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We present this Report at a challenging time for Ireland. A time when firm actfion is needed to strengthen
our economy so that it susfains and creates employment and continues to provide resources for those in
need. Growth that is sustainable is a key objective — from growth will come jobs and tax revenues — from
jobs will come reward and security - and from tax revenues will come the ability to provide services and

redistribute resources in our society.

There are many areas of Ireland’s tax system that work well. Over the years it has been a key facilitator
in redistributing income and a foundation for our ability to atfract industry and sustain jobs. So we are
starting from a good place. Nonetheless we have found many areas where the system can be restructured

and reformed and these are the focus of our recommendations.

In keeping with our Terms of Reference these recommendations have regard to the medium fo longer
ferm and, in aggregate, they are compatible with keeping lIreland a low fax economy. We do not
advocate an overall increase in the levels of taxation but rather a broader and less volatile base. Indeed
one of our overriding concems is the relatively narrow base of Ireland’s current tax system which makes
it very susceptible to changes in economic conditions. Even falls in output much less extreme than those
experienced in 2009 would, if susfained, generate large budget deficits. Over time these could challenge
our ability to provide essential services and, in the exireme, could challenge our fiscal autonomy. A focus
on revenue streams that are less likely to collapse during a downturn is necessary and we need such a

focus immediately.

Some of our proposals are radical — an annual tax on residential property, domestic water charges, a
carbon fax, and removing or limiting most of the tax breaks that are currently available. We believe that it
is not possible to keep things as they are. Our recommendations should not be compared with the status
quo. Instead we need to ask what are the likely allematives if they are not adopted. In particular we
need to ask where the revenues will come from if not from the new areas of taxation and charges that

we recommend.

Our proposals have the general character of making Ireland less vulnerable to economic shocks,
encouraging enterprise and innovation, ensuring susfainable water supply and waste treatment, meeting
our responsibiliies on climate change, supporting the autonomy of local government, encouraging

provision for refirement, and improving the faimess of our tax system.

Some recommendations will involve taxing ourselves in ways we have avoided for decades, but they will
guarantee greater sfability in our tax revenues while having the least negative effect on the ability of our
economy to grow and create jobs. They will bring greater cerfainty to the capacity of the State to support

those in need and reduce uncertainty about sudden changes in tax rates and structures.

There will be a natural fendency for all who will be affected — which is almost all of us = to argue that
they are a special case and should be exempted. Where such argument is indulged, the inevitable

consequence is fo increase the burden commensurately on the rest.

It is twentyfive years since Ireland’s tax system was last examined in defail. The sixteen month timeframe

for complefion of our deliberations required us to concentrate on broad reform rather than defailed



design. There will be areas which deserve more detailed examination and analysis sooner rather than
later. We therefore recommend examination of Ireland's tax system at more regular intervals in future. This
should ensure that we continue to have a sysfem that is responsive to emerging social and economic

developments and is always ahead of the curve and never behind the game.

| wish to thank all of the Members of the Commission for their commitment and professionalism since we
first mef in March 2008. Like any seventeen-person body we have differing views and perspectives. It is
fo the Members’ credit that they were consistently objective in their input and focused only on an outcome

that seeks to deliver the optimal faxation system for Ireland.

We could not have completed our work and delivered this Report without the excellent work and sustained

dedication of the Commission Secrefariat so ably led by Jim Kelly. VWe are in their debt.

Y o (g

Frank Daly

Chairman
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Executive Summary and list of Recommendations

Part 1

Executive Summary and list of Recommendations

Introduction [Part 2 of our Report]

Establishment and terms of reference

The Commission was established on 14 February 2008 fo review the structure, efficiency and
appropriateness of the lrish faxation system and with the infention that our work would help establish the

framework within which tax policy would be set for the next decade at least.

Our terms of reference are farreaching. VWe were asked to have regard to the commitments on economic
competitiveness and on taxation contained in the Programme for Government, in particular the four

commitments:

®  To keep the overall tax burden low and implement further changes to enhance the rewards of
work while increasing the faimess of the tax system

e To ensure that our regulatory framework remains flexible, proportionate, and up to date

J To introduce measures fo further lower carbon emissions and to phase in on a revenue neutral

basis appropriate fiscal measures including a carbon levy over the lifetime of the Government,

and

®  The guarantee that the 12.5% corporation tax rate will remain

We were invited, in the context of maintaining an equitable incidence of taxation and a strong economy,

fo consider the structure of the taxation system and specifically to:

J Consider how best the tax sysfem can support economic activity and promote increased
employment and prosperity while providing the resources necessary to meet the cost of public

services and other Government outlays in the medium and longer term

J Consider how best the tax sysfem can encourage long term savings to meet the needs of
retirement

. Examine the balance achieved between taxes collected on income, capital and spending

J Review all tax expenditures with a view fo assessing the economic and social benefits they

deliver and to recommend the discontinuation of those that are unjustifiable on cost/benefit grounds
J Consider options for the future financing of local government, and

J Investigate fiscal measures to profect and enhance the environment including the infroduction

of a carbon tax

In our ferms of reference we were requested to report by 30 September 2009. Following discussions
during March 2009 between the Minister for Finance and our Chairman, this was subsequently brought
forward to 31 July 2009.

When we were established in February 2008, our primary focus was on the medium and long term and
on the fitness for purpose of the tax system for a period of 10 to 15 years. Since then there has been a
very significant change in Ireland'’s economic circumstances and, while we are of course mindful of these

changes, we consider that our primary focus should remain on the medium fo longer ferm and we have
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prepared our Report on this basis. The fax system we are proposing is one that we believe will provide
greater equity and assist economic growth and this in turn will provide the resources for public services

in the future.

Guiding principles
We set down guiding principles — comprising both general principles of taxation and operational

principles — to assist us in fulfilling our mandate.
Equity - Equity that is, taxing persons on their ability to pay.

Flexibility - A flexible tax system is one that is responsive to, and capable of adjusting in line with, changes
in society, markets, business practices, technology and economic conditions. Flexibility may also be
looked at in the confext of budget volatility and the ability to raise one tax to compensate for a shortfall

in another.

Tax neutrality - In a general sense, fax neutrality is used to describe a tax system that does not create
a bias that could influence a taxpayer to choose one course of action over another. In other words,

decisions are made on their economic merits and not for tax reasons.
Simplicity - The simplicity principle requires that the fax rules are known and that liability is clear.

Evidence-based approach - We adopted an evidence-based approach so that, where available, facts

and appropriate benchmarks were used to support our analysis and conclusions.

Pragmatism - The tight timeframe we had in which to complete our deliberations, together with our wide
terms of reference, suggesfed that we should mostly focus on tax reform rather than tax design. The
obvious exceptions here were carbon tax and property taxation, as these are not features of the current

tax system.

Our approach fo tax reform

Role of a tax system

The primary role of a tax system is fo raise revenue to fund Government expenditure.

The Irish tax system has evolved over time fo reflect changing economic and social conditions and will
need fo be equally responsive to new developments in the future. In general, we consider that many
aspects of the tax system work well and do not require reform. Other areas are in clear need of reform

and are the main focus of the proposals in our Report.

Broaden the base rather than increase the rates

Some of our proposals involve widening the scope of the charge to tax. VWe consider that lower fax rafes
on a broad base are better than higher rates on a narrow base. Having a broad tax base allows tax
revenue fo be raised from a wider range of sources and enables rafes of tax to be kept low. In adopting
this base broadening approach, we are positioning the tax sysfem to support economic activity which
has the pofential to sustain and increase employment, encourage enterprise and thus enhance living

standards for all.



Overall levels of taxation

We do not seek to increase overall levels of taxation. Rather, we set out to broaden the tax base so
that tox is levied on a wider range of income, gains and assets. It is our general view that the revenues
raised through the measures we propose should be used to reduce the tax burden in other areas so that

the reform is tax neutral overall.

Balance of taxation between income, capital and spending

In striking the appropriate balance of taxation between income, capital and spending, Government in its

approach fo revenue raising should:
o Seek to broaden the base within each tax head, and

. Look to property taxes, spending taxes (especially environmental taxes), and income taxes in that order

A stable revenue base

We consider that stability is an important atfribute of a fax system. This implies that the tax sysfem should
be designed with a view fo eliminating as far as possible volafility of tax receipts. A consideration
in achieving a stable tax base is o tax those factors that cannot avoid the charge to tax. The most
obvious example of this is immovable property. We consider that the taxation of property is one area of
Ireland’s tax system that is particularly in need of reform. Infroducing an annual tax on residential property

represents an important step fowards providing a stable and non-volatile tax base.

Equity

Equity is a key aspect of a fax system. A tax system has a role in the redistribution of income. This is
achieved by faxing those with higher levels of income at a higher rate than those with lower levels of
income. The redistribution occurs not only in the fax systfem but also through the welfare system and
both systems should operate in a coordinated way. Equity should be considered in the confext of the
overall tax system. A lack of progressivity in one area of the system may be compensated for by having
a high degree of progressivity in other areas, or by focused direct expenditure - which is financed from

tax revenues.

Ireland’s taxation system [Part 3 of our Report]

Part 3 gives a broad overview of national taxes, of social insurance and levies and of local authority taxes

and charges in operation in Ireland. These are considered in some detail in other Parts of our Report.

Income tax, value-added tfax, excise dufies and corporation tax together account for over Q0% of tax
receipfs; stamp duties, capital acquisitions tax and capital gains tax make up most of the balance.
Social insurance contributions and levies are also important in the lrish taxation context and we outline
the key components of these in this Part. Finally, Part 3 also gives an overview of the principal charges
imposed by local authorities, thus providing a contfext for our consideration of the future financing of local

government in Part 11 in accordance with our terms of reference.
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The Macroeconomic Framework and the Balance of Taxation
[Part 4 of our Report]

The Irish economy

The Irish economy has experienced dramatic change since the reports of the previous Commission on
Taxation over 25 years ago. In the infervening years Ireland has experienced significant economic
growth with living standards converging on, and in some cases surpassing, those of other developed
economies. The recent change in the Irish economy has impacted greatly on the country’s fiscal position
and resulted in a significant increase in unemployment levels. Our approach is that the extra revenue that
is raised by our proposals for broadening the base of the tax system should be available o reduce existing
fax rafes, particularly foxes on labour. In this way our structural reform should allow the taxation system
fo collect a set amount of revenue with less disfortion fo the economy and in a more equitable manner. It
should also contribute, along with other policies aimed af restoring competitiveness, to the policy goal of

moving fowards effective full employment in the medium term.

Our terms of reference make it clear that we are to have regard to keeping the overall tax burden low.
Furthermore, our remit is to consider the structure of the taxation system for the “medium and longer term”

rather than consider broader fiscal policy and the shortterm situation.

Balance of taxation between income, capital and spending

We note that in sfriking the appropriate balance of taxation between income, capital and spending,
Government in its approach to revenue raising should seek to broaden the base within each tax head and

look to property taxes, spending taxes (especially environmental taxes| and income taxes in that order.

This suggested hierarchy of different taxes is based on their economic impact. Policymakers will need o
consider any trade-off with other objectives of tax policy, particularly equity. The basis for this ranking is
that a fax on less mobile factors will cause less economic distortion, as confirmed by both international
and lrish evidence. Corporation fax is omitted from the ranking because Ireland already has a low
corporation tax rate and our terms of reference require us to have regard to “... the guarantee that the

12.5% rafe of corporation tax will remain”.

This ranking is not a simplistic ‘one size fits all" model for tax policy. The particular circumstances of @
specific country may give reason fo expect deviations from this ranking. In this way different models may

be appropriate for different countries. The appropriate ranking may also change at different points in fime.

A sustainable fiscal balance

It is our view that, for the longer term, fiscal policy should pursue a counter-cyclical budgefary approach
that achieves balance over the economic cycle. Taking info account the position of the economic cycle
involves the accumulation of resources in good times so that in less benign times fiscal policy can be
expanded in order to support greater economic activity. There is now a greater emphasis on the role of
fiscal policy in demand management in Ireland because, as a member of the Eurozone, we no longer
have our own exchangerate policy and monetary policy. With regard to capital spending we advise
some flexibility, in particular so that the large costs that can be incurred by a ‘startstop” approach fo large

capital projects are avoided.
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In addition, public spending should be based on a stable revenue base. Unstable sources of tax revenue
can include procyclical taxes which infensify the business and economic cycle. Thus we recommend a
move away from a fransaction-based fax on property such as stamp duty towards introducing more stable

revenue sources, including an annual tax on residential property and user charges.

Tax system - structural issues [Part 5 of our Report]

Income tax structural issues

The main purpose of the income tax system is to collect revenue to fund public services. The system has
other important roles including the redistribution of resources as well as incentivising a number of desired
outcomes such as participation in the labour force. There are now four parallel systems, with four different
bases, which collect tax on income: income tax, PRSI, the health contribution levy and the income levy.

We consider that there should be a single system that collects tax on income.

Income tax is charged by way of a tworrate structure. For the longer term we consider that a three-rate
structure has merit on grounds of equity, greater progressivity and flexibility. Such a structure should reflect

the need to keep taxes on labour low and marginal rates competitive.

Unit of taxation and individualisation

We support, as a general principle, the confinuation of the position whereby the family is the unit of
taxation and that this should be the position for all direct taxes. However, in relation fo income tax, a
"hybrid” arrangement has been in place since 2000, with regard to the tax band structure and credits
that apply to married couples. We consider that this arrangement should remain in place as it represents
a balance between, on the one hand, acknowledging the choices families make in caring for children

and, on the other, taking account of the need to encourage labour force participation.

Cohabiting couples

As regards the fax treatment of opposite sex and same sex cohabiting couples under the tax code, we
hold the view that tax law should follow the general law in this area. To the extent that general low
extends to opposite sex and same sex couples the same freatment under the law as that afforded to
married couples at present, we envisage that they should be covered by our recommendation as regards

the unit of taxation.

Minimum wage and taxation

Policy in relation to lower earmers over the past decade was aimed, among other things, at taking low
eamers out of the income tax net so that people could keep more of what they earn. Our view is that the

general aim should be fo continue to exempt the minimum wage from faxation.

High earners

A measure fo limit the use of certain tax reliefs and exemptions for those on high incomes came info effect
in 2007 . It provides for more equity by improving progressivity in the income tax sysfem. A balance has
fo be sfruck between providing tax incentives o encourage investment in areas of the economy and a
measure which restricts the use of those same incentives. Ve recommend that the measure remains part

of our tax code, that it be periodically reviewed and that it should apply to individuals availing of reliefs



and exemptions who eam more than €250,000 rather than the existing limit of €500,000.

PRSI

PRSI has certain characteristics of a tax. It is a complex system that has a wide scope covering both benefits
and contributions. It is not easily understood and contains a number of anomalies. VVe recommend that
there should be a separate comprehensive consideration of the PRSI system. We examine the aspects of
PRSI that have the characteristics of tax and make a number of recommendations regarding PRSI which

include broadening and rationalising the base.

The health contribution levy does not confer any right or entiflement of benefit on the contributor. It is thus
in the nature of a tax. VWe recommend that this levy should be abolished and integrated info the income
tax system when fiscal conditions improve sufficiently to allow a transition fo the new structure. We also
recommend that the national training fund levy should be abolished and a different approach to funding

the national training fund should be put in place.

Refundable tax credits

A refundable tax credit is one where, if an income-earner has insufficient income to use all of his or her
tax credit, the unused portion is paid fo him or her by way of a cash fransfer. VWWe do not recommend a
move fo refundable tax credits at this stage. However, if there is not an appropriate level of uptake of
direct expenditure support through measures like Family Income Supplement payments after a period of
five years, the question of refundable tax credits should be considered as a policy option to ensure a more

equitable distribution of resources.

Integration of the tax and welfare systems

We recommend further infegration of the tax and social welfare systems in terms of closer technical and
policy infegration, greater exchange of information and the further development of administrative co-

operation between the Revenue Commissioners and the Department of Social and Family Affairs.

The tax treatment of social welfare payments

Cerfain social welfare payments are exempt from tax. We conclude that, as a general rule, all social
welfare payments should be subject fo taxation and that the statufory provisions which exempt from
income fax elements of social welfare payments should be discontinued. However, we do not recommend
any change in the taxation sfatus of maternity benefit, adoptive benefit and health and safety benefit
and we recommend that specific exemptions from income tax should be infroduced for the Family
Income Supplement, domiciliary care allowance and the respite care grant. We also recommend that
arrangements should be put in place as early as practicable to ensure that tax due on social welfare
payments is collected at source by the Department of Social and Family Affairs. When in place, the
arrangements for this would facilitate the taxation af source of child benefit payments. Section 8 of Part 8

contains our recommendations with regard to child benefit and taxation.

The taxation of capital

In regard fo capital gains tax we recommend that capital gains should not be taxed to the extent that
they arise from inflation. We also recommend the reintroduction of rollover relief in the case of farm land

disposed of under a compulsory purchase order. However, in Part 8 we recommend limiting the reliefs



available on the transfer of business and farm assets within families.

Residence

Residence rules are important as regards equity and protecting Ireland’s taxing rights. The present rules —
which are based solely on time spent in the country — need to be sfrengthened. We are recommending
that the existing 183,/280 days fest for determining the tax residence of an individual be supplemented
by additional criteria, which should include fests relating to a permanent home and an individual's centre

of vital inferests.

Remittance basis

The remittance basis is an anachronism that is not compatible, on equity grounds, with a modern tax
sysfem and it should be discontinued. However, withdrawal of the remittance basis is a significant
change to the fax system and there should be a leadtime of three fo five years before any legislation
fo discontinue it fakes effect. We also recommend (in Part 7) a carefully targefed incentive aimed at

affracting key skills info Ireland.

Regulatory framework

Equity, efficiency and faimess should underpin the administration of Ireland's tax system. The perception
of faimess is vital if a tax authority is fo have the confidence of taxpayers. The relationship between the
taxpayer and the taxing authority is enhanced where the compliance burden is minimised to the greatest
extent possible. Against this background, we make a number of recommendations on the appeals process,

interest charges and the regulatory and compliance burden.

Tax avoidance

Tax avoidance offends the principle of equity and can undermine both the tax base and tax compliance.
Against this background we consider the current approach to dealing with avoidance and we recommend

a review of the effectiveness of the measures now in place.

Taxation of property [Part 6 of our Report]
Restructuring of taxation of property

We consider that all property should be subject o recurrent taxation — either through the local government
commercial rafes system or a recurrent tax on residential property. VWe recommend the infroduction of an

annual property tax on residential property. Such an annual tax should be put in place as soon as is feasible.

A rebalancing of the exisfing fax system fo provide for a more sfable fax base is desirable and an annual
property fax will help achieve this. The resfructured property tax system that we propose will help reduce
economic distortion arising from the present emphasis on transaction based property taxes. It is appropriate
fo move away from an undue reliance on stamp duty — where the tax revenues are contingent on the level and
value of property transactions. A property tax would provide a reliable revenue sfream that cannot be avoided

and can therefore provide stable revenue for the Exchequer and, in due course, local government financing.

Economic aspects of an annual property tax

Our examination of property faxation measures had regard fo evidence that annual taxes on land and

buildings have a small adverse effect on economic performance and that taxes on capital and financial



fransactions are highly distorfionary. ~ An overreliance on transaction taxes — particularly stamp duty
on property — has contributed to tax revenues dropping more quickly than (nominal) GNP. - An annual

property fax would, in our view, creafe a sounder base from which the property market can develop.

Other taxes on property

When an annual property fax is infroduced, stamp duty on a residential housing unit that is a person'’s
principal private residence should be zerorated. However, stamp duty should continue to apply for
investor purchasers of residential housing units. The rate should take account of fransaction tox rates (and

thresholds| that apply across the EU.

There are two other specific areas where we propose changes to the taxation of property.  Firstly, windfall
gains arising from increases in land values due to rezoning decisions should be subject fo an additional
capital gains tax charge. Secondly, a recurrent property fax should be introduced on land zoned for

development that is not used for the zoned development.

Design features of an annual property tax

The annual property tax [APT) we recommend should:

. Apply to all residential housing units with the broad exception of local authority and social

housing and some limited other exceptions
. Be payable by the owner of the property

. Be calculated by reference to the open market value of the property using valuation bands

and be subject fo selfassessment
J Apply at a rate which is proportionate

. Have regard to ability to pay with a general waiver provision exempting house-owners under a

low income threshold. A deferral option should also be provided where certain criteria are met

J Have transitional rules in the case of a principal private residence of a person who paid stamp

duty during the previous seven years, and

J Have a wide range of payment options

The need for an up-to-date valuation base

We recommend the development of an upto-date valuation base for all residential, business, commercial

and industrial property in Ireland.

Implementation

The timing of any change in policy on the taxation of residential property is a sensifive issue. However, it
is arguable that such a change is less difficult at a time when the residential property market is at or near
the end of a downturn in the economic cycle. Introducing an annual property tax would, in our view,
create a sounder base from which the property market can develop when taken with other compensating

measures such as the zerorating of sfamp duty on principal private residences.

Property tax rate

Prescribing the rate of an annual property tax is not a matter for us. However, factors that should be taken

info account in seffing a rate to replace, in a stable property tax system, the somewhat volatile flows from



stamp duty include:

®  The revenue flow to be replaced should not reflect the windfall receipts from stamp duty which

arose from the rapidly growing property market during the period 2003 =2007, and

o The need to finance waivers for those on low incomes

Local government financing

We envisage that the annual property tax will be an important component in the future financing of local
government and recommend that before the next local elections in June 2014, Government should give
local authorities flexibility regarding setting the rates of tax. We explore other aspects of local government

financing in Part 11 of our Report.

Supporting economic activity [Part 7 of our Report]

Context of our work - low effective tax rates

We believe that the best way to achieve low effective tax rates is to broaden the tax base so that tax
rates can be kept low. This highlights a trade-off between supporting overall economic activity and
supporting specific economic sectors and activities. We believe that primacy should go to supporting
overall economic activity and tax rates are centrally important in this regard. We do accept, however,
that incentives are needed in limited circumstances and we deal with these in Part 8 of our Report. We
also believe that the specifics of the tax code are important; how the Irish tax code compares with other

jurisdictions has extra consequences for a small open economy with large levels of mobile investment.

It is generally agreed that corporation tax policy, in particular the infroduction of the 12.5% standard rate
of corporation tax from 2003 onwards, has been a key factor in Ireland’s economic success. A low,

stable corporation tax rate is very important in supporting economic activity in the long term.

We stress the importance of a low fax wedge in mainfaining competitiveness. A core principle of tax
policy into the medium term should be to keep taxes on labour and the labour tax wedge low, in order to

reduce the costs of employment, stimulate demand for labour and encourage labour force participation.

Facilitating enterprise

A tax code that facilitates enferprise is a key component in supporting economic activity. We identify
specific areas where further improvement is warranted. VWe recommend measures fo help new business
and the removal of what we perceive to be barriers to the efficient functioning of existing business. Our
key recommendations include abolishing stamp duty on share transactions, reducing the rate of tax
on dividends from ordinary shares, relaxing the close company surcharge provisions and easing the

preliminary tax payment rules for both large companies and new non-corporate enterprises.

We also propose a change to the treatment of capital expenditure for business purposes.  Our
recommendation is that accounts depreciation for tax purposes should replace the existing capital
allowances regime for capital expenditure on "tools of the frade” and also on buildings. In the case of
buildings we recommend that the new regime should apply fo buildings that currently qualify for capital
allowances. We also propose that the list of such buildings be extended. This move will contribute
significantly to the development of a tax system that is appropriate, flexible and capable of responding to

change — key elements of our remit on supporting economic activity.



Supporting sectors and activities

We also focus on the development, through taxation, of the knowledge-based economy, and make
recommendations in relafion fo research and development (R&D) tax credits and the tax treatment of
royalty payments from abroad. It is clear that Ireland’s ability to regain the productivity per person it
experienced in the period 1994-2000 will depend in substantial part on the development of a knowledge

and innovation led economy. Tax incentives focused on these areas will assist in making this transition.

Maintaining the corporation tax rafe at 12.5% is an important signal that enterprise is important and to
be encouraged. The price signals for carbon and for water that we propose in Parts @ and 11 create a
market incentive for innovators. Our proposals as regards R&D tax credifs are likewise supportive — we
recommend that companies should be given the option of offsetting R&D tax credits against employer PRSI
costs. These are significant changes which, we believe, will enhance the overall aftraction of Ireland as

a location of choice for enterprise.

We also explore the role of taxation in ‘upskilling” the labour force as this is a key component of economic
development. We propose two new incentives: one aimed at persons who are made unemployed so
that they can offset the refraining costs they incur on certified fraining courses against income for previous
years; the other aimed at affracting key skills info Ireland. We recommend a carefully targeted incentive
based on specific skills, rather than salary criteria, to allow Ireland compete in world markets for mobile

employees who are in demand internationally.

The measures that we recommend fo support specific secfors and activities will also of course
benefit enferprises outside the target secfors and complement our package of measures to support

business generally.

The review of tax expenditures [Part 8 of our Report]

Defining a tax expenditure

There is no generally accepted definition in Ireland of what constitutes a tax expenditure. We therefore
adopted the OECD definition of a tax expenditure — as a transfer of public resources that is achieved by
reducing fax obligations with respect to a benchmark tax, rather than by direct expenditure. There are
valid reasons why a fax system needs to incorporate relieving measures and exemptions, for example, fo
help it function equitably and efficiently and to inferact with other systems at an international level. Such
measures, while they may reduce the tax base, are part of the structure of the tax system or are desirable
elements that make the tax system function efficiently. These are part of the benchmark tax system and, in

accordance with the OECD definition, are not tax expenditure.

We also recommend that, in general, direct government expenditure should be used insfead

of tax expenditures.

Tax expenditures can involve a number of undesirable characteristics including a lack of equity as
between different taxpayers and a lack of tfransparency and visibility in the allocation of public resources.
They also have the potential fo facilitate tax avoidance, have no cost resfraints and are generally not
reviewed regularly. The potfential unequal distribution of public resources, which arises from the use of tax

expenditures, was a key consideration for us.



Role for tax expenditures

We consider, however, that tax expenditures, if carefully designed and controlled, have an important role

to play in delivering desired behavioural responses.

There are three instances where it would be appropriate to examine the possibility of infroducing a tax

expenditure. They are:

o To correct market failure
o To attract mobile investment, and
®  To offsef shorfcomings in other areas of public policy

Where a tax expenditure is proposed, or an existing expenditure’s timescale is to be extended, we
recommend that it be fested against these criteria as well as meeting the principles of efficiency, stability
and simplicity. It would also be necessary to justify a departure from the equity principle which a tax

expenditure invariably necessitates.

Evaluation of tax expenditures

We recommend that for all future tax expenditures, and reforms of tax expenditures, there should be an
ex ante evaluation process in advance of decisions to implement or extend any tax expenditure. As part
of this process, the costs and benefits of the proposal should be assessed and the alternative of a direct
expenditure approach should be considered. Only those which can be justified by reference to that test

should be put in place.

We also recommend better measurement and data collection on the costs and benefits associated with
the introduction or extension of the tax expenditure and the review of its impact. Data collection on costs

and benefits needs to be considered in the design or modification of tax expenditure.

Finally, we recommend the publication of an annual fax expenditures report by the Department of Finance
which should be a part of the annual budget process and subject to Oireachtas scrutiny. As a means of
exerting control over spending through the tax system, a number of devices should be used including the
imposition of thresholds and ceilings (outside of which no tax relief would be available] and reductions

in the rafe af which tax relief is given or in the quantum of a base figure to which tax relief might apply.

Benchmark tax system and review of current Irish tax expenditures

Our Report first identifies a complete list of all tax relieving measures in the Irish tax system. In total 245
fax relieving measures are identified. Having reviewed these, we concluded that 130 were part of the
benchmark fax system and 115 were tax expenditures. We classified these tax expenditures into the

following eight categories:

1. Children

Housing

Health

Philanthropy

Enterprise, including farming
Employment

Savings and investment
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"Other” tax expenditures
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Each tox expenditure within these eight categories was analysed in ferms of cost, numbers benefiting, the
policy objectives underpinning them and how each rated when measured against the principles for a fox
expenditure. Based on this examination we made a recommendation as fo whether each tax expenditure
should be continued, discontinued or modified. These are sef out fully in the main body of Part 8 of our
Report. We also recommend that transitional arrangements should be put in place, where appropriate, in

relation fo tax expenditures which are being discontinued.

Tax and the environment [Part 9 of our Report]

Overview

Under the provisions of the EU Energy and Climate Change Package agreed in December 2008, Ireland
is legally obliged fo reduce its emissions by 20% (from a 2005 base) by 2020 in the following secfors —
agriculiure, residential, low infensity energy and commerce, fransport and waste. There is no price signal focing
those operating in those secfors indicating that the capacity to absorb greenhouse gases is now very scarce

and should be used sparingly and that reducing such emissions will be rewarded by reduced payments.

Those who emit more are in effect subsidised by those who emit less. A charge that would repair
this market failure by rewarding the reduction of emissions and penalising the converse is, therefore,
appropriate. In terms of impact on emissions it will be an important policy tool fo help Ireland achieve its

legally binding EU obligations and make a positive contribution to the climate change agenda.

Imposing a tax on the leading greenhouse gas (carbon dioxide) will incentivise the action needed in ways
that leave the response up to the emitter and that reflect the polluter pays principle — in essence those who
emit more pay more. We also recommend that specific arrangements be put in place fo ensure that those

who experience energy poverty will be fully protected from the impacts in terms of price rises.

Carbon tax

The infroduction of a carbon tax was specifically mentioned in our terms of reference and in Part @ of our
Report we outline a detailed proposal for a carbon tax.  The tax should apply fo fossil fuels consumed
in Ireland, it should be based on tonnes of carbon dioxide (CO,) emitted by each fuel and it should be
collected upstream, at the earliest point of supply. It should be visible at the point of final consumption,
to help ensure that behavioural change aspects are maximized and it is not seen as ‘just another tax’. In
general, the rate should mafch the price of carbon available under the EU emissions trading scheme (EU
ETS); however, we believe that a floor price is also appropriate, so that the tax will have some effect on
behaviour and give certainty. Streamlining with existing excise provisions, exemptions for participants in
the EU emissions trading scheme and possible accommodation of businesses with special agreements to

reduce their carbon footprint, are other components of our recommendations.

We do not propose that a tax on other greenhouse gases (methane, nitrous oxide, and the three F-gases)
should be imposed. Methane and nitrous oxide emissions from agriculture cannot at this time be
accurately monitored, reported and verified so our conclusion not fo impose a carbon fax is pragmatic.
We recommend that research info measures fo reduce agricultural emissions should be pursued. Our
preferred approach for the Fgases is to conclude voluntary agreements with business and to foster

producer inifiatives.
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Other environmental measures

The targeting of greenhouse gas emissions via a carbon fax is just one application of environmental faxes.
We recommend amendments fo the VAT Directive to allow lower rates for energy efficient goods and
services. We support the accelerated capital allowances scheme for energy efficient equipment, and
suggest that the potential for expanding if o incentivise innovation, along the lines of the scheme used by
the Netherlands, should be evaluated. We also recommend the gradual phasing out of VRT over a ten-
year period and its replacement with taxes on motor usage. A car scrappage scheme, confined fo the

purchase of electric cars and vehicles with very low carbon emissions, may also be appropriate.

Revenue neutrality and carbon tax

Our ferms of reference indicate an intention that environmental measures should be revenue neutral. The
overall effects of our proposed carbon tax on vulnerable households should be appraised fo ensure that
such households {urban and rural) are cushioned from the effects of the tax. VWe also suggest that the
recycling of carbon tax revenues to fund energy efficiency incentives for business and households would
be appropriate. The availability of carbon tax revenues to improve competitiveness is also a valuable

policy tool.

Green economy

Other aspects of our Report (set out in Part 11) include recommendations in relation to the infroduction of
domestic water charges and the pricing of waste collection and final disposal charges in accordance with
the polluter pays principle. These are directly relevant to our environmental remit.  We bring all elements
together under a “green economy” umbrella in Part 9. The price signals for carbon and for water that
we propose creafe a market incentive for innovators particularly those in energy efficiency, renewables

supply and greenhouse gas abatement.

Tax incentives for retirement savings [Part 10 of our Report]

Introduction

The Stafe provides a State pension through the social welfare system. The pension is infended to provide
an adequate basic standard of living in refirement. In many cases this State pension will be supplemented
by privafe pension arrangements, generally through occupational pension schemes and personal pension

arrangements, which are regulated by the State and afforded support through the tax sysfem.

The gap in coverage — whereby some individuals do not save for refirement and insfead rely on the State
pension to meet all of their needs — forms a backdrop to our deliberations. A key consideration in our
examination of this issue was our changing demographics. By 2050, Ireland will move from an old-age
dependency ratio of six people of working age to every one person aged 65 or over (6:1), to a ratfio of
2:1 = in other words, just two people of working age fo every one person aged 65 or over. Unless there

is more personal saving for retirement in the meantime, there is likely to be a significant gap in coverage.

Tax incentives for retirement provision

The fax system offers incentives to encourage retirement provision, by allowing confributions fo occupational
pension schemes, personal refirement savings accounts (PRSAs) and retirement annuity contracts (RACs)

to be deductible in calculating taxable income. While these incentives are widely used, there remains a



gap in refirement savings coverage, particularly in the case of those with low fo middle incomes.

Equity issues
There are a number of equity issues in regard fo the tax freatment of refirement savings. Our proposals

address some, but not all, of the equity issues involved.

The main issue is the inequity involved in the fact that those liable fo tax af the higher rate of income get
tax relief at 41% while those liable at the standard rate get tax relief at 20%. This involves the Exchequer
giving different levels of support fo different taxpayers. Relief should be given at a single rate irrespective

of the individual's marginal tax rafe.

Giving tax relief for all pension contributions at the higher rafe would act as a sfrong incentive fo those on
lower levels of income who have not been providing for their refirement to begin to do so. In addition, it
would not discincentivise those taxable af the higher rate who have been getting relief at that rate because
they would confinue to get relief at that rate. However, we had concerns about the costs of this approach,

particularly the costs if auto-enrolment, which is another of our proposals, were to apply.

We present a model that could improve equity in the fax treatment of retirement savings and also act as an
incentive to those liable fo tax at the standard rate to make savings for their refirement. VWe also believe
that coverage could be increased by applying an autoenrolment approach and giving enhanced relief

in the early years of refirement provision.

Package of measures for retirement savings

We are putting forward a model through which the tax system could be used to encourage people to save

for their retirement. The main elements are:

Martching contribution - All contributions towards supplementary retirement provision should qualify for a
matching Exchequer contribution of €1 for each €1.60 contributed by the taxpayer. Giving Stafe support
fo refirement provision in this way would improve equity and incentivise savings by low to middle income
earmers. Support could be given at a higher rafe, of €1 for each €1 confributed by the taxpayer for a

limited period for all supplementary pension contributions.

Soft-mandatory approach - Employers would be obliged to offer the PRSA facility and automatically enrol

employees in the scheme. The ‘soft’ aspect is that an employee would be entifled to opt out of the scheme lafer.

A retirement savings scheme - A refirement savings scheme along the lines of the former special savings
incentive accounts (SSIA) scheme, should also be infroduced. This would be a simple savings scheme that
would allow savings for retirement based on a minimum savings requirement and involving an Exchequer

contribution of €1 for each €2 saved. It would also allow limited pre-retirement access to funds.

We recognise that the changed economic climate is not making it easy for individuals fo decide to invest
in pension products. One aspect of the model we present, that of the matching contribution by the
Exchequer where pension confributions are made by individuals, may be appropriate to a more stable

economic and refirement savings environment than exists at the time of publication of our Report.

Tax treatment of the lump sum

The taxfree status of the lump sum on retirement facilitates transition from full pay to pension. It may

also act as an incentive fo individuals to save for their retirement. On the other hand, the payment of a



lump sum defeats to some extent the purpose of a pension which is to provide an income in refirement.

We consider that changes should be made to the tax treatment of the lump sum.

Under existing rules a faxfree lump sum of 25% of the fund, or 1.5 times final salary, is allowed. We

recommend that
e The first €200,000 of that lump sum should be faxfree

®  The excess of that lump sum over €200,000 should be taxable af the standard rate

Future financing of local government [Part 11 of our Report]

Introduction

Our terms of reference asked us to consider options for the future financing of local government. Our
recommendations in this Part are also informed by other considerations including the ongoing debate
about autonomy and accountability in local government, re-establishing the linkage between responsibility

and revenue raising and the polluter or user pays principle in regard to the supply of services.

Our recommendations for the future financing of local government focus on changing the balance between
nationally provided and locally collected sources of income.  Local authorities source around 55% of their
overall current income from their own generated sources such as: commercial rates, housing rents and
receipts for goods and services such as wasfe charges and water charges from the commercial secfor.
The share of local authority-budgeted income provided directly by the State in 2009 amounts fo just over
€2 billion — or 45% of total current income. Overall our recommendations will change that balance to
a position where, by the end of a five-year period, local authorities would source well over 75% of their

income from their own generated sources.

Property taxation and local government financing

Ireland is one of the few countries which does not impose a fax on domestic property to fund local
government. In Part 6 of our Report we set out our recommendations for introducing an annual property
fax (APT). VWe also recommend that after an appropriate period all of the revenues from this tax should

be used for local government financing

J In the first instance APT revenues should be hypothecated for local government financing once

the tax has become established, and

J By no later than the next local elections (June 2014) APT rate sefting powers should be devolved

fo local government

Water charges

Ireland is investing heavily in the development and operation of water supply and waste treatment
systems, and must continue fo do so, both in order to ensure that water of high quality is available where
and when it is needed, and to meet requirements of the EU Drinking Water and Wastewater Directives.
With the exception of the confributions of business, these very substantial costs are funded from general
taxation. Households do not pay for water, and there is no incentive to conserve, so that consumption per
capifa is about 30% more in Ireland than in jurisdictions that do charge based on use. Those who use
water irresponsibly are in effect subsidised by those who use it sparingly, and there is a constant need

to expand the supply of treated water involving major and expensive engineering projects. It is unlikely



that Ireland will be able to maintain this level of expenditure indefinitely from general taxation, and the

outcome will be inadequacies in the quantity and quality of supply.

We recommend that domestic water charges should be phased in over a five year period. These charges
should be substantially based on use but commence with a flat rate charge and move to volumetric billing
once mefers are put in place. Early installation of meters should be incentivised. Such charging will not
just encourage water conservation but simultaneously generate the funds needed to ensure that water
supply, water quality and Ireland’s consumption levels per capita are up to international norms. VVater
wasters will no longer be subsidised by those who conserve. We recommend that waivers be made

available to those who are unable to pay water charges.

Commercial rates

We recommend a number of measures fo broaden the commercial rates base which should increase
financing from this source by at least 10%. The main measures include rafing State properties, changing

the relief for vacant properties and the partrating of third-level and professional insfitutions.

Receipts for own goods and services

The user/polluter pays principle was relevant to our review of the delivery of water and wasfe services
by local authorities. VVe recommend a number of other measures fo increase revenues from the supply of

own goods and services by local authorities.

There is a wide gap (estimated at nearly €40 million in 2006) between the cost of running the planning
system and the revenue received in planning fees. We recommend that this should be addressed and
responsibility for sefting planning fees should be devolved from the Minister for the Environment, Heritage

and Local Government fo local authorities, subject to central guidelines being developed.

There is considerable variation in the rental income per local authority housing unit across local authorities.
We recommend that maximum rent levels should be removed to ensure that some fenants and households
do not benefit disproportionately. The significant disparity across local authorities between rents collected
on an income per housing unit basis should also be addressed urgently. A review of the current differential
renfs scheme should be carried out to improve the susfainability and effectiveness of the scheme, as
previously recommended by National Economic and Social Council (NESC). Finally, there should be no

deviation from the policy that housing rents are based on a person’s ability to pay.

Encouraging behavioural change so that all consumers manage waste in a more efficient manner, and
that waste reduction is achieved in line with the principle of ‘reduce, re-use and recycle’ should — along

with landfill minimisation targefs — be a primary focus of waste charge rates.

The Landfill Levy should be further increased fo encourage diversion from landfill and meet our obligations

under EU law and a similar mechanism should be considered for other forms of final disposal.

The balance of local government financing and the equalisation of funding

The Needs and Resource Model (developed by the Department of the Environment, Heritage and Local
Government in 2000) ensures that the difference in the costs bases of local authorities are reflected in
relevant decisions by central government on equalisation funding. We recommend that this be periodically
reviewed and that a comprehensive review be carried out when our recommendation that the revenues

from an annual property tax be used as a source of local government financing is implemented.
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Recommendations in our Report are as follows:

For ease of reference each recommendation number commences with the relevant Part number. There are

no recommendations in Parts 1 fo 3 of our Report.

Part 4: The macroeconomic framework and the balance of taxation

4.1 The basebroadening measures in our Report should be introduced on a revenue neutral basis.

In this context priority should be given to lowering the tax burden on labour.

Part 5: Tax system — structural issues

Income tax
5.1 There should be a single system which collects tax on income.

5.2 Athreerate income tax sfructure has merit but should have regard to the need to keep taxation on

labour low and marginal rates competitive.
5.3 As a general principle, the family should continue to be the unit of taxation for all direct taxes.

5.4 The present arrangements with regard to band structure and credits which apply to married one-

eamer and married two-earmer couples should remain in place.

5.5 Iftaxation is applied to child benefit, a child tax credit should be infroduced fo offset the additional

tax payable in respect of child benefit for those in the lower half of the income scale.
5.6 The general aim should be to continue to exempt the minimum wage from income tax.

5.7 An earned income credit af a modest level should be phased in over time for propriefary directors

and the selfemployed.

5.8 A measure fo limit the use of specified tax reliefs and exemptions by high earners should remain

part of our fax code.

J The required effective rafe should apply to those eaming over €250,000. It should apply
on a graduated boasis to those earning between €200,000 and €250,000.

. This measure should be periodically reviewed, including when economic growth returns to
a more stable frend, to defermine whether the level of the required effective rate should be

increased.

The interface between the tax and the social welfare systems
5.9 Inview of the burden on the Exchequer, the PRSI base should be broadened.
5.10 There should be a separate comprehensive consideration of the PRSI system.

5.11  Asimilar PRSI base should apply fo employees and the selfemployed and there should be a single
rafe of charge which should apply to both.

5.12 The employer PRSI ceiling should not be reinstated.
5.13 The employee PRSI ceiling should be abolished and this should be done on a phased basis.

5.14 Employees should be subject to PRSI on unearned income such as investment income and rental

income.
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5.15
5.16

5.18
5.19
5.20

5.21
5.22

5.23

5.24

Share-based remuneration, including share options, should be subject to PRSI.

Relief from PRSI should apply in respect of pension contributions made by selFemployed contributors,

subject to payment of @ minimum PRSI contribution to secure future entilement to benefits.

Trading losses should be deductible for PRSI purposes subject to the payment of a minimum annual
PRSI contribution.

The step effect in PRSI and the health confribution levy should be eliminated.
The health contribution levy should be integrated into the income tax sysfem.

The national training fund levy should be abolished and a different approach to funding the
national training fund should be put in place.
There should be further integration of the tax and social welfare systems.

On balance, we do not recommend a move fo refundable tax credits at this stage. If there is not
an appropriate level of uptake of direct expenditure support through measures like Family Income
Supplement payments within a fiveyear period, the question of refundable tax credits should be

considered as a policy option to ensure a more equitable distribution of resources.
As a general rule, all social welfare payments should be subject fo taxation.

. The statutory provisions which exempt from income tax elements of social welfare payments

which are otherwise taxable should be discontinued.

. There should be no change in the taxation status of maternity benefit, adoptive benefit and

health and safety benefit.

. Specific exemptions from income tax should be intfroduced for Family Income Supplement,

the Domiciliary Care Allowance and the Respite Care Grant.

Arrangements should be put in place as early as practicable to ensure that tax due on social

welfare payments is collected at source by the Department of Social and Family Affairs.

The taxation of capital

5.25
5.26

Gains affributable to inflation should be excluded from the charge to capital gains tax.

Capital gains tax rollover relief should apply to the gains on disposal of farm land pursuant to a

compulsory purchase order where the proceeds are re-invested in farm land.

Consumption taxes

5.27

5.28

5.29

The policy approach to defermining the level of excise duty applicable to alcohol and tobacco
products should take account of factors such as health outcome, public order issues, crossborder

trade and other societal issues.

A deferral system should be applied in place of the daily payment system that currently applies to
excises on mineral oils. However, any change should ensure that there is no cashHflow cost o the

Exchequer.

Stamp duty on ATM, credit and debit cards should be phased out in the interest of promoting the

move fowards a cash-ree society.

International issues

5.30

The 183,280 days fest for defermining the tax residence of an Irish citizen should be supplemented



5.31

5.32

by additional criteria, which should include a permanent home fest and a fest based on an

individual's centre of vital interests.

The rule that allows an individual, who makes a gift of property to Ireland, to be regarded as
neither resident nor ordinarily resident in Ireland, notwithstanding being present in Ireland for

significant periods, should be discontinued.

The remittance basis of faxation for income fax and capital gains tax should be discontinued.

Regulatory framework

5.33

5.34

5.35

5.36

5.37

5.38

5.39

5.40

5.41

5.42

The relationship between the State and the taxpayer should be informed by reasonableness and
proportionality through the provision of safeguards o ensure equitable treatment. To the extent that

it is practicable, safeguards should be provided on a sfatufory basis.
The State’s interaction with the taxpayer so as to ensure tax compliance should be proportionate.

. Access to deferminations of the Appeal Commissioners should be simultaneously available

fo taxpayers and the Revenue Commissioners.
J A costeffective route of appeal should be available to all taxpayers.

J Other recommendations made in the Reports of the law Reform Commission and the
Revenue Powers Group in relafion fo the reform, jurisdiction and operation of the appeal

system should be implemented.

The interest rate applicable to overdue tox payments should be reviewed each year having regard
fo the prevailing market rates and the rafe should be sufficiently high to discourage taxpayers from

deferring tax payments.

The Revenue Commissioners should adopt general criteria towards reducing the regulatory burden

as ouflined in section 7.2.2 of Part 5.

Dividend withholding tax exemption claims by foreign parent companies should not require third

party certification.

Self-assessment should apply to interest and royalty withholding tax exemptions and reductions that

are available in tax treaties.

The relevant contracts tax rate should be reviewed fo ensure that it does not lead to a taxpayer

paying fax in excess of final liability.

Flexibility should be given to the Revenue Commissioners to vary the strict application of interest
and penalty provisions in bona fide situations where relevant contracts tax was not applied but at

no loss to the Exchequer.

A system should be put in place fo permit payments for professional services to be made without
deduction of professional services withholding tax fo compliant taxpayers with an appropriate

certificate from the Revenue Commissioners.

Where detailed data is required to allow the appropriate evaluation and costbenefit analysis of
fax expenditures, the taxpayers and businesses availing of the tax expenditures should be required

to efile their tax returns.

Tax avoidance

5.43

Where tax avoidance is identified and demonstrates a weakness in the law, a specific provision

in the tax code should be enacted to prevent the avoidance in question.
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5.44 Twenty years after the infroduction of the general anti-avoidance provision, if is now opportune to

review its effectiveness as a fool fo tackle tax avoidance. This should include consideration of @
time limit within which the Revenue Commissioners would be required to make a decision on the

point at issue.

Part 6: Taxation of property

6.1

6.2

6.3
64

6.5

6.6

The provision of an uptodate valuation base for all property and land in Ireland should be

addressed as a priority issue.

Provide for an annual property fax on all residential housing units with the broad exceptions of local

authority and social housing units and some other limited exceptions set out in section 4.2 of Part 6.
Stamp duty for purchasers of principal private residences should be zerorated.

Stamp duty should continue to apply fo investor purchasers of residential housing units. The rate should

be competitive having regard to the fransaction tax rates and thresholds that apply across the EU.

The windfall gains from increases in land values due to rezoning decisions should be subject to an

additional capital gains tax charge.

A recurrent property tax on land zoned for development should be infroduced.

Part 7: Supporfing economic activity

Corporation tax

/.1

A low stable corporation tax rate should remain a core aspect of Irish tax policy to support

economic activity in the long term.

Taxes on labour

7.2

7.3
7.4

7.5

A core principle of taxation policy info the medium term should be to keep taxes on labour
income, and the labour tax wedge, low in order to reduce the cost of employment and to

susfain and stimulate demand for labour.
Taxes on labour should be kept low to support economic activity.

The degree of progressivity of taxes on labour should take into account the potential economic

effects, particularly on job creation and entrepreneurship, as well as equity considerations.

Policymakers should take into account the fact that the economic impact of labour taxes is not

uniform across the income distribution range and by reference to other demographics.

Supporting business

7.6

7.7

7.8
7.9

20

The "corporation tax holiday’ for new business should be extended to companies starting out
in 2010 or 2011, and a similar scheme should be introduced for the non-corporate sector (see

Recommendation 8.65).

An optional arrangement should be made available to new non-corporate businesses to allow

them fo spread their tax payments over the first three years.
Stamp duty on all share fransactions should be reduced to zero.

The tax rate on dividends received by Irish residents should be reduced fo the rate applying fo
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deposit inferest.
J The measure should apply o ordinary shares.
. Safeguards should be included to ensure that the provision operates as intended.

7.10 Corporation tax payable on gains on disposal of assets used for frading purposes should be at
the rate applicable fo trading profifs.

7. 11 All companies should be allowed to adopt a previous year option in relation to the payment of
preliminary tox.

7.12 The recommendation that all companies should be allowed to adopt a previous year option in
relation to the payment of preliminary fax should be implemented having regard to the cash-low
costs involved in such a move. In this regard, options might include:

. Gradually increasing the small company threshold over a number of years, until all
companies are covered.

] Allowing large companies the option of using a fixed multiple — say 105% — of the previous
year's figure.

7.13 The close company surcharge on professional service companies should be removed.

7.14 The close company surcharge on investment and estate income of companies should be
refained. However, the de minimis amount before the provisions come into play should be
substantially increased in order to ease the regulatory burden for companies in such cases.

7.15 The Revenue Commissioners should closely monitor the new regime to ensure that it
operates as intended.

7.16 The remaining close company surcharge provisions should be examined by the Department of
Finance and the Revenue Commissioners to ensure their effectiveness.

717 A review should be undertaken by Government to assess the effects of the air fravel tax on
business in general and fourism in particular. This review should be set in the context of the
pending inclusion of air travel in the EU Emissions Trading Scheme (EU ETS) from 2012.

7.18 Taxable income should be computed for business income (Schedule D, Case | and Il) based
on the accounting profits of a business, with normal statutory disallowances. In particular, we
propose that accounts depreciation for tax purposes should replace the capital allowances
regime used in business.

. In the case of buildings, the new provision should only apply where the buildings qualify for
capital allowances under the existing rules (but see Recommendation 7.19).

. Businesses should be permitted to change to the new regime at any time in a fiveyear

fransitional period.
. Existing special regimes should continue.

7.19 The list of buildings that qualify for deductibility for tax purposes should be extended.

Supporting sectors and activities

7.20 Companies should, af their option, be permitted to offset their R&D tax credit against their
employer PRSI costs.

7.21 Unilateral credit relief for foreign withholding tax on royalty payments should be extended to all

frading companies.
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/.23

/.24
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Executive Summary and list of Recommendations

An overall foreign pooling system for foreign withholding tax on royalty payments should be

intfroduced.

Persons who are made unemployed should be entfifled to offset the retraining costs they incur
on certified training courses against income for the previous six years.
The partial reinfroduction of the remittance basis in the Finance (No. 2) Act 2008 should be

discontinued.

A carefully targefed tax incentive, along the lines indicated in Box /.13, should be infroduced

fo affract skilled persons into Ireland to meet shortterm skills gaps.

Part 8: The review of tax expenditures

General

8.1

8.2
8.3
8.4

8.5

22

The OECD definition of a tax expenditure — as a fransfer of public resources that is achieved by
reducing tax obligations with respect to a benchmark tax, rather than by direct expenditure —
should be adopted.

Measures that are part of the benchmark tax sysfem should not be considered as tax expenditures.
In general, direct Exchequer expenditure should be used insfead of tax expenditures.

There are three instances where it would be appropriate fo examine the possibility of infroducing

a fax expenditure. These are:

° To correct market failure
° To attract mobile investment
J To offset shortcomings in other areas of public policy

Where a tax expenditure is proposed, or an existing expenditure’s fimescale extended, the

following questions should be asked, in sequence:

J Does the expenditure fall within one or more of the three instances outlined above?
. I so, does the proposal adhere to each of the following principles:
— Efficiency
- Stability, and
— Simplicity
J If so, can a departure from the equity principle, which the tax expenditure invariably

necessitates, be justified?

A tax expenditure should only be introduced, or extended, if it answers affirmatively fo each of

these questions.
For all future tax expenditures, and reforms of tax expenditures, there should be:

J An ex ante evaluation process in advance of decisions fo implement or extend any
fax expenditure, including an assessment of the costs and benefits of proposals and

consideration of the alternative of a direct expenditure approach.

° Better measurement and data collection on the costs and benefits associated with the

infroduction or extension of the tax expenditure and the review of ifs impact.

. Publication of an annual tax expenditures report by the Department of Finance as part
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of the annual budget process and subject to Oireachtas scrutiny.

J Spending through the tax systfem should be controlled by, for example, the imposition
of thresholds and ceilings and reductions in the rate at which tax relief is given or in the

quantum of a base figure fo which tax relief might apply.

8.6  Transitional arrangements should be put in place where appropriate in relation fo tox expenditures

which are being discontinued.

Relating to children
8.7 Child benefit should be taxable income.

e The taxing of child benefit should be benchmarked against alternatives, including means
festing, fo ascertain the most effective method of achieving the aims and objectives of the

child benefit programme.

° If taxation is applied, we recommend the infroduction of a child tax credit o offsef the additional

fax payable in respect of child benefit for those in the lower half of the income scale.
8.8 The exemption of fosfer care payments from income tax should continue.

8.9 The one-parent family tax credit should continue and the credit should be allocated to the principal

carer only and in a similar way fo the current arrangements for child benefit.
8.10 The home carer tax credit should continue.
8.11 The widowed parent tox credit should continue.
8.12 The capital allowances for childcare facilities should be discontinued.
8.13 The income tax exemption for childcare service providers should be discontinued.

8.14 The exemption of employerprovided childcare from the benefitinkind charge should be discontinued.

Relating to housing

8.15 Mortgage interest relief should be continued in the case of firsttime buyers and discontinued for
those who are outside this category. The current step down arrangements for firsttime buyers

regarding the rafe af which relief is given should continue to apply.
8.16 Income tax relief for rent paid for private rented accommodation should be discontinued.
8.17 The capital gains tax exemption on the disposal of a principal private residence should be continued.
8.18 Income tax relief for service charges should be discontinued.
8.19 The rentaroom relief should be discontinued.

8.20 The capital gains tax and stfamp duty exemptions on the disposal of site to a child should be

discontinued.

Relating to health
8.21 Medical insurance relief should be continued on a more limited basis.
8.22 Relief for health expenses should continue af the standard rate.

8.23 Once the Fair Deal system for nursing home care has been implemented, removal of the tox relief

for nursing home expenses should be considered.

8.24 The range of treatments contained within the scope of the relief for health expenses should be



8.25
8.26
8.2/

8.28

8.29

8.30

8.31

8.32

subject to regular review.
Tax relief for contributions paid to permanent health benefit schemes should continue.
Tax relief for longterm care policies should be discontinued.

When direct expenditure support at the appropriate level is in place, the incapacitated child tax

credit should be discontinued.

The allowance for employing a carer for an incapacitated individual should continue. However,

the rate of relief should be the same as that available under health expenses relief.

The dependent relative tax credit should be discontinued.

J The entilement to mortgage inferest relief that is derived from entilement to the credit in relation
fo a principal private residence occupied by a dependent relative should continue. A person

should be able to avail of firstime buyer levels of relief once in respect of himself or herself and

once in respect of a dependent relative who has not claimed for himself or herself.

J The separate entilement to CGT relief on the disposal of a principal private residence
occupied by a dependent relative should be discontinued.
When direct expenditure support at the appropriate level is in place, the blind person’s tax credit

should be discontinued.

The arrangements for the scheme of accelerated capital allowances for palliative care units should

be modified by the infroduction of a termination date for the scheme.

The Disabled Drivers and Disabled Passengers Scheme should be modified in accordance with the

recommendations of the 2002 Interdepartmental Review Group.

Relating to philanthropy

8.33

8.34

8.35

8.36

8.37

8.38
8.39

8.40
8.41

8.42

8.43

The scheme for payment of tax by means of donation of heritage items should be refained but

should be modified so that the tax relief is limited to 50% of the value of the item donated.

The scheme for payment of tax by means of donation of heritage property should be refained but

should be modified so that the tax relief is limited to 50% of the value of the property donated.

The capital gains tax exemption on works of art loaned for public display should be refained but
the exemption should only apply to the gain accruing in the period for which the work of art has

been so loaned.
Income tax relief for expenditure on heritage buildings and gardens should be discontinued.

The benefitinkind exemption on employerprovided art objects in a heritage building or garden

should be discontinued.
The CAT exemption of heritage property and heritage property of companies should be refained.

The threshold on the eligibility of individual donations fo charities and approved bodies to attract
tax relief should be reduced from €250 to €100.

The relief for individuals under Recommendation 8.39 should be at the standard rate in all cases.

An upper limit of €500,000 per person on the annual value of donations which may affract tax relief

is recommended. This limit should be enforced using the principles of self-assessment and audit.

The self-employed should be treated in the same way as PAYE earners under the scheme with the

tax relief being paid to the charity or approved body.

In relation to donations from companies, the amount that would affract tax relief should be the same



8.44

8.45
8.46

as for individuals, i.e. a maximum of €500,000 per annum. The rate of tax relief on corporate
donations should be the corporate tax rate and, as with donations from individuals, the tax relief

should be paid to the charity or approved body.

The tax relief scheme available on donations to sports bodies should be modified. The tax relief
regime that is recommended in respect of donations to charities and other approved bodies should
also apply in relation to relief for donations to sports bodies and aggregate limits should apply to
both reliefs.

Relief for gifts made to the Minister for Finance should continue.

The tax-exempt status of philanthropic and sports bodies should continue. However, the capital

gains fax exemption should be discontinued where development land is disposed of.

Relating to enterprise (including farming)

8.47

8.48

8.49
8.50
8.51
8.52

8.53

8.54
8.95

8.56

8.57
8.58
8.59

8.60
8.601

The restriction of balancing charges on a building to the relevant holding period for that building

should be discontinued for future acquisitions.

Crants to meet revenue expenditure should be taken into account in calculating taxable frading
income and capital allowances should be available on expenditure net of capital grants. However,
in the case of employment related grants, there may be a case for postponing the approach we

suggest until more favourable labour market conditions apply.

The tax credit for research and development should continue.

Tax exemption for patent royalties should be discontinued.

The tax deduction for capital expenditure on scientific research should confinue.

Film relief should be continued but should be subject to regular review in accordance with our

principles as set out in Sectfion 5 of this Part.

. The Business Expansion and Seed Capital schemes should remain in place up to their

2013 deadline.

° The schemes should be reviewed to evaluate their effectiveness and the extent to which

market failure exists in advance of any further extension beyond 2013.

J The administrative burden placed on companies seeking to benefit from the schemes is

onerous and should be reviewed.
Stock relief for farming businesses should be discontinued.

Income tax relief for farm land leasing income should be continued. However, the measure should

be reviewed in 2012 in accordance with our principles as sef out in Section 5 of this Part.

The accelerated allowance for capital expenditure on farm buildings for pollution control should not

be continued when it expires in 2010. For subsequent years, normal capital allowances should apply.
The tax relief for the purchase of milk quota should be discontinued.
The restructuring aid for sugar beet growers should continue.

The tax exemption for payments to National Co-operative Farm Relief Services Lid. and payments

made fo its members should be discontinued.
The accelerated capital allowances for energy efficient equipment should continue.

Relief for investment in renewable energy generation should continue. Any extension should adhere
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8.63

8.64
8.65

8.66

8.67
8.68

8.69

8.70

8.71

8.72
8.73
8.74

8.75

fo our general principles as sef out in Section 5 of this Part.
The Mid-Shannon corridor scheme should not be continued beyond its current expiry date.

The investment allowance for machinery and plant and for exploration expenditure should be
discontinued.
The fax treatment of the decommissioning of fishing vessels should continue.

The relief from tax for startup companies should be continued. However, the scheme should
be modified so that companies who begin frading in 2010 or 2011 would benefit from the
exemption for twoyears or oneyear, respectively, within the existing three-year timeframe for the

relief. In addition, the exclusion which applies to service companies should be removed.

. A new scheme for unincorporated businesses should be established which would have its

own three-year time cycle in line with the approach we recommend for the existing scheme.

J Both the existing scheme and the proposed new one for unincorporated business should be
subject fo review in accordance with our general principles as sef out in Section 5 of this

Part after a reasonable period of fime.

The tax treatment of venture fund managers should be modified such that in the case of an individual

who is a venture capital fund manager:

. Where the investment return on a carried inferest represents income, it should be taxed at

the appropriate marginal rafe, and

. Where the investment return on a carried inferest is a capifal gain, it should be subject to

capital gains tax at the normal rate (25%).
The tonnage tox regime should be continued.

The capital gains tax relief for family fransfers should be confinued but limited so that it applies fo
asset values up to €3 million. Where the value of the asset fransferred exceeds €3 million, only

the part of the gain that is affributable to the excess over €3 million should be charged fo tox.
Capital gains tax relief for disposal of a business or a farm on refirement should continue.

For business relief for CAT, a reduction of no more than 75% of the value of the business should be allowed

before fax is calculated. The reduction should be subject to an overall monefary limit of €3 million.

For agricultural relief for CAT, a reduction of no more than 75% of the value of the property should
be allowed before tax is calculated. The reduction should be subject to an overall monetary limit
of €3 million. A condition of the relief should be that a farm asset is owned and operated as a

farm for a period of six years affer the fransfer.
Business relief and agricultural relief should be amalgamated into a single relief.
Stamp duty relief for transfers of land to young trained farmers should continue.

The stamp duty exemption relating to the sale or transfer of EU Single Farm Payment Entitlements

should be continued.

The tax incentives relating to forestry should be continued.

Relating to employment

8.76
8.77

Income tax relief for frade union subscriptions should be discontinued.

The relief for benefitinkind for employer-provided personal security assets and services should

confinue fo apply where arrangements are made for all employees af risk.



8.78

8.79
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8.93
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8.95
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8.97
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8.99

The relief for benefitinkind and PRSI exemption for employerprovided public transport travel passes

should continue.

The relief for benefitinkind and PRSI exemption on employer-provided bicycles and related safety

equipment should continue.

The income tax exemption for scholarships should continue.

The income tax relief for fees paid for third-level education should continue.
Income tax relief for fees paid for training courses should continue.

The exemption from income tax of statutory redundancy payments should continue.

Income tax relief for ex-gratia fermination payments should continue but the quantum of the exempt
payment should be limited to €200,000 and the reliefs for Standard Capital Superannuation
Benefit and topslicing relief should be simplified.

Ex-gratia termination payments related to death or disability should be subject to a limit in relation

fo the taxfree amount permissible.

Income tax relief for fermination payments where an employment involves foreign service should
continue. However, it should be subject to an overall monefary cap of €200,000 in line with our

recommendation for fermination payments in excess of the statutory redundancy amount.
The exemption from income tax for refraining on redundancy should continue.

There are grounds for discontinuing the systematic shortime relief for equity reasons. However,

discontinuation should not be implemented until more favourable labour market conditions apply.

Income tax relief for longterm unemployed and double deduction in respect of payroll costs should

confinue.

Income tax relief for employees on payments related to compensation for loss of future eamings

should continue.
The PRSI exemption for employee (unapproved) share options should be discontinued.

Continue the income tax exemption for approved profitsharing schemes (APSSs) and remove the

PRSI, health contribution levy and income levy exemptions.
The tax treatment which applies to employee share ownership trusts (ESOTs) should continue.

J The income tax exemption for approved share option schemes [APSOs) should

be discontinued.

J The taxable value of option gains should also be liable to both employer and employee

PRSI and o the health contribution levy and the income levy.

Continue the income tax exemption for the save as you earn [SAYE) schemes and remove the PRSI,

health contribution levy and income levy exemptions.

Extend the SAYE rules to permit a broader range of employee stock purchase plans (offered to all employees

on similar ferms and subject to an overall share purchase limif) fo be eligible for income tax relief.
The income tax exemption for new shares purchased on issue by employees should be discontinued.

The artist's exemption should be discontinued; consideration should be given to introducing income

averaging in the taxation of income from creative work.
The sportsperson’s relief should continue.

] The total repayment of tax for any 10-year period should be capped at €350,000 as



adjusted for inflation.

J The sportsperson can only select a block of 10 consecutive years for which to claim the

relief as opposed to the best 10 non-continuous years.

. The relief should be subject to review affer five years of operation under these new

arrangements.
8.100 The seafarer’s allowance should be discontinued.

8.101 The expenses of members of the Oireachtas should be freated in the same way under the tax code

as expenses paid to employees and office holders generally.

. A monetary limit should be put in place on the dual abode allowance and the flat rate
element of the relief which applies in relation to hotel and guesthouse accommodation

should be discontinued.

8.102 The income fax exemption for payments under Scéim na bhFoghlaimeoiri Gaeilge should be

discontinued.

Relating to savings and investments
8.103 Tax exemption for the income of credit unions should be continued.

8.104 The annual exemptions for inferest and dividends on special term accounts and special term share

accounts should be continued.

Relating to other expenditures

8.105 The age tax credit should continue.

8.106 The age exemption and marginal relief should continue.

8.107 The tax relief for income under dispositions for short periods (deeds of covenant) should continue.
8.108 The fax relief available fo Veterans of the War of Independence should continue.

8.109 The relief from income tax of military and other pensions, gratuities and allowances should continue.
In future, the tax treatment of military service gratuities should be consistent with the tax treatment

of lump sum payments in other public service employments.
8.110 The exemption from income tax of profits from lotteries should continue.

8.111 Consanguinity relief within the stamp duty code should continue.

Part 9: Tax and the environment

Taxing carbon dioxide emissions
Q.1 A carbon tax on fossil fuels should be introduced.

9.1.1  The carbon tax should be based on a standardised measure of CO, content of the energy product.

Measurement factors used should accord with international norms.
9.1.2 The carbon tax should apply to energy products released for consumption in Ireland.
913 e The tax rafe should approximate the ETS price of carbon.
. The price should be esfablished annually, on a recognised market place for rading carbon credits.

] A floor price for carbon should be sef.



9.1.4

Q.1.5

9.1.6

Q.17

9.1.8

Any phasing in of the tax rate should depend on the scale of the price.

J The carbon tax should be collected af the earliest practical point of supply and linked info

the existing mineral oils tax system where appropriate.

J The carbon tax should be clearly visible af the point of final consumption to ensure it is not

seen as 'just another fax’.

J Working capital problems caused to small distributors/suppliers with slow stock turnover by the

imposition of a fax atf the earliest point of supply should be accommodated where practicable.
J In general, there should not be preferential rates of carbon tax.

J Binding action-based and/or targetbased monitored agreements to reduce emissions

should be accommodated under the carbon tax design.
. Carbon tax should not apply to ETS participants.

] Tax should not be imposed at this time on ETS participants in order to capture the gains they
made from the free allocation of permits; the issue should be monitored and taxation may

be appropriate in the future.

Administrative rules for the carbon tax should fit in with existing fax provisions where practicable.

Tax on other greenhouse gases

Q.2

Q.3

Research info measures to reduce agricultural emissions — such as alternative fechnologies and

feeding systems — should continue and be intensified.

IF methane and nitrous oxide emissions from agriculture become capable of being monitored, reported

and verified with sufficient accuracy, their exclusion from the carbon tax should be reconsidered.

Product taxes

9.4 Environmental product taxes should be considered where volunfary initiatives are unsuccessful.
If such taxes are to be considered, the criteria developed by us (see Box 9.8) should be met.

Energy efficiency

9.5  Continue the Accelerated Capital Allowance for energy-efficient equipment scheme for its current
ferm; evaluate the potential for expanding the scheme fo incentivise innovation (based, for example,
on the Dutch model).

9.6 lreland should support amendments to the EU VAT Directive that would allow the implementation of
lower VAT rates for energy-efficient goods and services.

Q.7 Businesses that are not in the emissions trading scheme should be given a rebate on their carbon
fax payments if they parficipate in an approved mandatory energy reduction programme.

Transport

@.8  The VRT system should be replaced by a system based on car usage, in the longer term.  Such
a system should be introduced over a 10 year period in order to minimise adverse impacts (in
relation, for example, to the existing fleet of tax-paid vehicles).

9.9 A focussed scrappage scheme, targefed at encouraging a swifch to the purchase of electric and

very low carbon emitting vehicles, should be considered.
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Part 10: Tax incentives for Retirement Savings

10.1 The regime for nonfunded pensions should be examined fo identify the implicit tax cost fo the

Exchequer in the context of an equitable distribution of the tax expenditure on pensions.

10.2 The current tax relief for personal refirement provision should in the medium fo long-term be replaced

by a matching Exchequer contribution of €1 for each €1.60 contributed by the taxpayer.

10.3 The matching contribution approach should be accompanied by a kick-start provision involving a
contribution of €1 for each €1 contributed by the taxpayer in the first, say, five years of pension

provision by an individual.

10.4  The matching contribution should apply where an individual has relevant earnings including where,

because of the level of his or her eamings, the individual is not liable to tax.

10.5 A softmandatory approach could make a significant contribution fo increasing pension coverage

and should be considered.

10.6 An employee’s payslip should show the amounts confributed by the Exchequer to the employee’s

retirement savings.

10.7 A refirement savings scheme along the lines of the former SSIA scheme, that is easily undersfood
and which involves an Exchequer confribution, should be infroduced — the scheme is outlined in
Box 10.16 of Part 10.

10.8 e As the annual eamings limit does not apply to employer contributions, there is a need to
refain the standard fund threshold.

. There should be a correlation between the annual earnings limit and the standard fund
threshold, and the reduction in the annual earnings limit suggests that there should be a

corresponding reduction in the standard fund threshold.
10.9 A lump sum faken on retirement should be liable fo tax as follows:
. An amount of up to €200,000 should be tax free.
. The balance of the lump sum should be subject fo tax at the standard rafe of income tax.

10.10 The current tax relief rules should be reviewed to ensure that contributions and remuneration levels
cannot be manipulated close to refirement o allow individuals to take advantage of unintended

and inappropriate benefits.
10.11 Age-elated limits on the amount of an individual's relevant earnings should continue.
10.12 The flexibility of an ARF should be extended to defined contribution occupational pension schemes.
10.13 Anomalies in the freatment of different retirement arrangements should be eliminated as far as possible.

10.14 The various ages specified in the legislation governing the time at which benefits may commence

should be reviewed and conformed.

Part 11: Future financing of local government

Local commercial property taxation measures

11.1 The revaluation initiative should be expedited to ensure that a transparent nationwide valuation
system, including a costeffective route of appeal, is in place as soon as possible. Regular

revaluations should be carried out theredfter, in order fo ensure that the valuation base remains up-
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todate. This should be done as provided for in legislation, at intervals of not more than 10 years.

11.2 The vacancy relief provisions should be amended to provide for the granting of vacancy relief by

local authorities, in accordance with the following principles:
J Vacancy relief should only be granted where the following conditions are satisfied:
- An owner/leaseholder is bona fide unable to obtain a suitable tenant, or
- A property is vacant due fo repairs or alterations being carried out on it,
and

- That the relief, where granted, is timelimited so as not fo encourage the owners

of a premises to allow it to become dilapidated, and

- The rate of the relief to be granted by a local authority to be within the range
50-100% for the timelimited period

J Vacancy relief should be applied prorata according tfo the period of vacancy in any year.

The provision which states that a property must be vacant at the time of the striking of the rate by

a local authority should be removed.
Permanent offshore structures should be made subject to commercial rates.

Bed and breakfast accommodation and guesthouses should be brought within the commercial
rates base where there are four or more bedrooms in a dwelling house provided on an ongoing
basis for overnight guest accommodation. Selfcatering apartments and holiday homes provided

by tourism operators should also be brought within the rates base.

Thirdlevel and professional institutions should be partrated to reflect the fact that they generate

significant funds from their own resources and conduct commercial activity on their campuses.
Community halls should be partrated where significant commercial activity takes place in such facilities.
Agricultural farm buildings which are owned by a body corporate should be subject to commercial rates.

All'buildings or land occupied by the Stafe should be brought fully within the commercial rates base.

Annual property tax as a source of local government funding

11.10 After an appropriate period all of the revenues from an annual property tax should be used for

local government financing.

11.11 The proposed annual property tax system should be established and operated as a national

property tax system for a short initial period:

. lts revenues should then be hypothecated for local government financing as soon as is

feasible — once the tax has become established, and

. By no later than the next local elections (June 2014, ratesefting powers should be devolved

fo local government subject fo the considerations set out at secfion 5.3 of Part 11.

11.12 A new method of equalisation of funding, using a needs and resources model, should be developed

in conjunction with the devolution of rate-sefting powers to local government fo reflect the changed

funding base for local government.

Water charges

11.13 Measures should be put in place immediately to ensure that the costs of water services provided

are fully recovered from the non-domestic secfor.



11.14 Domestic water charges should be introduced, as a sustainable approach to realising an

acceptable conservation culture.

11.15 There should be some level of incentivisation to ensure that consumers are encouraged to insfall

mefers.
11.16 Charges should be phased in over a period of time.

11.17 The charging should commence with a flat rafe charge and change to volumetric billing for

consumers once meters are put in place.
11.18 A waiver scheme should be provided for low-income householders.
11.19 Water meters should be installed in all new housing units.

11.20 A public information campaign should clearly outline the rafionale for water charges and the way

in which they will be implemented.

11.21 Water pricing should be infroduced for all water consumers by local authorities based on a

consistent methodology and applying the principle of full cost recovery.

Waste charges

11.22 The polluter pays principle should continue to underpin waste charges to ensure that all consumers

pay for their own waste.

11.23 The landfill levy should be increased to encourage behaviour to divert waste away from landfill
and meet our obligations under EU law and a similar mechanism should be considered for other

forms of final disposal.

11.24 Waivers should be available from all service providers in all local authority areas to all clients who
lack an ability to pay.

11.25 We do not support the establishment of a national waiver scheme. The pricing of waste and water

services should be designed to fund the cost of providing services fo consumers who qualify for a

waiver.

11.26 Tax relief on service charges should be abolished.

Other means of financing local government
11.27 Following an efficiency review:
J The Department of the Environment, Heritage and local Government should develop

a charging system in conjunction with local authorities to ensure a higher proportion of
planning costfs are recouped from planning applicants

J Consideration should be given to devolving responsibility for setting planning fees from the
Minister to local authorities subject to central guidelines being developed

11.28There should be no deviation from the policy that housing rents are based on a person'’s ability to
pay. Maximum rent levels should be removed to ensure that some tenants and households do not

benefit disproportionately.

11.29 A review of the current differential rents scheme should be carried out to improve the sustainability

and effectiveness of the scheme, as previously recommended by NESC.

11.30 The significant disparity across local authorities between rents collected on an income per housing

unit basis should be addressed without delay with a view to elimination.
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11.31The Needs and Resource Model should be periodically reviewed and evaluated to ensure that
the difference in the cosfs bases of local authorities are reflected in relevant decisions by central
government on equalisation funding. The reviews should be undertaken in partnership with local
authorities.

11.32 The initiatives being undertaken to improve efficiencies in local authority expenditure programmes
should continue to receive a priority focus at local authority level and from central government.
That priority will be assisted by the new standardised costing system which provides for greater

benchmarking of local authority performance.
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Section 1:

Establishment and terms of reference

The Commission on Taxation was established on 14 February 2008 to review the sfructure, efficiency and
appropriateness of the Irish taxation system. In seffing up the Commission, the Taoiseach (then Ténaiste
and Minister for Finance), Brian Cowen, T.D., indicated that its work would help establish the framework
within which tox policy would be set for the next decade at least, and that it was important that it fook a

strategic, considered and balanced perspective that recognised the evolving challenges ahead.

The terms of reference for the Commission were farreaching. We were asked to have regard to the
commitments on economic competitiveness and on taxation confained in the Programme for Government,

in particular the four commitments:

J To keep the overall tax burden low and implement further changes to enhance the rewards of work

while increasing the fairess of the tax system
J To ensure that our regulatory framework remains flexible, proportionate, and upto-date

J To introduce measures fo further lower carbon emissions and to phase in on a revenue neutral basis

appropriate fiscal measures including a carbon levy over the lifefime of the Government,
and

J The guarantee that the 12.5% corporation tax rate will remain

We were invifed, in the confext of maintaining an equitable incidence of taxation and a strong economy,

fo consider the structure of the taxation system and specifically to:

J Consider how best the tax system can support economic activity and promote increased employment
and prosperity while providing the resources necessary to meet the cost of public services and

other Government outlays in the medium and longer term

. Consider how best the tax systfem can encourage long term savings to meet the needs of retirement
J Examine the balance achieved between taxes collected on income, capital and spending
J Review all tax expenditures with a view to assessing the economic and social benefits they deliver

and to recommend the discontinuation of those that are unjustifiable on cost/benefit grounds

J Consider options for the future financing of local government, and
. Investigate fiscal measures to protect and enhance the environment including the infroduction of a
carbon tax

In our terms of reference, we were requested to report by 30 September 2009. Following on from
discussions between our Chairman and the Minister for Finance, Brian Lenihan, T.D., in March 2009 we

agreed fo bring forward our reporting date to 31 July 2009.

36 Commission on Taxation Report 2009



Introduction

Section 2:
Approach adopted

2.1

2.2

2.3

37

Mestings, subgroups, plenary sessions

We held our inaugural meeting on 5 March 2008 and 32 plenary meetings were held between
April 2008 and July 2009. Having regard fo the broad ferms of reference, the short timescale and
the size and composition of the Commission, we agreed at the first meeting that the most effective
way of organising the work would be fo esfablish a manageable number of subgroups fo focus on
specific aspects of our terms of reference. Plenary meetings considered the more general issues as

well as the reports from the subgroups on the work allocated to them.

Accordingly, seven subgroups were established to consider certain specific topics mentioned in the

terms of reference as follows:

. How best the tax system could encourage long ferm savings fo meet the needs of retirement

J Options for the future financing of local government

. Fiscal measures fo profect and enhance the environment including the infroduction of a
carbon fax

J Review of all tax expenditures with a view to assessing the economic and social benefits

they deliver and to recommend the discontinuation of those that are unjustifiable on cost/

benefit grounds

J How best the tax system can support economic activity and promote increased employment
and prosperity

J The issues around maintaining an equitable incidence of taxation

J The balance between taxes collected on income, capital and spending and providing the
resources necessary fo meet the cost of public services and other Government outlays in the

medium and longer term

The subgroups met a wide range of inferested parties in the course of preparing their reports. In

fotal the subgroups held over 100 meetings.

Submissions

We decided at the outset that writtlen submissions received by us would be an important source
of views for us in fulfilling our mandate. They would also provide inferested parties with an
opportunity to make proposals on one or more of the fopics covered in the ferms of reference.
There had been considerable interest in the work of the Commission, as this was the first substantial

review of the tax system in over 25 years.

Advertisements inviting submissions were placed in the national press and some 175 replies were

received. A list of those who made submissions is provided in Annex 3 of our Report.

Oral hearings

We invited 12 organisations which made submissions to attend oral hearings in support of their

written proposals where we considered the issues covered in their submissions could be usefully
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explored further and were necessary for our deliberations. The oral hearings took place from 23

February to 25 February 2009. A list of those who attended oral hearings is in Annex 4.

Other consultations

We consulted widely with a large number of inferested parties, in both the private and public

sectors, o help us in our deliberations. Details are in Annex 4.

Section 3:

Principles in the reform and design of the fax system

Infroduction

We established a set of guiding principles — comprising both general principles of

foxation (such as equity) and operational principles o help us in our work (such as

adopting an evidencebased approach] that would guide us in fulfilling our mandate.

The principles, which were developed having regard to our terms of reference, are as follows.

Principles of taxation

Equity

Equity is a key aspect of a fax system. Equity means taxing persons on their ability to pay.

Our ferms of reference invited us to consider the structure of the tax system in the context of

maintaining an equitable incidence of taxation. We are also asked to have regard to the

commitment contained in the Programme for Government to increase the fairness of the fax system.

One of the difficulties with equity is that it means different things to different people.

Equity is generally broken down info two components, horizontal equity and vertical equity.

Horizontal equity: The concept of horizontal equity suggests that two persons with the same
income should pay the same amount of tax. However, it they are notin equal positions because
say, one person is a lone parent, the equity principle may also suggest that the tax burden
of the single parent should be reduced. This raises questions as to the appropriate amount
of the reduction and the documentation required by the tax authorities to justify eligibility
for a reduction, and illusfrates a core dilemma in the design of a fax system: equity and

simplicity may be in conflict with each other'.

Vertical equity: The concept of verfical equity suggests that the tax burden should be
distributed fairly across persons with different abilities to pay. Persons with higher income
should pay more in taxes than persons with lower income. A progressive tax takes a higher
percentage of income as income rises, so that high earners pay a higher proportion of their

incomes than low earmers.

Taxes that are not progressive may be either proportional (somefimes called “flat”) or regressive.

A flat or proportional tax, which takes the same percentage of income from each taxpayer, does

Horizontal equity is also relevant in an EU context, where the principle that resident and non-resident taxpayers in similar situations carrying out similar fransactions

should be subject to similar taxation treatment, is well established.
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not, in general achieve vertical equity. It may, on the other hand, be highly efficient to implement.
A regressive fax takes a smaller percentage of income as income rises — poor people pay a

larger fraction of their incomes in taxes than rich people. This does not achieve vertical equity.

Equity is relevant not only to income disparities but also fo the treatment of sectors of society
with particular needs and to life consumption and savings patterns. The tax system [and fiscal
policy through direct expenditure) fo some extent addresses variations in life consumption patterns
through, for example, the provision of mortgage inferest relief for firsHime buyers and enhanced tax
relief for pension provision for individuals as they get older. We have, however, noted provisions
in the tax code that unreasonably favour particular categories of taxpayer and we deal with these

in our Report.  Such provisions are not consistent with equity.

Equity must, however, be considered in the context of the overall tax system. A lack of progressivity
in one area of the system may be compensated for by having a high degree of progressivity in

other areas, or by focused direct expenditure — which, of course, is financed from tax revenues.

Rafes of fax are also relevant fo equity in that they enhance the progressivity of the tax sysfem.
While the introduction of a third rate of income tax could increase progressivity, there is a need
fo strike the appropriate balance between progressivity on the one hand and the impact on the
incentive to work and enterprise on the other. It is of course also arguable that, looked at solely
from the point of view of encouraging economic growth, a flatfer system would be preferable.

These are tensions that we have encountered during our discussions.

Flexibility

All sociefies change over time. So do markets, business practices, technology and economic
conditions. A flexible tax system is one that is responsive to and capable of changing in line with
these factors. For example, electronic commerce fransformed the global economy from the late 1990s

onwards, and fax systems worldwide had to adapt to the new types of transactions that emerged.

Flexibility may also be looked at in the context of budget volatility and the ability to raise one tox
fo compensate for a shortfall in another tax. This raises the question of over reliance on particular
areas fo provide a revenue stream versus having a broader base, and was something that we

consider in the confext of the balance of taxes topic in Part 4 of our Report.

The inferaction between flexibility and the stability that is required for business was also looked af

by us — a fax that has foo much flexibility may creafe uncertainty for businesses and individuals.

We were asked in our terms of reference to have regard fo the commitment in the Programme for
Government that the regulatory framework should remain flexible, proportionate and up to date.

We considered this aspect of flexibility also.

Tax neutrality

In a general sense, tax neutrality is used fo describe a tax system that does not create a bias that
could influence a taxpayer fo choose one course of acfion over another. In other words, decisions

are made on their merits and not for tax reasons.

As specific measures can be incorporated into the tax system to provide for, or to depart from, tax
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neutrality in order to achieve a particular policy goal such as encouraging economic activity, we
considered that the adoption of tax neutrality as a general principle without qualification would
unduly hinder our consideration of options. Instead, ways that the tox system approximated fo or
departed from fax neutrality were examined in the course of our deliberations, as this allowed us

fo focus on the efficacy of different measures.

Simplicity

The simplicity principle requires that the tax rules are known and that liability is clear. It implies that
the tax system is comprehensible and rational: in other words, one where the tax base is certain
and where the tax rules are clear and easily understood, so that the taxpayer can anticipate in

advance the tax consequences of a transaction.

The regulatory burden caused by taxation requirements covers the time and cost of the administration
associated with compliance — such as making retumns or keeping records that would not otherwise
be required by the company or the individual concerned. It also includes the work needed in
becoming compliant with a fax rule — such as putting appropriate fechnology, practices and

procedures in place.

In adopting simplicity as a core principle, we considered the regulatory burdens of any new taxes,
or changes to existing taxes, that we proposed. The ferms of reference asked us fo consider
how best the tax system could support economic activity, and we considered that having logical,

intelligible tax rules should be part of these considerations.

In a business confext, the regulatory burden falls disproportionately on small and medium-sized

enterprises (SMEs). Proposals to reduce the regulatory burden are addressed in Part 5.
Operational principles

Evidence-based approach

Our adoption of an evidencebased approach meant that, wherever available, facts and

appropriate benchmarks were used to support our analysis and our conclusions.

Pragmatism

We have had 16 months in which to complete our deliberations.  This tight timeframe and the
nature of our terms of reference, suggested that we should for the most part focus on reviewing the
current fax system rather than designing a new one. The obvious exceptions here were carbon fax,
property tax and domestic water charges as these are not currently features of the Irish tax system.
Other areas of the tax system were evaluated in the context of the existing sfructures and range
of taxes. A more extensive analysis of the Irish tax system might, for example, examine whether
progressivity in direct taxation is best provided mainly through the income tax system, whether
faxing fofal income rather than consumption expenditure is appropriate and whether Ireland’s tax
system is optimal by reference to norms in other countries. Other fax system models are possible

but our consideration of these was necessarily consfrained by our reporting timeframe.

Adopting a pragmatic approach also meant that proposals considered by us were tesfed for

viability.  Tox policy in Ireland operates within an EU and infernational framework, and we
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considered the impact of this framework and its implicit constraints at the outset — further defail is

provided in Section 4 of this Part.

The need to take a strategic, considered and balanced perspective required our proposals o be

grounded in reality and to be implementable with a quantifiable impact on Exchequer revenue.

Interaction between principles and other yardsticks
The guiding principles listed above —equity, flexibility, neutrality, simplicity, an evidence-based approach

and progmatism — interact with each other in complex ways.  While dealing with the conflicting
demands imposed by the principles proved fo be a challenging task, we felt that these principles best

provided the guidelines needed in undertaking the tasks specified in our terms of reference.

We also considered other criferia in the course of our deliberations. For example, the ability of
the tax system fo raise enough money to pay for a given level of public expenditure is central fo
the terms of reference, and raised issues such as the stability and predictability of the tax base and
its overall magnitude. In addition, the polluter pays principle — where the polluting party pays for
the damage done fo the environment — featured in the discussions on the environmental faxes (see

Part Q) and local government financing (see Part 11).

Section 4:

International obligations and the tax system

4.1

4.2

4

Infroduction

There are overriding principles in the EC Treaty that prohibit discrimination and restrictions on the
socalled fundamental freedoms — i.e. the prohibition of discrimination based on nationality and
the ability of goods, services, capital and labour to move freely within the infernal market. There
are also European Union (EU) directives — on direct, indirect and capital taxes — that apply in
Ireland. While direct tax falls within the competfence of Member States, that competence must be
exercised in accordance with EU law. Ireland must also meet its obligations under double taxation
freaties and other infemnational agreements. Any proposals for change contained in our Report

must be implemented in @ manner that is consistent with those obligations.

EC Treaty basic principles

The principle of free movement of goods is sef out in Title | of the Treaty. The principles of free

movement of persons, services and capital are sef out in Title |lI.

Free movement of goods (Articles 23 — 31): The free movement of goods is one of the cornerstones
of the infernal market. Articles 28 to 30 prohibit Member States from imposing or maintaining
quantitative restrictions on imports, exports and goods in transit and all measures having equivalent

effect (i.e. infra-Community trade barriers), except in special circumstances.

Free movement of persons (Articles 39 — 42): Discrimination based on nationality between
workers of the Member Stafes as regards employment, remuneration and other conditions of work
and employment is prohibited. A number of directives and regulations have been developed

(since 1968) to promote this principle — for example, co-ordination of agreements on social

Commission on Taxation Report 2009



4.3

4.4

security, and on visas, residence and work permits across Europe.

Freedom of establishment (Articles 43 — 48): Restrictions on the freedom of establishment of
nationals of a Member State in the territory of another Member State, or on the sefting up of
agencies, branches or subsidiaries by nationals of any Member State established in the territory
of any Member State, are prohibited. Freedom of establishment includes the right to take up and
fo pursue activities as a self-employed person and fo set up and manage companies in any of the
Member States. Companies formed under the law of a Member State and with their registered
office, central administration or principal place of business in the EU are treated the same way as

individuals who are nationals of Member States.

Freedom to provide services (Articles 49 — 55): Restrictions on the freedom to provide services in
respect of nationals of Member States who are esfablished in a Member State other than that of

the person for whom the services are intended are prohibited.

Free movement of capital and payments (Articles 56 — 60): Article 56 provides that all restrictions
on the movement of capital between Member States and between Member States and  third
countries are prohibited. Restrictions on payments between Member States and between Member
States and third countries are also prohibited. Article 58 provides for some limitations on Article
56 and allows Member States to distinguish between taxpayers who are not in the same situation
with regard to residence or place where capital is invested. It also allows Member States to take
measures to prevent infringements of national laws or to fake measures which are justified on public
policy or security grounds. However, while Arficle 58 allows different tax treatment of residents
and non-residents and of domestic and foreign-sourced capital, the European Court of Justice (EC))

has tended to interpret the provision narrowly.

If a conflict arises between Community law and a law of a Member State, then Community law
prevails — in this regard, the role of the ECJ in striking down provisions of EU Member States’ tax

systems that are incompatible with the EC Treaty has become more evident in recent years.

Compatibility with state aid rules

Tax measures must not only conform fo the principle of non-discrimination and the fundamental
Treaty freedoms, but also need to be in line with Community state aid rules. Article 87(1) of the
EC Treaty provides that “...any aid granted by a Member State or through State resources in any
form whatsoever which distorts or threatens to distort competition by favouring certain undertakings
or the production of certain goods shall, insofar as it affects trade between Member States, be
incompatible with the common market”. There are, however, a number of exceptions fo this. For
example, aid to promote the economic development of areas where the standard of living is
abnormally low or where there is serious underemployment may be considered to be compatible

with the common market.

Other infernational obligations

In Ireland, infernational treaties take precedence over domestic law. Ireland has concluded a
significant number — 46 in force and a further five signed — of double taxation treaties with other
counfries, primarily drafted by reference fo the OECD Model Tax Convention with respect fo taxes

on Income and on Capital. The purpose of double taxation treaties is to allocate taxing rights
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between the contracting States in order to avoid double taxation and to prevent fiscal evasion.

Other international law which is relevant to Irish tax includes the European Convention on Human

Rights 2 and Kyoto Protocol to the UN Convention on Climate Change.

Section 3
Our approach fo tax reform

5.1

5.2

43

Role of a tax system

The primary role of a tax system is fo raise revenue to fund govemment expenditure - for dayfoday
spending and capital projects. VWhere expenditure is mef through borrowing, tax revenue will be needed
fo meet the financing costs of such borrowing as well as ifs repayment.  Other roles of a fax system are

redistributing income and wedlth, deferring certain acfivities and promoting enterprise and employment.

The Irish tax system has evolved over time fo reflect changing economic and social conditions
and will need to be equally responsive to new developments in the future. It will, for example,
play a role in dealing with Ireland’s changing demography, a different environmental confext and
globalisation of markets. Some of these feature in our Report. In general, we consider that many
aspects of the tax system work well and do not require reform. Other areas are in clear need of

reform and are the main focus of the proposals in our Report.

Broaden the base rather than increase the rates

We do not seek to increase the overall levels of taxation. Rather, we set out to broaden the tax
base. Having multiple tax sources allows fax revenue to be raised from o wider range of sources
and having a broad tax base enables rates of tax fo be kept as low as possible, minimising the
economic efficiency cost of taxation °. Thus it is our view that lower tax rates on a broad base are befter
than higher rates on a narrow base. A new tax on property offers the opportunity to reduce the burden

of taxation on labour and on economic activity and a new carbon tax has environmental benefits.

Ireland is a small open economy. This means that the economic factors of production are likely to be
more mobile and thus they will be more responsive to changes in faxation. Therefore the imperative
fo broaden the tax base so as fo achieve lower fax rates is heightened. Broadening the base

includes both extending the base of existing taxes and introducing new taxes on different bases.

Increasing rafes of fax on the other hand would be likely to result in behavioural change with a
negative impact — for example increased income taxes could be a disincentive to work and a
barrier to business growth and job creation. Increased indirect taxes would lead to further adverse
effects on cost competitiveness. Higher tox rafes are also likely to result in an increase in fax

evasion and avoidance.

Of central importance to our approach is positioning the tax sysfem to support economic activity
because increased economic activity has the potential fo increase employment and thus enhance

living standards for all.
Enacted in Irish Law as the European Convention on Human Rights Act 2003

On the importance of lower tax rates, which can achieve the same level of tax revenue with a broader tax base, see ‘Taxation and Economic Efficiency’,
AJ. Averbach and J. Hines Jr., in ‘Handbook of Public Economics, volume 3', A. J. Averbach and M. Feldstein (ed.], 2002, and ‘The Challenge of Tax Reform
and Expanding the Tax Base', J. Poterba, The 2009 ESRI Geary Lecture, May 2009.
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Provide a stable revenue base

We consider an important attribute of a tax system is its ability to provide a stable base for tax
revenue. This implies that the tax system should be designed with a view to minimising the volafility
of tax receipts so that resources required for public services can be provided in a stable way.
This implies that tax should be levied in a variety of ways, not all of which need necessarily be

correlated with the economic cycle.

Transitional arrangements

The package of measures that we propose in our Report consfitutes structural changes to the
faxafion system to make it more efficient and equitable in the medium term. The fiming of the
implementation of these measures is a matter for Government. However, we believe it is important
that not all the policy changes would occur at the same time. The phased implementation of these
recommendations will need to fake account of their inferrelated nature and their differing tax

administration requirements.
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National faxes

The Irish taxation system encompasses the taxation of income, consumption and capital. At the

national level:

o Income is subject to income fax in the case of individuals and corporation tax in the case
of companies

. Spending or consumption taxes include value-added tax and excise duties

. Capifal is subject fo tax in a number of ways. Gifts and inheritances are subject to capital
acquisitions tax and gains on the disposal of assets are subject to capital gains tax. Capital
faxes also include stamp duty which is charged on transactions, including the purchase of

property and shares

Income levy

A surcharge on income (income levy) was infroduced in the Finance (No. 2] Act 2008. This
came info effect on 1 January 2009. The full year estimate for the income levy is approximately

€2 billion. The levy applies on gross income above an exemption threshold, as follows:

Table 3.1: Income levy thresholds

Source: The Revenue Commissioners

National taxes raised some €41 billion in 2008 for the Irish Exchequer ([down from €47.5 billion
in 2007). The esfimated receipts for 2009 — including the income levy — are approximately
€34.4 billion.
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Table 3.2: Net tax receipts, Ireland 2007 - 2009

Net Receipts 2007 Net Receipts 2008 Net Receipts 2009
(estimated)
_ebilion | % | bilion | % | €bilion | % __

Income fax 13.6 29% 13.20 32% 12.47 36%
Corporation tax 6.4 13% 5.07 12% 3.74 1%
Value-added tax 14.5 30% 13.43 33% 11.42 33%
Stamp duties 3.2 7% 1.76 4% 0.98 3%
Excise duties 6.0 13% 5.60 14% 4.63 13%
Capital gains tax 3.1 6% 1.42 3% 0.63 2%
Capifal acquisitions tax 0.4 1% 0.34 1% 0.30 1%
Ol feusions iy 0.3 1% 025 1% 023 1%
misc.)

Total 47.5 100% 41.07 100% 34.4 100%

Source: The Department of Finance and the Revenue Commissioners

Note: Net tax receipts are derived by subiracting repayments and refunds from the total amount collected (“gross receipts”).

Figure 3.1 shows the breakdown of net receipts by fax for 2009 — it can be seen that income tax
(including the income levy) accounts for some 36% of fotal estimated receips.

Fig 3.1:  Net tax receipts by tax head — Estimates for 2009, Ireland

Capital gains tax 2%

Excise duty Customs 1 %

13%

Capital
acquisitions

Income tax 36%

Value-added tax 330

0
Stamp duty 3% Corporation tax 11%

Source: The Department of Finance and the Revenue Commissioners
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An overview of the above taxes is given in Section 2, where we also presenf summary information

on the distribution of taxpayers by income level in Ireland.

Social insurance

Social insurance contributions, health levy contributions and a national training fund levy are also
significant contributors to Ireland’s resources. They yielded approximately €9.75 billion in 2008
(up from €9.43 billion in 2007) and are esfimated af €9.78 billion for 2009. The information

is shown in Table 3.3. Social insurance, health and training levies are considered in Section 3.

Table 3.3: Social Insurance, health and training levies, 2007 — 2009

2007 2008 2009 (estimated)

€billion €billion €billion

Social insurance 772 81.9% /.98 81.85% 7.50 76.7%

Health levy confributions ~ 1.30 13.8% 1.33 13.64% 1.89 19.3%

{;‘VOy”O”O'”O‘”i”gf“”d 041  43% 044  451% 039  4.0%

Totals 9.43 100% 9.75 100% 9.78 100%

Source: The Department of Finance

Local government

Taxes and charges also arise af the level of local government. These include rates on commercial
property, a levy on private residences (other than main homes| and charges for the provision by
local authorities of services such as refuse collection. In 2007, these accounted for 55% of the
income needed fo fund the current expenditure of the country’s local authorities.  The balance of

local authorities” current expenditure comes from two sources:

. Government grants and subsidies, and

. The Local Government Fund (a central fund financed by the proceeds of motor tax and an

Exchequer confribution)’

Revenues from local goverment sources vyielded approximately €2.75 billion in 2008
(€2.7 billion in 2007) and are estimated at €2.83 billion in 2009. local government charges

and levies are considered in Section 4.

Summary picture

Taking national faxes, social insurance contributions, levies and local authority revenue sources
fogether, it can be seen that national faxes predominate in terms of fotal receipts, with, for example,
the local authority component accounting for just 6% of the tofal receipts in 2009. This is low by

European standards?.

There is also an Environmental Fund, which is used to support waste management and other environmental initiatives by central Government and local authorities.
The income of the fund comes from two main sources — an environmental landfill levy (collected by local authorities) and a plastic bag levy (collected by the
Revenue Commissioners).

Direct comparisons between Member States are difficult as the base on which esfimates are made varies considerably between countries.
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The breakdowns are shown in Table 3.4 and Figure 3.2. These three components of Exchequer
receipts are considered in some detail in our Report. An overview is given in Sections 2, 3, and 4
in summary form. Full defails on all the taxes are available from the relevant Government websites:
www.revenue.ie (for national taxes)

www.welfare.ie (for social insurance and levies)

www.environ.ie (for local government finance)

Table 3.4: Taxes, social insurance, local authority receipts, 2007 — 2009

2007 2008 2009 (estimated)
€billion €billion €billion

Sources: The Revenue Commissioners, Department of Finance, Department of the Environment, Heritage and Local Government.

Figure 3.2: Breakdown of categories of receipts considered in our Report
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51 Commission on Taxation Report 2009



Ireland’s Taxation System

Section 2:

National faxes

2.1

2.2

2.2.1

52

Infroduction

We present a broad overview of Ireland’s principal taxes and duties in this Section. We outline, in
furn: income tax [section 2.2), corporation tax [section 2.3), capital gains tax (section 2.4), capifal
acquisitions tax (section 2.5), stamp duties [section 2.6), value-added fax (section 2.7), and excise
duties (section 2.8). We conclude in section 2.9 with an overview of the taxation regime for

savings and investments; we also give an outline of the main withholding toxes operating in Ireland.

Income fax

Income tax system

Income tax is charged annually for each calendar year.  An individual’s liability to Irish income tax
is defermined by concepts of 'residence’, ‘ordinary residence’ and ‘domicile’. These concepts are
explained in Appendix 1. Broadly, individuals resident in Ireland are liable to Irish income tax
on their worldwide income, wherever it arises. Individuals who are “ordinarily resident” (but are
not resident] are also taxed on worldwide income, other than income from frades, professions or
employments which are not carried out in Ireland; other “foreign” income up fo €3,810 per annum
is also exempt from Irish tax. Individuals who are non-esident in Ireland are liable to Irish income

fax on income arising in Ireland. Appendix 2 gives a broad overview of double taxation relief.

Most individuals pay income tax through the Pay As You Eam (PAYE) system. The PAYE system is a
method of tax deduction under which an employer calculates the tax due and deducts it each time
a payment (such as wages) is made to an employee or director®.  The employer must pay the tax

deducted to the Revenue Commissioners.

Income tax operates on a selfassessment basis for selfemployed and other individuals who
receive income from sources which are nof subject fo the PAYE system. Under selfassessment, the

individual must:
J Pay preliminary tax by end-October

J File o tax refurn, with the balance of tax due, by end-October of the following year

To compute income tax liability:

. A person’s income for fax purposes is established
J Some reliefs and deductions are made in computing the amount of taxable income
. This taxable income is charged fo tax by reference fo the rafes of income fax in force for the

fax year, and

o Relief is then given for any tax credits to which the person is entitled

Ireland operates a “schedular systfem”, under which income is grouped info four Schedules — C, D,
E and F — for tax assessment purposes. These are summarised in Table 3.5. Special rules apply for
calculating taxable income under each schedule and for defermining the timing of the charge fo fax.

Pay related social insurance (PRS), the health contribution levy and the income levy are also deducted under the PAYE system - see Section 3 following.
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Table 3.5: The schedular system

* Schedules A and B (which were concerned, respectively, with taxing the ownership of land and buildings and
the occupation of landss, farmhouses and farm buildings) were abolished in 1969.

Allowances, rate bands and tax credits depend on the personal circumstances of the taxpayer. For
2009 the rafes of income tax are 20% (the standard rate) and 41% (the higher rate). Levies and

social insurance also apply.

Income tax is charged at graduated rates in the case of individuals. The graduated rate bands

that apply for 2009 are as follows.

Table 3.6: Income tax rate bands, Ireland 2009

To arrive af net tax, credits are deducted from the gross tax figure. Employees get the basic

personal fax credit and (excluding proprietary directors) the employee tax credit (ETC).  Those
who are selfemployed are also entitled to the basic personal tax credit, but not fo the ETC.
Additional personal credits - for example, one-parent family and widowed parent credits - may

apply depending on the personal circumstances of the income eamer.

We consider a number of structural issues in relation to income tax in Part 5 of our Report. Part 8,

which deals with tax expenditures, also covers income fax reliefs available under the Irish fax code.
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2.2.2 The distribution of taxable income

Disfribution sfafistics on personal incomes, prepared by the Revenue Commissioners in the course
of the administration of income tax for 2006, are summarised in Table 3.7. The Table relates to
income assessed in respect of the fax year 2006 by reference fo tax refurns which were processed
up to mid August 2008. While the distribution may have changed subsequently, 2006 is the

latest year for which figures are available.

Table 3.7: Distributions of number of taxable incomes, taxable income and tax, 2006

Source: Derived from Table IDS16; Income Tax Distribution Siatistics 2006, Revenue Commissioners Statistical Report 2008, p.26
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Corporation tax

Corporation tax is charged on profits (income and gains| of a company. Companies that are
resident in Ireland are taxed on their worldwide profits.  Non-resident companies that trade in

Ireland through a branch or agency are charged on the profits of that branch or agency.

The standard rate of corporation fax is 12.5%. It applies to trading income under Case | and

Case Il of Schedule D (see Table 3.5 above on the schedular system of taxation). Other rafes may

also apply:

o A rafe of 25% applies to nontrading income (for example, inferest, rents, royalties| and
income from what are known as “excepted frades” (activities which consist of working
minerals, pefroleum activities and also dealing in or developing land, other than construction

operations)

. An effective rate of 10% for manufacturing activities, which is in the process of being

phased out but remains in existence for some companies until end-2010

. A rate of 25% for company capital gains. (However, gains from disposals of development
land are chargeable to capital gains tax at 25% and are not included in the profits

chargeable to corporation tax.)

J Effective rafes of 30%, 35% and 40% for companies in the petroleum exploration business

where profits exceed applicable thresholds

Corporation fax is charged on profits arising in an accounting period, which is a period of
not more than 12 months and is usually the period for which the company makes up its annual

accounts. The selfassessment system applies, under which the company must:

° Compute and pay ifs preliminary fax in two instalments (six months and one month) before

the end of the accounting period

° Pay the balance of tax and file its refurn nine months after the end of the accounting period

Companies defined as small (that is, with a corporation fax liability less than €200,000 in
the previous year] pay a single instalment of preliminary tax one month before the end of the

accounting period.

Corporation tax is charged on income that is calculated under the same Schedules and Cases
that apply for income tax. Taxable frading income is based on profits according to financial
statements but subject fo specific tax rules. The general rule is that revenue expenditure that is wholly
and exclusively incurred for the purpose of a frade can be offset in calculating trading income.

Deductions are not allowed for business enfertainment expenditure or for capital expenditure.

Depreciation of capital assets as computed for accounts purposes is not an allowable expense in
calculating a company’s income for the purposes of corporation tax. However, capital allowances
in respect of capital expenditure on plant, machinery and buildings may be allowable. The Finance

Act 2009 infroduced a provision to allow deductibility for expenditure on intellectual property.

A company that makes a trading loss in an accounting period can offsef the amount of the loss
against profits for the same or the previous accounting period in order to reduce its corporation tax

liability. Any trading loss not sef off can be carried forward for offset against future trading income
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of the frade concemed. Llosses can also be surrendered between companies in a group under

7 5% common corporate control in the EU, Iceland or Norway.

Issues relating to corporation tax rules are dealf with in Parts 5, 7, 8 and 9 of our Report.

Capital gains tax

Capital gains tax (CGT) is chargeable on gains made on the disposal of assets. A disposal means
the fransfer of ownership of the asset. Persons are chargeable to CGT for a year depending
on their residence and domicile.  Broadly, individuals who are resident or ordinarily resident in
Ireland are liable to pay CGT on their worldwide gains. Individuals who are neither resident nor
ordinarily resident are chargeable to CGT on gains made on the disposal of ‘specified assets’,
such as land and minerals in Ireland, and businesses carried on in Ireland. Individuals who are
not domiciled in Ireland are liable to CGT on gains arising in Ireland and on other gains to the

extent that they are remitted to Ireland.

The first €1,270 of an individual's net gains for a year (that is, gains minus current year losses and

losses brought forward from earlier years) is exempt from CGT.

The rate of CGT is generally 25%. The self-assessment system applies to the payment of the tax
and the filing of refurns. For individuals, CGT is payable

. By 15 December in respect of gains arising from January to November of that year, and

. By 31 January in the case of gains arising in the previous December

Generally, the gain is the difference between the market value of the asset at the fime of the
disposal less the cost of the asset. VWhere an asset was acquired before 6 April 1974 (the date
of infroduction of CGT), its cost is taken to be the market value of the asset atf that dafe.  Up to
2003, the cost or deemed cost (value) of the asset was adjusted to take account of inflation — a

system known as indexation. Indexation was abolished for expenditure incurred after 2002.

Death is not an occasion of charge for capital gains tax purposes. Assets received by a person by

reason of death are regarded as acquired by that person af their market value at the date of death.

We examine issues in relation to capital gains tax in Parts 5, 6, 7 and 8 of our Report.
Capital acquisitions tax

Inheritance and gift tax

Inheritance tax and gift tax are part of the capital acquisitions tax [CAT) code and operate under
similar rules. The person receiving the inheritance (successor or beneficiary) or gift (donee) is liable
fo pay the fax. The fax is charged on the “taxable value' of the inheritance or gift. The toxable
value is normally the market value of the property comprised in the gift or inheritance, less any costs

or expenses incurred by the donee or successor, including any consideration paid.

The amount of giff tax or inheritance tax that is payable depends on whether the taxfree thresholds
(known as ‘group thresholds’) have been exceeded. CAT at 25% is charged on an amount in

excess of the group threshold. There are three different group thresholds. These depend on the
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relationship between the person receiving the gift or inheritance and the person who provided the

gift or inheritance (the disponer), as follows:

Table 3.8: Thresholds for gift tax and inheritance tax, 2009

Relationship to disponer Group threshold

A Son/daughter, including step children; foster €434,000
children and grandchildren under the age of 18 in

certain circumstances

B Parent* /brother/sister/niece/nephew/grandchild  €43,400 (i.e. 10% of Al

C Relationship other than A or B €21,700 (i.e. 5% of A)

*A parent taking an inheritance [as opposed fo a gift] from a child may qualify for the Group A threshold.

The threshold can be reached either by a single inheritance or gift or by aggregating previous

inheritances or gifts within the same group threshold. Selfassessment applies for these taxes.

Discrefionary frust tax

Discrefionary frust fax also comes under the capital acquisitions tax category. A discrefionary frust
is a frust that gives the trustee discretion to pay the beneficiary as much of the frust income or assets
as the frustee considers appropriate. There is a once-off charge fo fax, af a rafe of 6%, on property

in a discrefionary trust and an annual 1% fax.

The initial once-off charge applies to the frust fund af a rate of 6%, on the latest of:

. The date on which the property becomes subject to the discretionary trust the date of death

of the disponer (sefflor), and

. The date the youngest principal object of the trust (as defined) reaches the age of 21

The tax is payable within four months of the due date. There is a refund of half the initial tox if the

frust is wound up within five years.

The annual charge applies to the trust fund at a rate of 1%. It is charged on 31 December and
payable (under self-assessment) within four months of that date. However, the 1% charge is nof

payable until the following year if the initial charge arose in that year.

We examine issues in relation to capital acquisitions tax in Parts 5 and 8 of our Report.

Stamp duties

Stamp duty is a fax on instruments (written documents|) such as deeds of fransfer, leases, insurance
policies, share certificates, mortgages, covenants, bills of exchange, credit cards and cheques.
The rates generally range from 1% to 9%, depending on the nafure and value of the property
concemed. In some cases, the duty is not based on the value of the fransaction, but is a fixed

amount (for example, stamp duty on credit cards).

The person accountable for the tox depends on the instrument. For example:
J In a sale, the accountable person is the purchaser

o In a lease, the accountable person is the lessee, and
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. In a document that operates as a gift, both the donor and the donee are accountable for

the tax

Generally, stamps are impressed on or affixed to the instruments, but it is also possible to have a
stamp duty charge when there is no insfrument that can be physically stamped. This is the case

under the CREST sysfem, which allows for the elecfronic transfer of shares.

Rafes of stamp duty on residential, and on non-residential, property are summarised in Table 3.9.

Table 3.9: Stamp duty rates on residential and non-residential property, 2009

Source: The Revenue Commissioners

The stamp duty on cheques, credit cards, and similar products ranges from 50 cent (cheques)
to €30 (charge card and credit card accounts). A 3% stamp duty is charged on most non-life
insurance premiums while life assurance policies and the conveyance or transfer on sale of any

stocks or markefable securities affract a stamp duty of 1%.

We consider a number of stamp duty issues in our Report. These include the stamp duty on
cheques and cards (Part 5), on real property (Part 6), and on share transfers (Part 7). We also

examine stamp duty reliefs in Part 8.

Value-udded tax

Value-added tax [VAT) is a tax on the supply of goods and services and is charged as a percentage
of the price of a good or service supplied. It is collected by VATregistered traders on their supplies
fo their customers and paid fo the Revenue Commissioners. The structure and scope under which

Member States can apply VAT to goods and services are determined by EU law.

The main rates of VAT that apply in Ireland are:

o Zerorate, which generally applies to most food, children’s clothes and shoes
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. Reduced rafe of 13.5%, which applies mainly to domestic fuels, labour infensive services

and repairs and maintenance, certain property fransactions and most construction and

building related services

. Standard rate of 21.5%, which applies to the remainder of goods and services [examples

include cars, electrical goods and confectionery)

In addition, a rate of 4.8% applies to supplies of livestock sold by registered farmers. Under o
separate system, called the “flat rate system”, farmers who do not register for VAT are enfifled
fo add an amount (the "flatrate addition”, 5.2% in 2009) to the price of the goods they sell to
VATregistered persons.  The purpose of this is to compensate such farmers for the VAT they incur

on their purchases. The registered person reclaims the flatrate addition in his or her VAT return.

In general, services provided by charities, non-profit organisations and certain financial and
professional services are exempt from VAT, while Government departments and local authorities
are outside the scope of the tax*. Exempt suppliers do not charge VAT on the goods and services
they provide and cannot reclaim VAT incurred on the goods and services that they purchase. The
rules for supplies of goods and services between Member States, as well as supplies into and out
of the EU, are complex. However, with effect from 1 January 2010, a new Directive comes info
effect, which will simplify and clarify the rules for the place of supply of services. This Directive

intfroduces two general rules, depending on whether the customer is a business or a consumer:

. For intra-Community supplies of Business to Business (B2B| services, the new general rule
provides that the place of taxation is the place where the customer is established (reverse

chargel, thus aligning the tax more closely with the place of actual consumption

. For infra-Community supplies of Business to Consumer (B2C) services, the general rule

provides that the place of taxation is where the supplier is located

Issues in relation to VAT are dealf with in Part 5 of our Report.

Excise duties

Infroduction

Excise duties are indirect taxes on the consumption or use of certain products or in connection with
cerfain activities. Three broad categories of excise duty apply in Ireland — EU excises, which are
subject to the harmonised provisions of EU law, vehicle registration tax (VRT), and other national

excise duties.

EU excises

Excise duties on alcohol, tobacco and energy products (such as motor and heating fuels, electricity
and natural gas| are covered by EU legislation. All EU Member States are obliged to apply excise
duties to these product categories. Rates of excise are a matter for the Member Stafe concerned,

subject to compliance with minimum amounts specified in EU Directives.

EU legislation in the area of excise duties on these products can be divided info three main categories

Ireland’s treatment of State and local authorities as taxable persons only where a specific order to that effect has been made by the Minister for Finance has been
the subject of a very recent (16 July 2009) ruling of the European Court of Justice (ECJ) = Case C-554,/07. The ECJ found that this freatment is contrary to Articles
2,9 and 13 of Directive 2006,/112/EC; it ruled inter alia, that Ireland contravened the Directive in failing to require public authorities to be subject to VAT where
they are engaged otherwise than in their capacity as a public authority.
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. The structure of the tax covering issues such as the definition of the product categories,
the way in which the excise duty is calculated (for example, per hectolitre, per degree of

alcohol, or per 1,000 cigarettes), and the scope of possible exemptions
. The minimum rates of duty that Member States have 1o apply for each type of product

. General provisions that apply across the product categories, such as rules on the production,

storage and movement between Member Stafes of excise products

Excise rates in Ireland relative to other Member States are set out in the following Table:

Table 3.10: Excise rates in Ireland compared with EU averages - selected products
e

Wine - sfill (per hectolitre) €0.00 €54.14 €328.09
Wine - sparkling (per hectolitre| €0.00 €95.35 €656.18
Beer (per hectolitre per degree alcohol) €1.87 €6.12 €10.87
Spirits (per hectolitre of pure alcohol) €550.00 €1,527.42 €3,925
Cigarettes [per 20) * €207 €4.99
Petrol per hectolitre €359.00 €488.95 €508.79
Diesel per hectolitre €302.00 €373.34 €368.05

Source: EU Commission. Based on 1 January 2009 data

* Excise duties levied on cigarettes must fulfil @ number of conditions, including the following:  they must account for at least

57% of retail selling price and be at least €64 per 1,000 cigarettes for cigarettes in the most popular price category.

Vehicle registration tax

Vehicle registration tax (VRT) is chargeable on the registration of a motor vehicle designed and
consfructed for road use in Ireland. All such vehicles, other than those brought in temporarily by
visitors, must be regisfered with the Revenue Commissioners. A vehicle must be registered before it

can be licensed for road tax purposes.

There are three classifications of vehicle for VRT purposes — category A (passenger cars), category
B (small vans, crew cabs and other small commercial vehicles), and category C (large commercial
vehicles, lorries and buses).® The ‘rebalancing’ of vehicle registration tax in favour of environmentally

friendlier passenger cars (category A| came into effect from 1 July 2008, under which:

. The VRT rate applicable to new and used imported cars registered on or affer 1 July 2008
is determined by the CO, emission rating of the car. (This replaced a system where the tax

was based on engine size)

. A seven band CO, emissions system — A to G — applies. It is underpinned by a CO,

Emissions Labelling System for cars (similar to the energy efficiency labels for white goods|
. Seven VRT rates, ranging from 14% to 36%, depending on the car’s CO, emission level,

There is also a VRT category D, which includes ambulances, fire engines and vehicles used in the transportation of road construction machinery. There is no
VRT payable on a category D vehicle.
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apply to the Open Market Selling Price (OMSP) of the car

Category B vehicles are charged VRT at 13.3% of the OMSP, while Category C vehicles are
charged at a flat rate of €50.00.

National excises

The 'national excises’ is a loose ferm fo cover a range of excise duties (other than VRT) that are
not subject to harmonised EU law. These duties cover such itfems as betting duty, bookmaking
premises duty, bookmakers’ licence duty, air travel tax and the duty on permits and licences

required for gaming and amusement machines and by auctioneers.

Issues in relation to excise duties are dealt with in Parts 5 (mineral oils), / (air travel tax) and @ (VRT

and fuel taxes) of our Report.
Miscellaneous other taxes

Returns from savings and investments

Irish residents are subject to tax on refurns from their savings and investments in a number of ways:

. Interest on most deposits is subject to deposit interest retention tax (DIRT) at 25%. This is a
final liability tax
° Returns from domestic collective investment funds, and from domestic life assurance policies,

are subject to a 'gross rollup’ regime, with exit tax rates of 25% or 28% on payments. A

similar regime applies to EU funds and policies, under selFassessment

. Dividends from shares in Irish or foreign companies are taxed af the individual's marginal
rate of income fax. In the case of dividends from Irish companies, the company withholds

tax at the standard rafe of income tax and pays it fo the Revenue Commissioners

J Rentfal income from property is taxed af the individual's marginal rate of tax

Withholding faxes

Withholding taxes are collection mechanisms which enable tax to be deducted at source. There
are a number of specific withholding taxes provided for in the lrish tax code. Examples include
dividend withholding tax, withholding tax on interest payments by companies and to non-residents
and exit faxes on returns from investment funds. In addition, Deposit Interest Retention Tax (DIRT)

operates in respect of inferest received on deposit accounts in Irish financial institutions.

Two withholding taxes apply in relation to the provision of services: These are Relevant Confracts

Tax (RCT) and Professional Services Withholding Tax (PSWT).

Professional Services Withholding Tax (PSWT)

PSWT provides for the deduction of tax at source from payments for “professional services” (which
are widely defined) made by accountable persons — such persons cover Government depariments
and offices, local authorities, the Health Service Executive, commercial and non-commercial State
bodies and their subsidiaries. The public body deducts the tax (at the standard rate of income tax)

from the payment made to the professional service provider.
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2.9.4 Relevant Contracts Tax (RCT)

RCT is a scheme of tax deduction from payments to sub-contractors in the construction, forestry and
meat processing industries. The principal confractor deducts tax af the rafe of 35% from payments
made fo sub-contractors, unless the sub-contractor can provide a certificate of authorisation and the
Revenue Commissioners allow payment to be made without deduction of tax. There is a refund

facility where the tax deduction exceeds the sub-contractor's expected liability.

Issues in relation fo these taxes are dealf with in Part 5 of our Report.

Section 3:

Social insurance and levies
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Infroduction

The social insurance system in Ireland comprises two key features, namely a social solidarity
component and a contributory principle. The social solidarity component means that the costs of
social benefits and programmes are shared collectively as a society. The contributory principle
means that individual's build up entitlement to benefits for both themselves and their fomilies if and
when a particular confingency arises.  The social insurance system provides cover for a large

range of social welfare payments to workers and their dependants.

Pay-related social insurance (PRSI) contributions, payable by persons in insurable employment, are
collected mainly through the income tax system. There is a range of different classes of PRSI and
the tofal PRSI contribution for an employee is determined by both the pay and the PRSI contribution
class that applies to that employee and the benefits for which he or she is insured. Contribution

classes are defermined by the nature of the employment.
PRSI is made up of three different components —

. Social insurance (payable by employees, employers and the self employed)
. Health contribution levy (payable by certain employees, and

. National training fund levy (paid by employers)

Social insurance

Social insurance contributions by employees, employers and the selFemployed go info the Social
Insurance Fund, which is used to fund social insurance payments, including social welfare pensions.

Social insurance is administered by the Department of Social and Family Affairs.

Generally, the PRSI rules apply a full rate of 4% on employees on reckonable earnings (which
means gross pay less superannuation and approved permanent health insurance), a rate of 3%
on the selfFemployed on reckonable income and a charge on employers at a rate of 10.75% of
the reckonable earnings of their employees. Both the employer contribution and the selfFemployed
confribution apply without a ceiling; a contribution ceiling of €75,036 aopplies in the case

of employees.
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Health contribution levy

Collection of the health confribution levy is undertaken by the Revenue Commissioners in the
confext of collecting income tax and PRSI, The health contribution levy applies at a rate of 4% on
income up fo €75,036 and at 5% thereafter — there is no upper limit. Recipients of certain social
welfare payments and medical card holders are exempt from payment of the health contribution
levy; persons eaming less than €26,000 per annum are also exempt. The levy does not confer
any entilement to benefit on the confributor. It does not form part of the Social Insurance Fund.

The contribution goes to the Department of Health and Children to help fund health services.

National fraining fund levy

The national fraining fund levy is collected by the Revenue Commissioners as part of PRSI
confributions by employers.  The national training fund is administered by the Department of

Enterprise, Trade and Employment to support a broad range of employment training inifiatives.

The levy is applied at a rate of O.7% of reckonable eamings of employees in Class A and Class H

employments (approximately 76% of all insured employees).

Issues in relation to PRSI are dealt with in Part 5 of our Report.

Section 4:
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Principal charges imposed by local authorifies

Commercial rates

This is a local tax assessed on the net annual letting value of commercial and industrial properties
which is used fo fund local authorities. It is the only recurrent tax on property in Ireland and yielded

€1.344 billion for local authorities in 2008.

Rates are levied annually by county, city, borough and certain town councils. Each of these
authorities has exclusive rating jurisdiction within its own area. As a general rule, rates are levied
on the occupiers of commercial property. The valuation of such property for rafing purposes is
carried out by the Valuation Office. Each year the level of the rate (known as the Annual Rate
on Valuation or ARV) is determined by the elected council as part of the budgetary process. The
annual rafes bill for a commercial premises is calculated by applying this ARV fo the valuation

of the property concerned.

Development contributions

Confributions are struck at a rate or level which the elected representatives of the local authority
determine. These confributions are payable by persons developing property on foot of planning
permissions, fo ensure an appropriate contribution fowards the cost of public infrastructure and
facilities. Under the Planning and Development Act 2000, a planning authority can, when granting

a planning permission, include conditions requiring the payment of the development contribution.
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Waste charges

Many local authorities impose charges for the provision of domestic refuse collection or disposal.
Under the Waste Management Act 1996 all local authorities in Ireland are obliged to collect or
arrange for the collection of the domestic waste in their functional areas. They must also provide

or arrange for the provision of facilities for the disposal and recovery of household waste.

The local authority can operate a refuse collection itself, or can permit a private company to collect
the waste in its region. Domestic wasfe charges are levied on almost all households that use
an organised refuse collection service. VWhere waste charges are paid to a local authority, the

revenue raised goes towards:

. Funding the collection service
] The operation of wasfe disposal facilities such as landfill sites, and
. The provision of recycling facilities

Income tax relief is available for individuals who pay service charges to local authorities and to

independent confractors for domestic refuse collection or disposal.

Water charges

Local authorities impose charges on most non-domestic users for water supply. In general, water
charges are not imposed on most domestic users for water supply, though many rural group-water

schemes are financed from contributions from domestic users.

Levy on second homes

A flot rafe charge of €200 per annum was infroduced from 2009 on non-principal private
residences. The levy is collected by each local authority and revenues are retained by the local

authority to fund services.

The environmental levy

The environmental levy is Ireland’s ‘plastic bag tax’, the purpose of which is fo reduce the
consumption of plastic shopping bags. The levy is not imposed by local authorities. It is collected
by retailers (through the value-added tax system) and paid over to the Revenue Commissioners.
The money generated from the levy goes into the Environmental Fund which is used to support

waste management, litter and other environmental initiatives.

The future financing of local government is dealt with in Part 11 of our Report. Property tax is dealt
with in Part 6.
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Appendix 1

Residence, ordinary residence and domicile

Residence

Ireland's tax residence tests are based on time spent in Ireland, with a ‘look back’ to the previous year.

An individual is resident in Ireland for a tax year if he or she

J Is present in Ireland for 183 days or more in that tox year, or

. Is present in Ireland for 280 days or more in aggregate in that tax year and the preceding tax year

(the "two-year fest’)

Any day in which an individual is present is counted for tax residence purposes; presence in Ireland for

periods of 30 days or less in any tax year is not taken into account in applying the two-year test.

Ordinary residence

Ordinary residence for tax purposes in Ireland is established affer three consecutive years of residence in
Irelond.  An individual ceases to be ordinarily resident when he or she has been non-resident for three

contfinuous years.

Domicile

Domicile is a legal concept which is based on an individual's ‘permanent home', regardless of residency
status af any particular time, and depending on the facts of each case. Generally, persons are domiciled
in the country of which they are nationals and in which they spend their lives. Under lrish law, every
individual is regarded as acquiring a domicile of origin at birth - this is the domicile of the father or mother,
depending on circumstances. An individual may acquire a domicile of choice by showing (by means of
arrangements made regarding his or her personal and economic affairs) that the intention is to acquire

and retain a new domicile.

Issues in relation fo residence are dealf with in Part 5 of our Report.
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International context

A person resident in Ireland for tax purposes is normally liable to Irish tax in respect of his or her worldwide
income. VWhere the person's income includes foreign sourced income, the country in which the income
arises will normally fax that income. VWhere this happens, the foreign sourced income will be taxed on the
double. A similar situation can arise where a person who is not resident in Ireland for tax purposes has
Irish sourced income. The extent to which such double taxation may arise will depend on the domestic

tax laws of the countries concerned.

Double taxation agreements

The differing taxation scenarios can give rise to incidences of double taxation (where the same income
or gains may be subjected fo taxation in more than one country) or no taxation [where income or gains
escape faxation in any country). Countries deal with these issues by entfering into double taxation freaties.
These treaties cover direct faxes on income and capital, which in Ireland’s case are income tax, corporation

tax and capital gains fax. Ireland has comprehensive double taxation treaties with 46 countries.

Relief from double taxation

Double taxation can be relieved in a number of ways. Where a double taxation treaty applies, it may
provide that one of the countries would refrain from toxing the particular income (the exemption sysfem)
or that the residence country would reduce tax on the doubly taxed income by tax paid on that income

in the source country (the credit system). Ireland normally relieves double taxation by the credit system.

Where a tax treaty does not apply, the residence country may allow relief from the double taxation on @

unilateral basis. Ireland has a number of measures providing unilateral relief from double taxation.

Other forms of double taxation agreements

A double faxation agreement between Ireland and the United States is also in place covering Irish
inheritance tax and US federal esfate tax. There is also an agreement with the United Kingdom covering

Irish gift and inheritance tax and UK inheritance fax.
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Our recommendation in this Part is as follows:
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The Macroeconomic Framework and the Balance of Taxation

Section 1:
Introduction

Our ferms of reference invited us to consider how best the tax system can support economic activity and
promote increased employment and prosperity while providing the resources necessary to meet the cost

of public services and other Government outlays in the medium and longer ferm.

We were also asked, in the confext of maintaining an equitable incidence of taxation and a strong
economy, and having regard fo the commitments on economic competitiveness and on taxation contained
in the Programme for Government' fo “examine the balance achieved between faxes collected on income,

capital and spending”.

To address these issues, we examined the following elements:
J The balance between tax on income, capital and spending

J Issues of fiscal sustainability

In considering this macroeconomic perspective on taxation, this Part of our Report provides a brief overview
of the Irish economy (Section 2). It then examines the balance between taxes on income, capital and
spending (Section 3) and suggests an approach to determining that balance in the future in a manner that
will best serve longerm economic growth, in the context of wider social objectives. Section 4 examines

issues of sustainability of the fiscal balance info the medium and longer ferm.

Under our terms of reference, our focus is primarily concemed with the medium and longer ferm. While
the fiscal difficulties that exist at the time of writing are likely to persist for some time, the main and infended

focus of our Report is strafegic as is consistent with our terms of reference.

Section 2:

The Irish economy

2.1 Economic background

The Irish economy has experienced dramatic change since the reports of the previous Commission
on Taxation more than 25 years ago. In the intervening years Ireland has experienced significant
economic growth with living sfandards converging on, and in some cases surpassing, those of

other developed economies.

Average economic growth of over 6% was achieved from 1987 to 2007.2 The economic
and social impact of this is perhaps best seen in the labour market: the number of people in
employment almost doubled from 1.1 million in 1987 to 2.1 million in 2007; and unemployment
correspondingly decreased from 17% to 4.5% over the same time period. The sources of economic
growth varied over this time period, with domestic components becoming more prominent in
recent years.

1 The commitments in question are listed in Section 1 of Part 2 of our Report

2 This figure is for real growth in Gross Domestic Product (GDP); for Gross National Product (GNP) the real growth rate was 5.5%. Economic growth is valuable as
both a policy objective and an indicator because typically it is highly correlated with employment and income. Policy on taxation, however, affects the interrelated
areas of economic, social and environmental performance and thus the Commission is concerned with economic growth that is sustainable.
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The economic environment changed quite suddenly in 2008 with Ireland entering info recession.
Both domestic and infernational reasons lie behind this change in the economy. Domestic drivers
of economic growth confracted and the world economy experienced its biggest downturn since
the 1930s. This has led fo a sharp increase in unemployment. The future environment remains
uncertain as policy responses fo the economic, financial and property market situations, both

domestic and international, continue to develop.

Despite the current difficulties, research by the ESRI estimates that Ireland's “potential” output growth
rate is still around 3% a year. The International Monetary Fund (IMF) makes a more conservative
esfimate that potential output growth for Ireland is in the range of 2%, in the medium term®.  Ireland’s
underlying strengths which will underpin this future growth include a young and highly educated
workforce, a flexible labour market, the quality of our public servants, high levels of investment in
modern infrastructure, access to the EU’s internal market of almost 500 million people, a stable
currency in the euro, an established presence in key business sectors, relatively low government
debt entering the current downturn, an environment that supports enterprise, strong democratic and

social institutions and a commitment to social cohesion and equity.

The current environment

The ESRI lists four major challenges for the Irish economy in 2009: the resforation of order fo
the banking sysfem, the structural re-balancing of the Government accounts, the correction of the
serious loss of competitiveness, and the economic and social consequences of the increase in
unemployment. A similar analysis is offered by NESC who suggest that in this current environment

Ireland faces five inferrelated challenges: banking, fiscal, economic, social and reputational .4

Any recovery in the Irish economy will not be brought about by taxation policy alone but rather, as
the ESRI notes, "“is likely to occur initially through a recovery in world demand, increasing the demand
for Irish exports”.>  Thus while our longterm structural proposals will make a contribution to the short-
term challenges facing this country, they will primarily address the fiscal situation and not the overall
economic downturn. Nevertheless, in the medium to longer term, the structure of the taxation system

will play a significant role in enabling Ireland to achieve its economic and social policy objectives.

Fiscal policy

Our intention since we commenced our work in early 2008 has been fo propose a new structure
for the tax system that could be adopted in a revenue neutral manner. Our terms of reference make
it clear that we are fo have regard to keeping the overall tax burden low. Under this approach the
extra revenue that is raised by our proposals for new taxes and reforming existing faxes and tax
expenditures should be available to reduce the existing tax burden, particularly the tax burden on
labour. In this way our structural reform should allow the taxation system fo collect a set amount of

revenue with less distortion to the economy and in a more equitable manner.

Despite the fact that events have overtaken our work and the downturn in the Irish economy has

had adverse consequences for the Government's fiscal position, our emphasis remains on a new

‘Ireland: 2009 Article IV Consuliation’, Infernational Monetary Fund, June 2009. For a similar estimate see also 'Potential Output in Ireland’, K. Whelan,
TCD-DEW conference, 20 May 2009.

'Ireland'’s Five-Part Crisis: An Integrated National Response’, NESC, No. 118, March 2009.
‘Recovery Scenarios for Ireland’ ESRI, May 2009.
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fax structure which can be delivered in a revenue neutral manner. Our ferms of reference are fo
consider the sfructure of the taxation system for the “medium and longer term”. Our remit is nof
about broader fiscal policy and the shortterm pressures focing Government. A well-structured
fax system will raise a given amount of tax revenue in a way that both causes least harm to the
economy and is equitable; deciding on the exact quantum of fax revenue to be raised involves

wider fiscal and macroeconomic issues and is a matter for Government.

We believe that the extra revenue our proposals raise should primarily be used to lower labour
faxes. In particular, the extra revenue that is raised from reforming the various tax expenditures
discussed in Part 8 of our Report should be re-used within the labour tax system to mainfain Ireland'’s
competitive labour tax wedge. Keeping labour costs competitive, including the direct tax costs
as measured by the labour tax wedge, supports demand for labour and employment levels; this
important fiscal objective is explored in Part 7 of our Report. This use of the revenue - raised on the
basis of our tax expenditure reform proposals - would mean that in the longer term the percentage
of tax revenue that comes from labour will remain the same but, by coming from a broader labour
fax base, will have less disforting impact on the economy. In addition, the broadening of the
overall tax base by introducing an annual property tax, a carbon tax and water charges facilitates

the reduction of the tax burden on labour.

We are conscious of the impact that the new base-broadening measures could have on individuals
and households.  We believe that each new individual measure is justified on its own merits,
as outlined in the respective Parts of our Report. The desired overall impact of our proposals is
optimised when the burden of labour taxes is reduced. As well as maintaining the low tax wedge,
a reduction in the labour fax burden would lessen the cumulative impact of these measures on the
disposable income of individuals and households and also sustain labour force participation. This
focus on labourforce participation is important because of the impact the waivers and exemptions
in our proposed property fax, carbon tax and water charges, in particular, will have on the

rewards of work and incentive fo seek employment.

The additional revenue raised by the broadening of the tax base could reduce the overall labour
tax burden on individuals in a number of ways: reducing the standard or higher rate of income
tax, reducing the income levies, increasing the main credits or widening the standard rate bands.
For example, each exira €1 billion in revenue raised as a consequence of our recommendations
would finance one of the following options: the standard rafe could be reduced by two percentage
points, the higher rate could be reduced by five percentage points, the income levy rates could
be reduced by 50%, the personal and the employee tax credits could be increased by €300
each or the standard rate band could be widened by approximately €7,000. There is of course
a variely of possible combinations of these options, and we recognise that these are choices for

Government to make in the context of future budgetary policy.

If further tax revenue is o be raised, we believe that raising exira revenue by broadening the tax
base, both within particular tax heads and across the taxation system, will impact less negatively
on economic growth than simply increasing fax rates. Our macro perspective on the balance
between different tax categories, presented in the next section, includes a ranking of different taxes

according fo their impact on economic growth.
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2.4 Conclusion

The Commission’s infention since we commenced our work in early 2008 has been to propose
a new structure for the tax sysfem that could be adopted in a revenue-neutral manner.  The recent
change in the economic environment has impacted greatly on the country’s fiscal position. We
recognise that the timing of the proposed compensatory measures is challenged by the current
fiscal situation. However, it is still our approach that by broadening the base of the fax system,

revenue is made available fo reduce the existing tax burden on labour.

Recommendation 4.1

The base-broadening measures in our Report should be introduced on a revenue neutral basis.

In this context priority should be given to lowering the tax burden on labour.

Section 3

Balance of taxation on income, capital and spending

3.1

3.2

74

Definitional issues

We have interprefed the terms ‘income’, ‘capital’ and 'spending’ in the terms of reference as

meaning the following:

° Taxes and levies on income: This relates to all taxes and levies on income and includes

both income tax and corporation tax® as well as employer and employee PRSI

J Taxes on capital: This covers taxes on capital assets, including property, whether on gains
on the disposal of such assefs or on the acquisition or holding of such assets. It includes

stamp duty, capital acquisitions tax and local authority rafes

o Taxes on spending: This covers VAT and excises (and would include a carbon tax if one

were in place)

Analysis of historical tax revenue data

Historical tax revenue datfa, with taxes grouped in accordance with the above definitions, are
presented graphically in Figure 4.1 with tax revenue expressed relative to GDP. The data show @
frend of increased reliance on taxes on capifal with a reduced reliance on taxes on income and
spending. This frend then reversed after 2006 as the yield from capital taxes declined. Within
capital taxes, property related faxes grew in importance: in 2006 the proportion of fotal taxes
accounted for by stamp duty was over twice that in 2000. Data from the Revenue Commissioners
indicate that in the years 2005 and 2006, stamp duty on property accounted for about 75% and

82%, respectively, of all stamp duty receipts for those years.

In general, companies pay corporation tax on capital gains and it has not been possible to identify tax on capital gains of companies separately from tax on
corporate income.
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Figure 4.1: Irish balance of taxation 2000-2009
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Source:  Figures prepared by the Commission Secrefariat based on Exchequer data obtained from the Department

of Finance. Data for 2009 are estimates.

Analysis using Eurostat data

We examine lreland’s situation in an international context in Table 4.1 which shows Ireland’s
position in 2007, the latest year for which data are available, against the EU average in that year
using the Eurostat classification of taxes under the headings of capital, labour and consumption.
The Toble also shows Ireland’s average position over the period 2000 to 2007 compared with

the average position in the European Union over the same period.

Table 4.1: Taxes on capital, labour and spending, as a % of total taxation

Eurostat Definitions

Capital 30.0 21.3 28.3 19.7
Labour 34.2 452 34.7 46.7
Consumption 35.8 33.6 37.1 33.8

Source: ‘Taxation Trends in the European Union’, Eurostat, 2009 Edlition.
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Commission Definitions as set out in section 3.1

_ 2007 Average 2000 to 2007

Capital 14.1 11.1
Income 49.2 51.4
Spending 36.6 37.5

Source: Data prepared by the Commission Secretariat based on Exchequer data obtained from the
Department of Finance. Data for EU 27 using definitions as set out in section 3.1 are not readily available.

The Eurosfat classification of taxes provides for different groupings from our classification as outlined in
section 3.1 above. One key difference relates to the freatment of corporation tax and of income fax
from selFemployed persons. These taxes are freated as taxes on capital rather than taxes on labour.
Appendix 1 provides further details of the Eurostat classification. For illustrative purposes, we include,

in the lower part of Table 4.1, the relevant Irish data under our classification as sef out in secfion 3.1.

Using the Eurostat data, it would appear that, for Ireland, the proportion of total faxes accounted
for by labour is significantly below the EU average for 2007, as well as on average over the
period 2000 to 2007. One important reason for this is the lower amount of social security

contributions in Ireland as compared with many other Member States.

Analysing the data for each individual Member State indicates that there is no normative balance
which ought to be put in place (see Appendix 2). Each Member State has followed its own policy

with the result that @ wide range of approaches is adopted across the European Union.

The balance of taxation and economic growth

In seeking fo determine what the appropriate balance should be, a range of policy objectives is
relevant including economic growth, international competitiveness, equity and environmental issues.
Focusing on the first policy objective of economic growth suggests a hierarchy of different taxes in
terms of their economic impact. This economic growth ‘ranking’ of taxes suggests that increases in
corporate faxes are most harmful for growth, followed by increases in personal income taxes and

then spending faxes. Annual faxes on immovable property appear to have the least impact.

There are three related grounds for this ranking. First, the more mobile a factor is, the more
responsive it will be to a change in faxation. Thus a tax on less mobile factors will cause less
economic distortion. Second, this ranking accords with current international evidence in this areq,
as presented in a recent OECD review.” This paper suggests that a revenue neutral growth-oriented
tax reform would be to shift part of the revenue base from taxes on personal and corporate income
fo less distortionary faxes such as annual taxes on immovable property or on spending. Third, our
ranking is also in agreement with recent Irish research by the ESRI which predicts the impact different
fax increases would have on the economy, using the country’s main macroeconomic model.®

“Tox and Economic Growth', OECD Economics Department Working Paper No. 620, 11 July 2008. The document refers fo economic growth as being growth

in GDP per capita. A later OECD document ‘Going for Growth 2009 presents the key findings of this and other working papers in a less academic fashion.
In May 2009, we also consulted with Professor Chris Heady, a co-author of this research.

‘The Behaviour of the Irish Economy: Insights from the HERMES macro-economic model’, A Bergin et. al., ESRI Working Paper No. 287, April 2009.
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It is important to note that this ranking cannot be converted into a simplistic ‘one size fits all” model
for tax policy. The particular circumstances of a specific country may give reason to expect
deviations from this ranking.” Examples of this could include countries with different levels of
mobility or different cultural aftitudes to taxation and its contribution to society. In this way different
models may be appropriate for different countries. The appropriate ranking may also change ot
different points in time. The ranking proposed here is for incremental changes from the existing

balance of taxation.'©

Ireland is a small open economy with some particular characteristics related to mobility. Our history
of emigration and geographical proximity to the UK, in particular, have resulted in Ireland having
a very open labour market; and the structure of Irish industry shows the important contribution of
mobile foreign direct investment (FDI). These issues affect both corporate faxes and labourrelated
faxes and are dealt with in more defail in Part 7 of our Report. However, it should be noted that

Ireland already has a low and stable rate of corporation tax.

Using this ranking to guide the economic efficiency dimension of tax policy is in accordance with
our base broadening approach tfo tax reform outlined in Part 2 of our Report. A wellbalanced
fax sfructure is one part of having a broad tax base and it enables lower tax rates. Broadening
the base by infroducing an annual property fax and a carbon tax is generally better for Irish
economic growth than increasing rates of income tax. Reflections on applying this growth ranking

fo individual faxes in Ireland are presented briefly below.

The second aspect of base-broadening is to reform each individual tax by broadening ifs base
and reducing fax rates. This policy of improving the design of individual taxes is a complement to

changing the balance between different tax sources.

Both methods of base-broadening and rate reduction are likely to contribute o long-run economic
growth. However, policymakers need fo consider any trade-off between these growth-enhancing

proposals and other objectives of tax policy, particularly equity.

Taxes on capital, specifically immovable property

The ranking outlined above indicates that annual taxes on immovable property are least damaging
fo economic growth. While taxes on capital increased as a proportion of fofal revenues in Ireland
up to 20006, the growth was based to a large extent on transaction taxes on property at prices and
levels which were cyclically-based and not sustainable. There is, therefore, a need to address
this structural weakness in the capital tox base. An annual tax on residential property would help

1

fo achieve this.!" In Section 4 we address the issue of longterm sustainability of fax revenue and

fiscal balance.

Taxes on spending

Another implication of the ranking of taxes in section 3.4 is that a positive outcome for economic

The OECD paper notes that empirical results based on cross-country macroeconomic data only yield results that are true on average.

This ranking is based on empirical evidence, both lIrish and infernational, relating fo the existing balance of taxation, and thus sirictly only holds for incremental
changes from the existing balance. On a technical note, the marginal economic cost of raising revenue should be equated across each tax head in order to
achieve an economically efficient balance across different categories of taxation. In general, the marginal cost of raising revenue from a fax head will increase
as the tax rate increases. Therefore if there was a very large change in the tax rate pertaining to a particular fax head, the associated marginal cost would rise
substantially, and thus the tax and growth ranking could change.

Businesses are already subject fo an annual tax on property in the form of local authority commercial rates.
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growth could be achieved through a shift fo spending taxes, although such a move would reduce
progressivity.  This view is echoed by the European Commission document Public Finances in
EMU-2008 where, in the context of a discussion on alternatives to taxes on labour, it indicates
that the shift from labour faxation or social security contributions to VAT may produce positive, but

limited, employment and growth effects.

The main changes which could be looked at are base-broadening and rate changes. There would
seem fo be merit in keeping the option of base-broadening open as a possibility for the longer term
although there may be equity considerations associated with this fopic which would have to be
addressed. As indicated, questions of progressivity can arise. For example, if the VAT base was
broadened and the standard rafe of VAT (currently 21.5%) was reduced on a costneutral basis, this
would imply a significant increase in the price of ifems which are currently zero-rated. In addition,
the cost of luxury ifems would reduce in such an event. Having regard fo this consideration, we

are not recommending immediate action in relation o VAT.

Additional spending taxes may have a role to play as part of a broader based tax system. In this
regard, our recommendations to infroduce a carbon tax and water charges, for example, will lead

fo an increase in faxes on spending.

Taxes on personal income

The evidence underlying the growth ranking of taxes outlined in section 3.4 suggests that income
taxes should be kept as low as possible with base-broadening and rate reduction being favoured
where possible. With regard to the issue of base-broadening, our review of tax expenditures has
brought forward a wide range of proposals which will assist in achieving such a purpose. There
is some evidence that a flatter structure (i.e. a less progressive personal income tax system) may
be better for growth. However, there is a potential cost in terms of equity and we therefore do not
recommend such an approach. In practice, there will always be a need to balance the aim of

economic growth against the principle of equity in the personal income tax system.

Corporation tax

There is a body of opinion that low and stable statutory corporate tax rates can lead to particularly
large productivity gains in firms that are dynamic and profitable, and we are conscious of the
positive employment consequences arising from this. In addition, low rafes are one of the factors
that encourage inward investment. Ireland already has a low corporate tax rate and our terms
of reference require us o have “regard fo the commitments on economic competitiveness and on
faxation contained in the Programme for Government, in particular, the guarantee that the 12.5%
rafe of corporation tax will remain”.  The current rate of 12.5% is a strong brand for Ireland’s
domestic economic activity and inward investment and, as a rafe, is appropriately low. We
are supportive of Government commentary that there is no infention fo move it either upwards or
downwards. The sfability of the rate over the last decade (following on from the existence of the

10% manufacturing rate for almost 30 years) is a significant reinforcement to the actual rate itself.

We thus omit corporation tox and suggest that the hierarchy for raising revenue is property taxes,

spending taxes (especially environmental taxes), and income taxes in that order.



3.9

The Macroeconomic Framework and the Balance of Taxation

Conclusion

In striking the appropriate balance of taxation between income, capital and spending, Government

in ifs approach fo revenue raising should
o Seek to broaden the base within each tax head, and

J Look to property taxes, spending taxes (especially environmental taxes), and income taxes

in that order

Section 4:

Issues of fiscal sustainability

4.1

4.2

79

EU Stability and Growth Pact (SGP)

Under Economic and Monetary Union (EMU), the Stability and Growth Pact sets out the framework
in which Ireland’s fiscal policy must operate.  The sustainability required of member counfries

focuses on two criteria:

J Annual government deficit
The ratio of the Government deficit to GDP must not exceed 3%. EU rules provide “for an
exception if an excess over the reference value is only exceptional and tfemporary and if the

ratio remains close to the reference value”

o Government debt

The ratio of gross government debt fo GDP must not exceed 60%

In addition to avoiding a deficit of more than 3% of GDP, the SGP requires member countries to adhere
fo a medium term budgetary objective of keeping their budget balance close to balance or in surplus.
In March 2005, the European Council decided to allow greater flexibility in the rules. For example,
where a deficit in excess of 3% arises, a member country may avoid an Excessive Deficit Procedure'?
if negative growth or a profracted period of low growth relative fo potential growth is experienced;
previously a fall in GDP of 2% was required to avoid a fine. The periods in which corrective action
must be taken were also extended to account for circumstances where “unexpected adverse economic
events with major unfavourable budgetary effects occur during the excessive deficit procedure”.'® I
addition, to allow for investment, the scope for greater budgetary flexibility over the medium term was

put in place for member countries with low debt and high potential growth.

A counter-cyclical fiscal balance

It is our view that, for the longer term, fiscal policy should pursue a cyclically adjusted budgetary
approach.  This approach would fake info account that the budget balance is influenced by
the position of the economic cycle.'* When the economy grows rapidly, incomes, consumer
spending, and company profits will all increase, leading to growing fax revenues. Conversely,

as the economy slows, tax revenues may decrease while at the same time government spending

This is essentially an enforcement process exercised by the European Commission on behalf of the European Union.
Presidency Conclusions (P37) European Council Brussels, 22 and 23 March 2005, Ref. 7619/1/05 REV 1.

The term economic cycle refers to economy-wide fluctuations in production or economic acfivity over several months or years, around a longterm growth trend.
It typically involves shifts over time between periods of relatively rapid economic growth (expansion or boom), and periods of relative stagnation or decline
(contraction or recession).
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increases to meet expanding social welfare commitments.  This means that in the high growth
years, a surplus might actually be a deficit in cyclically-adjusted terms, and thus fiscal policy might
need to be tightened through decreased current spending or increased faxation. This way, when
economic conditions are less benign, public spending may be increased and/or taxes lowered in
order fo support greater economic activity. In such a scenario the budget deficit may be cyclical

and so consistent with a balanced budget over the course of the economic cycle.

The rationale for countercyclical fiscal policy in Ireland is now stronger because as a member
of the euro we do not have our own currency and thus no longer have access fo two national
economic policy tools: exchangerate policy and monetfary policy. This places greater emphasis

on the role of fiscal policy in demand management.

The structural deficit or surplus (the fiscal balance adjusted for the cyclical element) should be a
prime focus of the budgetary process and should, for example, be given as much prominence
in the written and oral presentation of the budget as the ‘ordinary’ fiscal balance. The projected
pre-Budget cyclically-adjusted deficit or surplus should be published. While acknowledging the
difficulty in measuring the structural balance, we believe that an independent body, for example
the ESRI, might be requested fo defermine the beginning of the cycle and the point in the cycle in
the form of a pre-Budget report. Our concern is for a countercyclical budgefary approach that
achieves balance over the economic cycle. With regard to capital spending, we advise some
flexibility, in particular so that the large costs that can be incurred by a ‘startsfop” approach fo large

capital projects are avoided and best value for money is achieved.

Longer ferm sustainability

The longterm sustainability of the public finances is an important component of overall economic
stability which is in turn crifical to economic growth and increased employment.  As indicated
by lane,'® “a nonsustainable fiscal position is destabilising for the economy. Taxpayers and
investors find it difficult to make commitments if there is excessive uncertainty about the future level

of faxation.”

In our view the general approach to fiscal policy in the longer term should be consistent with the

following principles outlined by NESC:

“Public finances must be managed on a sustainable basis. Sustainability requires that the public
finances are in a position to absorb the normal budgetary pressures that arise. from a longer
ferm perspective, sustainability requires that the public finances are managed on a basis such

that the longer term costs associated with the ageing of the population can be met. "

In this regard, Part 10 of our Report discusses how the tax system can encourage longferm savings
fo meet the needs of retirement. That Part constitutes an input info the much larger question of
pension provision within Ireland in the confext of the changing demographics of the population.
Taxation policy on its own cannot resolve the increasingly onerous pension issues that will confront

our society over the coming decades.

A further element that is important in achieving a sustainable fiscal balance is that public spending

‘A New Fiscal Strategy for Ireland’, P. R. Lane, The Economic and Social Review, Summer 2009

'NESC Strategy 2006: People, Productivity and Purpose’, No. 114, December 2005.
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should be based on a sfable revenue base. Unstable sources of tax revenue can be procyclical
faxes which can intensify the business cycle and, as we have seen, fiscal policy is now more
important in demand management postEMU.  This suggests, for example, a move away from a
fransaction-based fax on property (for example stamp duty), and fowards introducing more stable

revenue sources such as an annual tax on property, user charges and other local service charges.

Another sustainability issue for countries within EMU is that, in the absence of a monetary policy
lever at national level, fiscal policy instruments may be needed as a policy tool to help avoid asset
price bubbles. Research info this area is sfill developing but it can be expected to mature in the
next couple of years affer the present economic crisis, with its roots in the financial markes, is
thoroughly researched. Policymakers should follow this work as it progresses and as more definite

conclusions become available.

Conclusion
Our preference is for a countercyclical budgetary approach that achieves balance over the
economic cycle. We advise some flexibility with regard to capital spending. In addition, public

spending should be based on as stable a revenue base as possible.

Appendix 1
Definitions used by Eurostat /European Commission in their publication ‘Taxation
Trends in the European Union” for the taxes on consumption, labour and capital

Definition of taxes on consumption

Taxes on consumption are defined as taxes levied on transactions between final consumers and producers

and on the final consumption goods. These can be identified as the following categories:

Value-added type taxes
Taxes and duties on imports excluding VAT

Taxes on products except VAT and import duties, which include excise duties except stamp

faxes, and taxes on financial and capital transactions have also been recorded as capital taxes

Other taxes on production, including taxes on international transactions, taxes on pollution and

the undercompensation of VAT (flatrate system)

Other current faxes such as poll faxes, expenditure faxes, and payments by households for licences

Definition of taxes on labour

Taxes on labour fall into two categories — taxes on employed labour income and taxes on non-employed

labour income.

81

Taxes on employed labour income

Taxes on employed labour comprise all taxes, directly linked to wages and mostly withheld
at source, paid by employers and employees, including compulsory social confributions.
They include compulsory actual employers’ social contributions and payroll taxes, compulsory
social contributions paid by employees and the part of personal income tax that is related to

earned income
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. Taxes on non-employed labour income
Taxes on non-employed labour comprise all taxes and compulsory social contributions raised
on fransfer income of nonemployed persons, where these can be identified. This transfer income
includes social transfers that are paid by the State, for example, unemployment, invalidity and
health care benefits and benefits from old-age pension schemes (both State and occupational

pension schemes)

Definition of taxes on capital

The term ‘capital” is defined broadly, including physical capital, intangibles and financial investment and
savings. Capifal faxes include taxes on business income in a broad sense; not only taxes on profits but
also taxes and levies that could be regarded as a prerequisite for earning profit, such as property fax or
motor vehicle tax paid by enterprises. Taxes on capital include capital and business income taxes and

taxes on stocks (wealth) as follows:

. Capital and business income taxes
These include taxes that economic agents earn or receive from domestic resources or from abroad.
They includes taxes on income or profits of corporations, taxes on income and social confributions
of the selfemployed, plus personal income tax raised on the capital income of households (rentfs,
dividends and other property income). In practice, this is mainly the personal income tax paid on
dividends, interest and entrepreneurial activity and corporate income tax as well as other taxes on
holding gains

J Taxes on capital stock
These include wealth tox, capital taxes including inheritance tax, property fax or faxes on the use

of fixed assets, professional and business licences and some taxes on products



Part 4 | The Macroeconomic Framework and the Balance of Taxation

Appendix 2

Taxes on consumption, labour and capital, as a % of total taxation, 2007

Sorted in descending order by reference to Member States’ taxes on labour

Source: ‘Taxation frends in the European Union: Data for EU Member States and Norway’, Eurostat / EU Commission, 2009
Ediition. Data are rounded to the nearest 1%.
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Part 5:

Tax System — Structural Issues

Section 1 is an introduction.

Section 2 considers income tax.

Section 3 considers the interface between the tax and social welfare systems.
Section 4 considers the taxation of capital.

Section 5 considers consumption taxes.

Section 6 considers international issues.

Section 7 considers the regulatory framework.

Section 8 considers tax avoidance.

Appendix 1 contains supplementary information.
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Our recommendations in this Part are as follows:

Income tax

5.1 There should be a single system which collects tax on income.

52 A threerate income tax structure has merit but should have regard to the need to keep
faxation on labour low and marginal rates competitive.

53  Asagenerdl principle, the family should continue fo be the unit of taxation for all direct taxes.

5.4  The present arrangements with regard fo band structure and credits which apply to
married one-eamer and married two-earner couples should remain in place.

5.5 I toxation is applied to child benefit, a child tax credit should be infroduced to offset the
additional fax payable in respect of child benefit for those in the lower half of the income scale.

5.6  The general aim should be to continue to exempt the minimum wage from income tax.

57  Aneamed income credit at a modest level should be phased in over time for proprietary
directors and the self-employed.

58 A measure fo limit the use of specified tax reliefs and exemptions by high eamers should
remain part of our tax code.
®  The required effective rate should apply fo those eaming over €250,000. It should
apply on a graduated basis to those eaming between €200,000 and €250,000.
e This measure should be periodically reviewed, including when economic growth
refurns fo a more stable frend, to determine whether the level of the required
effective rate should be increased.

The interface between the tax and social welfare systems

5.9  Inview of the burden on the Exchequer, the PRSI base should be broadened.

5.10 There should be a separate comprehensive consideration of the PRSI system.

A similar PRSI base should apply to employees and the self-employed and there should be

=0 a single rate of charge which should apply fo both.

5.12  The employer PRSI ceiling should not be reinstated.

5.13  The employee PRSI ceiling should be abelished and this should be done on a phased basis.

Employees should be subject to PRSI on unearned income such as investment income and
renfal income.

514

5.15  Sharebased remuneration, including share options, should be subject to PRSI.

5.16  Relief from PRSI should apply in respect of pension contributions made by selfemployed
contributors, subject to payment of a minimum PRSI confribution fo secure future entitlement
fo benefits.

5.17 Trading losses should be deductible for PRSI purposes subject to the payment of a
minimum annual PRSI contribution.
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5.18 The step effect in PRSI and the health contribution levy should be eliminated.

5.19  The health contribution levy should be integrated into the income tax system.

520 The National Training Fund Levy should be abolished and a different approach to funding
the National Training Fund should be put in place.

5.21  There should be further integration of the tax and social welfare systems.

5.22  On balance, we do nof recommend a move to refundable tax credits at this stage.
If there is not an appropriate level of uptake of direct expenditure support through
measures like Family Income Supplement payments within a five-year period, the question
of refundable tax credits should be considered as a policy option to ensure a more
equitable disfribution of resources.

5.23 As a general rule, all social welfare payments should be subject to taxation.

®  The stafufory provisions which exempt from income tax elements of social welfare
payments which are otherwise taxable should be discontinued.

e There should be no change in the taxation status of maternity benefit, adoptive
benefit and health and safety benefit.

®  Specific exemptions from income tax should be introduced for Family Income

supplement, the domiciliary care allowance and the respite care grant.

Arrangements should be put in place as early as practicable to ensure that tax due on social
welfare payments is collected at source by the Department of Social and Family Affairs.

The taxation of capital

5.25 Gains atfributable fo inflation should be excluded from the charge to capital gains tax.

524

Capital gains tax rollover relief should apply to the gains on disposal of farm land
pursuant to a compulsory purchase order where the proceeds are re-invested in farm land.

Consumption taxes

5.27 The policy approach to determining the level of excise duty applicable to alcohol and
fobacco products should take account of factors such as health outcome, public order
issues, cross-border trade and other societal issues.

5.26

5.28 A deferral system should be applied in place of the daily payment system that currently
applies fo excises on mineral oils. However, any change should ensure that there is no
cashflow cost to the Exchequer.

5.29  Stamp duly on ATM, credit and debit cards should be phased out in the interest of promoting
the move towards a cashree society.

International issues

5.30 The 183/280 days fest for defermining the tax residence of an Irish citizen should be
supplemented by additional criteria, which should include a permanent home test and a
test based on an individual’s centre of vital interests.

5.31  The rule that allows an individual, who makes a gift of property fo Ireland, fo be regarded
as neither resident nor ordinarily resident in Ireland, notwithstanding being present in
Ireland for significant periods, should be discontinued.

5.32  The remittance basis of taxation for income tax and capital gains tax should be discontinued.
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Regulatory framework

5.33 The relationship between the State and the taxpayer should be informed by
reasonableness and proportionality through the provision of safeguards to ensure
equifable treatment. To the extent that it is practicable, safeguards should be provided on
a statufory basis.

5.34  The State’s interaction with the taxpayer so as to ensure tax compliance should be proportionate.

®  Access fo deferminations of the Appeal Commissioners should be simulianeously
available to taxpayers and the Revenue Commissioners.

e A costeffective roufe of appeal should be available to all taxpayers.

e Other recommendations made in the Reports of the Law Reform Commission and

the Revenue Powers Group in relation fo the reform, jurisdiction and operation of the
appeal system should be implemented.

5.35 The inferest rate applicable o overdue tax payments should be reviewed each year
having regard to the prevailing market rates and the rate should be sufficiently high to
discourage taxpayers from deferring tax payments.

5.36 The Revenue Commissioners should adopt general criteria fowards reducing the
regulatory burden as outlined in section 7.2.2 of Part 5.

5.37 Dividend withholding tax exemption claims by foreign parent companies should not
require third party certification.

5.38  Selfassessment should apply to interest and royalty withholding tax exemptions and
reductions that are available in tax treaties.

5.39 The relevant contracts tax rate should be reviewed to ensure that it does not lead to a
faxpayer paying fax in excess of final liability.

5.40 Flexibility should be given to the Revenue Commissioners to vary the strict application of
inferest and penalty provisions in bona fide situations where relevant confracts fax was not
applied but af no loss fo the Exchequer.

5.41 A sysfem should be put in place to permit payments for professional services to be made
without deduction of professional services withholding tax to compliant taxpayers with an
appropriate certificate from the Revenue Commissioners.

5.42 Where defailed dafa is required fo allow the appropriate evaluation and costbenefit
analysis of tax expenditures, the taxpayers and businesses availing of the tax expenditures
should be required to efile their tax returns.

Tax avoidance

5.43  Where fax avoidance is identified and demonstrates a weakness in the law, a specific

provision in the tax code should be enacted to prevent the avoidance in question.

5.44  Twenly years dfter the infroduction of the general anti-avoidance provision, it is now

opporfune fo review ifs effectiveness as a fool to tackle tax avoidance. This should include
consideration of a time limit within which the Revenue Commissioners would be required
fo make a decision on the point af issue.
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Section 1:
Introduction

In this Part we consider aspects of the structure of the tax system that do not fall under the specific

questions addressed to us in our terms of reference.

Our terms of reference invite us to consider the structure of the faxation system in a confextual framework

of maintaining an equitable incidence of taxation and a strong economy and having regard fo a number

of factors, including commitments in the Programme for Government:

To enhance the rewards of work while increasing the fairmess of the tax system, and

To ensure that the regulatory framework remains flexible, proportionate and up to date

Section 2:

Income tax

2.1

89

Infroduction

Our terms of reference invite us “in the confext of maintaining an equitable incidence of taxation
and a strong economy, fo consider the struciure of the faxation system....... " In this Section, we
examine issues related fo the structure of the income tax system and present our recommendations

as to the appropriate general structure for the longer ferm.

There is evidence to suggest that, if economic growth is the main policy aim fo be pursued, then
a flatfer income tax structure is a more appropriate instrument than one that leans towards greater
progressivity, as the laffer is likely to act as a disincentive fo further effort. This evidence is presented
in an OECD working paper = Tax and Economic Growth and an OECD report — Coing for
Growih'. According to the OECD working paper, a flatter income tax structure is described as one

with few allowances and tax credits:

"A flat tax system with few allowances and tax credits is generally simpler to administer and
probably gives rise to fewer tax-induced distortions than other systems, but it puts less emphasis
on redistribution. By contrast, a highly progressive income tax system normally reduces
incentives fo work and fo invest in human capital, although ‘in-work benefits’ can improve
work incentives for low wage workers while increasing progressivity. High progressivity may
also increase the incentives for tax avoidance and tax evasion and confribute fo a growing
shadow economy that reduces measured GDF, although it is arguable that the tax level
is more important than its progressivity in this regard. This may reduce fax revenues and
undermine the fairess of the system. There is also a possibility that high top marginal rates
will increase the average fax rates paid by high-skilled and high-income earners so much
that they will migrate to countries with lower rates resulfing in a ‘brain drain” which may

lower innovative activity and productivity.

Tax and Economic Growth OECD Economics Department Working Paper No. 620, July, 2008. OECD Economic Policy Reforms: Going for Growth 2009,
Structural Policy Indicators, Priorifies and Analysis
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The notion is accepted in all countries that progressive income faxes play a role in
achieving a more equal distribution of income and consumption. However, it is also widely
acknowledged that progressivity has the undesirable effect of distorting individual decisions

to supply labour and invest in human capital.

There are a number of ways of defining progressivity. In this study, a progressive fax system
is defined as one in which the average tax rate increases with income or, equivalently, in

”

which the marginal tax rate is higher than the average fox rate at any income level

However, a balance must be struck between flamess and progressivity or, put another way,
between growth and fairmess. The OECD working paper refers to ‘a non-rivial trade-off’ between
fax policies that enhance GDP per capita and distributional objectives.  This balance between

growth and fairmess is one which we have sought fo achieve in our recommendations.
Income tax rate structure

Infroduction

The main purpose of the income fax system is fo collect revenue to fund public services but the
systfem has other important roles including the redistribution of resources as well as incentivising

desired oufcomes such as participation in the labour force.

The present income tax system is graduated by means of various personal tax credits, allowances
and reliefs as well as by the level of tax rafes and the width of the tax bands to which the rafes
are applied.  Changes fo the values of tax credits, allowances, reliefs, tax rates or tax bands
impact on the net fax position of earners. Increases in tax credits and standard-rated allowances
and reliefs confer the same cash value benefit on all earners with sufficient income to avail of them
while band widening only benefits those whose incomes are above the existing band ceilings or
whose incomes would be subject to a higher rate of tax as a result of increases in wages were it
nof for the widening.  Non-sfandard-rafed allowances and reliefs are deducted from gross income
before tax rafes are applied. As such, within the present two-rate band structure, they confer a

greater benefit on earners liable for the higher rate of tax.

As regards rafe changes, and within the present two-rate band structure, a change in the standard
rafe [decrease or increase] will impact on all taxpayers and, in the case of an increase (without
any corresponding change fo tax credits), may also result in those who are marginally under the
threshold to tax being brought into taxation. A change in the higher rate of tax impacts only on
those earners whose taxable incomes are at a level where the higher rate applies. However, it will
also affect the value of allowances and reliefs which are provided at the marginal rate. Outside

of sfructural impact, it can also have a headline effect.

We consider that, for the longer term, there is a continuing role for each of these elements - credits,
allowances and reliefs (standard-rated and at marginal rafe), fax rafes and tax bands in the income
fax system. In relation to the allowances and reliefs which we have described as tax expenditures
in our Report, they should, of course, be subject to regular review in accordance with our principles

as set out in Section 5 of Part 8 of our Report.
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There are now four parallel systems which collect tax on income. These are:
i) Income tax

ii) PRSI

i) Health contribution levy

iv) Income levy (infroduced in Finance (No. 2] Act 2008)

Each has a different base from the others.  The bases for the health contribution levy and the
income levy are wider than the income fax base. In addition, the income levy may be seen as a
mechanism devised as a temporary measure o operate with a minimum amount of graduation (in
terms of providing for exemptions, allowances) o ensure that correct payroll deductions are made

when the rate is changed.

A single system for taxing income

Our strong view is that there should be a single system which collects tax on income.  In this regard,
we examined the option of bringing together the income fax system and the two levies into such a
single system. We also looked at the option of infegrating the health contribution levy on its own
info the income tax system. The results of this examination suggest that, in current circumsfances,
where the key imperative is to restore fiscal balance, there are likely to be significant consequences
from such a move in ferms of pofentially increasing marginal rates of tax and imposing taxation or
a greafer amount of fax on those on low incomes while significantly increasing the tax liability of

those on higher incomes.

Integrating the four systems into a single system for taxing income would inevitably give rise to
an increase in the standard rate of income fax if the main personal credits remain at their 2009
levels. This would give rise to a reduction in the relative value of the personal credits, thus bringing
low eamers into the tax net or causing them to pay more tax. The Table at Appendix 1 gives an
indication of the scale of marginal fax rates that would be likely to arise in the event of infegration

as compared with those which apply at present.

The likely effects on low earners and on marginal rates of tax could impact on growth potential by
adversely influencing the incentive to work or to do more work. Taking info account the ‘femporary’
nature of the income levy, our recommendation as set out in section 3.1 of this Part is that the health
confribution levy only should be infegrated into the income tax system but that the transition in this
regard should not begin until fiscal conditions improve sufficiently to allow a new structure operate

in a way which minimises disincentives to work.

Income tax rate structure

The present tworrate structure has been in place for over 17 years having been implemented in
the tax year 1992/93. Before that, a three-rate sfructure applied and prior to that (1983/84), a

sixTate structure was in place.

Conceptually, a third rate of tax could involve an upward or downward adjustment of the levels of
the existing two rafes with the third rafe included in the structure either above, below or between the
adjusted rates. If revenue raising is the primary aim, a two-rate structure is essentially as efficient as
the three-rate structure in producing a given revenue yield. This is because most of the tax collected

is yielded from the rafe that applies to most taxpayers. The main reasons for infroducing a third
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rafe are equity, increased progressivity and flexibility. A third rafe of income tax is consistent with

an equitable incidence of income taxation.

A three-rate band structure should reflect the need fo keep taxes on labour low and marginal rates

competitive as discussed in Part 7.

For the longer term we consider that such a three-rate structure has merit on grounds of equity,
greater progressivity and flexibility. An appropriate lead-in period would be required to permit
payroll sysfem development. The Revenue Commissioners have also advised us that a third rafe of

fax is feasible subject to an appropriate lead-in period being provided.

Recommendation 5.1

There should be a single system which collects tax on income.

Recommendation 5.2
A three-rate income fax structure has merit but should have regard to the need to keep taxation

on labour low and marginal rates competitive.

Unit of taxation

Infroduction

As part of our examination, we reviewed the unit of personal taxation. The key quesfion is — what is
the appropriate unit on which personal tax should be assessed and charged? The choice is between
the individual on the one hand and the family on the other. Many of the issues involved in this area are
social rather than economic in nature.  Infernationally, there is no standard approach fo the choice of the
appropriate unit of faxation. The main argument in support of the proposition that the individual should be
considered as the appropriate unit for faxation purposes is one of support for labour market participation.
From a lobour market perspective, having the individual as the unit of taxation could incentivise second

earners in married couples fo reenter the workforce by reducing their marginal tax rafe.

Under the system in existence in 2009, the unit of taxation can be said to be the family based
on marriage where both spouses live together. However, with the partial individualisation of the
standard rate band and the individualised employee tax credit, a hybrid system is in place in
Ireland. This hybrid sysfem is neither a fully aggregated system nor a fully individualised system.

The current tax freatment of couples is set out at Annex 6.

Arguments which support an individualised unit of taxation

At a general level, systems that take the family or household) instead of the individual as the basic
unit of faxation tend fo impose high marginal faxes on second earners and provide tox subsidies
to households where only one spouse works outside the home?. There is evidence to suggest that
a reform of the tax freatment of couples, by making their taxes more independent (and thereby
reducing marginal tax rates on second earners), would produce a positive but small effect on

married women's participation in the labour force®.

[1999) Women's Employment in Europe: Trends and Prospects, Jill Rubery, Mark Smith, Colette Fagan.
[2009) Tax Structure and Female Labour Supply: Evidence from Ireland, Tim Callan, Arthur van Soest, J.R. Walsh.
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Where the individual is the unit of taxation, each individual earner has his or her own tax credits
and sfandard band and there is no transferability of unused bands or credits. In addition, the
preferential standard rate band that applies in the case of married one-earner couples as compared
with single eamers would cease fo apply”. Also, the current beneficial arrangements which apply
fo spouses under the capital gains tax, stamp duty and capital acquisitions tax codes would fall to

be reconsidered.

These include, for example, tax free transfers of assefs between spouses and the ability fo offset
capital losses made by one spouse against capital gains made by the other spouse.  Annex 6
has further details. A fully individualised fax system, if it were mirrored by a similar approach in
the social welfare code, would offer a possible solution to the inconsistency in the freatment of

cohabiting couples under the two systems (paragraph 2.3.5 below refers).

Arguments which support a family-based unit of taxation

The arguments which support the view that the family is the appropriate unit of taxation include the

following:

J Consideration of the laws, traditions and social conditions which exist in the country in
which the system of taxation operates. In Ireland, the Constitution (Arficles 41 and 42)

defines the family as the basic unit of society and lays down principles for its protection
J It may be considered more equitable to assess tax on a family basis

J Members of a family generally share their resources on the basis of relative need rather than

according to how incomes happen to be divided between them, and

J As soon as a marriage is contracted, it is the continued income and financial position
of the family that is ordinarily of primary concem, not the income and financial position

of the individual members.

Thus, the married couple itself adopts the economic concept of the family as the income unit from

the outset

The previous Commission on Taxation formed the view that “wo identical families enjoying the
same fofal income ought not ...to be taxed any differently just because, in the case of one family,
the income accrues inifially fo one member and, in the other, it is acquired by two or more”. Full
acceptance of such a view, which is founded in the principle of equity, would mean, in effect,
support for a reversal of the policy of band individualisation.  This would, however, fail fo take
account of the impacts on the labour market and there is, therefore, a balance to be struck between

equity on the one hand and supporting economic development on the other.

Conclusions

The broad question to be considered is whether a continuation of the existing approach in which
the family is the key unit for taxation purposes is fo be endorsed for the medium to long term or
whether instead there should be a change fo a system where the individual is the basic unit for tax
purposes. Having regard to the arguments, in principle we support the continuation of the position
whereby the family is the unit of taxation and that this should be the position for all direct taxes.

The question of individualisation of income tax is considered in more detail in section 2.4.

The question of the continuation of the home carer tax credit would also fall to be considered in such circumstances.
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Recommendation 5.3

As a general principle, the family should continue to be the unit of taxation for all direct taxes.

Treatment of other relationships — cohabiting and same-sex couples

If the general position is that the family is to be the unit of taxation, the question then arises as fo how

cohabiting couples and same-sex couples are fo be regarded under the ferms of such an arrangement.

There have been a number of studies in recent years in the general area of family including:

J The Tenth Progress Report of the Oireachtas All-Party Committee on the Consfitution entitled
‘The Family’ which was published in early 2006

J The Options Paper presented fo the Minister for Justice, Equality and law Reform in
November 2006 by the Working Group on Domestic Partnership, and

J The Report of the Law Reform Commission on the rights and duties of cohabitants which was
published in December 2006

We are aware of legislative proposals in the form of a Scheme of a Bill® being brought forward
at the time of our Report by the Minister for Justice, Equality and Law Reform which are infended to
establish civil partnership registration (for same-sex couples only) which will confer a broad range
of rights and responsibilities on couples who choose tfo register. These rights and responsibilities

will, we understand, be broadly analogous to those conferred on spouses on marriage.

The proposed legislation will afford registered civil partners essentially the same treatment under the
law as that afforded to married couples af present. The proposed legislation does not deal directly

or explicitly with tax and social welfare issues.

Inconsistency of freatment

The apparent inconsistency in the treatment of cohabiting couples® under the tax and social welfare
codes was highlighted by the Ombudsman in October 2008 in the context of the publication of a

digest of complaints’.

The point at issue is that, while the Stafe treats cohabiting couples in the same way as married
couples for social welfare purposes, it does not follow the same approach under the fax system.
The argument is made that the approach is inconsistent and unfair and that, overall, the State is

simply suiting itself in the freatment of cohabiting couples.

In 1999, the Working Group Examining the Treatment of Married, Cohabiting and One-Parent
Families under the Tax and Social Welfare Codes acknowledged that, to the extent that the tax
and social welfare codes approach and recognise cohabitation, it is to avoid a situation where
cohabiting couples receive better freatment than married couples and this approach is derived
from the constitutional requirement fo protect the institution of marriage as clarified and articulated

fo date by a number of Supreme Court judgments®.

Scheme of Civil Partnership Bill.
The issue here relates to opposite sex cohabiting couples.
See the Office of the Ombudsman website (www.ombudsman.gov.ie) for further details.

Murphy v. Attorney General (1980) and Hyland v the Minister for Social Welfare and the Attorney General (1989)
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There is no simple answer to this matter. The issue was examined in detail as part of the studies
outlined above. As noted in paragraph 2.3.2, fully individualised tax and welfare systems might
overcome the apparent inconsistency of treatment but we are not recommending an individualised

approach for the tax system.

The law Reform Commission suggested” that cohabiting couples may be grouped into three
categories: those who may eventually marry, those opposed to marriage and those unable to
marry. That Commission expressed the view that if the State by its lows were fo recognise and
improve the position of a cohabitant who is already married to someone else, those laws would
undermine the instituion of marriage. The Irish Human Rights Commission Report commented in
this regard that, “If is cerfainly fair to conclude that the recognition of an extramarital union, and an
attempt fo equate it with an existing marital union, may undermine the position of marriage in an

unconstitutional manner”.

The Working Group on Domestic Partnerships expressed the view that, while persons in extra-
marital partnerships may be vulnerable, they cannot have legal status for their second relationship
while they remain married to someone else. In relation fo cohabiting couples who do not wish to
marry, the Working Group observed that “some people may be reluctant to commit fo another
permanent relationship because of the emotional scars they carry from the break-up of an earlier
marriage. Equally, they may be in straitened financial circumstances due to the cost of separation
and/or divorce and the continuing commitments to the first family. In such a scenario, the risk of
the partner in the second relationship being particularly vulnerable in the event of break-up would
be high”. It concluded, however, that “in the absence of conclusive research on the motivation,
duration and structure of conjugal cohabitation, it is difficult to identify what institutional innovations

would be appropriate to the needs of cohabitants”.

Conclusions

A key issue in looking af the issue of cohabiting couples is the special position of marriage under
the Consfitution. It does not seem advisable to seek to address the issue through tax policy
changes alone. In relation to the freatment of opposite sex and same sex cohabiting couples under
the tax code, our view is that tax law should follow the general law in this area. To the extent
that general law extends to opposite sex and same sex couples the same freatment under the law
as that afforded to married couples at present, we envisage that they should be covered by our

Recommendation as regards the unit of taxation.

Law Reform Commission Consultation Paper on the Rights and Duties of Cohabitees, IRC, Dublin, 2004, para. 2.12.
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Individualisation

2.4.1 Infroduction - two-rate structure

96

The tworate structure that applies in 2009 has been in place since 1992'°. The standard rafe
bands are the ranges of income within which the standard rate of income tax applies for the
various categories of income eamer i.e. single earners, married one-eamer couples and married

two-earner couples''.

For 2009, the tax bands have the following values:

Single €306,400
Married one-earner €45,400
Married two-earner €72,800 maximum*

*€45,400 of this is at the standard rate with the possibility that a further €27,400 may also be at the

standard rate depending on the income of the lower earning spouse.

Income up fo the values shown is liable to tax atf the standard rafe of tax. Income in excess of the
above values is liable fo tax at the higher rate of 41%. The single band is €9,000 less than the
married one-eamer band. This has been the position since the 2002 tax year. The maximum

married two-eamer band is twice the value of the single band'?.

The following table shows the band structure that applies in 2009.
Table 5.1: The standard rate bands (2009)

Single M1E
earner band
band
€36,400 €45,400
€9,000 €27,400

Income range

- - g

Transferable portion of M2E band Non-transferable
(same as M1E band) portion of M2E band

Married one-earner = M1E
Married two-earner = M2E

Lone and widowed parents with entitlement to the one-parent family tax credit have
entitlement to a band of €40,400 which is €4,000 greater than the single band.

In the 1992/93 tax year, the rates of tax applying to the bands were 27% and 48% for the standard and higher rates respectively. At that fime, married couples,
whether one-earner or two-eamer, had a standard rate which was double the value of the single band.

Lone and widowed parents with entilement to the one-parent family tax credit also have entilement to a standard rate which is €4,000 greater in valve than that
which applies to the single eamer.

This has been the position for a long number of years following the case of Murphy v Attorney General 1980. In that case, it was held, among other things, that
“the consequent imposition in certain circumstances, of tax on the married couple at a rate higher than would be imposed on two single persons enjoying identical
incomes did constitute a breach by the Stafe of ifs undertaking, by s. 3 of Article 41(of the Constitution), to guard with special care the institution of marriage and
protect it from attack”.
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Where standard bands are increased through the Budget and Finance Bill process, those whose
incomes exceed the existing band ceilings benefit through a reduction in net fax; those whose
incomes are under the ceilings receive no benefit. Thus, if the 2009 band for a single person of
€306,400 were to be increased by €1,000, single earners with income at or over €37,400
would gain €210 per annum and those with income between €36,400 and €37,400 would
gain proportionately'#. To this extent, increases in the standard bands favour those higher up the

income scale.

Meaning of the term ‘individualisation’

The term individualisation, refers in particular to the process of individualising the tax bands
which began in 2000'>. This is the sense in which we use the term in this Part. The effect of
individualisation, if completed, would be fo give each individual earner, whether single or married,

a standard rate band of the same value’®.

The most likely!” way to complete individualisation would be to bring the value of the single
band up fo the value of the married one-eamer band, with a married two-earner couple having
a maximum band of twice the value of the single band but with no transferability between the

spouses. This would give revised standard rafe bands as follows:

_ If individualisation completed 2009 tax bands

Single €45,400 €36,400
Married one-earner €45,400 €45,400
Married two-eamer €90,800 €72,800

For income levels above €45,400 in the 2009 tax year, the move towards band individualisation
would result in married one-earner couples paying more tax than married two-earner couples on

the same income — see Examples 1 and 2 at Annex 7.

In 2009, the maximum potential difference in tax liability due to band structure and differing
entiflement fo credits between a married two-eamer couple and a married one-earner couple with
a carer in the home is €6,684 per annum — see Examples 3 and 4 in Annex 7. This is equivalent
fo about €128.50 per week. The differential between the married one-earner band and the
upper limit of the married two-eamer band only impacts on incomes above €45,400. Married

one-eamer couples on average eamings are not affected by the different standard rafe bands.

€37,400 - €36,400 = €1,000 x 21% [i.e. the difference between the higher rate and the standard rate] = €210.
A single person eaming under €35,400 would gain no benefit but may have done so if the bands had been increased previously.

Budget 2000 and Finance Act 2000 refer. It has also been argued in relation to the personal income tax system that individualisation encompasses the employee
tax credit which has applied on an individual earner basis since ifs introduction as the Employee (PAYE) Allowance in 1980.

Lone and widowed parents would also have the same band as other eamers in these circumstances and the question of what further entiflement, if any, they might
receive above that applying fo a single eamer might need to be considered.

This assumes that bands would not be reduced in value.
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We examined the following options in relafion fo the future disposition of the bands:
1. Completion of individualisation

2. Reversal of individualisation (restore the position which existed prior to Budget 2000 where
married one-earner couples had the same standard band as married two-eamer couples at

double the value of the band available to single earners|

3. Continue the 'hybrid" approach

Our analysis is summarised in the following paragraphs.

Option 1 - Completion of individualisation
This move, if completed at the level of the current married one-earner band, would mean that each
earner would have his or her own standard rate band at the same level as the current married one-

earner band.

The main advantage of complefing individualisation is that it would support the labour market and
the economy by further incentivising second earners in married couples to remain in or re-enter the
workforce by reducing their marginal tax rate'®. Marginal tox rafes are important because they
influence individual decisions to work or to work more. Completion of individualisation would
also make it easier to introduce more than two rates of income tax if desired, which could further

increase progressivity.

On the other hand, completing individualisation would further disadvantage married one-eamer
couples relative either fo married two-eamer couples or fo single people in terms of the amount of
income which is liable to tax ot the standard rafe. For example, if individualisation was complefed
at the current level of the married one-earner band (€45,400), it would mean that a married
two-eamer couple could potentially eamn €45,400 more per annum at the st