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PART |
THE COUNCIL'S COMMENTS AND CONCLUSIONS!

In Ireland, two kinds of direct taxation are levied on persons—income
tax and social welfare contributions. Incomes are provided or
augmented for those judged in need by a variety of social welfare
payments.* The income tax and social welfare codes have evolved
separately, with no obvious links between them.

The present income tax and social welfare codes, even when pay-
related benefits and redundancy payments are excluded from con-
sideration, can give rise to a number of problems. For example, the
effective tax rate’® for persons taking up low-paid employment,
especially those with large families, can be relatively high. This high

effective tax rate is the result of a number of factors, including the
following:—

—flat rate social welfare contributions;

—the fall that has occurred in the real value of personal tax-
free allowances;

—the relatively high marginal tax rates that are a part of the
income tax code;

—the real increases that have occurred in the levels of social
welfare benefits and assistance, and

—the absence of any mechanism for transferring purchasing
Power to workers on low incomes.

1 H )
Soc? 'dr:ftAof this report was discussed by the Economic Policy Committee and the
2 (;i olicy Committee of the Council, and by the Council at its meetings on

v ctober' and 17 November 1977.
he various benefits and allowances, and the bases on which they sre made

8 . N - . - - - H i o 7
Nv:élable are described in detail in University and Selectivity in Irish Social Services
C. No. 38, forthcoming.

'Y .
More precisely, the “tax and withdrawal of benefit rate.”
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As well as creating situations in which some could be no better (or
even worse) off as a result of the head of the household taking a
job, the present income tax and transter codes raise other issues.

Little is known of the extent to which they achieve a more equitable
distribution of purchasing power among persons or succeed in pro-
tecting those without jobs or incomes from poverty. Moreover, both
codes are complex and not capable of being easily understood by
the population at large.

The Council commissioned Mr. Brendan Dowling of the Economic and
Social Research Institute to examine ways in which the system of
direct taxation and income transfers might be integrated while re-
solving these problems and avoiding additional cost to the Exchequer.
Mr. Dowling’s study is set out in full in Part Il of this report.

Mr. Dowling examines three approaches towards integration of the
income tax and social welfare codes, namely:—

—a non-refundable tax credit scheme;
—a refundable tax credit scheme;
-—an individual grant and tax scheme.

These represent progressively closer approaches to the integration of
the two codes.

The non-refundable tax credit scheme would replace the present tax-
free allowances and deductions for mortgage interest, superannuation,
VHI contributions, etc., by tax credits, substitute a 5% tax on all
income earners (including the self-employed) for the present social
insurance contributions by employees, and reduce the higher income
tax rates. In this scheme, all the changes are concentrated in the
direct tax code, with the social welfare code remaining unchanged.
Mr. Dowling estimates that the changes proposed would not invoive
any additlonal cost to the Exchequer.
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in this first scheme, there would be no change in the administration. of
social welfare payments and the changes proposed in the collection
of income and social welfare taxation should not create any severe
administration problems. However, the scheme would not help
low income families outside the tax net (except marginally by th'e
introduction of income-related social welfare contributions), and it
would not reduce the high effective tax rates on low income families
returning to employment.

The refundable tax credit scheme is a development of the first. In
this second scheme, tax credits are increased and become refundable
(that is, those with tax liabilities less than their allowable tax credits
receive a refund equal to the difference) and short-term social benefits
become taxable (but no tax would be paid by persons in receipt of
benefit alone). The refunds of unused tax credits would be confined to
those in PAYE employment and to those qualifying under present
regulations for social welfare benefits. Tax rates would have to be
at higher levels than in the first scheme in order to finance the refunds
of “unused” tax credits and the higher level of tax credits. However,
Mr. Dowling estimates that despite the higher tax rates, the refundable
tax credit scheme would cost between £50 and £55 million more each
year than the present arrangements.

The main advantage of the integration of the income tax and social
insurance codes within the refundable tax credit scheme is that it
reduces the effective “marginal tax rate” on income from low-paid
employment, particularly for families with dependent children. Its main
disadvantages relate to the treatment of the self-employed and those
on social assistance. The self-employed would be left in a somewhat
anomalous position, being entitled to tax credits but not to refunds
of tax credits. Those receiving social assistance would still suffer
high marginal tax rates on moving into employment, though these
would be lower than under the present system.

In the third scheme an attempt is made to integrate fully the existing
direct tax and social welfare codes. Tax-free allowances, deductions
for debt interest, superannuation, VHI contributions, etc. and soclal
Welfare and assistance payments are abolished. In broad terms, all
Persons would receive a cash grant, the size of which would depend



on age and employment status. These tax grants would be nop-
taxable. All income would be subject to direct tax at a standard rate,

with a rather higher rate being applied to incomes from self-employ.
ment.

In its simplest terms, then, this third scheme would give everybody
social welfare payments and tax all incomes at a standard rate. Mr.
Dowling estimates that even if all farming incomes were brought within
the tax net that it would cost the Exchequer about £83 million more
each year than the present arrangements. It would largely avoid or
resolve all the problems associated with the existing direct tax and
social welfare codes and with the first two schemes he proposes.

It can be seen that the three approaches to integration of the direct
tax and social welfare codes examined by Mr. Dowling have two
characteristics in common. First, in all of them the existing income tax
allowances are replaced by tax credits that have a fixed value in
money terms. Second, flat rate social welfare contributions are replaced
by income-related contributions which are incorporated in the income
tax code. The first two schemes have a third characteristic in common,
namely, permitted deductions from income for tax purposes (for
example, for superannuation, VHI and life assurance contributions or
for mortgage interest) are limited, thus extending the tax base; in the
third scheme, no relief would be given in respect of such payments.

In all three schemes, an attempt has been made to ensure that as
far as possible no one would lose significantly by a move from the
present arrangements to any of the schemes outlined. Apart from the
first scheme this makes it impossible to avoid an increase in cost to
the Exchequer. As noted above, the second and third schemes would

impose additional costs of £50-55 million and £83 million respectively
on the Exchequer.

The Council in general accepts Mr. Dowling’s analysis of the undesir-
able consequences that can result from the present income tax and
social welfare codes.. These consequences could become more serious
if the two codes were to continue their separate evolution. It is
therefore important that the progressive integration of the present
system of direct taxation with the arrangements for income main-
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ance should be examined. In the Councll’'s view, Mr. Dowllngﬂha;
ter«;sented a framework within which discussion (and indeed ac or;d
ptraout the relationship between income tax and social welfare cct)u
:eveiop fruitfully. These issues have been discussed in )ma;t\yl w:fs ::2
i i h as yet without action). 8
ntries for some time (thoug / .
3?rlr]mst importance that they should be discussed seriously here in

Ireland.

Any move towards integrating direct taxation with Ithe ?)rlrange;n::st:
i i i formidable political problems.
for income maintenance will pose . . > > These
i i implicati f integration for public exp
escapable if the implications o
::: ltr; be pkept within reasonable bounds. These probltfafms c;om;l:li (l:)er
i i few) were made worse off, an
avoided only if none (or very ond Al (o
tter off, as a result of the g
almost everyone) were made be . Srangs.
i i ieved only at excessive cos
But this situation could be achieve . X o ine
ider debate is as informed as p ,
Exchequer. To ensure that the wi
it is ::ry important that the relevant Governfnent Departmentsb sh::;g
make estimates of the costs involved in the dnfferer.st sc.:hemes,thec use
they have much more detailed information at their disposal than
Mr. Dowling when he was making his estimates.

It is also important that the relevant Departments should SttUd{hlen :iert:;i:
the administrative implications of any attempts fo integrate o diree
tax code with arrangements for income maintenance. VQ: .?e”n .
Dowling has not ignored the problems that could arise in addr: n::wardz
his proposals, the Council feels that he ‘may have ten eId towards
under-estimation of the administrative difficulties that cou r

practice.

As well as the cost of any moves towards integration an:’ :Ir:ler
administrative implications, there are other problems tha:j \;Jc;urmaﬂon
to be studied in greater detail. For example, more detailed in c; tion
is required about the implications for those affected of chang ngbBSls
the present cumulative tax basis under PAYE to a non-cumulative asure,
as in Mr. Dowling’s scheme. Again, it would be necessary to me ure
the distributional consequences of a proportiom.al l’ncome tax a |
ciated with cash grants to persons (as in Mr. Dowling’s third propossae ,)n
and compare them with the distribution emerging from pre:
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arrangements, which include progressive tax rates. In addition, with
the replacement of "tax expenditures” by tax credits (as in the first
two schemes proposed by Mr. Dowling), and with the cessation of
such taxation relief (as in the third scheme), the Government loses
some of its power to guide personal expenditure towards (for example)
housing and insurance. The implications of these changes for the
building, insurance and other activities merit more detailed examination,
as indeed do the implications of an integrated direct tax and social
welfare system for the economy as a whole.

Despite the questions to which they give rise, it is the view of the
Council that the schemes described in Part Il provide a useful basis
for discussing the general direction that attempts to integrate the
direct taxation and social welfare codes should take. Full integration
of the two codes would bring to the surface some of the major issues
regarding income taxation and income redistribution which the com-
plexities of the present separate schemes may tend to obscure. As the
debate on integration develops, the community would therefore be
forced to face, more effectively than at present, the questions of how
much redistribution is desired and how much it is prepared to pay
for such redistribution. Integration would not merely be a mechanism
for doing existing things differently—it could make possible the pursuit
and achievement of new and different objectives, and could therefore
create a powerful mechanism for bringing about social change. How
much social change could be effected would, of course, continue to
depend on the amount of resources which the community is prepared
to surrender for this purpose.

At the same time, too much must not be expected of any integrated
approach, no matter how far reaching it may be. There will always be
People who, despite reasonable prudence and foresight, suffer hard-
ship or tragedy that they cannot (and cannot be expected to) cope
with on their own. An integrated scheme should not be so inflexible
that it prevents a quick response to the needs of such people, if only
on a temporary basis.
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CHAPTER 1
INTRODUCTION

1.1. This study is about personal income taxation, social welfare
payments and the relationship between the two. In the following
chapters we hope to set out some of the problems caused by the
lack of integration of the income tax and social welfare codes and
some of the solutions which have been proposed. From an economic
standpoint, personal income taxes and personal income transfers are
opposite sides of the same coin. From an administrative and policy
standpoint, decisions on income tax policy and social welfare policy
are usually taken by different agencies with different objectives. This
lack of integration of the tax/transfer framework can give rise to con-
sequences unintended by the proponents of specific tax and welfare
legislation.

1.2.  As our approach is concerned with the personal income tax code
and the social welfare code as a single system, it is inevitable that
our examination of both taxation and transfer policy will be less than
comprehensive. We shall not, for example, examine the appropriate-
ness or otherwise of the structure of taxation; nor shall we examine
the many forms, other than direct income transfers, by which the
Government distributes resources through the community. A study of
the taxation system would be a major undertaking while a study of
transfer policies, including transfers in kind, would require a com-
prehensive examination of the scope, aims and objectives of Govern-
ment expenditure policies.

1.3. We shall, therefore, confine our attention to personal income
taxes (which include contributions to social welfare by employees
and employers) and to personal income transfers (which include all
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social insurance and social assistance payments). Our interest in the
personal tax code will centre on those aspects which are important in
an integrated tax/transfer framework. We will not deal with other
aspects of the tax code with which a more comprehensive examina-
tion of the personal tax system would have to be concerned.
Similarly, we deal only with those aspects of the social welfare system
which are of interest from an integrated approach to taxes and
transfers. Thus, there is no attempt here to deal with all aspects of
either personal income taxes or social welfare transfers.

14. Income taxes create a disparity between the gross and net
return to work effort. If an individual has a choice between work and
leisure, and we accept that leisure is a desirable good, then as the
return to work is reduced the individual will choose more leisure. By
taxing the return to work, but not the price of leisure, income taxation
tends to encourage the substitution of leisure for work and a reduction
in the supply of work effort. Certain factors may, however, offset this
tendency to substitute leisure for work in the face of income taxation.
One is the institutional practice in the labour market where work is
only available in discrete units; an individual might have to work a 40
hour week or not at all. In such cases only those in self-employment
have much scope for substituting leisure for work. Another factor,
tending to offset the substitution effect of the change in the relative
price of work, is the impact of income taxation on disposable income.
Individuals, faced with higher income taxes, may seek to maintain their
previous level of disposable income and so increase the supply of work
effort. In such situations the introduction of income taxation would tend
to increase the amount of work supplied at a given gross pay rate.

1.5. The empirical evidence from studies in other countries for the
effect of taxation on work effort is less than convinclng for either the
work effort reduction hypothesis or the income effect assumption.!
On the other hand, there is a growing body of evidence that the labour
supply, or more precisely the level of unemployment, is affected by
changes in the level of social welfare benefits.} This is hardly

3Sse Taxation and Incentives (1978).
*Ses Walsh (1977) for evidence on Irish experience.
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surprising since the social welfare system, at least as it relates to
unemployment, may offset the effect of other institutional constraints
which make the choice between work and leisure an all or nothing
one. Thus an individual faced with a reduction in the net return to
work effort is more likely to choose all leisure (since the labour
market does not allow him to reduce the amount of hours supplied
per week) when some minimum income level is guaranteed by that
choice. The smaller the gap between that guaranteed income level
and the post-tax income from work the greater the likelihood that un-
employment will be chosen.

1.6. Of course, individuals may have varying attitudes to work and
leisure and so low net returns to employment could lead in one case
to higher etfort, perhaps through more overtime, to achieve an income
target, while in another case it might result in voluntary unemployment.
A married man with six children who is offered the choice between
employment at £50 p.w. after social insurance contributions and income
tax and unemployment benefit of £41-45 may decide that the return to
work (which for a 40 hour week would be only about 21p per hour
before allowing for work-related expenses such as transport, meals
away from home etc.) does not justify accepting employment. On the
other hand, the increase in income, however small, might lead to a
ready acceptance of the job-offer. But economic theory, common sense
and an increasing body of empirical evidence suggests that the
existence of social welfare benefit or assistance transfers which are
high relative to alternative after tax incomes from employment will tend
to reduce the labour supply and increase measured unemployment.

1.7. It is possible that some families would actually be worse off if
the male head of the household sought employment rather than re-
mained unemployed. This was especially the case after the introduction
of pay-related benefits and prior to the rule which limited benefit from
all sources including tax refunds to 85% of previous net pay. This
rule has undoubtedly reduced the number of cases where individuals
would be better off out of work than in employment at their previous
wage. However, it has not entirely eliminated the possibility of
“poverty traps” where larger families, with poor Income prospects,
are unlikely to Improve thelr clrcumstances If the male head finds

19



employment. This is because the 85% rule does not apply to flat rate
benefit or assistance payments. These payments are not taxable and 80
any earnings by a wife, for example, can be set-off against available
tax-free allowances. In addition the costs incurred by taking up employ-
ment may not be negligible. There is also the possibility that other
means-tested transfers may be reduced if income is obtained from
employment rather than from benefit or assistance. An example of
this wouid be the differential rents scheme which only takes account
of half of social welfare payments compared to all of income from
employment. It must, however, be conceded that the range of transfers
outside the social welfare system likely to be affected is small and
the main problem lies in the relationship between income taxes and
transfers.

1.8. The problem of "poverty traps” or of low net returns to employ-
ment can arise from the operation of the personal income tax code,
from the operation of the social welfare system or from both. On the
income tax side the important factor is the rate of taxation likely to
be faced by the average worker. In the past decade and a half we
have seen a massive expansion in the numbers in the tax net. A very
significant proportion of the growth in income tax revenue has come
from tax levied on employee incomes. In addition there has been a
sustained rise in the real burden of social insurance contributions.
Today it is unlikely that many wage and salary earners remain un-
touched by the income tax system; rather, most are vitally interested in,
and affected by, changes in the tax code. The growth in the tax base
and the extension of income taxation to all but the lowest paid worker
has been due, in part, to rising real incomes. Since 1960 real average
employee incomes have about doubled. With any progressive income
tax system it is inevitabie that rising real incomes will result in an
increasing tax burden. In addition, the failure to adjust the income
tax code for the effects of inflation over the years has resulted in a
marked increase in the real tax rate, Of course this increase in the
Income tax burden could have been leglslated for in the absence of
inflation. But it is likely that greater public resistance to such increases
would have emerged if legislation had been required to effect the
changes which Inflation has brought about.

20

1.9. From the point of view of work incentives both the average rate
of tax and the marginal rate (i.e. the proportion of any increase in
income taken in tax) are important. A high average tax rate, in con-
junction with untaxed unemployment benefits, may reduce the rewards
to being employed relative to unemployment quite significantly. On
the other hand, a high marginal tax rate may reduce the incentive to
increase the supply of hours worked by those in employment. Both
are important aspects of income tax policy although our emphasis
will be mainly, but not wholly, on the average tax rate likely to face
a typical worker. In a progressive tax system (i.e. one where the
average rate of tax rises as income increases) the marginal tax rate
will lie above the average rate. Broadly speaking the Irish tax code is
progressive although the flat rate social insurance contribution can
result in considerable anomalies. Thus, for example, a single person
earning £30 per week from insurable employment would have the
Same average tax rate as a single seif-employed individual earning
£42-38 per week.

1.10. It is important to disinguish between the nominal progressivity
of the tax code and the actual progressivity. The latter depends on
the extent to which higher income tax payers have greater expendi-
tures on tax-exempt items like superannuation, life assurance, voiun-
tary health insurance, mortgage and other debt interest and a greater
number of eligible dependents (possibly bcause of a higher participa-
tion in second and third level education rather than larger completed
families). It is not sufficient to look at the increasing tax rate, as
taxable income rises, in order to ascertain the effective progressivity
of the income tax system.

1.11. The average tax rate will be influenced by the income tax code,
by the level of social insurance contributions, if any, and the method
by which they are levied, by the extent to which certain tax-exempt
expenditures are incurred and by the level of personal tax-free aliow-
ances. Thus a tax payer who has a high income but has a high ievel
of tax-free allowances and considerable expenditure on mortgage
and consumer debt interest and superannuation contributions might
well have a relatively low average tax rate. On the other hand, the
Marginal tax rate could be very high in relation to the average rate,

21



Thus a married man with three children earning £3,820 p.a. with
interest and other tax-exempt payments of £500 p.a. would, assuming
he was self-employed and Paid no insurance contribution, have an
average tax rate of only 9-2%. On the other hand, he would face a
marginal tax rate of 35%. In the case of a worker in insurable employ-
ment with a similar income and level of deductions the average rate
would be 13-7% while the marginal rate would also be 35%. For

both tax payers the discrepancy between the average and margina|
tax rates is considerable,

1.12.  The level of Social Welfare payments, relative to average wages
and tax thresholds, and their treatment for tax purposes are signifi.
cant in any examination of the impact of tax/transfer systems on
work incentives. In this study we shall not be concerned with the pay-
related and redundancy components of income maintenance transfers.
This is because this area has been extensively studied in recent years.'
it has also been argued recently that only about 20% of those registered
as unemployed receive pay related supplements.? In addition the opera-
tion of the 85% rule in respect of redundancy and pay related supple-
ments greatly reduces the scale of the problem caused by those par
ticular payments. By confining our attention to flat rate payments we
are indicating that the problems of *‘poverty traps"” and work incentives
are not confined to pay related supplements.

1.13. By concentrating on flat rate payments we also avoid having to
make assumptions about recipient's previous employment income and
the duration of unemployment experienced. The only factors which
affect the flat rate payments are the legislated levels, the category of
Payment (i.e. whether it is assistance or benefit, and for oid-age, dis-
ability or unemployment etc.) and the number of dependents of the
recipient. It is this latter which has the most profound influence on
the level of payment and which is of special interest in any study
of the position of Social Welfare payments relative to earnings and

'S80 Walsh op cit and Whelan and Walsh (1977).
'See Murray (1 977).
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tax code. For, in general, employers do not pay wages differen-
t?‘e by the dependency responsibiiities of employees.! Therefore,
o St);te income maintenance payments will reflect the extent to
Wh?leh the recipient has financial responsibilities towards dependents,
:I?e'(r:native employment income will not. Clearly. there is the possipility
of poverty traps for families with a number of children and low earnings

potential.

1.14. The problem may be compounded by the tax treatment of short-
term social assistance and benefit payments. 'These are treated as
non-taxable in the hands of the recipient. It might be felt' that if the
sums made as payments would not, of themselves, be liable to tax
then no great problem arises from treating them as non-taxable in
principle. But this ignores the cumulative nature of the PAYE ta?(
system whereby individuals are taxed each week or month as if their
average weekly or monthly payment for the start of the tax year
would continue for a full year. Thus when a worker becomes un.e.m-
ployed tax refunds are payable because the Revenue authorities
assume that there is no income from the moment of unemployment.
The existence of such refunds can lead to short-term anomalies in
the relationship between take home pay from employment and inf:ome
from Social Welfare payments and tax refunds. The non-taxability of
benefit payments is also important in cases where there is a
working spouse since the spouse can claim all tax-free allowances
against a single income.

115, it must be stressed that our concern in this study is with the
income tax/income maintenance transfer system as a single system
designed to effect the redistribution of resources between groups
within the community and to make some net contribution to the costs
of other Government programmes. Thus we are not concerned to
establish whether income taxes or Social Welfare payments are too
high or too low; nor are we dealing with the extent to which fraud
Or non-compliance creates a divergence between the actual experi-

ence with respect to taxes and transfers and the legisiation. We are
—————

‘Indeed the move to equal pay, based on the payment of the marriage differential

single persons, has virtually eliminated all dependancy related wage and salary
Paymants in the Public Sector.

to
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conscious that we are dealing with a subset of total taxes and total
transfers and that policies concerning income taxes and income trans-
fers cannot always be viewed in isolation from the whole tax and
transfer framework.

1.16. A policy which laid stress on the importance and efficiency
of market prices and the freedom of the individual to aliocate avail-
able resources among different goods might well have a transfer
system which concentrated emtirely on redistributing income through
cash payments which could be used to purchase housing, healthcare,
education etc. at market, unsubsidised, prices. Another policy might
Put greater emphasis on the public provision at zero cost to the
consumer of services like health, education and housing and on the
subsidisation of important basic items such as food and transport.
Inevitably the level of cash transfers in the second case would be far
below that of the market-orientated approach although the amount
of real resources made available to the transfer recipient might not
be much different.

1.17.  Similarly, there is a choice between tax systems which depend
heavily on income taxation, including social security contributions,
and those which rely on indirect taxes. For a given level of revenue
the tax system which depends on income taxation is likely to have
fairly low indirect taxation and vice versa. The choice of tax system
may also affect the level of transfers in that a high dependence on
indirect taxes would mean that the value of income maintenance cash
transfers would have to be higher in order to compensate for the
higher price level.

1.18. Although the income tax and income maintenance system Is
only a part of the wide set of taxes and transfers, it does seem worth-
while to examine it separately. In the first place, the primary objective
of the tax and transfer system is to redistribute resources. Thus in-
come taxes are designed to remove some proportion of an individual's
income and transfer it to the Exchequer. Similarly, Income maintenance
payments are Intended to transfer income from the Exchequer to
individuals In the community. Even If the administration and design of
the two systems are handled entirely separately it Is clear that both
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deal in resource transfers measured in terms of money. On the other
hand, transfers in kind, such as the public provision of health, educa-
tion, and housing, may have the objective of altering the community’s
consumption of specific commodities rather than of redistributing
resources.

1.19. So, while recognising the interdependence of the economic
system we do not feei that we should become prisoners of this inter-
dependence to the extent that no study becomes possible unless it
is a vast project examining the system as a whole. In dealing with
personal income taxes and transfers we are dealing with an important
component of public sector revenues and expenditure. In Table 1.1
we have set out the value of all subsidies, current transfers from
public authorities and capital transfers to households and enterprises.
We have also set out the amount of subsidies, transfers and grants
made to the health and education sectors. We eliminated this amount
from the total because of the belief that these are not, strictly speaking.
transfers and arise mainly because of the organisational structure of
education and health care in this country. These transfers etc. should,
more properly, be analysed in the context of all Government spending
on health and education including direct purchases of goods and
services. The remaining level of transfers, subsidies etc. are set owt in
Table 1.1 and the share of current transfers in this total is also set
out. It can be seen that this share rose very sharply in 1973/74 and
continued to rise to 1975. Part of the increase is accounted for by
the decline in the role of agricultural subsidies after EEC entry and
Part by the rapid increase in the levels of social welfare transfers.
The bulk of the current transfers (when health and education are
excluded) are in respect of social welfare payments, although there are
certain transfers in kind (including free electricity, TV licences, etc., for
old age pensioners). Thus in dealing with social welfare transfers we
are covering a significant proportion of the total public expenditure on
transters, subsidies and capital grants.

1.20. By looking at the personal tax and transfer system as an in-
tegrated whole we can ask the question: how much does the system
Provide to finance other Government expenditure? In other words, if
We suppose that income tax receipts went directly to an agency which
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used them to finance income maintenance payments we would want
to know what funds, if any, the agency would have surplus to its
requirements. In this way we can distinguish between the net amount
of income taxation levied on the community as a whole and the gross
amount. The net amount is equal to income tax levied less social
welfare payments received. Of course, for most individuals liable to
income tax, the net and gross taxes paid are likely to be the same;
but aggregating for the community yields a net figure for the population
viewed as a single tax payer.

1.21. Why do we need this net figure? The main reason is that
alternative integrated approaches to the tax/transfer system must still
meet the Government financing constraint i.e. they must deliver an

TABLE 1.1
Subsidies, Current Transfers and Capital Grants etc. 1970-71 to 1975

£ million 1975 | 1974 11973-74|1972-73|1971-72 | 1970-71

Subsidies 137-2 | 984 83-8 951 864 79-2
Current Transfers 487-9 |343-:3 | 2760 208-4 1756 148-6
Capital Transfers 69-7 | 65-9 48-0 48-8 517 405

Total 694-8 {4976 | 407-8 362-3 3137 268-3

Health and Education 1132 | 846 70-2 65-7 413 345

Total (excluding
Health and
Education) ({5816 |413-0 | 3376 296-6 272:4 2338

As a percentage of Total Subsidy, Transfer and Grant Expenditure

Subsidies 236 | 238 24-8 321 317 339

of which Farm 556 86 9-3 19-4 214 200
Current Transfers? 668 | 65-8 639 64-4 51-9 51-4
Capital Grants? 96| 104 11-3 136 16-4 147

*Excluding Health and Education.
Source: Natlonal Income and Expenditure 1976.
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equivalent net amount to the Exchequer. We assume that the level of
personal taxation is set by the Government so as to yield a particular
net amount of revenue after payment of social welfare transfers. It is
not very important for our purposes whether in fact decisions on
income taxes are taken like that. Unless one wishes to make the
argument that income tax rates are determined in an entirely random
fashion, without reference to expenditure commitments in social
welfare or elsewhere, it must be presumed that income taxes are levied
as it they were to ensure a particular net yield to the Exchequer from
the tax/transfer system. To a certain extent the decision-making pro-
cess which links income maintenance payments to direct taxes is
explicit in that the level of social insurance countributions is heavily
influenced by the level of financing required for social welfare benefit
payments. Although the State contribution to the cost of benefit pay-
ments may vary from year to year as a proportion of total expenditure
it is, broadly speaking, the objective to ensure that increases in trans-
fer levels are matched by proportionate increases in social welfare
contributions. Only to that extent, however, does the present system
involve an explicit hypothecation of revenue, l.e. the use of a particular
tax revenue for a particular expenditure purpose.

1.22. It should be clear that an integrated approach to personal in-
come taxes and transfers does not involve any necessary hypotheca-
tion of revenue. The Government would still set the tax level to en-
sure that the net amount of resources it required from the system were
made available. A decision to rely more on direct, than indirect, taxa-
tion could involve an increase in income taxes so that the amount
available from the tax/transfer system for other expenditure was In-
creased. On. the other hand, a policy which wished to shift taxation
from income to expenditure could involve net payments to the income
tax/transfer system from the Exchequer. In short an integrated
approach to income tax and income maintenance transfers does not
involve the explicit, and exclusive, linking of income tax with transfer
spending. It is no part of the argument that revenue from income taxes
must be devoted exclusively to income transfers; nor, alternatively,
is it held that expenditure on income maintenance transfers must be
wholly financed by taxes on personal income. The need for integra-
tion arises from the possible interaction of the social welfare and tax
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codes and the impact on work incentives. An integrated approach
would ensure that changes in one particular code, whether social
welfare or taxation, were evaluated within a total income tax and
transfer framework. From an Exchequer budgeting viewpoint what
matters is the net cost of, or net revenue from, the system. Of course
the manner in which that net cost is incurred, or net revenue raised, is
important for the supply of labour and for the economic well being of
the community as a whole.

1.23. It is somewhat surprising to find that the Exchequer does not
depend very heavily on net revenue from the income tax/transfer
system taken as a whole to finance other activities. In Table 1.2 we
have set out for the period 1965-1977 the total amount of revenue
raised from direct taxes on personal income (i.e. income tax and
social insurance contributions by both employers and employees) and
the total amount transferred to persons by the State. These latter
transfers exclude transfers in kind such as health care, education in-
cluding school transpont, and concessions such as free travel for old
age pensioners. They thus represent mainly cash transfers. From this
we can see that the net amount of tax raised from the entire tax/
transfer system has been, in general, quite small relative to Govern-
ment spending, other taxes or personal income before taxes and trans-
fers. The gross amount of tax raised is much larger but is offset by
the flow of resources back to the personal sector in the form of cash
transfers. From the Table it is clear that in 1976 and 1977 the level
of net taxes rose sharply after a relative decline in 1974 which was
maintained in 1975. These movements owed much to the sharp rise
in transfers in this period due to improvements in real transfer rates
and the cyclical response of aggregate transfer expenditure.!

1.24. The data in Table 1.2 would suggest that only a relatively small
amount of resources is required from net income taxation to finance
other Government expenditures or supplement other taxation.? In 1977

18ee Walsh (1974) for a discussion of the relationship between transfer expen-
ditures and overall economic activity. The impact of the recession on direct tax
fevenues would also have tended to reduce the net revenue raised during the 1974—
1975 period.

*We ignore of course the question of whether more Government revenue is
fequired to finance even the existing levels of expenditure.
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TABLE 1.2

Personal Income Taxes, Personal Transfoer and Net Taxes, 1965-77.

(1) (2) (3) =(1) —(2)| NetlIncome Tax as Percentage of
Taxes on Current

Year | Personal Personal Net Income | Government{ Other | Personal

Income Transfers Tax Spending | Taxes | Income?
£ million £ million £ million % % %
1977 760-0 520-0 2400 15-02 2412 5-45
1976% 629-0 465-0 164-0 12-78 19-88 4-44
1975 | 459-0 3766 82-4 7-73 13-47 2-56
1974 | 3239 263-3 60-6 811 11-55 2:39
1973 | 2790 209-4 69-6 11-47 14-66 312
1972 | 2191 156-2 629 12-28 16-06 3-46
197 189-5 136-9 52:6 12:32 15-34 3-48
1970 | 1347 1169 178 4-85 5-62 1-34
1969 | 1085 96-2 123 4-01 4-52 1-06
1968 94-8 80-1 147 5-62 6-58 1-43
1967 833 717 116 511 5-94 1:29
1966 69-7 66-1 36 1-82 2-02 0-43
1965 57-8 58-4 0-6 -0-03 —0-04 0-08

'Excluding personal transfers.
*Estimated.

Note: Personal Transfers are obtained from Table A.20 of the National Income
and Expenditurs 1975 as are transfer payments (excluding national
debt interest) to households and private non-profit institutions by public
authorities (less health, education transfers and transfers in kind). Data
for 1976 and 1977 are derived from Budget information.

Source: National Income and Expenditure 1975: Budget 1977.

net income taxes absorbed only 54% of personal income before taxes
and transfers and generated only about 15% of the resources needed
o finance current Government spending, net of personal transfers.
For much of the period the tax/transfer system appeared as a
relatively closed system with little dependence on, or contribution to,
other tax revenue.
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1.25. Mt is of interest to examine whether this low dependence on net
income taxation from the personal sector as a source of Exchequer
finance is peculiar to Ireland or whether it is a common feature of
most developed economies. In Table 1.3 using a broader notion of
income taxation (including company and wealth taxation) and social
benefits (including transfers in kind) we can see that, in 1974, of all
EEC countries Ireland had the smallest net contribution from income
taxation as a percentage of Gross Domestic Product. At first one might
suppose that this reflected the high Irish dependency ratio with a
consequent pressure on the relative level of social expenditure. In
fact this is not the case since the Irish expenditure on social benefits as
a proportion of GDP is lower than any other EEC country with the
exception of the United Kingdom. The reason for the low level of net

TABLE1.3

Income and Social Security Taxes and Social Benefits as a Share of
Gross Domestic Product in Certain EEC Countries, 1974

As a Percentage of Gross Domestic Product, 1974
Country Social Social Net Income
Income Tax | Security Tax Benefits? Taxes
1 (2) (3) 4 =+
(2) —(3)
% % % %
Belgium 14-86 12-39 18-05 9-20
France 7-41 13-59 17-70 3-30
Germany 12-90 12-85 19-54 6-21
IRELAND 10-23 4-40 11-75 2-88
Italy 6-68 13-08 16-81 2-95
Luxembourg 16-98 1117 15-37 12:78
Netherlands 15-99 18-16 2217 11-98
United Kingdom 16-77 6-42 9-73 12-46

!Provided by the public authorities.

Sources: Table 8.2 for member countries in National Accounts ESA 19701975
Eurostat 1976. Social Benefits include transfers in kind and pensions paid to retired
public servants. The latter tends to overstate the share of Social Benefits in GDP for all
countries. As the Irish payments of public service pensions as a % of GDP are among
the highest in the EEC, excesded only by France and Germany, the broad picture
presented sbove would not be altered by the exclusion of public service pengions. )
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contribution from the taxation of incomes is clear from Column {2)
of Table 1.3 where lIrish social security taxes are the lowest as a
proportion of GDP. Income tax as a proportion of GDP is also relatlyely
low, reflecting either lower tax rates or lower income levels for a glv.en
progressive tax code,' but the major discrepancy lies in social security
taxation. Part of the explanation may lie in the structure of the Irish
population with, relatively, the highest proportion of self-employed
persons in the active population but, as we shall see, much of
the explanation is due to the relatively low level of social insurance

taxation.

1.26. For our purposes the low dependence on net income taxation
is advantageous in that it makes consideration of alternative, inte-
grated tax and transfer schemes somewhat easier. If relatively large
amounts of resources were being transferred from the personal
sector to general government revenues and thence to general expendi-
ture it would be difficult to design an integrated tax/transfer system
which was not costly, in terms of revenue loss, or undesirable, in terms
of high marginal tax rates. As we shall see later, reform of tax laws
tends to be an expensive business if only because of the need to com-
pensate those who lose from any changes in the tax code.?

1.27. However, before we can go on to consider some alternative
integrated approaches to income taxation and personal income trans-
ters, we shall have to examine our existing tax and social welfare struc-
ture. From this examination we shall, hopefully, be able to discover the
difficulties to which the lack of co-ordination between the two systems
€an give rise, Chapter 2 contains an analysis of some aspects of our
existing tax and social welfare system. In Chapter 3 we consider some
géneral features which should underlie any integrated approach to
the tax and transfer system. In Chapter 4, 5 and 6 we set out alterna-
tives, varying in complexity and the degree to which the present code
would have to be changed. In Chapter 7 we draw some general con-
clusions about the integrated approach to income taxation and Income
Maintenance,

It may also reflect the special tax treatment of farm incomes which account for a
r proportion of GDP in Ireland than in the rest of the EEC. ‘
Readers interestad in the general theory of tax reform should see Feldstein (1976).
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CHAPTER 2

THE PRESENT INCOME TAX AND TRANSFER SYSTEM

2.1. In this Chapter we shall be concerned with some aspects of both
the income tax system and the social welfare code which are relevant
to any integrated approach to taxes and transfers. More particularly
we will be concerned with the extent to which the two systems are
related; the degree of progression in the income tax code and the
possibilities of offsetting such progression with tax exempt expendi-
ture; the nature, extent and progressivity, or otherwise, of the social
insurance tax system; the relationship of social welfare payments to
earnings and the problems created by high dependency levels; and
the extent to which significant increases in incomes are possible for
those moving from social welfare payments into employment.

2.2. One of the difficulties inherent in examining the income tax and
social welfare codes in an integrated manner is that there is no
obvious link between the two systems. Indeed prior to the introduction
and collection of pay-related social welfare contributions the adminis-
trative links between the two systems were slight. One possible way
in which the two systems might be linked is through the level of
personal tax-free allowances in the income tax code. If these were
to represent some notion of a minimum income level, which should
not be taxed, then we might expect that the social welfare system,
which is designed to deal with questions of income adequacy, would
reflect similar minimum income concepts. We do not know how the
tax-free allowance levels are derived. But if they are meant to repre-
sent minimum income levels then it is reasonable to assume that
they would have, at least, to remain constant in real terms over time.
Indeed since poverty, and the definition of a minimum income, is
partly a relative concept one might expect that the value of tax-free
allowances would have kept pace with average incomes.
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23. In Table 2.1 we have set out the relationship between tax-free
allowances and industrial earnings (for males) for selected years
from 1955 to 1977. There we can see that the level of tax-free
allowances has fallen sharply relative to earnings since 1955, and more
especially since 1960/61, when allowance levels were increased in
order to compensate for a changeover to PAYE taxation. It is clear that
if tax-free allowances embody some notion of minimum income levels
these levels are absolute and not relative to average earnings in the
community. Indeed, it is clear that for all taxpayers the required
minimum income level, implicit in the tax code, has fallen quite sharply
since 1960/61. Thus the real value of the single person’'s allowance
has fallen by 30% since 1960/61, the married couple’s allowance by
a similar amount, the married couple with two children suffered a
real fall in allowances of 38%, while a couple with four children had
a real decline of 41%. Only single persons had allowances in 1977
equal, in real terms, to the value of such allowances in 1955, prior
to the introduction of PAYE. Whatever the origins of the tax-free
allowance concept, the present position would seem to have evolved
in a quite arbitrary manner and it cannot be inferred that the level
of tax-free allowances represents some objective minimum level of
income required by individuals or families.! This is hardly a surprising
finding as there is no procedure, in the present tax code, for a transfer
or grant to be automatically paid by the Exchequer to bring the low
Income individual up to the level of his tax-free allowance. Thus in
Spite of the superficial resemblance between tax-free allowances and
objective measures of poverty line income levels we must view the
.tax-free allowance structure as an integral part of the progressive
Income tax code, where the levels are determined independently of
any view about minimum income levels.

24. .The Irish tax-free allowance structure, relative to average
arnings, does not appear especially out of line in comparison with
other OECD countries which use tax-free allowances as an integral
Part of the income tax code. This can be seen from Table 2.2 where

10y H -

O*Muircheartaigh (1976) shows that much of the variation in the real value of
OWances over the post-war period has been due to varying treatment of tax
OWances for child dependants in the income tax code.
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TABLE 2.1

Tax free Allowances as Percentage of Average Male Industrial Earnings
and in Real Terms, Selected Years 1955 to 1977

Single Married with Married with
Persons Married 2 children 4 children
Year A B A B l A B A B
% % % %

19772 175 1 101-3 290 83-7 41-6 772 543 67-2
1976 181 | 108-2 296 88-0 436 77-9 57-6 73-6
1975 19-8 | 1184 317 946 475 85-2 63-4 811
1970 26-8 95-8 45-6 81-5 76-2 801 | 1068 819
1965 434 | 1163 731 97-8 | 1176 94:4 | 162-2 93-0
1960 61-3 | 1431 | 1033 | 12014 . 1662 | 1162 | 2291 114-4
1955 501 | 100 100-2 | 100 1669 | 100 233-6 | 100

1. 1977 earnings of £73 per week.

A: Tax-free allowances as percentage of average male industrial earnings {normally
taken in September/October inquiry).

B: Real value of allowance with 1955 = 100,

Note: In 1974 Earned Income Relief was abolished and incorporated into the
allowance and rate structure. Thus for a more precise comparison (for earned income)
the values for years prior to 1975 ought to be multiplied by a factor of 1.33 i.e. an
individual could have earnings of 1.33 times the personal allowance before being
liable to tax.

the Irish tax-free allowances relative to earnings are compared with
those of eight other OECD countries and compare quite favourably.
Only in the United Kingdom and the United States (where a standard
taxpayer deduction is assumed) are the relative allowances fairly
consistently greater for taxpayer classes. Of course, many countries
do not use tax-free allowances as prior deductions from taxable
income as a component of the income tax structure. In Belgium, tax
credits (l.e. allowances for tax otherwise due) are given for married
persons and dependent children. In France a proportionate deduction
(with a minimum) is granted plus the use of the “quotient familial”
system where total Income is divided by a number of units (one unit
each for husband and wife, 05 units for g chlid) and the tax
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attributable to the income so divided is multiplied by the number of
units to give tax payable. In Italy tax credits are used instead of
allowances. The use of tax credits tends, as we shall see, to confine
tax relief in respect of dependent children to a fixed cash amount
whereas with tax-free allowances the value of a dependent child or
spouse can vary from zero (if the allowance is unused) to the highest
marginal tax rate times the allowance for the upper income taxpayer.
The French system tends to reduce significantly the tax burden for
high income taxpayers with dependents, because the division of income
by family quotients sharply reduces the progressivity of the tax system
with respect to family income (although not with respect to weighted
per capita income).

25. Although the evidence over time does not support the view
that tax-free allowances are based on an assessment of required
minimum incomes, they are an essential part of the progressive struc-
ture of taxation. Personal allowances are subtracted from gross income
before taxable income is calculated. Thus over significant ranges of
income the average tax rate rises quite slowly, although the marginal
tax rate may be relatively high. It is possible for a tax code with no
personal allowances but with low tax rates to impose Hower tax
burdens on most taxpayers than a tax code which had generous tax-
free allowances but high marginal tax rates. The latter code would,
however, tend to act as a disincentive to increased work effort be-
Cause of the high marginal rates. Thus an examination of personal
allowances across countries or within a country cannot tell us much
about the tax code as a whole. It is therefore of interest to examine
the progressivity of the tax codes in other countries to see whether
'hé éxistence of high tax free allowances implies steep progressivity.
“‘ IS, of course, quite difficult to compare different tax codes with
different tax rates and ranges over which they apply. However, it
se'el'rled useful to attempt, crudely, an examination of progressivity
Wlthqut having to convert earnings in different countries into pur-
Chasing Power equivalents or to resort to a stylised “typical” taxpayer.

26. 009 approach was adopted which gives some measure of tax
f‘fogressnwty when combined with information about upper and lower
8X rates; this was the multiple of average earnings in industry which
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TABLE 2.2

Tax Free Allowances as a Percentage of Average Male Industrial
Earnings in 1974

Married with | Married with
Country Single Married 2 Children 4 Children
% % % %

Canada 187 34-2 40-8 47-4
Denmark 131 26-2 26-2 26-2
Germany 11-5 191 319 48-0
IRELAND? 226 36-2 54-3 633

(17-5) (29-0) (41-6) (54-3)
Japan — ‘ 9-7 27-8 46-0
Netherlands 19-4¢ 326 370 ! 40-2
United Kingdom 246 341 530 | 74-6°
United States | 225 307 47-2 ‘ 63-7

f

Figures in parentheses refer to 1977,

*Assumed under 35.

>Two children under 11, two between 11 and 16.

Note: In Germany the tax treatment of children has been radically altered since 1974
by the substitution of cash transfers in place of tax-free allowances for children.

Source: OECD (1977) The Treatment of Family Units in OECD Member Countries
under Tax and Transfer Systems.

corresponded to the range between the upper limit of the first tax
rate bracket and the lower income limit of the highest tax rate. The
range between tax brackets is in terms of taxable income which
depends, inter alia, on the level of personal allowances. However, by
confining our attention to the gap between the upper limit of the
first tax bracket and the upper tax bracket we effectively avoid the
problem of varying tax-free allowances.! In table 2.3 we have set
out the data for eight EEC countries in 1974. In the Netherlands, for
example, the gap between the upper limit of the lowest rate and
the lower limit of the highest tax rate is 5-4 times the average industrial
earnings. Thus the tax structure in 1974 in the Netherlands gliowed

'However the lowest marginal tax rate (i-e. the rate applicable to the first band
of taxable income) may be affected by the treatment of tax-free allowances. So
comparisons between France and the Netherlands (or Ireland) may be unfair if
based on the lower tax rates.
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a gap between the two exireme tax rates of quite a high multiple of
average earnings. In contrast the speed with which increases in income
move a taxpayer from the low to the high tax rate is particularly
pronounced in Denmark where an increase in income only slightly
in excess of average industrial earnings would push the taxpayer on
the limit of the lower rate into the highest tax bracket. It is noticeable
that, Denmark apart, the Irish range in 1974 was smaller than in any
other EEC country. Also, the upper income tax rate, at that time, was
the second highest in the Community; since 1974 the range has nar-
rowed further to only 1.7 times average earnings but the upper and
lower tax rates have been reduced. Thus in Ireland the gap between
the low and high tax rates has narrowed very sharply from an already
relatively low position although this has been offset to some extent by
a reduction in the rates. Although changes in tax rates make com-
parisons difficult between tax years it must be noted that the width
of the 35% tax band has fallen in real terms by about 53% since
1974 while the upper limit of the 50% bracket has fallen in real terms
by 48% since 1974. Thus a fall in the real value of tax brackets has
accompanied the fall in the real value of tax-free allowances. Inflation
has led to a greatly increased progressivity of the income tax system
in Ireland which, even in 1974, had a relatively narrow income gap
between the upper and lower tax rates.

2.7. From an examination of those countries that are in both Table
22 and Table 2.3 we see no immediate evidence that countries with
high tax-free allowances have steeply progressive tax rates. Of course,
it is possible that our use of the range between upper and lower tax
rates might be misleading in that tax codes could have wide bands for
lower tax rates and very narrow bands for upper rates (or vice versa)
for any given overall range. This might, for example, explain some of the
disparities between the Irish range and most other EEC countries, It
is not the whole answer as a comparison of the 1977 irish tax rate
Structure and the 1974 Netherlands structure indicates. As Table 2.2
Shows the level of allowances in the Netherlands is not significantly
inferior, relative to average earnings, than that in Ireland. In Table 2.4
We set out the width of the brackets for the various tax rates in the
FWO Countries. These are expressed as a proportion of avarage earn-
INgs and the cumulative levels are also shown.
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TABLE 2.3

Range betwaen Upper Limit of Lowest Tax Bracket and Lower Limit of
Highest Tax Bracket as Multiple of Average Male Industrial Earnings, 1974

Ratio of Range to
Country Average Earnings | Lowest Tax Rate Highest Tax Rate

Belgium 145 30* 66
Denmark? 11 32-4/41-4 57-0/66-0
France 34 5 60
Germany 4-6 19 53
ltaly 2075 10 72
Netherlands 5-4 25 71
United Kingdom 6-1 33 83
IRELAND? 31 26 80

(1-7) (20) (60)

*Second band tax rate; rate on first band varies with family circumstances.

*The range in tax rates is due to the effect of local taxes which vary from 16 to 25
per cent depending on the locale.

Figures in parentheses are for 1977 with industrial wage of £73 per week.

Source: OECD (1977) op. cit., The Impact of Rising Prices on Taxation and Social
Security Contributions in the European Community, Commission of the European
Communities, Economic and Financial Series 12 (1976).

2.8. The compressed range of the Irish tax code stands out quite
clearly. However, the treatment of those in the lower tax bracket is
quite similar; the 20/25 per cent tax rate applying to taxable income
up to around 40% of the average male industrial earnings in Ireland
and 45% in the Netherlands. The Irish rate jumps more severely to
35% compared to 31% in the Netherlands but the width of the 35%
bracket far exceeds the Netherlands 31% bracket so that persons with
taxable incomes slightly over 1-09 times average earnings would face
a marginal tax rate of 49% in the Netherlands compared to 35% in
Ireland. The major difference lies in the fact that at the higher tax
rates in the Netherlands the bracket widths tend to increase while
the rate progressivity slows down. In contrast the Irish tax brackets
first widen then narrow so that middle-income tax payers could face
sharp jumps in marginal tax rates without very large income increases.
The 1974 position was more favourable for Ireland in that the upper
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end of the 35% bracket was reached only when income equalled almost
twice average industrial earnings. By contrast in the Netherlands the
49% bracket was reached when taxable income exceeded 1-09 times
earnings. Of course changes in the Netherlands since 1974 may have
made the relative position better for Ireland (or worse). The advantage
of the comparison here is to illustrate that some features of the Irish
tax code are not necessarily wholly attributable to the use of tax-
free allowances as a part of general income tax policy because the
Netherlands position with respect to allowances is so similar to ours.

29. If tax-free allowances are not based on minimum income con-
cepts and are simply part of the progressive tax structure then the
question arises as to whether we could have alternative tax systems
which did not have tax-free allowances. For example, without tax-free
allowances we might be able to avoid the sharp discontinuities that
occur when there is the possibility of total exclusion from income
taxation combined with high and sharply rising rates for those in
the net. The acceptability of a tax code which taxed even low incomes
but which had lower tax rates on marginal income and a smoother
degree of progression in the average tax rate would depend on
whether income supplements etc. were available to those on low
incomes. We can see that a system of tax-free allowances tends to
reduce the amount of tax payable by a high income tax payer far
more than the amount saved by a low income tax payer. Thus a £100
allowance can be worth as much as £60 in terms of tax saved to a
taxpayer at the highest marginal rate and only £20 to an individual
being taxed at the highest marginal rate. Indeed, for those with very low
incomes, who would not be in the tax net even without the particular
allowance, the allowance is worthless. No grant is paid to taxpayers
Whose incomes are below the combined value of the tax-free allow-
ances available to them. Tax-free allowances sharply reduce the
extent to which total income is reflected in taxable income. As we can
See from Table 2.5 almost one third of gross income reported for tax
in 1974/75 was absorbed by claims for tax-free allowances. Put crudely
?he abolition of tax-free allowances would have allowed a reduction
In tax rates by a third in 1974/75. Before we can explore alternative
Structures, however, we shall have to continue our examination of
the tax and social welfare code.
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TABLE 2.4
Comparative Tax Brackets and Rates for Ireland and the Netherlands
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Source: As for Table 2.3. Average male industrial earnings for 1977 taken as £73 per week.

2.10. The personal tax-free allowances are not the only source
of erosion of the income tax base and in the light of the falling real
value of allowances and rising real incomes they are likely to become
less important. At the personal income tax level major sources of
erosion are expenditure items which are allowable for income tax
purposes. Thus certain forms of expenditure, notably mortgage and
other interest payments, superannuation contributions and Voluntary
Health Insurance premia are allowable as deductions from gross
income before tax is levied. These tax concessions have become
known in the public finance literature as “tax expenditures” as they
replace the need for Governments to subsidise the activities for which
tax concessions are granted. The main criticisms of tax expenditures
centre on the lack of explicit calculation of the cost, in terms of fore-
gone revenue, of these concessions and the consequent need to re-
cover the lost revenue through higher tax rates on the income
remaining in the tax net. Other critics argue that tax concessions
tend to distort market prices and lead to a misallocation of resources.
For some critics the use of tax expenditures should be abolished
and the Government should give explicit subsidies if it wants to assist
particular expenditures!; for others the Government should merely
calculate and make public the cost of such concessions and the cost
of any changes in them.? For others the whole concept of “tax expen-
ditures” is suspect if only because any non-taxed item could first have
a notional tax rate applied to it, and then be relieved of the tax and
s0 increase Government expenditure (inclusive of tax expenditures).!

2.11.  While there is merit in this latter viewpoint it is somewhat
deceptive to assume, with respect to income, an untaxed ‘‘state of
nature”. If the notional income from owner occupied housing and
consumer durables, items in respect of which most interest payments
are made, were included in taxable income then the tax deductibility
of interest payments would put all income on an equal tax footing. If all
savings were tax free then the concessions which were granted in
respect of superannuation contributions could not be considered as
tax expenditures. None of this is, of course, to suggest that tax ex-
penditures may not be desirable, that they may encourage, at lower

1See Surray (1973).
*See Faldstein (1975).
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TABLE 2.5

Tax Reductions and Tax Free Allowances as Share of Gross Income
Selected Years, 1950-51 to 1974-75

As a8 % of Gross Income?
Tax Year Reductions? Personal Allowances
1974-75 | 131 327
1970-71 126 25-0
1965-66 11-8 29-2
1960-61 140 29-1
1955-56 13-2 275
1950-51 128 30-6

Yi.e. income that comes under the review of the Revenue Commissionsrs.
*Excluding wear and tear allowances.
Source: Revenue Commissioners Reports.

cost to the Exchequer relative to explicit subsidies or grants, activities
considered worth promoting by the State. We note that the NESC
report on Housing Subsidies attempted to calculate the tax subs.idy
available for mortgage holders as part of the general cost of housing
subsidies. Thus the concept has been developed in Ireland although
there may be considerable room for discussion over the effectiveness
and desirability of these tax expenditures. The point we wish to make
is that the existence of tax expenditures can significantly alter the
apparent progressivity of the tax system especially if those c!aiming
high levels of tax deductible expenditures are in the upper income
brackets.

2.12.  Unfortunately, we have no detailed published data on the level
of tax deductions claimed by income groups and so the extent to
which the income tax base at higher tax rates is eroded cannot be
ascertained. We have to make use of aggregate information from the
Revenue Commissioners’ returns: they use the term “reductions” to
cover a wide varlety of tax exemptions including mortgage relief:

1See Pearse (1977).
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Superannuation contributions and export profits tax relief. We can see
from Table 2.5 that, in spite of the massive expansion in PAYE as a
proportion of taxable income, the share of reductions in gross income
for tax purposes has remained at around 13% over the last 25 years
with signs of an increase in recent years. One would suspect that the
reduction of the relative size of the tax brackets noted earlier is
bound to encourage increased expenditure on tax exempt items. For
the top-rate tax payer an increase in mortgage interest paid from
£1,000 p.a. to £2,000 p.a. can be effected at a net cost, in terms of
disposable income, of only £400 p.a.—the balance representing income
tax payments saved. It seems a fairly safe prediction to suggest that,
in the absence of increases in the width of bands of taxable income
at which increasing tax rates apply, the proportion of gross personal
income devoted to tax-exempt expenditure items will increase. If this
occurs then it will be increasingly difficult, for a given tax yield, to
reduce marginal tax rates and so reduce the tendency to incur high
exempt expenditures. For most expenditures incurred are of a long-
term nature e.g. mortgage interest and so represent a continuing
cost, in terms of revenue foregone, to the Exchequer.

213. So far we have concentrated on income taxation as levied
through the income tax code. But although income taxes are a
significant proportion of total personal income taxes they do not
represent the only form of personal income taxation. As Table 2.6
indicates social welfare taxes account for almost a third of total taxes
On personal income in spite of the fact that the yield from income
tax has been rising relative to incomes in the past decade or more.
It is clear that social welfare taxes are a significant component of
income taxation in Ireland, although very little attention is normmally
Paid to this form of taxation. This may be because social welfare taxes
are not treated in the Budget' as taxation and discussion on the
annual rate or amount of tax is confined to the debate on social welfare.
It may also be because the taxes levied are called “insurance contribu-
tions" rather than taxes. It is internationally recognised that such “con-
tributions” are in fact a tax as they are compuisory, non-refundable and

The National Account classification of the Budget which is published at the
back of the annual Budgst document does include social welfare taxes as income
taxation.
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do not give rise to benefits directly related to the amount§ coptnbuted.
An individual who did not wish to be covered for social nnSurapce
benefits or old age pensions could not decline to pay t‘he contr-nbu-
tion. To that extent it must be regarded as a tax, albeit a partna!ly
earmarked tax. By this we mean that the funds raised throygh social
welfare taxation are '“earmarked” for expenditure .on certain transfer
payments to persons who have paid these taxes in the pa§t. .It'may
be argued that although the contributions are cqmpulsory the individual
is really participating in an insurance scheme with the constant accrugl
of entitlement to a pension, sickness benefit, unemployment benefit,
etc. But if this were the case one would not expect the scl?eme to be
highly redistributive between those who contribute. For instance, a
married man with four children would receive a flat-rate unemployrpept
benefit of £34-25 compared to £13-05 for a single person; .yet it is
entirely possible that the single person would. have palq .more
"contributions” over his working life than the married man. Similarly,
old age pensions are differentiated with respect to dependency even

though contributions are not.

TABLE 2.6

Social Welfare Taxes as Share of Industrial Earnings and Personal Income
Taxes, Selected Yeoars 1955-1977

T T Social
Social Welfare Contributions’ as a percentage of Industrial Welfare
Earnings Taxes as a
% of
Male Female Personal
: Income
Total | Employees | Employers | Total | Employees ; Employers Taxes
% % % % % % %
1977 9-8 39 5-9 186 7-4 112 32-6e
1976 | 99 40 5-9 18-8 75 113 34-0e
1975 | 84 35 49 158 6-6 92 359
1970 | 7-0 33 37 146 6-8 7-8 310
1965 | 4-3 22 21 83 42 41 28-1
1960 | 29 1-4 15 5-4 27 27 24-9
1955 | 3-0 1-6 1-4 41 17 24 24-3

8 = estimated.
Flat-rate contribution only.

2.14.  This redistributive aspect of the social insurance code makes
the levy on employers and employees difficult to justify as an "insur-
ance contribution”. If payment were voluntary (or at least at the option
of the employee), if individual benefits were related to contributions
paid by the individual and if refunds were available in respect of con-
tributions for old age pensions then one could justify the term "insur-
ance”. But in such cases the problems for the insurer would be
immensely difficult because virtually all those in secure employment
and with pension schemes would opt out of the insurance net and
those remaining would tend to be in industries with a poor employ-
ment record and/or poor pension schemes. In these cases part
of the contributions would have to be related to the probability of
unemployment which could vary from industry to industry and from
firm to firm. In addition, a voluntary scheme would contain a dis-
proportionate number of persons who would seek to exploit the
system by claiming unemployment benefit even though they were
not looking for employment.

2.15. There is the further point that, if social insurance contributions
were voluntary, individuals might well decide that they were poor
value for money. It could be argued that the social welfare contribu-
tion purchases the individual a cash differential over assistance pay-
ments. But the size of the differentials has narrowed sharply in recent
years. In 1955, for example, a single man received 1-30 times the total
weekly contribution paid in respect of his employment more than the
single man on assistance for each week of unemployment. By 1977
this had fallen to 0-33 times the total contribution. A similar pattern
emerges from Table 2.7 for other family sizes. Thus over time the
social insurance tax has "bought” the employee a smaller and
smaller differential over assistance payments relative to the size of
the contribution. Of course it could be argued that the social welfare
contribution also "buys" the lack of a means test. But most payments
for assistance or benefit are categorical i.e. one must fall into a
defined category such as unemployed, old age, sickness, widowed etc.
and with the exception of old age and widows'’ pensions the value of
N0 means testing may be slight unless it also implies less stringent
enforcement of the categorical nature of the payment. It seems fairly
Safe to suggest that in a voluntary insurance scheme the decline in
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the differential vis & vis assistance would have resulted in a reduction
in the willingness to participate in the social welfare insurance
system.

TABLE 2.7

Ratio of Differential between Unemployment Benefit and Assistance
(Urban Rate) to Social Insurance Contribution for certain family sizes,
selected years 1955-1977

Married -2 I Married +4
Single Married Children ' Children
1977 33 43 66 | 72
1976 -31 -41 -52 ‘ -67
1975 -39 -51 -64 -84
1970 -54 -74 -92 i 110
1965 73 -85 1-36 ’ 1-86
1960 1-79 1-86 2:39 i 2:04
1955 1-30 1-74 2-61 | 2-61
f

1

Note: Social Insurance Contribution includes both employer and employee
cantributions.

2.16. It is therefore best to consider social insurance contributions as
an earmarked tax levied on certain employees (and employers) to
finance the income maintenance payments received by a significant
proportion of the population. As we saw in Table 2.6 these contribu-
tions represent a sizeable and growing (at least up to 1977) fraction
of average industrial earnings. Further, because of its flat-rate nature
(ignoring the pay-related contribution element) the social welfafe
contribution may impose an extremely heavy tax burden on lower paid
workers in general—many of whom are women. The flat-rate con-
tribution clearly has consequences for employment (especially if the
tax is borne mainly by the employer) but we will not deal with that
aspect here. Our concern is with the personal taxation aspect of the
contribution and the impact of such taxation on take-home income
from employment. Although the flatrate contribution imposes 8
relatively higher tax burden on lower paid employees it is clear that
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the average social security tax rate is low relative to most EEC
countries. This emerges from Col. (3) of Table 2.8 where social security
taxes (including employers’ contributions) as a percentage of male
industrial earnings are set out. The very high rates applicable in Con-
tinental European countries stand oyt and from Col. (1) and (2) the
higher dependence on social welfare taxes as a component of total
taxes among the original Six EEC Member countries can be seen.

2.17. The picture of the Irish social security tax system so far pre-
sented is one of flat-rate taxes on employment which, while Jow
relative to EEC levels, may impose significantly higher burdens on
lower paid employees without especially large increases in income
maintenance payments for those covered. However, our concern is more
with the interaction of the system as a whole, including benefit levels,
with the income tax system and the degree of integration if any,
between the two systems. We saw earlier that the real value of personal
allowances, which at first seemed to correspond with some minimum in-
come notion, had declined sharply over time. It js interesting to com-
Pare social insurance benefits over a comparable period in relation to
tax thresholds. This is done in Table 2.9 where it can be seen that by
1977 the annual value of social benefit payments (at October 1977 rates)
for unemployed single or married persons exceeded the level of tax-
free allowances for these categories. In the case of larger families the

'.benefit level was close to the tax-free allowance level and had

INCreased relatively sharply since 1970. The consequences of this
Movement are that future inflation-induced adjustments to social bene-
fits will, in the absence of similar adjustments to tax-free allowance
levels, lead to wider and wider discrepancies between the two. As
ShOﬁt'term social benefits are non-taxable this could mean that persons
Moving from benefit to employment could suffer a severe drop or
°btﬂfn only a marginal gain in Post-tax income. As we shall see later
th_e Implicit tax rate on employment at present is already quite high.

8 also difficult to believe that taxpayers in the future would be willing
to accept “minimum” income levels for social welfare recipients

Which were substamially higher than the levels allowable for income
tax Purposes.
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TABLE 2.8

Relative Importance of Personal Taxes and Social Welfare Taxes in Total
Tax Receipts, EEC Countries 1974

the othgr hand, the social benefit system does make increased pay-
ments In respect of dependants so that for large families with low
lncomgs the gap between benefit income and employment income may
be quite small. For a taxpayer the value of a child (in terms of tax
saved) may be significantly lower than the value of the same child in
terms of social benefit available. In Table 2.10, we have set out the
ratio of child benefit under social insurance to the value of a tax-free
child allowance evaluated at the standard tax rate. It is clear that the
relative value of the insurance benefit has increased rapidly in recent
years so that in 1977 the value of benefit was nearly 2} times the tax
sgving implicit in the tax-free allowance structure. It is this type of
discrepancy which tends to lead to the emergence of “poverty traps”
where the circumstances for low income families are hardly improved
by finding employment.

) (2) 3)
Social Welfare Taxes
Personal Income as a % of Total Social Security Tax
Tax and Social Personal iIncome as % of Average
Welfare Taxes as % | Taxes and Social Male industrial
of Total Tax Revenue! Welfare Taxes Earnings
Belgium 60-6 51-8 50
Denmark 54-0 25 n.a.
Germany 61-3 ! 55-0 28
France 486 79-8 43
lreland 383 305 10
italy 57-0 732 56
tuxembourg 54-8 51-8 n.a.
Netherlands 667 | 59-3 47
United Kingdom 49-9 ; 371 | 14
l

Source: (1) and (2) from Annex IV of “"The impact of Rising Prices on Taxation and
Social Security Contributions in the European Community” Commission of the
European Communities Economic and Financial Series No. 12 (1976). (3) from
Revenue Statistics of OECD Member Countries 1965-74 QECD (1976) Appendix 2.

2.18. Apart from the relationship between tax-free allowances and
social benefit levels the treatment of dependants can be a major
souice of problems generated by the interaction of the welfare code
and the tax system. In general, private employers do not pay employees
additional wages in respect of a dependent wife or children. Wage
levels are determined independently of family circumstances and it is
left to the tax system, if possible, to make the necessary adjustments.
But the present nature of the tax system can only adjust incomes down-
ward. Thus single persons can be taxed more than married persons
with the same aggregate income; but large families with low incomes
cannot be positively aided through the tax system. At best they can be
relieved of paying income tax (although not social welfare taxes). On
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TABLE 2.9
Ratio of Unemployment Benefit to Income Tax Threshold
. ) Married 42 Married 4+ 4
Single Married Couple Children Chiidren
1977? 102-0 101-9 956 89-0
1970 70'5 70-4 52-0 42-2
1965 356 35-9 304 256
1960 25-0 223 188 136
1955 31-2 29-3 19:56 139

*October 1977 benefit rates used.

TABLE 2.10

Ratio of Child Benefit under Social Insurance to Cash Value of Tax
Allowance at Standard Tax Rate

1977 2-32

1976 1-744

1975 1-644

1970 0-891 (0-990)!
1965 0-89

1960 0-55

1955 0-49

*'Children under 11.

Note: Ratios are calculated on benefit rate for first or second child.
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2.19. Of course the position of larger income families might have begp,
improved if during the period under review the universal child alloy.
ance had increased rapidly in relation to earnings. In fact this has not
been the case as can be seen from Table 2.11 where children’s
allowances as a percentage of industrial earnings is shown. The posi-
tion for larger families has deteriorated although the position with
respect to one child families has improved (relative to pre-1973) ang
for 2 children families has remained about the same (again relative
to the pre-1973 position). But there is no evidence that the erosion in
the real value of the child tax allowance and the relative increase in
the value of child social benefit levels have been offset, for the worker
with a large family, by more generous universal child allowances.

TABLE 2.11
Children’s Allowances' as % of Average Male Industrial Earnings.

Number of Children

- e T - — e

' I

1 2 ! 3 j 4

% % | % | %
1977 07 2:0 36 ! 51
1976 08 241 f 36 51
1973 13 341 | 55 73
1970 05 19 ! 41 ! 63
1965 1 241 : 4-4 1 66
1960 — 18 ! 44 | 7:0
1955 — 23 ‘ 43 l 67

!Allowance for dependent children payable at Post Offices.

2.20. Our concern with the lack of integration of the income tax and
social welfare code has been due to the possibility that undesiraplﬁ
anomalies can occur not least of which is the effect of high effectivé
tax rates on the return to employment for low income families. Heré
we are using the term "effective tax rate” in a different way to that
normally understood. If an individual works for £X gross pay and £Z
after tax and social welfare but, as a result of working, is only gz—Y
better off than before working we say that the effective tax rate 1§
(X=Z—-Y)/X, i.e. the proportion of gross pay which he gets as an
increase on his pre-employment income is only (Z—Y)/X. The valué
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of Z will depend on the level of social insurance contributions and on
the provisions of the income tax code while the value of Y will depend
on the level of social benefits. Thus a married man with 2 children
who obtains employment at the 1977 average indystrial wage of £73
per week would have £5849 left after income tax and social insurance
contributions. On the other hand, had he remained on flat rate social
welfare benefit he would have obtained £29-44. By our definition the
elfective marginal tax rate (or tax and withdrawal of benefit rate) is
60-2%, i.e. £58-49—£29-44 is the net gain from employment and this is
389% of the gross pay of £73.

2.21. In Table 2.12 we have set out the rates for a number of family
sizes and for employment at various percentages of average industrial
earnings for a number of years. The upward trend in the eftective
marginal tax rate is clear as is the fact that in 1977 a married man
with 4 dependents would lose income if he took employment at pay
equal to half the average industrial earnings level. It can be seen that
for many income levels the effective tax rate exceeds the highest
marginal tax rate in the income tax code. Thus high "marginal tax
railes” are not confined to those at upper income levels. Part of the
Problem is due to the treatment of families in the income tax code,
Part is due to the fact that the present income tax code can only be
adapted to relieve the working poor of tax and cannot transfer income
to them ang another part is due to the flat rate social insurance con-
tribution ang to the non-taxable nature of short-term social insurance
benefits. A these are aspects of the lack of integration of the income
tax and social welfare systems. If we had included the role of pay-
felated benefits the anomalies, Particularly with respect to non-
taxability of benefit, might have been more glaring. And, in our cal-
Culations, we did not deal with the Possibility of tax refunds which
°an arise because of the cumulative nature of the PAYE tax code
('-e: tax-free allowances etc. are calculated on a weekly (monthly)
asis and the weekly (monthly) tax liability calculated as ijf the
Weekly amount was payable for each of the 52 weeks so when un.
e'"p|°yment Occurs some weeks are calculated at zero wage levels
and tax refynds occur).!

g s . . T o
tax;, 9r @ wider discussion of the cumulative and non-cumulative aspects of income
On see Barr, James and Prest (1977).
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TABLE 212

Proportion of Gross Income withdrawn through Income and Socia
Welfare Taxes and loss of Benefits, selected years 1955-1977.

Income as a % of Average Male Industrial Earnings

50% 75% 100%| 50% 75% 100%| 50% 75% 100%| 50% 75% 100%

Single Person | Married Couple | Married with 2 | Married with 4
Children Children

1977* | .69 50 -46 | -76 60 -54 | -91 -69 -60 [1-04 -76 -64
1970 55 -45 40 | -72 -67 -58 | -86 55 46 | -97 -64 -48
1965 -38 -33 31 | 67 -38 -35 | 76 ‘50 -38 | -87 -58 -44
1960 -33 27 -26 | 49 -33 -24 | 65 -44 33 | -65 -44 -33
1955 34 -32 -27 | 50 -33 25 | 68 456 -34 | -68 -45 -34

!October 1977 benefit rates used. Average earnings of £73 p.w. assumed.

222. In this Chapter we have seen that tax-free allowances have
fallen significantly in real terms over time and cannot be considered
as a minimum income concept but must be viewed as an integral
part of the progressivity structure of the tax code. We saw also that
social welfare benefit levels are now virtually identical to tax-free
allowances which suggests that the scope for further real falls in
the latter (assuming constant real social welfare levels) is likely to be
reduced unless extensive and visible anomalies are permitted. We
also saw that the Irish income tax structure was relatively compressed
with a fairly small range between the low and high marginal tax rates-
This may be due in part to the extent to which personal tax-free
allowances and "tax expenditures’ create a wide gap between total
income and taxable income. The consequences are that increments
to income are taxed at high rates relative to the average tax rate
that applied to the income prior to the increase. We saw that, for
lower paid workers, social welfare taxation imposed a significant
average tax burden and that the “value” of such social welfare tax
contributions had declined relative to assistance payments in recent
years. We saw also that allowances for child dependents in the social
welfare code had risen relative to the value of tax-free allowances
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while universal cash grants for children had declined relative to
earnings. The existence of dependency allowances in the welfare code
but not in the pay structure can give rise to “poverty traps’ and
we examined the extent to which earnings were reduced by a with-
drawal of benefit and by taxes for low income families. In general
we found that the interaction of the social welfare code, the personal
income tax code and social insurance taxes led to relatively high
effective tax rates on all social welfare beneficiaries but particularly
on the incomes from employment of larger families.
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Chapter 3

CHARACTERISTICS OF ALTERNATIVE TAX AND TRANSFER
SYSTEMS

3.1. The issues raised in Chapter 2 are not unique to the Irish
and social security codes. Indeed they are shared to a greater o
lesser extent by virtually all developed economies.! And in recen
éars some countries have adopted policies (or proposed the adop
tion of policies) designed to overcome some or all of the difficulties
outlined earlier.? Thus it is possible for us, in the next few chaplers, 1o
consider modifications to the tax/transfer system which have been
proposed or adopted elsewhere. Of course few countries have identical
tax and transfer systems and so we will have to adjust the various
schemes lo suit Irish circumstances and characteristics. But before
examining any detailed proposals it would seem best to examine someé
of the broad principles behind the particular forms the proposed
schemes take.

3.2. Itis clear that one could, through a piecemeal approach, remed
one or more of the problems with the tax/transfer system raised
earlier. Thus, for example, the problem of the erosion of the tax bss®
through deductions (and the consequent steepening of the nomi

progressivity of the tax code) might be handled by an income.“‘
reform which abolished, or limited, the availability of tax deductio®™

See, for example, Palmer and Minarik (1976), The Institute for Economic Affans
readings on the State of Taxation (1977), the OECD discussion of Negative In
Tax (1974), the UK Green Paper on Proposals for a Tax Credit System (1972)
the examination by Atkinson (1973) and the Institute for Fiscal Studies-

*Collins (1977) and Ben-Porath and Bruno (1977) give interesting aﬂa'Y“s.

recent Australian and Israeli tax changes respectively. The OECD (1977) examing o

of the tax and transfer treatment of member countries also gives details of 1%
changes in tax regimes.
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while at the same time reduced ta.x rgtes. Similarly, the regre{ssive
nalure of the existing flat rate contributions .to spcial insurance fmgn~
cing might be replaced by a pay-related contribution system.! By making
short-term insurance benefits taxable many of the problems concern-
i the high effective marginal tax rate on low paid employment might
pe reduced—although new difficulties, especially in administartion,
might be introduced. But such an item-by-item approach to reform
lends to ignore the central point which is that tax and transfer pro-
grammes must be seen as components of a single system even if the
administration of the tax laws and the transfer programmes are
handled by different agencies. Also, by failing to adopt an integrated
approach, it is possible to introduce new anomalies while attempting
lo solve existing ones. For example, the introduction of pay-related
social welfare contributions could, in the absence of any changes in
mncome taxation, increase the marginal tax rates faced by low and
middle income earners even though their average tax rate {including
sacial insurance) might have fallen.

33. This is not to suggest that the alternatives set out in this
Chapter comprehensively and simultaneously deal with all the existing
problems raised by our tax and transfer system. However, there are
substantial common elements running through the three systems pro-
Posed which range from relatively minor modifications of the existing
lax Qode o more radical changes in the way we organise our taxes
ll‘n"d lnco.me‘ transfers. The most notable common element is the use of
tax 2:2:{15 in place of existing income tax_allowances. The concept_ of
e ime"s |§ fundamental to a whole series of propo'sals concerning
Negaiy, eratlon of tax and transfer S).lste.ms collectively !(nown as
'Bplaceee T}CQme Tax pfoposals. At their s_.lmplest, tax credits merely
ances”) Xl_stlng de‘ductlons f.rom taxable income (or “ta)f-free allgw-

payer Wl_lh credits of g fixed cost. value. Th.us an Irish married
Allowg Might be offered a tax credit of £325 instead of a tax-free

’ NCe of £1,100 which could be worth* as little as £250 to an

lsuc
ang Soh'a Move was recommended in the Government Green Paper on Economic
N tz'a' Development 1976-80.
“full mu:'20% tax rate applies only to the first £500 of taxable income the minimum
of a tax free allowance is £250. However, for those with incomes below

U.loo
the value of the tax-free allowance is obviously less.
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individual on £1,100 p.a. and as much as £660 to someone with an
income of £8,100 p.a. If the tax credit is non-refundable (i.e. any
married couple with tax liabilities less than £325 in our example would
not receive the cash difference between their liabilities and £325 from
the State) then the main advantage of a tax credit scheme is to
redistribute income from high income tax payers in the tax net to low
income tax payers. If it was not intended that such a redistribution
should take place an adjustment of tax rates, especially upper rates,
could accompany the introduction of tax credits. When tax credits are
refundable so that low income earners who have unused credits
receive a cash grant from the State equal to the unused amount one
can see how such a system might be part of an integrated approach
to income maintenance.

3.4. Another feature common to the proposals outlined later is the
incorporation of a proportionate social security tax into the general
treatment of income taxation. To some extent this is unexceptional in
that a move towards proportionate social welfare contributions has
been proposed recently. However, certain general features of the
proposals included here are worth discussing in advance of any con-
sideration of the details of the schemes. Social security taxes, when
proportional, are usually levied on gross earnings from employment
l.e. before making any allowances for family circumstances, expenses,
superannuation and mortgage interest payments etc. Therefore, for
those in employment the income base on which social welfare taxes
are levied differs from that on which general income taxes are levied.

Also, most countries which rely on social security taxes have an
upper limit above which no taxes are assessed.! Thus for the majority
of employees social security taxes are proportional but the system,
as a whole, is slightly regressive. In our treatment of direct taxes in
the following Chapters the income base is the same for income and
social security taxes—mainly because deductions from income allow-
able for tax purposes are evaluated at a fixed rate (or are not

'Among OECD member countries, italy, Spain, Portugal, Denmark, Finland and

Switzerland have no upper limit on social security taxes.
*Regressive is defined here as a declining ratio of tax payments to income as

income increases.
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allowable at all). Also we impose no upper limit on social security

Faxation mainly because the levy has been incorporated into the general
Income tax rate structure proposed.!

3.5. A third feature, common to all our proposals, is the extension of
the tax base (or the reduction in the erosion of the base) by the
limitation or abolition of many or all “tax expenditures’ or permitted
deductions from taxable income. We mentioned, in Chapter 2, some of
the issues involved in this treatment of certain deductible expenditures.
Our objective here was to attempt to have a single, easily understood,
base for income and social security taxation which would also permit
a general lowering of normal tax rates (though not necessarily of
effective tax rates which at present depend on the share of deduct-
ible expenditure in gross income) for most income levels. This should
help to bring marginal tax rates closer in line with average tax rates
and so reduce the disincentive effects of income tax rates. Also the
limitation (or elimination) of “tax expenditures” should help reduce
the distortion in expenditure patterns which such tax treatment
tends to encourage. Although we have no published information on the
distribution of deductible expenditure by income groups for tax-
payers studies from other countries? suggest that the main bene-
ficiaries of these tax concessions are in the higher income groups.’

3.6. All our proposals are designed, at least a priori, to be admini-
stratively simple and indeed to lead to savings on administrative

—
There are some reasons, which we discuss later, why one might want to identify
social security tax separately. Not least of these is the argument that higher tax
rates can more _easily be levied if they are seen to be used for social security transfers,
However, this raises the whole question of the ‘earmarking’ of revenues for particular
expenditure purposes and we cannot deal with this issue here. While there may be no
particular objections to identifying a tax as a social security tax there may be good
reasons for declining to devote all or part of the proceeds to particular social security
expenditures.
*See Collins, op. cit. and Pechman and Okner (1974).
*For a given expenditure of £100 on interest payments the top income earner

age and family structure, is more likely to devote a higher proportion of his income
to such tax-deductible items.



costs relative to the present system. However, there are learning costs
associated with any new policy and so the savings, at least for some
of the proposals, may be less obvious. Further, the present system of
income and social welfare taxation imposes considerable, though un-
measured, costs on employers who are responsible for implementing
the PAYE tax system and the social welfare stamp scheme. Pro-
posals which appear to reduce administration costs for employers
{and other tax payers) while leaving the cost of collection of revenue
to the Exchequer unchanged ought to be as acceptable as proposals
which produced equivalent administrative savings for the Exchequer
alone. Unfortunately, a cost unmeasured is too often a cost uncon-
sidered. The schemes we have suggested below are designed to
minimise the cost of administering a tax system, a transfer system or
both. However, it would be beyond the scope of this study to examine
in detail the manner in which the schemes would be administered; we
shall have 10 be content to leave it to the reader to decide whether
the alternatives proposed represent a simplification of the present
complex system of income taxation and social insurance.

3.7. Most tax reform proposals, particularly those which involve a
fairly major recasting of the tax system, have to face the problem that
some individuals may lose out in the process. If the reforms are
evaluated about a constant revenue yield (so that in the post-reform
period the Exchequer take is the same as in the pre-reform era')
then there must also be those who gain. Inevitably, the gainers do
not compensate the losers and so resistance to reform develops. This
is especially likely where those who lose can be more readily identified
than those who gain. The political realities of resistance to tax reform
are such that minor modifications to existing tax structures are almost
invariably preferred. Thus an increase in personal allowances of,
say, 10% will make everyone in the tax net better off® relative to the
present position and so opposition is likely to be confined to the

'Ignoring, of course, any effects induced by the change in tax regimes.

*Relative to the period immediately preceding the tax change. A 10% increase
in allowances would not, in the face of a 15% rise in prices, leave individuals better
off relative to the position obtaining at the begining of the previous tax year. If the
tax changes due to inflation were taken into account it is possible that a policy bias
towards incremental adjustments in the existing tax code would not exist.
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scale of the increases in allowances rather than the principle. On the
othAer hand, it may be possible, for a lesser sum, to implement a
major reform which would, however, lead to increased taxes for
Some groups. But this option is less likely to be pursued because of
the opposition raised by the losing group; indeed the more numerous
{or more influential) the losing group the lower the likelihood of
reform. The political realities of tax reform are such that the constraint
that proposed reforms should involve no loss in revenue to the
Exchequer is particularly severe. We have attempted to operate within
this broad constraint, however, because to do otherwise would be to
raise the possibility of a host of tax reductions masquerading as
“reforms”. At the same time, we have attempted to ensure that, as
far as possible, there are no very large losers from the systems pro-
Posed. Inevitably there will be some losers and some gainers and
those who examine the proposals will be able to work out the net
gain or loss to themselves. Unless a surprising degree of hitherto
unsuspected altruism beats in the breast of the taxpayer the net
position may determine the response to the changes proposed. In
cases where the constraint of no net cost of reforms to the Exchequer
could involve sizeable losses to certain groups we have tolerated a
certain amount of revenue loss; this is particularly the case when the
reforms contain other features which are absent from existing tax/
transfer schemes and the introduction of which would involve in-
creased public expenditure.
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Chapter 4
A NON-REFUNDABLE TAX CREDIT SCHEME

4.1. In this Chapter we outline modifications to the existing income
tax code which would meet some of the issues raised in Chapter 2. The
proposals here represent fairly minor modifications to the present
code and are far less radical than those contained in later chapters.
The main features of the proposals are the substitution of tax credits
for tax-free allowances; the abolition of employee social welfare con-
tributions and their replacement by a general proportional income
tax; the restriction of tax expenditures on mortgage interest, super-
annuation etc., to a tax credit evaluated at the lowest tax rate; and
the reduction in the higher tax rates.

42. The important details of the scheme are as follows:

Tax Credits . . _
(i) To a certain extent the level of credits chosen are arbitrary in

that they were designed to ensure that few persons in the tax net
were made worse off than under the present system.! Since the intro-
duction of credits would be accompanied by changes in the financing
of social insurance and the structure of tax rates the credit levels
chosen are not simple translations of existing tax-free allowances
into cash value terms.

The following structure of tax credits is proposed

£
Single Persons 50
Married Couple 170
Married Couple + 1 dependent child 240
Married Couple + 2 dependent children 340
Each additional dependent child 100

*As we noted in Chapter 2 the existing tax allowances are arbitrary and appear
unrelated to estimated minimum income levels.
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It will be noted that the credit for a single person is less than for
a dependent child. This is because the later proposals in respect of
tax rates and social insurance would yield substantial after tax gains
to single income earners whereas dependent children would not gain
from these tax adjustments.

Expenditure on Interest, Superannuation etc.

(ii) the existing full relief from income taxation of morgage and
other personal debt interest (up to £2,000 p.a.), life assurance premia,
VHI and superannuation contributions etc. would cease and be re-
placed by a tax credit equal to 20% of the expenditure so incurred.
Thus relief from income tax on these expenditures would be confined
to the lowest tax rate and high income individuals would not be able
to avoid income taxation by increasing their tax exempt expenditure.

Social Weltare Taxation

(iii) The existing flat rate contribution to the social insurance
stamp would be abolished. In its place there would be a general 5%
tax on all incomes, regardless of how derived, without any upper
ceiling. The tax would apply to the incomes of those covered at pre-
sent by full social insurance and to the incomes of those at present out-
side the full social insurance net (including the self-employed and cer-
tain public servants). It is not the intention of the scheme that the
revenue raised should be “earmarked” for social welfare payments.
Indeed the resources raised would exceed the amounts at present de-
rived from social insurance payments by employees and also the
amounts spent on social benefits. The funds raised would be con-
sidered as part of general government revenue although no particular
disadvantage would accrue to allocating them to social welfare trans-
fers because the revenue raised would be far less than is currently
spent on all such transfers.!

*Although it should not directly affect personal taxation the conversion of the
flat-rate employers stamp to a pay-related basis might reasonably accompany
the proposals here. Such a conversion would not raise any extra revenue although
it would redistribute the tax burden among employers and the total revenue for
“social security’ taxes would be far less than total expenditure on social transfers,
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The extension of the “social security tax” to the sel{-employed
is simply a recognition that social insurance is a tax and gs such
ought properly to be levied on the general tax-paying population.

New Tax Rates ' L .

(iv) To a large extent the extension of “social security’ taxation
to the self-employed (and certain public servants) would be offset by
the proposed changes in the structure of tax rates which would be as
follows

Gross Income (f) Tax Rate (%)
0 2500 20
next 2,500 25
next 2,000 30
next 2,000 35
next 2,000 40
Balance 45

When combined with the “social security” tax the marginal tax rates
vary from 25% to 50%. With the conversion of tax-free allowances and
the tax deductibility of certain expenditures into credits the base of
both taxes is virtually identical. Therefore there is no particular need
to identify the social security tax separately in the scheme proposed
here. However, we have done so in order to illustrate the link between
the existing structure and the tax credit proposals. But the separate
identification of a social security tax does not imply tha} pa}yment of
this tax determines eligibility for non-means tested social insurance
benefits in the same way in which payment of ?nsurance stamps
determines eligibility. The existing scheme of social insurance benefits
would continue with eligibility being determined by employment ex-
perience.! Of course all taxpayers, both employed and self qmplqud,
would continue to be eligible for social assistance and their “social
security tax” could be seen as a contribution towards the costs of

such transfers.

'Given that employers would still be paying a contrib_ut‘ic{n_ in respect of'e‘ach
employee there should be no difficulty in determining eligibility under conditions
similar to those in force.
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4.3. Under the scheme proposed above all taxpayers with the same
gross incomes would have the same gross tax liabilities. Their net
liabilities would be determined by the Particular family circumstances
of the taxpayer and the level of expenditures qualifying for tax credit
relief at 20%. Thus employees under PAYE would be issued with a
certificate setting out the weekly or monthly value of their tax credits
and this would be deducted from their gross liabilities (calculated
from their gross earnings) in order to arrive at the level of tax payable.

4.4. To illustrate the tax credit scheme and compare it with the
present tax structure let us examine the tax position of a married man
with 2 children earning £70 per week with expenditure on tax deduct-
ible items of £200.

1977-78 Tax Credit
Tax Code Scheme
£ £

Earnings 3.640 3.640
Deductible Expenditure 200 —_
Tax-Free Allowances 1,580 —_
Taxable income 1.860 3.640
Tax Assessed 476 785
Social Security 129 182
(Tax Credit) — (380)
TOTAL TAX PAID 605 587
TAKE HOME PAY 3.035 3.053

In this example there is a small net gain to the taxpayer with the
higher *"social security tax” being offset by the reduction in income
tax. Persons with lower incomes would gain more because of the
proportional social security levy. In Table 4.1 we have set out the
effect on after tax income, relative to the 1977/78 tax and social
insurance code, of the proposed tax credit scheme for a number of
income groups and family sizes. It will be noted that the major gains
are, in general, made by individuals on low incomes and by larger
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families. However, the percentage increases in take-home pay are not
evenly distributed between income groups. In general, low income
earners gain mainly because of the abolition of flat-rate social in-
surance. High income earners gain because of the reduction in the top
marginal tax rate to 50%. In the middle the gains are more modest due
to the constraint that the scheme should involve no net loss to the
Exchequer.

4.5. It may appear strange that Table 4.1 suggests that all income
groups and family sizes would benefit from the proposed changes
in the tax and social insurance code. But this is not the case due
to the expansion of the social secyrity tax net which would not include
the self-employed and certain public servants. The gains from moving
from the present income tax and full social insurance contribytions to a

TABLE 4.1

Effect on after-tax Income of non-refundable tax credit scheme for
various Income levels

Change in after-tax income? due to proposed
tax credit scheme
Gross Gross Tax Single Married Married?* Married?
Income Liability? Person Couple? with 2 with 4
children children
fpa. £p.a. % % % %
1000 250 21 81 175 175
1500 375 07 19 85 11
2000 500 05 1-2 42 8-1
2500 625 2:2 10 32 67
3000 775 30 15 1-8 47
3500 925 28 1-6 14 26
4000 1075 33 241 21 29
7000 2075 75 53 41 36
9000 2875 12-3 9-4 7-0 54

Tax liability before personal tax credit (or credit for allowable expenses).

*Income after tax and social insurance contributions (excluding pay related con-
tribution).

'Wife not working.
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tax-credit and proportional social security levy would have to be offset
by up to £105-6 p.a. in the case of certain public servants and up to
£1492 p.a. for the self-employed. In these cases the tax credit

income levels and family sizes. The deduction levels have no objective
validity but are, broadly, comparable with the levels assumed in
NESC Report No. 11 on Income Distribution. That report, however
tended to confine its attention to larger families at a panticular'

TABLE 4.2

impact of deductions on after-tax income under limited Tax credit scheme

Gross Income Levels (Ep.a)

3400 5000 8500 13000

Assumed Level of Deductions? 180 600 1150 1500
% Cf}&nge in after tax *income for: % % % %
Single Persons 15 15 25 29
Married Couple 0-3 06 27 1-2
Mang‘ed Couple + 2 children 0-3 06 —-01 -0-2
Married Couple + 4 Children 25 1-4 —-0-3 —-1-1

1 .
ot Includes mortgage and consumer debt Interest, superannuation, VH| contributions
C!- BGSeq. broadly, on ratio of deductions to incomeoutlined in NESC Report No. 11

Including social insurance contributions, ’

*For exam i ily i 20
ple, if our family in Table 4.4 had deductible ex
) penses of over £
they Would lose rather than gain from a reform on the lines suggested. 320
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Appendix Table A.1 we have set out the cash values of income and
tax levels under the existing and the proposed code. This data simply
amplifies the information in earlier tables.

46. The non-refundable tax credit scheme outlined above has con-
centrated on the tax side of the tax and transfer system. We have
not discussed any alterations in the nature and structure of social
welfare transfers nor have we attempted to integrate the transfer and
tax systems. Much of the benefit to low income taxpayers comes
from the introduction of proportional social ‘insurance payments;
middle and upper income taxpayers benefit from the moderation in the
steepness of the rate schedule; and the erosion of the tax base at
upper income levels is halted by the treatment of deductible expendi-
tures. None of the changes proposed here would involve a radical
change in the administration and collection of income and social
welfare taxation. No changes in the administration of the social welfare
systems of transfers would be involved. But the proposals here repre-
sent a first, and essential, step towards a more comprehensive and
integrated approach to tax/transfer systems. As we shall see most, if
not all, of the elements of the non-refundable tax credit scheme can be
modified to produce the more comprehensive schemes discussed
below. These more comprehensive schemes will be designed to help
low income families outside the tax net (other than via the intro-
duction of income related social welfare contributions) and to reduce
the effective tax rate on the return to employment for low income

families.

Chapter 5
A REFUNDABLE TAX CREDIT SCHEME

§.1. In our proposals in Chapter 4 we dealt exclusively with the
Income tax code and the tax element of the social welfare code
But .we made no effort to link the two systems together in an explicit.
fgshtgn. Thus while tax credits and proportional social welfare con-
tributions help reduce the extent to which low income "poverty traps”
can pccur they represent only a partial solution. In this Chapter we
consider a more radical, and more integrated, approach to the problem
of the need for tax and transfer integration. The main features of the
Proposals here, which build on those set out in Chapter 4, are that the
tax c.redit is increased and becomes refundable (i.e. for those with
tax liabilities less than their allowable tax credit a cash refund is
Made equal to the difference); short-term social insurance benefits
}Nould become taxable although no tax would be paid by persons
{n receipt of benefit alone; tax rates would, however, be increased to
finance the refundable credits and their higher jevel.

5.2, There are problems, however, about making tax credits refund-
::)let gtven the existing s.cope of the income tax system. At present
cansn tlncomes from farming are not liable to income taxation; they
lrans?' however, be assumed zero for the purposes of tax/credits/
Valuat?rs. If that were the case th_en all farm households with rateable
causs <t>'r]ls' upder £75 would be in receipt of full cash transfers be-
inoure eir mcgme. fqr tax ptfrposes. wz_as zero. Similarly only social
sal :(l:de benefits, which require a coqtnbution condition, and univer-
9Xtensi' allowances are payable without a means test and the
alteraﬁon .of more general cash transfers would represent a major
adait on in the present system of social benefits and assistance. In

fion short-term social transfers are not taxable and so those in

67



receipt of such payments would be major beneficiaries of a con
version of tax credits into refundable cash grants. In orc.ier to mini
mize the alterations required in the present system.of social transfers
and income taxation it will be necessary to cpnfme the reﬂ:ndable
cash element of the tax credit system to those in employment.

Revised Tax Credits _
5.3. In order to avoid the situations where unemployment benefit

would be taxed if it were the only source of income, we raised the
level of tax credits as follows :

£
Single Persons :gg(s)g
Married Couple .
Addition for 1st or 2nd dependent child :2?28

Each additional child

Increase in Tax Rates . ' -
5.4. The rationale for the increase in tax credits can only be under

stood when it is realised that to finance the revised scheme nt.wtouk:
be necessary to raise the income tax rate by § percentage points ah
each of the bands set out in Chapter 4. Thus total tax. levied at eac
tax band (including the “social security” tax) would be:

Tax Rate
i i i ecurit
£ gross income (including so(;lal s y)

0—2500 2(5)
next—2500 o
next—2000 P
next—2000 P
next—2000 o
Balance

iciong
Even with the increased tax rate we shall see that the revision
would involve the Exchequer in a net loss of revenue.

. . . ot
11t ought not ba difficult to delineate the applicable pc;pul_atl_on sl::)c;eu:Te:lic;ly;fgzn'
i i | sense, for much of existing
tatus has to be determined, in a lega , :
;ss a working definition those at present covered by PAYE taxation would do.
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Tax on Social Security
5.5. The tax payable on existing weekly social insurance benefits
would be:

£
Single Persons 3-92
Married Couple 6-47

which would be exactly offset by the suggested tax credits. A single
person would be liable for £3-92 on unemployment social benefit of
£13-05; this liability would be exactly offset by the weekly credit of
£3-92. Similarly for a married couple. A married couple with 2 depen-
dants would receive benefits of £21 -55, the tax liability on which would
be offset by the married couple’s credit of £6-47, plus non-taxable cash
transfers (refunds of unused tax credits) of £3-75 p.w. in respect of
each child. Thus, single or married social welfare beneficiaries would
be no worse off under this scheme than under the present system.
The child tax-credits (which are payable as cash grants for those with
insufficient income to pay tax) would replace existing child allowances
for those unemployed and on benefit. For the higher income tax-
payers the child credits would be used to reduce the amount payable
in income tax. The credit levels set out are determined by 1977 (Oct.)
levels of social welfare benefits. Universal child allowances would con-
tinue to be payable through the post office.

Treatment of Tax Expenditures

5.6. Because we have raised the tax rates by 5 percentage points
We shall have to raise the tax rate at which tax expenditures (i.e.
éxpenditure on interest payments, superannuation etc.) are evaluated
for tax credit purposes. Thus a person with £500 in interest and super-
annuation payments would have a tax credit of £125 in respect of
Such expenditure.

S.7.  The refundable tax credit scheme is best explained by examining
the tax treatment of a low income family under the existing tax/transfer
regime and under the proposed credit system. We will assume a family
With four children and the husband alone at work. (We also set out
the tax treatment under the refundable tax credit scheme of our 2
Child family earning £3,640 described earlier in Chapter 4.):

69



Existing
System Refundable Credit
£ £ £

Earnings 2,500 2,500 3,640
Deductions/Expenses 50 — —
Tax-free Allowances 2,060 — —
TAXABLE INCOME 390 2,500 3,640
Tax Payable 780 750 1,149-0
Social Insurance 149-2
Less Tax Credits — (750) 7765
TOTAL TAX PAID 2272 — 3725
plus unused Tax Credits — 3114 —
TAKE HOME PAY 2,272:8 28114 3.,267-50

We have ignored pay-related contributions in our calculations of social
insurance taxes. In the existing system a married man with 4 children
on £2,500 p.a. with £50 deductible expenses would pay income and
social security taxes of £227-2 or 91% of his income. In the tax
credit scheme his gross tax liability would be £750 of which £625
would be income tax and £125 on social security levy. But from
Paragraph 5.4 we can see that this family is entitled to a tax credit ‘Of
£1,061-4 (including £12-50 for allowable expenses) whereas gross l{l'
come and social security liability is only £750. Therefore the family is
entitled to a refund, or cash grant, of £311-4. On the other hand, ouf
£70 p.w. family pay a net tax contribution of £372'5 since the gross
tax of £1,149 more than offsets the refundable credits of £7765
(including £50 for allowable expenses). Even in this case, however, thé
family is better off than under the present code or under the nov
refundable tax credit scheme as may be seen from Chapter 4.

—

'We could, if we wished, treat the tax credits as applicable only to income 1%
liabilities and not to social security taxes. The refundable nature of the credits. m‘“:
such a treatment of no consequence to the take home pay of the tax-payer but !
may be considered preferable to maintain a separate identification of social securiff
tax payments.
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5.8. This scheme would cost more than the scheme outlined in
Chapter 4. The additional cost was calculated® as follows:

£ million
(i) Single Person Grant/Credit 62
(i) Married Couple Grant/Credit 658
(iii) Child Grant/Credit 72
(iv) Increase in rate for evaluating Tax Expenditures 10
Total 202

On the basis of 1977 income levels the increase in tax rates by
5 percentage points, as suggested in paragraph 5.4, would raise £120
million in revenue. Thus tax rates would vary from 30% (including
social security levy) to 55%. Now an additional 3 percentage points
would raise virtually all the resources needed to fund the refundable
tax credit scheme but this would tend to raise the marginal tax rates
faced by a significant proportion of middie income earners (i.e. those
earning from £2,500 to £5,000 p.a.) and, as Table 5.1 indicates would
almost certainly mean a reduction in take home pay for certain middle
income groups especially single and married persons with no depen-
dants. Accordingly, we felt the constraint that no large body of tax-
Payers should be substantially worse off after a tax change more
Pressing than the constraint that no loss of revenue to the Exchequer
should be involved. This indicates that any major reform of the tax
System is likely to cost money or else is likely to be resisted by power-
ful interest groups.® However, as we shall discuss below, there are
are areas where the introduction of the new scheme would save
févenue and so reduce the net cost.

—_—

!'Based on an estimated 404,000 single persons eligible (compared to a 1974/75
lotal of ynder 392,000) at an additional cost (over the non-refundable scheme) of
53-84 Per taxpayer; an estimated 350,000 married couples eligible (compared
to 8 1974/75 total of 313,000) at an additional cost of £166-44 per couple; and an
Sstimated 800,000 children eligible (against 600,000 in 1974/75) at an additional
Cost ranging from £126 to £61-2 Per child. The distribution of the children by family

t‘:‘lesvvas based on the pattern of existing universal children’s allowances paid by
® State.

£ 'The UK tax credit proposals of 1972 involved a loss in tax revenue of about
1.300 miltion.
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5.9 In Table 5.1 we have compared the after-tax income levels under
the refundable credit scheme and the existing tax code. It is cleg
that the refundable credit scheme gives major gains in take home
pay to those on lower incomes and especially those with larger
families. Again the caveats expressed about comparisons betweep
the non-refundable credit scheme and the existing code apply here, g
account were taken of mortgage interest deductions etc, the gains a
middle and upper income levels might be reduced or entirely offse|.
By comparing Table 5.1 with Table 4.2 we can see that the refundable
credit scheme tends to be more redistributive with greater gains in

take-home pay relative to the present code for low income groups

of all family sizes and reduced gains for upper income groups. We
have also set out in Appendix A2 the data on which Table 5.1 was
based and comparisons with Table A1 can be readily made.

5.10. The refundable aspect of the scheme would be confined lo
those in PAYE employment and those who qualify under present
regulations for social insurance benefits. Self-employed taxpayers
would, of course, benefit from the higher level of tax credit available
and would have to pay the higher tax rates, but if tax liabilities were
less than available tax credits no refund would be paid. Because the
scheme is confined to employees its administration should not prove
any more costly than the present PAYE and social welfare structure.
Employers would calculate the net tax/cash grant position for each
employee in the same manner as they calculate PAYE at presenl.
In the first instance employers would pay the cash grants to eligible
employees and this could be reclaimed from the Exchequer. In general
most employers would have a mix of tax paying employees and casf
grant recipients. They would remit only the net amount due from thei
work-force (or reclaim the net amount paid). Special arrangements
might be made for employers who have cash flow difficulties caused
by a very high proportion of the work-force being eligible for €
fundable credits.

5.11. Because the scheme is confined to employees it would b:
possible to adopt a non-cumulative system of credits and transfers-
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TABLE 5.1

Effect on after-tax Income of refundable tax credit scheme for various
income levels

Gross | Gross Tax Single Married Married +2 | Married + 4

Income Liability Person Couple Children Children

£p. a. £ p. a. % % % %
1000 300 15-3 21-8 67-7 1056
1500 450 75 9-1 315 554
2000 600 4-0 52 20-4 323
2500 750 37 30 15-4 23-7
3000 925 32 2-2 111 18-3
3500 1100 20 13 88 136
4000 1275 1-7 10 79 12-1
7000 2425 33 15 48 6-7
9000 3325 7-0 4-4 5-9 6-3

Note: The apparent gain for low income families may be illusory at quite low
incomes. As noted before the effect of the flat rate benefit levels combined with the
lat rate stamp means that a married couple would be better off unemployed when
income from employment was below about £1,300; a married couple with 2 children
when income was below around £1,650 and a couple with 4 children when income
was below about £2,000. Thus much of the gain at low incomes is due to the fact

that the family incurs a loss relative to the social insurance system if employed at
low incomes.

Thus tax would be levied on the weekly level of earnings and credits
alloweq or refunds made. If, for some period, a person became self-
Smployed (or eligible for social assistance which, unlike benefit,
w°_U|d Continue to be outside the tax net) no refunds of previous tax
Paid would be allowed. Similarly, the taxpayer would not be obliged
O refund the cash element of any tax credit even though
Such casp grants are available only to the employed (including those
3" Social insurance benefits). Although some persons would end up
s::I‘;ef'Paying” tax because of movements between employment and
“€Mployment (or non-insured unemployment) others would gain
fough obtaining cash transfers while employed which would not

73




be available to the self-employed.! The non-cumulative nature of the
credit scheme could involve Exchequer Savings of up to £30 million
at present paid out in refunds to thase who become unemployed, to
school children with summer jobs and to others leaving the tax net
for a period of time. Thus the net cost of the refundable credit
scheme might be reduced to about £52 million which, while sub-
stantial, is only about 75% of the full year cost of the 1977 income tax
concessions.

5.12. The main advantages of the integration of the tax and social
insurance code lies in the fact that the effective “marginal tax rate” on
low paid employment is reduced for families with dependent children.
Thus the take-home pay of a married man with 2 children earning
50% of the average male industrial wage?® would be £39-52 per week
(or 83% more than the basic wage of £36-50) compared to £32-41
under the present tax System and a benefit level of £29-05 under the
present welfare code. The net gain to employment is £10-47 or 287%
of gross earnings; this represents an effective tax rate on employ-
ment of 71% or so which is still high but substantially lower than
the 91% “tax” rate applicable under the existing tax and transfer
code. A married man with 2 children would be better off in any
job paying at least £21.55 per week (the present flat-rate payment
for a married couple with no dependants) compared to a break-even
level of £32-30 under the existing tax code. This is because allowances
for dependent children continue to be payable as cash grants or tax
credits even when employed and the rate of withdrawal is only 30%
or 35% of each £ earned. Thus for every pound earned over £21-55
{up to a total income of £48-08 per week or £2,500 p.a.) the cash
grant payable per child is reduced by £0-30—the amount of tax
payable in respect of the extra earnings. This compares with the 100%
withdrawal rate at present where social insurance child allowances
are not payable to persons who are employed.

*An interesting by product of the proposed scheme, which we do not explore
here, may be the effect on the demand for employed status and the possible reversal
of the present tendency, noted by many commentators, for individuals to seek
salf-employment status to avoid or evade more easily the rigours of the income tax
code.

*Taken as £73 p.w. for 1977,
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5.13. The main disadvantage of the scheme is its treatment of the
self;employed and those on social assistance. The self-employed would
be in a Somewhat anomaloys position being entitled to tax credits but

help increase the gap, especially for larger families, between income
from employment angd social welfare benefits. In the next chapter
we turn to a scheme which is far more radical than those outlined in

BY s_uch an approach we can obtain a greater degree of integration
within the entire social welfare ang income tax code.
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Chapter 6
AN INDIVIDUAL GRANT AND TAX SCHEME

6.1. The schemes examined so far do not represent very radical
changes in either the tax or transter schemes. On the income tax side
we have simply replaced tax-free allowances with fixed value credits
which can be used to offset tax liabilities. We have similarly restricted
the extent to which interest and other payments can be used to reduce
tax liabilities. We also changed the social insurance stamp from a
flat rate selective tax to a universal proportional tax incorporated
into the income tax code. On the social welfare side we made benefits
taxable and allowed for cash grants to working families whose tax
liabilities were less than the allowable tax credits. But the schemes we
have examined so far still contain many of the features of our existing
tax and transfer structure. These include the distinction between social
insurance and social assistance, the categorical nature of most
transfer payments, the exclusion of certain income from the tax base,
and the rate of withdrawal of benefit at a 100% rate over a significant
range of income. By confining our attention to those in employment
we exclude a significant proportion of the population, namely, the self-
employed, including the farming community. The exclusion of this sec-
tion of the population has been an age-old feature of the tax/transfer
system in Ireland and represents a major stumbling block on the path
towards a comprehensive and integrated income tax and maintenance
system for the country. As long as a significant proportion of the
Population, and a sizeable fraction of national income, remains outside
the tax net while remaining within the income transfer system, it will
be impossible, or exceptionally expensive, which probably comes to
the same thing, to develop a single fully integrated tax/transter system.

6.2. The difficulties imposed by the present structure of income taxa-
tion and welfare benefits should not inhibit us, however, from exploring
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a more radical approach to the problem of taxes and transfers. In par-
ticular we shall examine a comprehensive integrated system which
overcomes most, if not all, of the anomalies raised in Chapter 2 and
which does not fequire a large and complex bureaucratic structure
for its implementation. In considering such an integrated approach we

6.3. Our earlier approaches to tax/transfer reform concentrated on
the nature of personal allowances in the income tax code, the role
of tax deductions in reducing tax liabilities but encouraging greater
rate progressivity, and the taxation implicit in social insurance contriby-
tions. While the refundable credit Proposal involved the incorporation
of “social insurance’ benefits into the tax code and, in a more
complex way, the incorporation of child tax allowances into the
insurance system the integration of tax and welfare was only partial,
Persons who became unemployed etc., without the qualitying conditions

outside the tax/transfer scheme. Similarly, there would be little advan-
tage for most beneficiaries in obtaining pari-time work at pay less
than the flat-rate benefit rates for single persons or married couples.
One ought, if possible, to design a system which encourages rather
than discourages the acceptance of whatever limited income—earning
opportunities are open to the unemployed.

6.4 From the work incentive standpoint the best system would
appear to be one where some basic level of benefit was payable 1o
all, irrespective of income or employment status and aj) earnings or

!it could be argued that the 1977 Net contribution is overstated in that the ful]
year effects of the 1977 Budget changes would reduce income tax revenue by a
further £20 miltion and raise social welfare expenditure by £30 mitlion.
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income were taxed at a relatively low rate. Such a tax and trangte,
combination has, in the literature, a distinguished history' but i,
spite of its intuitive economic appeal it has not been implementeq
in practice. One reason for this is that the problem of the "poverty
trap” and the interaction between the tax and social welfare code has
not, until recently, been particularly acute. There may also be fears
that such a scheme would either be very expensive or else involve
very high tax rates to finance the basic grant. In the Irish case fears
about the tax rates are less valid because of the low degree of
dependence of the state on net receipts from the tax/transfer system.

they might choose a life of indolence at the éxpense of the State (i.e.
others who do not choose indolence and so pay income taxes).
Much would, of course, depend on the leve] of benefits established
but it is difficult to see why such fears should exist. At present the
al insurance and social assistance virtually guaran-
tees a minimum level of income for all individuals in the State.?

6.5. The main elements of the proposals detailed below are the
payment of a cash transfer to all persons within the community; the
taxation of all employee incomes at a single rate, with no tax free
allowances and no allowances for tax purposes of mortgage interest,
Superannuation, etc., the taxation of all other gross incomes at a
slightly higher single rate; the conversion of employers’ contributions
to social welfare to a proportional tax on employee remuneration
at a single rate. All incomes, including farm incomes would be in
the new income tax base.

6.6. Before detailing the applicable tax and transfer rates it is useful
to discuss the rationale for the main features of the proposals out:
lined in 6.5. The income transfer can be seen as identical to refund-
able tax credits are discussed earlier. However, all persons are en
titled to these credits/payments and for the self employed and those
on assistance direct cash transfers would be made. The reason why

1See for example Rhys Williams (1 843), Tobin (1965), Green (1967) and Brown
and Dawson (1 969).

*Indeed the 1975 reform of Home Assistance provides a guaranteed right 10
minimum income levels for persons in lreland.
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a distinction has to be made between the aged and others and be-
tween those who have insured employment and others was because
existing transfer schemes favour these groups. To apply the transfer
level of these groups to the entire population would raise the cost of
the scheme quite considerably. Once the tax/transfer scheme extended
to the entire Population, problems arise concerning the non-
cumulative! nature of the income tax code. In our discussion of the
refundable tax credit scheme we conceded that the non-cumulative
aspect—which applied to those in employment—could lead to over-
payment of taxes for those with variable earnings. To an extent this
was offset by the fact that cash transfers made in periods of low
income were not refundable by the tax payer. In a comprehensive
system where some taxpayers would be assessed on an annual basis
and others on a weekly basis clearly the problem of equitable treat-
ment of taxpayers arises. With a single tax rate applicable to all in-
come the problem of over-payments in a non-cumulative system dis-
appears.? The desire to avoid administrative complexities combined
with a wish to eliminate the erosion of the tax base led to the
elimination of the tax deductibility of most items now eligible. In some
Cases this could have the secondary effect of raising the price of
goods and services where such goods and services are supplied by
individuals who rely on the tax deductibility of certain expenditure.
Thus, for example, the cost of public relations consultants might rise
if the tax deductibility of entertainment allowances were ended. (On
the other hand, such an abolition might reduce the price of entertain-
ment; much would depend on the relevant supply and demand
elasticities). The inclusion of farm incomes was essential if the
Scheme was to be genuinely comprehensive.

6.7. The level of transfers and the applicable tax rate was deter-
Mined under the following constraints; (a) no loss of income for those
on existing social welfare or assistance, (b) no loss of income for

'See 2.22 earlier for a discussion of the cumulative nature of the existing PAYE
tax code and 5.11 for a description of a non-cumulative code with refundable tax
Credits,

’Assuming, of course, that tax free allowances are no longer in effect. Thus if
X Was the tax rate jt would be paid on weekly, monthly or annual earnings regardless
of the level of pattern throughout the year.
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most taxpayers and (c) no major revenue loss to the Excheque,_
Although the simplification of the tax code and the use of g singlg
tax rate should lead to greater enforcement and compliance it woulg
be inappropriate to assume a major gain in revenue on tha

t score,
The level of personal transfers is set as follows -

, £ per week
Employees aged over 18 13-00
Other persons aged over 18 (including
self-employed, farmers, housewives) 1070
Persons under 18 375

Employees would be defined in a manner similar to that suggesteq
for the refundable tax-credit scheme. It would include those in em
ployment, those unemployed who have been in employment for some
qualifying period and who have been unemployed for less than some
particular period (i.e. rules similar to qualifying rules for sociai in-
surance) and persons who would at present be eligible for retire-
ment or contributory old age pensions. An additional allowance of
£2:50 per week would be payable to single old age pensioners and to
widows. Ideally, we would have preferred one individual transfer rate
for all persons whether employed, widowed, aged or not. But that
would have involved a basic rate of transfer of £15-50—the maximum
available for old age pensioners over 80—and would have added
£350 million to the cost of the scheme or 86 percentage points to the
tax rate. Because those eligible for social insurance receive higher
cash transfers than those eligible for social assistance under the
present social welfare system, we had to distinguish between em
ployees (i.e., those covered by social insurance), and others. To have
given all persons aged over 18 years the transfer level set for em
ployees would have added considerably to the cost of the scheme
and required a substantially higher tax rate.

6.8. The selection of tax rates is somewhat arbitrary although th®
constraint of low revenue loss is considerable and greatly reduces
the range of applicable tax rates. The following tax rates are s¥¢"
gested

%
Employees liable under PAYE 34
Others paying tax annually in arrears 37
Employers social welfare contribution 9
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i may be objected that employees face a Iower. tax rate than
others; that could be explained by the one year lag in tax payments
available to non-PAYE taxpayers which at an interest rate of about
9% would be worth 3 percentage points on the tax rate.! In fact .the
total tax on employee income is 43% when the employerg cqntnbu-
tion is taken in to account instead of the 37% for others. This dlff.eren-
tial can be justified, in part, by the higher level of transfer avallablg
—those employees earning less than £38-33 per week are better off if
the employers tax is entirely borne by the employee.? If no employer
tax was levied the total tax rate would have to be around 41% which
would significantly raise the marginal tax rate for the bulk of ta)f-
payers. The 9% levy on employers is slightly higher th.an the approxi-
mate 74% levy implied by the existing flat rate contribution. Clearly any
increase would have to take place in the context of general agree-
ment on pay or else the cost to employers could have (;onsequences
for employment. To some extent aspects of the existing tax code
forced us to adopt a tax structure which does not exactly correspon.d
to our Ideal just as aspects of our transfer structure meant certain
compromises from the ideal of a single set of transfers.

69. The aggregate cost of the scheme was based on the demographic
estimates in Table 6.1. The dividing line between employee and
others status is difficult to draw and so the estimates must be con-
sidered approximate.

In addition to the aggregate annual cost of transfers of £1,439-4
Million a fyrther £30 million would be required to pay the extra
allowance to single old age pensioners and to widows. Thus the total
%gregate cost of transfers would be £1,463-4 million compared to
80 estimated 1977 level of £520 million.

8.10, Caiculation of the tax revenue yield is somewhat more com-
Plicateq, First, we had to make assumptions about the covqrage
of the tax base l.e. the proportlon of income, measured on a National

_ 'This dogs not take account of the fact that incomes may also be growing over
Ume Which makes taxation on a retrospective basis of even greater advantage to
laxpaygr, )

hat is 5 Person earning less than £38-33 per week would be better off with a
Uangfg, of £13-00 and a tax rate of 43% than with a transfer of £10-70 and a tax
e of 379,

81
F




TABLE 6.1

Population Structure, Woeekly Transfer and Aggregate Annual Cost

TABLE 6.2

Estimated 1977 Personal Income by Source, Estimated Tax Base and
Projected Tax Revenues

Weekly
Category Numbers Transfer Annual Cost
(000 s) £ £ million
Employees (including certain un-
employed and aged) 900 130 608-4
Others (including self-employed,
housewives etc.) 1,080 10-7 © 6009
Persons under 18 . 1,180 375 2301
1
Total 3.160 \ 1,439-4

Accounts basis, included in the tax net. We assumed that 90%
of all wage and salary income would come into the tax net—the
balance would represent income under double tax agreements, income
not declared to the authorities etc. For farm incomes the coverage
was assumed at 85%. We assumed that, as a transitional measure,
farmers would be given the option of being taxed at 90% of the
average income per £ valuation rather than an actual income. This,
combined with the use of accounts by those with incomes below the
national average per £ valuation and tax allowances for depreciation
etc. in excess of the National Accounts estimates would reduce the
amount of income coming into the tax base. Some 80% of income
from self employment is assumed to come into the tax base. The gap
is accounted for by export profits tax relief on dividends, depreciation
and capital allowances in excess of those set out in the national
accounts framework, and the probability of some tax evasion even at a
single, relatively low, tax rate: Thus Table 6.2 sets out the level of
personal income, on a national accounts basis, and the share of such
income likely to be included in the comprehensive tax base. The
revenue from each component is also calculated.

*The probability of evasion would be greatly reduced if severe penalties were
imposed on tax evaders and if the manpower at present devoted to administering
the present complex tax system were used to detect evasion.
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Presant Income Tax Base Share Tax Revenue
Income Source £ million £ million £ million
Wages and Salaries 2,950 2,655 11417
Farm Incomes 740 629 2327
Other Incomes 850 680 251-6
Total 4,540 3.964 1.626-0

Source: Income data based on Central Bank Quarterly Bulletin, Summer 1977 and
the ESRI Quarterly Economic Commentary, September 1977. Other incomes include
wage and salary income from abroad.

The total expected revenue yield is £1,626 million so that the system
could deliver a net £156-6 million to the Exchequer compared to £240
million under the present arrangement. Thus the net cost of the
scheme would be £83-4 million.! This represents a considerable revenue
loss but it must be remembered that the proposed grant/tax scheme
meets all EEC requirements with respect to equal treatment of women
in social security and ends discrimination in respect of the tax treat-
ment of married persons relative to single persons. To implement the
EEC requirements could cost between £8% and £314 million over the

It might be argued that the scheme would cost more since the revenue yield is
based on 1977 income levels whereas non-wage and salary taxes are paid one year
in arrears. However, we have designed the scheme to be comparable at October
1977 benédfit levels, the full year cost of which has yet to be borne and at 1 977/78
tax rates the full year cost of which is not borne in 1977. If we assume that wages
and salaries will be 123% above the 1977 annual level in 1978/79 and that transfers
are increased by 5% in both April 1978 and October 1978 (i.e. held constant at
October 1977 real levels) then the net cost to the system in 1978/79 would only be
£60-89 million, i.e., increased tax revenue from wages and salaries of 1 24% or
£142-71 million less increased transfers of 73% or £110-2 million yield an extra
£32:51 million for net revenue. However, the proper basis for comparison ought,
Perhaps, to be the 1978/79 net contribution of the tax/transfer system for general
government revenue. If this exceeded £240 million then the net 1978/79 cost of
our proposed scheme would be greater than £50-89 million.
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next four years.! The abolition of discrimination in the tax treatment
of married persons could be equally expensive. Thus in the context of
these changes in the tax code—one of which will have to be
implemented in the near future—the total net cost of the scheme is not
great. On the other hand, it is probable that some of the transfers
included in the “income maintenance” category involve certain per-
sonal social services which could not be replaced by individual cash
transfers and so it might be best to assume a net cost, in a full tax
year, of around £80 million.

6.11.  Given the wholly different nature of the individual grant and tax
system it is difficult to make comparisons with existing tax structures.
It is not very meaningful to compare tax burdens when it is known that
the relief given to high income individuals is offset by the non-deduct-
ibility of certain expenses. However, we have set out in Figure 6.1
comparisons between the existing tax code and the proposed scheme.
When deductions are ignored we can see that at all points on the
income scale aftertax (and transfer) disposable income is greater
under the new scheme. However, some farmers, not at present liable
to taxes, would lose* as would those with a relatively high ratio of
deductible expenditure to gross income. We have also set out in
Appendix Table A 3 some examples of the gains/losses in after tax
income for different income levels.

6.12. In principle the proposed scheme should be relatively simple to
administer. Admittedly the distinction between “‘employed” and other
categories adds something to the administrative complexity. For those
in employment the individual grant would be payable by the employer.

This estimate was contained in the report on the EEC directive by the Joint
Oireachtas committee on Secondary Legislation. On one interpretation the im-
plementation of the directive could involve allowing married women who were
unemployed to claim unemployment benefit allowances in respect of dependent
children while their husbands continued to claim both wite and children as dependents
for income tax purposes. Indeed, unemployed married women could claim as depen-
dants husbands who work just as, at present, unemployed married men can claim
a dependency social welfare allowance in respect of working wives.

*The scheme would be, broadly, redistributive in its effect on the farming com-
munity i.e. most of the increase in tax would go to finance higher transfers to the
farm sector.
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Each individual would, normally, be entitled to a grant only in respect
of him (her) self. In cases of low paid employment the employer would
reclaim the net cost of the transfer (i.e. the grant less the 34% tax
earnings and the 9% employers’ contribution) and arrangements could
be made to aid employers with acute cash flow difficulties because
of the transfers. For those who are unemployed, but have work
qualifications similar to those required for social insurance benefits,
the grants would be payable through existing employment exchanges
and social welfare offices. For other, including self-employed, house-
wives, retired persons etc., the grant would be payable through the
post office as in the case of children's allowances. Child allowances
would be payable to the mother (although assignable to the father)
through the post office. Payment cards could be issued to all persons
over 18 within the State. These cards would identify the individuals’
status with respect to grant level and family size. They would be held
by employer or employment exchange in the case of employees and
would be presented weekly for payment at post offices in other cases.

6.13. The operation of the scheme might best be explained by taking
the example of a married man with 2 children earning £75 per week.
At present, his take-home pay is £59-40 if we assume he has no deduct-
ible expenses. If we allowed him £500 expenses for mortgage and other
interest payments and pension contributions his take-home pay would
rise to £62:77 per week. In addition, his wife can collect, through
post office childrens’ allowances, the weekly equivalent of £1-48. Now
consider the introduction of the new scheme. Thus, the husband
would now take home £62-50 which is equal to 66% of £75 plus the
£13-00 personal grant. In addition, the wife would be able to collect
£18-20 at the local post office being the sum of the £10-70 allowance for
non-employed persons plus £7-50 for two children under 18. In this
example the family would be significantly better off and the wife would
receive an allowance in her own right, rather than as a concession on
her husband's income tax certificate. If the family had mortgage
interest relief well in excess of £500 the take-home pay of the husband
would be lower under the new scheme than under the existing tax
system—but total family income would still be higher in the new
system.
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6.14. Suppose now our employee with 2 dependent children, became
unemployed. Under the present system he would receive £30-53 flat
rate benefit plus, if qualified, some pay-related supplement and income
tax rebates up to a maximum of £50-49 if there are no mortgage etc.
expenses and £53-35 if there are. Under the new proposals it would be
entirely possible, although more expensive in terms of employee and
employer contributions, to continue with pay-related benefit. Qur pro-
posals relate only to the flat rate component of social welfare. Thus
when the employes becomes unemployed under our proposals he
would receive a flat rate allowance of £13 per week while his wife
would continue to collect £18-20 at the post office. This would give a
flat rate benefit of £31-20 or slightly higher than the present level. On
the other hand, no refund of tax would be available because of the
non-cumulative nature of taxation of employment income. However, if
the husband found some parttime work at, say, £10 per week then
the family income would rise by £6-60 (i.e. the £10 less 34% tax)
whereas under the present code such earnings would be in breach
of unemployment status or would be matched by a withdrawal of
payment of equal amount.

6.15. One possible long-term advantage of the proposed scheme is
the greater protection it offers against the impact of inflation on real
tax rates. The use of a proportional tax rate ensures that the tax

FiG 6.1

Comparsions of After Tax Income Under Existing and Proposed Tax/Trans-
fer Schemes

A is proposed individual transfer and single rate tax proposal as outlined in text.
B is existing tax code at 1977-78 rates and allowances.

For the purpose of comparison each unit is assumed to have one, and only one,
employed member.

Y, is employment income after tax and social insurance contributions. Y is pre tax
income. The dashed line is a 45° fine showing points where before and after tax
incomes are equal. A log scale is used to illustrate the impact of the proposed scheme
on low incomes,
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levied will not increase in real terms due to an increase in prices. As the
transfer levels represent basic income levels for some groups there
is a greater likelihood of indexation than would be the case with
tax-free allowances.! For the bulk of taxpayers the proposed scheme
reduces the marginal tax rate on additional income (although only
fractionally for the majority of taxpayers on the 35% marginal rate).
It also reduces to 34% the tax on earnings from part-time or low paid
employment for those who would, at present, be eligible for social
insurance or social assistance. By eliminating the deductibility of
many items used to reduce existing tax burdens it expands the tax
base and makes possible a relatively low, uniform tax rate. This,
in turn, should aid enforcement both because of the reduced in-
centive to evade and the easier enforcement of a single rate tax.

/ Harried Couple
ivm ' 6.16 It is also worth noting that the proposed scheme answers many
v of the objections raised by women (single and married) to our exist-
Log Y ing tax and social welfare laws. Single women would qualify for

grants on the same basis as men; there would be no contribution
conditions. Married women who work would be taxed on their income
as if they were single i.e. they would pay the same 34% tax rate
and receive the same employee grant of £13. Married women who do
not work would be treated on a par with all self-employed persons;
indeed they would get a “housewives’ allowances” in addition to sub-
stantially increased child allowances.

6.17 The scheme has considerable advantages for the working poor
and for those at present on social welfare benefit or assistance who
might have some part-time income earning opportunities. Thus there
is no longer any “break-even” level of income i.e. employment at
éven £1 per week will increase disposable income because the indivi-
dual grant is not withdrawn and the marginal tax rate is 34%.

*Although we noted in Chapter 2 that benefit levels were close to of exceeded tax
/ f':’B allowance levels for many categories of beneficiaries. Thus a policy of indexation
R Of social welfare benefits would either imply a policy of indexation of tax-fi
S . Y Y ! N ree
{‘ ingle Ferson ’ allowances or else a growth in the magnitude of the anomalies described in Chapter 2.
AA
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6.18. In this chapter we have described a fairly radical 4

to the whole question of income taxation and social welfarep‘::"mh
very simple terms our proposal involves giving everybod); 3:::m
welfare payments and taxing all incomes at a standard rate. Admmml‘l
we had to have certain refinements, not least to allow for the axigli "
pattern of social welfare payments. Clearly the system would invol':
some losses and some gains. We have tried to minimise the losges to
easily identifiable groups of taxpayers; the strength of the opposition
to the proposals will, in part, be a reflection of the extent to which
we have succeeded or failed in our efforts. The cost, broadly est.
mated at around £80 million, is not a small sum although it is smal
in relation to the relative cost of such integrated schemes in othes
economies which rely on a greater flow of net revenue from the income
tax and transfer system to finance other government expenditure
Perhaps the main advantage of our proposal is that persons can
readily calculate their tax liabilities and know exactly how much
they are getting from, or putting into the system. Although the
proposal would greatly increase the gross flows and tax and transfers
through the system—the net flow would, however, be reduced—these
flows would be transparent. In the past we have tended to become
prisoners of a piecemeal and incremental approach to tax and
social welfare reform; the result has been the development of an
amazingly complex and bureaucratic system. It seemed worthwhie
to map out, however sketchily, some interesting alternatives.

Chapter 7
SUMMARY AND CONCLUSIONS

7.1. In the preceding chapters we attempted to describe alternatives
lo the present income tax and social welfare code. We saw in Chapter
2 that the present system, even when pay related benefits and re-
dundancy payments are excluded from consideration, can give rise to
a relatively high effective tax rate for low income earners, especially
those with large families. This high tax rate (or more properly tax
and withdrawal of benefit rate) is the result of a number of different
tactors including the flat rate natyre of social welfare contributions,
the fall in the real value of personal tax free allowances, the real
Increases in benefit and assistance levels, the relatively high marginal
tax rates that are part of the income tax code, and the absence of any
mechanism for transferring income to the working poor. We suggested
that only an integrated approach to income tax and income transfers
could prevent the possibility of permanent “poverty trap” where

:he!e was a zero (or negative) return to employment for some
amilies.

t762'GOnly the third of our proposals, the most radical, could be said
‘Ches‘feesent a fully integrated approach. The non—refupdable tax credit
the raf reduces some sources of anomalies on the income tax side;
re uf\daple tax credit scheme integrates, to a considerable extent,
‘nclu:?lilol?suranc@ code and the income ta_".COde' but does not
scheme rec al assistance payments. The indlvndualr grant and tax
cedeg thatptr:se'ms a complete integration although it must be con-
Woners mog © Increased grants available to employees, old age pen-
System whiCh\vidows represent features of the present unintegrated
We would have preferred to avoid. However, we were

Conatr
of eac:‘"ed by cost factors in our choice of schemes and the details
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7.3. In Table 7.1. we have set out a summary of the alternative
schemes proposed. It is probably fair to say that the proposals for the
replacement of tax free allowances with tax credits is the least
radical of all. However, the introduction of a refundable credit would
be a significant alteration in the present large divide between the tax
code and income transfer arrangements. The third option, of converting
allowances into tax free cash grants, is of course a major alteration
to the present system. Similarly, the restriction of allowances in respect
of pensions, contributions, mortgage and other debt interest to a tax
credit evaluated at a fixed tax rate is not particularly radical although
those with significant expenditures of this type, with marginal tax
rates of 50 or 60 per cent might differ. However, even they may be
Prepared to trade-off the exiisting ability to claim these expenditures
against taxable income for a reduction in tax rate. Again the third
option is the most radical with a complete abolition of the tax
free status of such expenditure. The quid pro quo for the high income
earned is a significant drop in the marginal tax rate; for the lower
income earner the withdrawal of concessions might well be offset by
the high level of untaxed cash grants available.

7.4. Only in the individual grant and tax scheme are social welfare
payments fully integrated with every individual obtaining a grant in
his or her own right. In the non-refundable tax credit scheme the
existing social welfare code continues while in the refundable credit
scheme benefit payments would be taxed although this would not
lead to reduced income for those relying on such payments alone.
However, social assistance payments would remain unaffected and
there would still be the same administrative structure required to make
social welfare payments and ensure that, for example, unemployed
persons on benefit or assistance were not acting in breach of the
detailed regulations of the social welfare code. All three schemes,
however, involve the incorporation of employee social welfare con-
tributions into the general tax code although only in the credit
schemes is such incorporation made explicit. The individual grant
and tax scheme would involve a pay related contribution by employers;
the other schemes did not deal with this issue although it would
clearly make sense to convert a pay related basis, if the flat rate
employee contribution was abolished.
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TABLE 7.1

Alternative Tax and Transfer Schemes

Tax Free Allowances

Expenditure on mort-
gage, consumer debt
interest, superannu-
ation, etc.

Social Welfare Pay-
ments

Social Insurance

Contributions

Tax Rates

Tax Base

Non-Refundable Tax Credit
Scheme
(Chapter 4)

Refundable Tax Credit Scheme

(Chapter 5)

Individual Grant and Tax Scheme

(Chapter 6)

Converted into a tax credit, i.e.,
a fixed sum which can be used
to offset tax liabilities based on
gross income. The credits are
non-refundable so a taxpayer
whose liabilities are less than
the credit does not get a cash
grant equal to the unused
portion.

Converted into tax credit by
multiplying expenditure by
lowest applicable tax rate, i.e.,
20%

No change in present system.

Employee contributions abol-
ished and replaced by general
5% levy on all taxpayers inte-
grated into tax structure. Em-
ployers’ contributions may be
changed to pay related but this
is not part of proposal.

Varies from 25 per cent to 50
per cent (including social se-
curity levy). Tax payable on all
income but no deductions. Tax
credits reduce computed gross
liability.

As for existing tax code. Re-
funds allowed for overpayment
of tax under PAYE if working
year is Interrupted.

Converted into a tax credit.
The credits, which are higher
than those for the non-refun-
dable scheme, are refundable.
A taxpayer who has tax liabili-
ties less than the value of the
credits gets a cash grant from
the Exchequer equal to the dif-
ference. Refundability applies
only to employees.

Converted into tax credit by
multiplying  expenditure by
lowest applicable tax rate of
25%.

Social welfare shortterm bene-
fits are taxable. Tax credit levels
ensure that no tax is payable if
only source of income is social
welfare. No change in social
assistance code.

Employee contributions abol-
ished and integrated via 5%
levy on all taxpayess into the
general tax code. Employers’
contributions may be changed
to pay related but this is not
part of proposal.

Varies from 30 per cent to 55
per cent (including social se-
curity levy). Tax payable on all
Income with no deductions.

Tax credits reduce computed
gross liability.

As for existing tax code. No re-
funds of tax allowed in respect
of employee income where em-
ployment in tax year is tntei_-
rupted. However, tax credit
becomes payable as cash
grant.

Abolished. Replaced by a non-
taxable personal cash grant.

Not allowed as deduction for
income tax purposes.

All social welfare and social
assistance payments replaced by
individual grant with supple-
ments for old age, widows and
employees.

Employee contributions ab-
sorbed into general tax structure.
Employers’ contributions re-
placed by general 9% payroll
tax.

Tax on employee income at
34%. Tax on income from self-
employment 37%.

All incomes including farm
incomes. Transitional arrange-
ment for farm incomes through
notional multiplier.

Net Cost o the Ex-
chequer of Proposalg

——Nil—

£64-5 million

£83-4 million




7.5 In our examination of the various schemes we concentrated on
the likely microeconomic effects of the proposals. That is, we dealt
mainly with comparisons between after-tax income under the existing
and proposed schemes. But we did not deal with the effect of the
implementation of such schemes on the economy as a whole. There
are a number of reasons for this. The first is that such an examina-
tion would be a major study in itself and could not properly be
undertaken in the time and space available. A second is that we do
not have enough information about the determinants of most macro-
economic aggregates to evaluate the likely impact of the tax/transfer
alternatives. The third reason is that there are certain advantages in
treating the macroeconomic problem as a separate issue and in
assuming that other, non tax, policy instruments may be open to the
Government to offset any undesirable macreconomic effects of the
tax changes.

7.6. However, it is likely that most concern will centre on the impact
of the curtailment (or abolition) of the tax concessions on mortgage
interest payments on the construction industry. It must be stressed
that the effective demand for housing depends inter alia on the supply
of finance to home-buyers, on the level of income available to would-
be purchasers, on the gross interest cost of any mortgage finance, on

_the relative price of housing, and on the degree of tax concessions

available. Our proposals would tend to reduce the last item but would
tend to increase the level of after tax income for most taxpayers.
Thus the income effect could help offset the loss of tax advantages.
One suspects that the long-term consequences for the demand of
housing would be small as the major detriment is likely to be the trend
in population and household formation; nor should it be forgotten that
the reduction in tax rates for higher tax payers could encourage in-
vestment in new construction for renting purposes.

7.7. Another concern might be the effect on savings behaviour of the
curtailment or abolition of tax advantages for pension and other
contributions. Here again the income effect would help offset the
substitution effect caused by the loss of tax concessions. In addi-
tion a significant proportion of the flow of resources into pensions
and life assurance represenis a long-term planning commitment
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which may not be much affected by current tax policy. Thus an
individual who pays into a pension scheme to ensure a pension,
related to his pay, at the end of his working life is unlikely to decide
to forego a pension merely because his contributions are not tax
deductible.

7.8. Underlying our approach has been the notion that, for any
given net revenue yield, it would be desirable to have a tax and
transfer code which would protect those without jobs or incomes
from poverty, which would not impose enormous disincentives to
work at either the top or bottom of the tax code, which would be
capable of being understood by the population as a whole, and
which would leave taxpayers as much freedom as possible to dispose
of their incomes as they see fit. It is inevitable that our attempt will
cause discussion and debate; one person’s tax reform is so often
another’s tax nightmare. We have not attempted to present a detailed
set of tax and social welfare laws; instead we have presented a
framework within which discussion (and action) about the relation-
ship between income tax and social welfare should develop.
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APPENDIX TABLE A 1

Income Taxation under Existing Tax and SocialWelfare Code and under Non Refundable Tax Credit Scheme

for various Income groups and Family sizes.
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2:87
2-87
2:95
2-78
2-28
1-93
2:43
2:93
324
4-85
1183

Tax Saving

|

ples the wife is assumed to be not
savings are overstated for those on higher

Income and Soc-
New Scheme

Nil

Nil

Nil

2:21

521

821
1121
1421
17:40
3567
56-02

MARRIED COUPLE WITH 4 Children

2:87
2-87
2:95
4-99
7-49
1014
13-64
1714
20-64
40-52
67-85

and Social Wel- | ial Security Tax in
fare Tax

Existing Income

£ per week
ployment. For married cou

ing. No deductions for mortage interest etc. is assumed. Thus the tax

2:87
incomes with considerable expenditure on tax deductible items.

1-91
0-81
1-31
1-81
2:3
2:62
5:37
13-52

Tax saving

APPENDIX TABLE A1 (con't.)

Income and Soc-
New Scheme
Nil
0-96
3:46
6-06
9-06
12:06
15-06
18:06
21:25
39-62
59-87

and Social Wel- |ial Security Tax in

|

2-87
2-87
4-79
7-29
9-87
13-37
16-87

MARRIED COUPLE WITH 2 Children
20-37

23-87

44-89
73:39

Existing Income
fare Tax

work

Weekly
Income
80
100
150
200

Note: All taxpayers are assumed to be in insurable em

APPENDIX TABLE A2

Tax Savings, Relative to Existing Tax and Social Welfare Code, under
Proposed Refundable Tax Credit Scheme

Tax Savings* £ per week

Weekly | Single Persons Married Couple | Married Couple | Married Couple
Income with 2 children | with 4 Children
20 2:23 334 10-88 17-04
30 1-61 211 7-84 14-04
40 111 1-57 6-76 1104
50 1-35 0-97 6-16 10-07
60 1-35 0-97 5-24 9-07
70 135 0-97 5-24 8-22
80 1-35 0-97 524 8-22
90 1-35 0-97 5-24 8-22
100 1-23 0-78 5-05 803
150 4-31 2:41 5-30 714
200 5-72 8-99 10-95 1162

Note: All Taxpayers assumed to be in insured employment. For married couples
wife is assumed to be not working. No deductions for mortgage interest etc. is
assumed. This overstates the tax savings to those on higher incomes with a relatively
high amount of deductible expenditures.

*In the calculation of tax savings the refundable element of the tax credit was
included. Thus a low income taxpayer might move from paying tax of, say, £2:87, to
receiving a grant of £8-01 which would vield a tax saving of £10-88.
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APPENDIX TABLE A3

Tax savings under the Proposed Individual Grant and Tax Scheme for
Different Incomes and Family Sizes

Tax Savings® £ p. w.

Weekly | Single Persons | Married Couple | Married Couple | Married Couple

Income with 2 Children | with 4 Children
20 10-561 19-77 27-27 3477
30 9-49 1814 23-87 31-37
40 8-59 17-20 22-39 28-05
650 8-53 16-30 21-49 26-69
60 8-63 16-40 2067 2579
70 8:73 16-50 2077 25-04
80 8-83 16-60 20-87 25-14
90 8-93 16-70 20-97 25-24
100 9-10 16-80 21-07 2534
150 15-95 22-20 25-09 28-22
200 28-95 34-63 36-59 38:55

Note: Assumptions are as in Table A2. The exclusion of all deductible expenditure
in this scheme makes comparisons more difticult as all taxpayers with expenditures
on mortgage interest, superannuation contributions etc. would have to offset the
gains above by the loss of the benefit of deducting these items for tax purposes.

We should also note that universal child allowances payable through the post
office (i.e. existing children’s allowances) would be replaced in the scheme. Thus
the gains above should be reduced by £1-48 p.w. for couples with 2 children and
£3-72 p.w. for couples with 4 children.

*Savings defined to include grants as for Table A2.
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