brother or a sister, or a child of a brother or of a
sister of the disponer.

li
Portion of Value Rate of tax
Lower Limit Upper Lim't } Per cent

£ £ :

v . AU Uy |
200000 23000 . -
23000 : 23,000 iz
28,000 , 36 000 <
58000 ! 48 000 -y
42000 ! CERl k¥
5% 000 | 68,000 27
58,000 | 78.000 :

0 ' 03000

L
Class IV
Apm cabio where the danes OF SJ0Cessor does Aot 2mnd 1o e T spoTer RS ERY [
creredio nCless o orthabove
T
Porton of Value 1 Rate o’ 1ax
Lower Limit Lpperlims Percer
f ' £
0 10,000 Nil
10.000 13,000 20
13,000 18,000 22
18,000 28,000 25
28.000 38,000 30
38,000 48,000 35
48,000 58,000 a0
58.000 68.000 45
68,000 i 83.000 50
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Effective Rates of Capital Acquisitions Tax

%

16.0

31.03

55.23

58.41

53.40

59.88
59.92

59.85
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APPENDIX 30
WEALTHTAX

I In this appendix we deseribe the main provisions of the Wealth Tax
Act. 1975 The tax was charged on the taxable wealth o every assessable
person. Taxable wealth was. broadly speaking, the net value of all dhe
property to which an assessable person was beneticially entitled th posses-
ston. Therewere three categories ofassessable persons. namelv, individuals.
diseretionary trusts and private non-trading companics. The property ot
the wite and minor ¢hildren ot a married man was aggregated with his
property and was treated as parc of his taxable wealth, B the hushand and
wite were separated, the property of the wite was not aggregated with thar
ot the hushand and the property of a minor child was aggregated wich that
ol the parent who had custody of that child. The tax was assessed atter
deducting the appropriace thresholds Tom the net market value of tasabie
wealth of the mdividual. These thresholds were C100,000 tor a married
couple. Y90.000 for a widow or widower and Y70,000 for all others. Where
the wealth, it any, of minor children was aggregable, a further deduction
of £2,500 was made in respect of cach such child, These thresholds did not
apply to the other assessable persons. namely, discretionary trusts and
private non-trading companies. The tax was charged on the net market
value of the taxable wealth of cach assessable person (less the appropriate
thresholds. 1fany) on every valuation date. The valuation date was 3 April
cach year, starting with 5 April. 1973, The net market value upon which
the tax was chargeable was the market value less certain relicts and deduc-
tions. The marker value itself was. in general, the open marker value but
special provisions applied to the ascertainment of the market value of

(1) shares in a private trading company, which was controlled by an
assessable person, and

(1) certain agricultural land within a mile of an urban arca.

Exemptions

2. Certain categories of property were exempted from wealth  tax
mcluding

(1) a dwellinghouse to which an individual was entitled. together with
its garden or grounds up to an area of one acre. To qualify for
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exemption, the dwellinghouse had to be occupied by the individual
as his only or principal residence. If a part of the dwellinghouse
was let or was used mainly for the purposes of a trade or business,
such part was not exempted from tax;

(i) turniture and household effects, being the normal contents of such
a dwellinghouse;

(it hvestock to which a farmer. as dehned. was endtled:

vy bloodstock:

{(v) the ngheto receive certain superannuation benefits or annuities:

{Iv) growing umber m the State:

(vit) shares of a private non-tradmg company where the company was
4 taxable enuty, and

(vii) heritage property and certain works of art.

Rate of Tax
300 The rate of tax’ was 1 per cent of thie net market value of the taxable

wealth on the valuation date.

Reliefs for Productive Assets

4. Reliets were provided tor what was described as productive property.
The relief took the form of a deduction from the market value of certain
property to arrive at the net market value of that property, that is, the value
upon which tax was assessed. There were two forms of relief, namely,

(1} a deduction of 50 per cent or £100,000 (whichever was the lesser)
in respect of

(a) agricultural property and farm machinery. This relief was avail-

'"The proposals in the White Paper on Capital Taxation published on 28 February, 1974 (Prl.
3688) as regards wealth tax were that tax should be charged annually on all property over £40,000
tor a single person and over $60.000 for a married couple. The rates of tax would vary according
to the aimount of taxable net wealth, mcreasing from ]-—;pcr cent. Inan address to the Contederation
of Trish Industry on 15 May 1974, the Minister for Finance announced a decision to modify the
wealth tax proposals in the White Paper as follows:

(1) toapply 2 smgle rate of | per cont mstead of races of 1) per cont up to 24 per cent.

to mncrease exemption thresholds from 700000 to (RO for a marnied man and from
LHLOON o LFOO00 {or 4 single person, with an additional allowance for cach minor child
of ¥2. 500 and a new exemption threshold of Y9U000 tor 4 widowed persen:

m

i) to revise these thresholds every three vears to take account of inflaton — valuations
ininally agreed would remam valid for three vears.

T'he nirst two of these items were later incorporated in the Wealth Tax Act, 1975
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able only to individuals who were domiciled and ordinarily
resident in the State of whose gross wealth not less than 75 per
cent consisted of agricultural property, farm machinery, live-
stock and bloodstock. For this purpose. agricultural property
mcluded woodland and farm buildings;

(b) fishing boats emploved whollv in commeercial sca tishing:

rseomuch ot horel premices o consisted of Bedroo

PSR RERATRTS REATRIN

Pl schol s available ondy whord the proparty o gquestion was

cvoned v individaal,

e deducnion ot 200 per coene trom the market value of anyv other

property methe State which was vsed divecthy i the provision of

ciplovment 1 the State and of stock o shires of 1 readine

(UF‘.]{‘.?H\

S0 Spectal provision was made tor arrnvime ar the marker value ot aeri-
culttnal proparty windh was sinated woinnn one vile ol an urban arca.
where 16 was shown thatits value was enhanced by at's gh potental tor
acvelopmant T such vases, the market value was ascertamed by addmy 25

1

1
[ R O R A S YU
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APPENDIX 31
THE DISTRIBUTION OF PERSONAL WEALTHIN IRELAND

oo dn tns appendiy we review the avalable dat on the distribunon of
personal wealth m Ireland and compare them o the official esdmates ot
wealth distribution m the United Kingdom. We conclude that both sets ot
data are detective and do not offer the best foundations on which to base
tirm judgements abour the distribution of wealth, We also look at certain
adjustments to the data which produce a somaewhat different picture of the
spread ot wealth,

Public Wealth

20 doas mmportant to note that estimates ot the distribunion ot personal
wealth exclude wealth thar s publicly ovned, Public wealdh in Ireland is
substantall For example, i 1975 chie total assets of stete-sponsored hodics
m Ireland amounted to ¥3.985 million.! In addinon. m 14979 there were
almose 103,000 publicly owned houses ler by local authorities. It may be
argued that the greater is the share of public wealth in the cconomy, the

less concern there needs to be about the distribution of personal wealth.

Distribution of Personal Wealth in Ireland

3. The latest information on the distribution of personal wealth in Ireland
relates to 1965/66.7 This mformation is based on official estate duty records
supplied by the Revenue Commissioners. Lyons estimates that the distri-
bution of wealth is as shown in Table 31.1.7

TABLE 31.1

Distribution of Personal Wealth in ireland, 1965/1966

Population: Top oo 1% 5% 10% 20%
Wealth: Own . .337% 63.0% 78 1% 93.2%

Repore Noo 20 of Review Body on Higher Remuneration in the Pubhe Sector. 1979 Prl 8184
Appendis 16 Table [ Gross domestic product in 1478 amounted o £6.721 mullion.

P M. Lyvons “Estare Dury Wealdh Estimates and the Mortality Muitipliers. ™ Feonomic and Social
Review . Vol 6, Neoo 3. pp. 337-3530 Apnl, 1975

“Phe rable 1s calenlated from Table 3in Lyons (1975, p. 3445 and refers to the adult population
\Jgt‘d Mand aver)
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Limitations of Estimates of Distribution of Wealth

4. The method used to produce estimates of the distribution of wealth
from estate duty or inheritance tax records is called the “mortality multi-
plier’” method. This begins by analysing all the estimates assessed for duty
in the relevant vear by age and sex of the deceased. To estimate total
personal wealth among the living a “mortality multiplier” based on pub-
lished stanstics 15 applied to the assessments. The number of wealth-owners
i cach age and sex group are muldiphed by the reciprocal of the appropniate
mortality rates It che number ot deaths per 1L.uby of populauon tor a male
age-group 1s L 1n 1,000, the number and value of estates in that group are
muleiphied by 1,000 to give an estimate of total wealth for the living
population. Estimates of total wealth are thus constructed, together with
analyses of numbers of owners of property m cach range of wealth and of
the value ot cach tvpe of property.

5. This method has a number of well-known limitatons, Firstly, there
are normally very few deaths in certain categories. As a result, estates mav
not be representative ot the whole population. Secondly, to appear i ostare
duty rerurns, wealth must have been owned by the deceased at the time of
death and have a value atter death, except tor gifts urer vivos. This leads o
ditferences berween wealth tor estate duty purposes and personal wealth in
casc of, tor example, liferime transters, pensions and lite insurance, Thirdly,
the unit used for estate duty purposes is the individual not the family which,
in our view, would be the appropriate unit for the purposcs of examining
the distribution of wealth. Fourthly, the estimates reflect the distribution
of wealth at a parucular moment in time. This distorts the picture because
older people tend to have more wealth than younger people. A degree of
inequality between younger and older people 1s not normally considered to
be unjust, since 1t merely reflects the normal life cycle in which persons
tend to accumulate property. Fifthly, the wealth owned by people at the
lower end of the scale may be understated since valuations would not be
queried by the Revenue Commissioners if there were no possibility of a tax
liability.

6. There are also a number of limitations peculiar to the Lyons study
which should be noted. Firstly, the data refer to the adult population {aged
20 and over). The high figures for groups such as the top 20 per cent reflect
the fact that Lyons assumes that the part of the population which does not
appear in the estate duty statistics has zero wealth. The result is that 38 per
cent of the total adult population 1s estimated to own all personal wealth,
leaving the remaining 62 per cent with nothing. Secondly, the mortality
multiphiers used by Lyons for his main set of estimates are those derived
from the general population death rates. Since Lyons assumes that the
wealth of each member of the excluded population is zero, the use of these
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general mortality multipliers generates different percentage shares of top
wealth-holders than multipliers adjusted for social class.

Adjustments to the Statistics

7. Due to the limitations on the value of estimates of the distribution of
wealth compiled from estate duty statistics. it is clear that they cannot give
2 sansfactory indication of the degree 1o which the holding of wealth is
concentrated. The Roval Commission an the Distribution of lncome and
Wealth i s Seventh Report makes adjustiments to the basic statistics to
allow tor the value of occupational and State pension rights. The results are
shown i Table 31,2

TABLE 31.2

Distribution of Personal Wealth in the United Kingdom, 1976

Percentage Shares of Estimated Personal Wealth by Given Quantile Groups of the Total
Population Aged 18 and Over.

T
|

Udantne Group, Lnadjustea ncwuding ocedpational | Including occupational

estimates pension nghts and State pension

| ! rights

I . I .

Pl | I | ELv]

I |

Top 1 percent 249 211 141
Top & per cent 46.2 412 291
Taop 10 per cent 606 55 2 403
Top 20 per cent 776 728 hh 3

8. Theinclusion of the capital value of pension rights substantially reduces
the inequality in the distribution of wealth. Even these adjustments do not
allow for the wives and other dependants of wealth holders who are
assumced to be propertvless. We believe that a good case can also be made
for inclusion of the benefits of other Government expenditure, such as
health, education. social welfare and housing benefits. Many of these are
provided selectively to lower income groups and, if included, would
substantially reduce the inequality in the published estimates of the distri-
bution of wealth. The existence of rent-controlled dwellings in the private
sector also reduces the inequality of wealth distribution.

Conclusion

9. The informatnion on the distribution of wealth in Ireland is limited.
Such information as exists s defective and exaggerates the extent to which
the distribution of wealth 1s concentrated.

‘Cmnd 7593 July, 1979 Chaprer 4,
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