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B. Revenue and Expenditure Trends and the Consolidation Mix

Analysis of Trends in Revenue and Expenditures to Date

4, The structure of Irish public finances has undergone more than one significant
transformation since the 1980s. As shown in Figure 1, in the 1980s Ireland was not a low-
tax/low-spend economy. However, the sharp expenditure-led consolidation in late 1980s
helped usher in a decade of break-neck export-led Celtic Tiger growth from the early 1990s,
which saw the size of the public sector and revenues fall as a share of GDP through 2000.

Figure 1. Ireland’s Revenue and Expenditures (percent of GDP)
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Source: Eurostat and IMF staff calculations.
5. A turning point was reached around the turn of the Ireland - Primary
millennium, when public finances of a much-richer Ireland spending rose 140
. . . . percent over 2000-08

were redirected toward expanding public services and the 75
until-then lean welfare state. This “catch-up” spending 6 /

happened well into the crisis, with welfare and pension rates
rising by 3 percent as late as 2009, even though Ireland had
entered a recession by early 2008. Figure 2 shows that social
welfare rates doubled (more than tripled in the case of the 3
universal child benefit) over 2000-09, and are 74 percent (130 25
percent in case of child benefit) higher than the level that
would have obtained if they had grown at the rate of per
capita nominal GDP. The exchequer pay bill, led by health
and education, rose 118 percent, combining a 35 percent increase in personnel and 61 percent
surge in pay, the latter outstripping cumulative per capita GDP growth by 16 percent.
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Figure 5. Mix of Consolidation Measures, 2009-15

4.0
Further 5% of GDP
3.5 — effortover 2013-15
0.8
30 [— — 10 — Revenue
25 Spending
=== SPB change
20
15 |-
1.0 =
05
0.0

2009 2010 2011 2012 2013 2014 2015

4.0

3.5

3.0

2.5

2.0

1.5

1.0

0.5

0.0

Source: IMF staff estimates. SPB denotes structural primary balance ratio

10.  With the overall deficit expected to still exceed 8 percent of GDP in 2012, the

authorities are preparing for significant further consolidation over the medium term. The

Medium-Term Fiscal Statement (November 2011) set out the parameters for a 5 percent of
GDP consolidation over 2013-15 to deliver a deficit below 3 percent of GDP in 2015.* The

plan envisages a continuation of the expenditure-led approach (maintaining the two-thirds
share), which can be justified given Ireland’s very high primary expenditure ratio in the

OECD. Section D identifies significant scope for further expenditure savings, especially in

health, education and social protection.

11.  Atthe same time, it is important to
recognize that the total expenditure effort
envisaged is larger than that implied by the
MTFS consolidation measures. As shown in
the text table, and clear from Figure 6, the
MTFS implies a reduction in primary
expenditure-to-GDP ratio of 6.7 percentage
points between 2012 and 2015, only half of
which is to come from MTFS-announced
measures; the remaining half is expected to
arise from nominal freezes on welfare and pay
rates.

* The authorities expect to update this statement in October 2012 in preparation for Budget 2013.

Ireland: General Government Finances, 2007-15
(percent of GDP, excl. bank support costs)

2012 2013 2014 2015

Revenue 34.5 34.5 34.8 34.7
Expenditure 42.8 42.1 39.8 37.7
Primary 38.8 36.7 34.3 321
Current 36.1 34.2 32.0 29.9
Capital 2.7 2.5 2.3 2.2
Interest 4.0 5.4 55 55
Overall balance -8.3 -7.5 -5.0 -3.0
Primary balance -4.3 2.1 0.5 25
Structural balance -6.3 -5.5 -3.6 -2.3

Source: IMF staff projections, based on MTFS consolidation path.


http://per.gov.ie/wp-content/uploads/Medium-Term-Fiscal-Statement-November-2011.pdf



http://www.google.ie/url?q=http://www.aeaweb.org/aea/2012conference/program/retrieve.php%3Fpdfid%3D312&sa=U&ei=Zt8WUM77Os_jrAfS6oHYCg&ved=0CB4QFjAD&usg=AFQjCNEsuippC0h5rJEZ7rOXNXEbU9LoSg
http://blog-imfdirect.imf.org/2012/06/11/lessons-from-latvia/
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(i) would revenue-based consolidation be less durable?

Mauro (ed.) et al (2011) find, for European countries over 1991-2007, that revenue-led
consolidation plans were generally not common, but, where backed by concrete measures,
these were generally implemented, and durably so.

(i) would it be more contractionary for demand?

The influential work of Alesina and Ardagna (1998) and Alesina, Favero and Giavazzi (2012)
suggests “yes”. In particular, the latter paper argues that revenue based-consolidations have
been associated with long and severe recessions, while spending-led consolidations have been
associated either with mild and short recessions or no recession at all. On the other hand, the
large fiscal adjustment case studies covered in Horton et al (2004) and more recent work on
fiscal multipliers (IMF 2012, see Appendix 1), find smaller growth costs of revenue-based
consolidations in recessionary times because tax increases can induce lower private savings.

(iii) would high taxes/a larger public sector inevitably entail long-run growth costs and
undermine Ireland’s FDI/trade-centered model?

Barro (1990) theorizes that diminishing returns from productive spending, and increasing
costs of distortionary taxation, place an upper bound on the optimal size of the state.
However, empirical studies have struggled to find a robust causal link from government size
or aggregate revenue ratios to long-term growth and much depends on the mix of government
— i.e. the productivity of spending and how distortionary are the taxes financing it. For
instance, the small open economies in Northern Europe (Finland, Denmark and Sweden) have
maintained relatively strong growth and competitiveness indicators despite their fairly large
public sectors. However, expanding revenue for a larger public sector by raising already-
elevated marginal tax rates (as in Ireland) would likely have long-run costs. Substantially
higher effective rates on individuals and corporate could also impact Ireland’s attractiveness
for high-skilled foreign professionals and foreign investors, clearly important considerations.

14.  The foregoing suggests that no decisive conclusion on the appropriate revenue versus
expenditure mix of fiscal consolidation can be reached. In that context, a pragmatic approach
is to recognize that the chosen mix can be made more growth friendly by raising the
productivity of spending and increasing reliance on less distortionary taxes. Given the still-
fragile economy and high unemployment, it is vital that the choice of budget measures
minimizes the drag on demand and job creation, while measures need to entail fair burden-
sharing across income groups, generations and family-types, while effectively protecting the
most vulnerable. This strategic approach, focusing on the quality (efficiency and equity) of
measures, could involve base-broadening rather than rate hikes on the revenue side (section
C), and better targeting of the state’s social supports and subsidies on the expenditure side,
while reforming key government services (section D).


http://ideas.repec.org/a/bla/ecpoli/v13y1998i27p487-545.html
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2130577
http://www.imf.org/external/pubs/nft/op/246/op246.pdf
http://www.imf.org/external/pubs/ft/fm/2012/01/pdf/fm1201.pdf
http://www1.worldbank.org/publicsector/pe/pfma06/BarroEndogGrowthJPE88.pdf
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C. High-Quality Options for Revenue Base-Broadening

Relative to other OECD economies, Ireland has a combination of high personal and indirect
tax rates and relatively narrow tax bases. Due to a very high entry point for income tax and
employee PRSI, and despite elevated marginal rates for those around the average wage,
Ireland’s effective PIT rates are quite low for persons earning up to 167 percent of average
wage. Similarly, due to several lower-tier rates, the relatively-high 23 percent standard VAT
rate currently applies to just 50 percent of consumption. This, together with the absence of a
property tax, provides considerable room to raise revenues without raising the already high
marginal tax rates, and while also avoiding higher rates on lower income workers that would
undermine work incentives. There is also scope to expand the well-designed carbon tax to all
fuel types, and to redesign vehicle taxes in a way that can provide higher revenues, while
preserving incentives for environmental conservation.

15. Ireland has maintained a relatively low tax-to-GDP ratio over time (Figure 7). Current
taxes on income and wealth, including social insurance contributions (i.e. direct taxes) are
quite low, at around 18 percent of GDP — in fact, the lowest among advanced European
economies. Indirect taxes (at 11.4 percent of GDP in 2011) were slightly below the OECD
average, although pre-crisis the collection was close to 13 percent of GDP. At the same time,
as shown in Figure 6, revenue as a share of GNP (arguably a better measure of the tax base)
has traditionally been higher—varying between 40-50 percent of GDP—and is expected to
approach 45 percent of GDP by 2015. This suggests that low revenue-to-GDP ratios may not
automatically imply significant revenue-raising capacity, going forward.

16.  Table 2 sets out the shares of various taxes in total taxes (inclusive of social
contributions), and reveals two interesting patterns. First, personal income taxes—at

47 percent of total taxes — are similar to the average share for English-Speaking economies.
However, these economies compensate for their relatively low reliance on personal income
taxes with higher shares of corporate income taxes and property taxes—about 23 percent; the
figure for Ireland is less than 15 percent, with the shortfall primarily on account of property
taxes. Instead, Ireland collects a relatively larger share from VAT, excises and non-fuel
vehicle taxes.® The following sections take a closer look at three taxes (income tax, property
tax and environmental taxes), where there is scope for base-broadening and efficiency-
preserving revenue raising.

® Indeed, taxes on production and imports (i.e. indirect taxes) are comparable to EU levels (in percent of GDP),
so that as a share of total taxes, the reliance on non-distributive taxes is quite high.
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Figure 7. Ireland Vs. OECD - Level and Structure of Revenues
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Table 2. Composition of General Government Revenues
Structure of Ireland's T axes Relative to Comparators (percent of total taxes)
PIT (excl. Self-  PIT (incl. VAT & . Non-fuel
$50) SSC Employees  Employer employed ) CIT Property GsT Excises molor taxes Other
Ireland 27.0 20.3 389 57.3 38 47.2 9.2 5.6 229 10.7 2.3 2.1
Australia 374 0.0 374 18.7 9.6 14.3 76 21 10.3
New Zealand 375 0.0 375 124 6.9 30.2 29 0.0 10.1
United Kingdom 28.6 19.1 39.5 57.5 31 47.7 8.7 121 18.8 8.9 11 2.6
United States 321 26.2 44.2 50.4 54 58.2 10.9 12.9 8.1 41 0.7 5.0
English-Speaking 339 11.3 41.8 53.9 43 452 12.7 10.4 17.8 5.9 1.0 7.0
Austria 225 345 40.7 46.8 12.5 57.0 4.6 1.3 18.9 5.6 14 111
Belgium 28.1 325 29.7 60.7 9.6 60.6 6.2 6.9 16.5 49 11 3.8
Denmark 50.6 2.1 949 51 00 527 57 40 206 8.6 13 72
Finland 29.7 29.8 20.8 70.8 84 59.4 6.0 2.7 201 8.3 0.9 25
Sweden 28.0 25.0 23.6 76.2 1.8 53.0 76 24 216 6.1 11 84
|Sma|l European 31.8 24.8 41.9 51.9 6.4 56.6 6.0 3.5 19.5 6.7 1.1 6.6|
France 16.9 38.8 24.4 67.9 7.8 55.7 49 8.5 16.9 55 0.4 8.1
Germany 244 391 439 47.1 9.0 63.5 4.2 2.3 20.1 71 0.9 1.9
ltaly 272 315 18.1 68.1 13.8 58.8 6.5 47 14.5 49 0.9 9.7
Erge European 22.9 36.5 28.8 61.0 10.2 59.3 5.2 5.2 17.2 5.8 0.7 6.6 |
|0ECD avg. 258 27.2 34.8 58.5 10.8 53.0 8.4 53 19.9 79 1.0 45 |

Source: OECD Revenue Statistics.
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Personal income taxation’

17. Personal income taxes in Ireland comprise the income tax — which, in turn, is a
combination of a core income tax (IT) and a universal social charge (USC) — and employee
pay-related social insurance (PRSI).2 The IT accounts for about two-thirds of total personal
income taxes, with the rest split roughly evenly between the USC and PRSI. The PIT
structure and associated average and marginal taxes for a single PAYE taxpayer is
summarized in Table 3.°

Table 3. Ireland’s Personal Income Tax Structure
Structure of Personal Income Taxes: Rates, Thresholds and Average and Marginal Tax Rates

Universal social

Annual income (Euros) charge Core income tax Employee PRSI Total PIT (USC+IT+PRSI)
uscC IT PRSI Combined tax Average tax Marginal tax
Rate payable Rate  payable Rate payable liability rate rate
10,035 USC exemption threshold 0.00 0.0% 20072%
10,036 2% USC on first 10,036 2%  200.72 200.72 2.0% 4%
10,037 4% USC on income above 4%  200.76 200.76 2.0% 4%
16,016 10,036, il 16,016 4%  439.92 439.92 2.7% %
16,017 7%  439.99 439.99 2.7% %
16,499 7%  473.73 473.73 2.9% %
16,500 Entry point for income tax 7%  473.80 20% 473.80 2.9% 27%
18,303 7%  600.01 20% 360.60 960.61 5.2% 46827%
18,304 PRSI exemption threshold 7%  600.08 20% 360.80 4%  468.00 1,428.88 7.8% 31%
21,708 0.67 * Average wage 7%  838.36 20% 1,041.60 4% 604.16 2,484.12 11.4% 31%
24,908 PRSI allowance exhausted 7% 1,062.36 20% 1,681.60 4% 732.16 3,476.12 14.0% 31%
32,400 Average wage 7% 1,586.80 20% 3,180.00 4% 1,031.84 5,798.64 17.9% 31%
32,800 Higher IT rate 7% 1,614.80 41%  3,260.00 4% 1,047.84 5,922.64 18.1% 52%
40,000 lllustratve 7% 2,118.80 41%  6,212.00 4% 1,335.84 9,666.64 24.2% 52%
54,108 1.67 * Average wage 7% 3,106.36 41% 11,996.28 4% 1,900.16 17,002.80 31.4% 52%
64,800 2 *Average wage 7% 3,854.80 41% 16,380.00 4% 2,327.84 22,562.64 34.8% 52%
97,200 3 * Average wage 7% 6,122.80 41% 29,664.00 4% 3,623.84 39,410.64 40.5% 52%

Source: Department of Finance

" Issues related to pension tax reliefs and PRSI base broadening to unearned income are discussed under
“Other”, toward the end of this section.

® The Irish welfare system does not differentiate significantly between social insurance and social assistance, or
between contributory and non-contributory state pensions. Accordingly, PRSI contributions do not bear a strong
link to welfare benefits, so that it is acceptable to combine (employee) PRSI with income tax and USC when
looking at personal income taxation in Ireland.

® Note that Table 3 uses the term “exemption threshold” to connote the level of income that, if one earns below
it, no tax is incurred. In this sense, both the USC and PRSI have exemption thresholds: i.e. those earning below
€10,036 pay no USC, and those earning below €18,304 pay no employee PRSI. However, those earning above
these levels pay the said tax on all income, including the income below the threshold, implying a jump in the
effective tax schedule around the threshold. By contrast, the “entry point” for income tax refers to the amount of
income on which there is no tax payable at all. Thus, a person earning €16,499 pays zero income tax, a person
earning €16,500 pays 20 percent of €1 (= €16,500-16, 499) or €0.2 in income tax, while a person earning
€30,000 pays 20 percent of €13,501 (= €30,000-16, 499) or €2,700 income tax (which is 9 percent of the gross
income of €30,000).
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18.  Ascan be seen, Ireland has a fairly progressive personal income tax, with two
characteristics that stand out and warrant further analysis:

(i) high marginal rates that kick in at fairly low income levels;

(i) low average tax rates for most taxpayers, most notably for those earning between 67 and

167 percent of average wage.

High marginal rates

19.  The first anomalous feature of the PIT system is the relatively low income level at
which the top marginal rate kicks in. The higher income tax rate of 41 percent (and the
corresponding top marginal rate of 52 percent, including the 4 percent USC and 7 percent
employee PRSI) applies at €32,800, which is just above the average wage of €32,400. In this,
Ireland is closer to the smaller European economies than the English-Speaking or Large

European countries.

20.  Atend-2011, the level of the top marginal rate (52 percent) was high relative to the

average for OECD and English-Speaking
economies, but comparable to levels in the
smaller European economies and the U.K.,
although in the latter, the rate will be reduced to
45 percent in 2013. Apart from generating
efficiency concerns, the high top marginal rate
in Ireland relative to the U.K. could also be
problematic in terms of maintaining Ireland’s
attractiveness as a location for high-earning
professionals. On the other hand, it has to be
noted that (i) location decisions are more a
function of average, not marginal rates, which
are not so out-of-line in Ireland for high-
earners; (ii) the U.K. top rate will continue to
kick in at a higher income level than in Ireland;
and (iii) the distortionary effects of high top
marginal rates are believed to be relatively
small for high income-earners (Coady et al,
2012).

Low average (or effective) rates

Income threshold for

Top marginal . i
2011 levels PIT rate (%) higher rate (multiple of
average wage)
Ireland 52 1.0
Australia 46 26
New Zealand 33 1.4
United Kingdom 52 44
United States 43 8.3
English-Speaking 44 4.2
Austria 44 21
Belgium 59 1.0
Denmark 56 1.1
Finland 56 1.8
Sweden 57 1.5
Small European 54 1.5
France 51 2.7
Germany 47 5.9
ltaly 51 29
Large European 50 3.8
OECD 46 3.2

Source: OECD.

21. A comparison of average PIT rates over time below shows that Ireland’s current
effective rates are in line with 2000 levels and that the sharp reduction in bands and credits
through 2008 has since been clawed back. However, relative to most English-Speaking
economies, and certainly the OECD average, the effective rates for an average-wage or



http://www.imf.org/external/pubs/ft/sdn/2012/sdn1208.pdf
http://www.imf.org/external/pubs/ft/sdn/2012/sdn1208.pdf
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below-average-wage single PAYE earner (especially if they are married with children) are

quite low.™® Low average PIT rates have the advantage of reducing disincentives to take up
work but, as noted by OECD (2011) and discussed in section 11, benefits, not taxes, are the
main drivers of such disincentives in Ireland.

Effective rates of personal income taxation (including employee SSC, in percent)
Ireland us UK Austaia NZ  OECD
2000 2008 2012 2011

67% *AW PAYE single earner 11.2 59 114 19.6 217 15.9 12.9 20.7
100% *AW PAYE single earner 20.3 139 179 22.8 251 22.2 15.9 248
167% *AW PAYE single earner 321 258 314 28.6 30.4 281 220 30.3

Married PAYE one-
100% AW Married PAYE one 101 56 103 104 235 214 159 192

earner with wo children

Source: Ireland Department of Finance and OECD (Taxing Wages, Comparafive Tables, 2011).
Note: Average annual wage (AW) in Ireland in 2012 = Euro 32,400.

22.  Average PIT rates are low in Ireland for a number of reasons:

0] The entry point for the core income tax regime is unusually high. The income level at
which the IT rate of 20 percent kicks in for a regular single PAYE earner is €16,500.** All
income below this level is exempt from the income tax, irrespective of how high the total
earnings of the PAYE earner are. The entry point threshold corresponds to 51 percent of the
average annual wage (€32,400) which, by far, is the highest in the OECD: the next closest
ratio is 27.6 percent (for Italy), while the average for both OECD and English-Speaking
economies is 9 percent.*?

(i) The employee PRSI rate (at 4 percent) is modest and has an even higher exemption
threshold (€18,304). Moreover, it comes with a generous initial “allowance”, i.e. deduction
from income of the first €6,604 for the purposes of calculating the employee PRSI liability.
Thus, the PRSI tax liability for someone earning €18,304 is 4% *(18304-6604) = €468, an

average (or effective) tax rate of 2.6 percent.

19 The effective tax rates for self-employed individuals and couples are much higher, as they are not entitled to
the PAYE tax credit. However, these taxpayers are entitled to deduct business expenses from income in their
tax returns, so the actual tax take for the government would not be much higher.

1 The entry point for the income tax (€16,500) for a PAYE earner is determined by the combination of the basic
tax credit of €1,650 and the PAYE credit (similar to an earned-income tax credit) of €1,650. For earnings below
€16,500, the annual tax liability would be less than €3,300 given the (lower) 20 percent income tax rate, which
would be covered by the sum of the personal and PAYE tax credits (each €1,650).

12 Note that €16,500 is only slightly lower than the minimum wage of €17,542: €8.65/hour*39 hours a week*52
weeks a year.


http://www.oecd.org/eco/economicsurveyofireland2011.htm
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(ii)  The universal social charge (USC) applies to a broad base, taxing the entire income of
any taxpayer earning above €10,036, but the USC tax rates (2, 4 and 7 percent) are quite low,
so that the effective USC tax rate on incomes up to €16,500 (the income tax entry point) is
just 2.9 percent. Moreover, special lower USC rates apply to medical card holders. Not only
is this unusual (a health entitlement determining an income tax rate), the entitlement—at least
in the case of the over-70s—is not subject to an effective means test, raising questions of
fairness.

23. In addition to the standard regimes, there are a number of special tax reliefs that push
up the entry point for income tax even higher for certain groups. For example, in addition to
the two standard tax credits (the individual and PAYE tax credits), there are allowances
(provided via credits or exemptions) for single parents, people who care for their children at
home, people older than 65, rental expenses for older taxpayers, widows, handicapped and
blind people. Similarly, lower USC rates apply to medical card holders, even when incomes
are above those for non-medical card holders.*?

24.  Although intended to serve re-distributional purposes, such special reliefs are a poor
instrument to achieve this result in a system where (i) tax credits are non-refundable (as they
are in Ireland), i.e. they cannot result in a payment to the taxpayer in the case of tax liability
being assessed as nil; and (ii) the sum of the two basic tax credits is so high: a low-income
earner is already exempt from income tax, so that these special credits accrue mainly to
middle or higher earners. Some of these special credits (and exemptions) have been scaled
back in recent years, but scope for further tightening exists.

25. A reform strategy could seek to raise average PIT rates for taxpayers earning above
67 percent of average wage (or €21,708); increase the income level at which the top marginal
rate kicks in; ensure better targeting of special income tax reliefs (including for USC); and
smoothen out kinks in the tax schedule. The following is one way to achieve this:

a) Phase out the annual PAYE tax credit of €1650 between the minimum wage
(€17,508) and the average wage (€32,400). This will increase the average and
marginal income tax rates for persons earning between the minimum and average
wage; raise the average tax for those earning above the average wage; and improve
the targeting of special income tax reliefs.

b) The savings from (a) — which could be substantial — may be partly used to lower the
income tax rate in the first bracket, or split it into two (e.g. 15 and 25 percent) so as to

3 This is possible in the case of the over-70s who still have near-universal entitlement to the medical card.
Separately, it is quite unusual for a health entitlement to determine the PIT tax rate applicable to a person.
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ensure that tax burdens do not rise for those earning below 67 percent of the average
wage.

The income ceiling at which the top marginal rate kicks in could be increased
somewhat to partly compensate those earning around the average wage, taking due
regard of the scope that exists to ensure more equitable tax treatment of married
couples vs. individual payers.

In addition, the PRSI could be better aligned with the income tax by (i) reducing the
PRSI exemption threshold which, at €18,304 is 11 percent above the income tax entry
point of €16,500; and (i) phasing out the universal entitlement to an allowance on
first €6,604 of income between the minimum wage and average wage, similar to what
is proposed for the PAYE tax credit.

Finally, the interaction of the USC, income tax and PRSI could be reviewed to iron
out large kinks in the average tax schedule at the USC and PRSI exemption
thresholds.

Property taxation

26.

Ireland currently maintains four types of property tax (the first is a transactions-based

tax and the following three are recurrent):*

2% stamp duty on non-residential transactions (with minimal exemptions) since 2012;
and 1% (2%) stamp duty on residential transactions up to €1 million (on the balance
above €1 million) since 2011."® The combined collection from these stamp duties in
2010, i.e. before these lower rates were introduced, amounted to about €0.2 billion in
2010.

Commercial rates, which are collected by local governments, are based on the annual
rental value of commercial premises (multiplied by a rate that is set by each local
authority). The combined collection from these is around €2 billion.

A non-principal private residence (NPPR) charge of €200 per NPPR, which yields a
modest €65 million a year, although this is because the rate is low, not because of
weak compliance. This charge was introduced in 2009.

14| ike most other OECD economies, Ireland does not have a net wealth tax.

'> These rates have been brought down significantly from the 7-8 percent prevailing before the crisis.
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o A €100 household charge on principal private residence, introduced in Budget 2012,
and initially expected to yield €160 million per year. Low compliance has meant the
collection may fall short this year.'®

27.  The recent EC report on Taxation Trends in the European Union appears to suggest
that, relative to Europe, Ireland has high taxes on property. However, comparisons with the
OECD sample in Table 4, which includes English-Speaking economies with a tax structure
more similar to Ireland’s (i.e. with low direct taxes), show a low level of property taxation in
Ireland, especially for recurrent taxes on immovable property. For instance, in 2010,
Ireland’s property tax take was 1.6 percent of GDP, compared with 1.8 percent of GDP for
the OECD, and 3 percent of GDP for the four English-Speaking economies; the share of
recurrent property taxation in total property taxes was 56.6 percent, well below the

83.3 percent in these economies.*’

Table 4. The Level and Structure of Property Taxation—Ireland vs. OECD

Total Total  sharein Recurrent  Recurrent Estate, Financial &

(% of (% oftax property (immovable) (netwealh) inheritance capital  Other

GDP) revenue)  faxes: &git  frransactons
Ireland 1.6 5.6 56.6 0 9.9 33.5 0
Australia 25 9.6 58.5 0 0 415 0
New Zealand 22 6.9 98.0 0 0 19 0
United Kingdom 42 121 80.8 0 4.3 14.9 0
United States 32 12.9 95.8 0 4.2 0 0
English-Speaking 3.0 10.4 83.3 0 21 14.6 0
Austria 0.5 13 434 0 22 53.6 0.6
Belgium 3.0 6.9 413 22 217 33.0 18
Denmark 1.9 40 .7 0 112 171 0
Finland 1.2 2.7 56.0 0 18.6 255 0
Sweden 24 24 72.3 0 0 21.7 0
Small European 1.8 35 57.0 0.4 10.7 314 0.5
France 36 8.5 67.5 6.3 10.9 15.3 0
Germany 0.8 2.3 53.9 0 21.0 25.2 0
Italy 20 47 294 0 1.5 54.7 144
Large European 2.2 5.2 50.3 21 111 317 48
OECD 1.8 5.3 59.2 7.0 7.2 23.7 2.9

Source: OECD Revenue Statistics

18 Ireland had a recurrent property tax on principal residence of 1.5 percent till 1997, when it was abolished.
This tax was levied on the excess of the market value of all relevant residential properties of a person over a
market value exemption limit and was payable provided the income of the household exceeded an income
exemption limit.

7 The 2010 data suggests a high share of transactions taxes in Ireland (mainly stamp duties), but these have
been brought down since then.
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28. There are several arguments in favor of higher recurrent property taxation on
immovable property (see Norregaard, forthcoming).'® First, they are a relatively stable source
of revenue, which is important in small open economies with volatile tax bases such as
Ireland. Second, they can promote efficient land use by imposing a “tax cost” on land
ownership or use that to some degree may be independent from the actual use of the land
(particularly if market price valuation is applied). Third, they can neutralize other distortions,
such as more favorable income tax treatment of owner-occupied housing — e.g., due to
mortgage interest reliefs — although this may not be as relevant in Ireland, as these reliefs are
being phased out, and will be eliminated by 2017. Fourth, and perhaps most important, is the
general acceptance of recurrent property taxes on immovable property as the least
distortionary form of taxation in terms of reducing long-run GDP per capita, followed by
taxes on consumption (and transactions), personal income and corporate income (OECD
2010).

29.  The property tax was found to be regressive in its incidence by the earliest studies on
the topic.*® However, more recent analysis finds the incidence of a property tax to be
primarily on land and capital which, because they are owned predominantly by higher-
earning individuals, implies progressivity. This view sees a property tax as a user charge for
local public services (or their capitalized value, if market values are used), and thus as fair.
Another aspect of fairness relates to the apportionment of property taxes between central or
local governments. Because property values, in part, reflect services supplied by local
governments, it is reasonable that they be allocated primarily to finance local activities.

30.  The Irish authorities plan to introduce in 2013 a value-based property tax on principal
private residences. Key design and implementation issues are:

. Rate level: There would be little point in introducing the tax at a level below
0.2 percent. Given the importance of this reform for the future stability of public
finances, and its relative growth-friendliness, consideration could be given to setting a
rate comparable to levels in English-Speaking economies; for example, the average
rate across the various states in the United States is 1.38 percent.” A tax rate around
0.5 percent could yield annual revenue of €1 billion.

. Rate setting: The power to set the rate could lie with the central government, or local
government, or could be a mix of the two (perhaps central government setting a base
rate, with local governments allowed to add a small top-up). That said, the property
tax base should be clearly defined in central legislation, without any local discretion.

18 “Taxing Immovable Property: Revenue Potential and Implementation Challenges”, IMF Staff Discussion Note.
19 These studies saw a property tax as a combination of a tax on mobile capital and a tax on immobile land (the
former got shifted to renters, consumers, and labor, while the latter borne by landowners).

0 Based on U.S. property tax rates, as reported in State-by-State Property-Tax Rates.
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http://www.oecd.org/dataoecd/36/59/46391708.pdf
http://www.nytimes.com/2007/04/10/business/11leonhardt-avgproptaxrates.html?_r=1
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. Exemptions and waivers: These should be kept to a minimum, although some
allowance (perhaps in the form of a deferral, rather than outright waiver) for
distressed mortgages could make sense.

. Register: It would be critical to assemble a unified register of properties with details
on who owns which property so that the liable taxpayers can be linked with
Revenue’s database on tax numbers.

. Collection: The local government’s challenges with the household charge, which had
a lower-than-expected compliance rate, tilts the case in favor of central collection. In
that case, the pros and cons of a PAYE-based deduction approach would need careful
consideration due to the perceived impact on labor incentives, and administration cost
and complexities for businesses.*

. Apportionment of proceeds: Although details on revenue apportionment between
the center and local governments are ultimately a matter for government, it would
seem fair that a significant portion of the revenue intended for local governments go
directly to the respective locality, while a sufficient amount be retained for
equalization purposes (i.e. to be distributed to less-less-well-off local
administrations).

. Property valuation: As there is no up-to-date cadastre of property values in Ireland,
and in an illiquid market many properties would be difficult to value in any case, the
authorities may have to rely on a self-assessment regime initially. Although this is not
a common approach, it has been implemented with some success in Latin America
(Bogota City). Once the system is up and running, computer-assisted mass appraisal
(CAMA) systems could be used for property revaluations.

Environmental taxation

31. Ireland’s environmental taxation comprises two types of energy taxes: excise taxes on
motor fuels and a carbon tax that operates as a top-up on motor fuel excises, and applies
separately to non-transport fuels used in industry and natural gas used in homes; and two
types of vehicle taxes (increasing in CO, emissions/km): one-off registration charges and
annual motor taxes. In 2010, revenues from these taxes amounted to about 2% percent of
GDP in Ireland (down from 2.8 percent in 2000), compared with a weighted average of

1.7 percent for OECD countries as a whole. As a share of total tax revenues, environmental
taxes were about 9 percent in Ireland, compared with a weighted average of 5% percent of
revenue for the OECD economies (Figures 8 and 9).

2! persons on pensions/welfare would presumably require such deduction to be implemented by the Department
of Social Protection, which could undermine somewhat the perceived benefits of collection by a single central
agency.
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In Ireland, energy (fuel) taxation accounted for about 60 percent of 2010

environmental tax revenues, while vehicle taxes for the remaining 40 percent. The still
relatively small collections from the carbon tax (introduced in 2011 and raised in 2012) are
not reflected in these figures. Most other OCED countries raise disproportionately more
revenue from fuel taxes, and some (like Denmark, Estonia and Netherlands) raise a
significant amount from excise taxes on electricity.

33.

Figure 8. Revenues from Environmentally Related Taxation (percent of GDP)
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Figure 9. Revenues from Environmentally Related Taxation (percent of total revenues)
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The main recommendations in relation to these three environmental taxes are:

e Domestic carbon tax: the level of the domestic carbon tax for emissions outside of the

EU cap-and-trade system seems reasonable, but the current price for ETS emissions is
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only about a third of this level. A possible reform (to equalize emissions prices across
the economy) would be to bring ETS emissions under the carbon tax, and provide
refunds to covered sources for ETS allowance purchases.

e Vehicle taxes: in the short term, a possibility for promoting stable revenue from
vehicle taxes while at the same time more effectively exploiting technological
possibilities for reducing emissions would be to implement a uniform ad valorem tax
on vehicle sales combined with a ‘feebate’. The latter provides rebates for vehicles
with relatively low emissions intensity and imposes fees on vehicles with relatively
high emissions intensity.

e Fuel taxes: there appears to be some modest scope to raise the level of passenger fuel
taxes from the perspective of addressing adverse side effects of vehicle use including
congestion, pollution, and road accidents. However, a more effective way to reduce
congestion over the longer term would be to partly transition away from fuel taxes to
a system of mileage-based tolls for busy roads with toll rates progressively rising and
falling during the course of the rush hour.

Other taxation

34. Finally, we discuss some stand-alone tax issues that are likely to be important
ingredients in any overall tax reform program: private pensions, PRSI base broadening, and
VAT base broadening.

(i) Taxation of private pensions

About half of taxpayers maintain private pensions in Ireland. The tax treatment of private
pensions is EET: tax-exempt at the contributions and accumulation, but taxed at distribution.
However, because contributions can be deducted for tax purposes at the “higher” rate of
income tax (41 percent), but capital gains and pension income would, in many cases, be
taxed at 20 percent (e.g. if retirement income for a pensioner couple is below €36,000 p.a.),
the current system subsidizes the contribution and accumulation stages beyond the incentives
inherent in an EET system. These subsidies are poorly targeted, with richer taxpayers (who
contribute more toward private pensions) receiving a substantial share of the subsidies. There
is debate on the best approach to reduce or better target these subsidies:

Approach 1: Move to standard-rating of pension contributions deduction. The November
2010 National Recovery Plan had envisaged a gradual reduction, over 2012-14, in the
rate of tax deductibility of private pension contributions from 41 percent to 20 percent.
This would have preserved the EET regime for those expecting annual pension incomes
(for a couple) below €36,000, but would have introduced some upfront taxation for those
expecting larger pensions. The number of pensioners impacted could be large (as many as
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650,000) so that the consequences of a large behavioral response that drives down long-
term savings, could be quite negative.

Approach 2: Cap the cumulative amount of tax-relief-benefitting contributions. It has
been suggested that instead of Approach 1, a cap on cumulative contributions of €1.5
million be set, “equivalent” to an annual pension payout in retirement of about €60,000.
About 30,000 high-income pensioners would likely be affected in this case.

Overall, it is not clear why a combination of the two suggested approaches is not possible.
First, the rate of tax relief could be consolidated for everyone at around 30 percent. This
would have a relatively small effect on incentives to save for higher income taxpayers
(subject to 41 percent tax rate), but could significantly raise the incentive to build retirement
savings for those on lower incomes (subject to 20 percent tax rate). At the same time, a cap
on cumulative relief-benefiting contributions seems fair. Whether €1.5 million cap is
appropriate or is too generous, would have to be determined. It would be administratively
easier, nonetheless, to apply the cap to new contributions, rather than retroactively.

(if) PRSI Base Broadening

At 4 percent, Ireland’s employee PRSI rate is low compared with the mean average marginal
employee social security contributions rate for OECD economies of about 8 percent in 2009.
Relative to English-Speaking economies, the Irish rate is more comparable: the average of
the marginal rates in the United Kingdom and United States was about 5 percent (Australia
and New Zealand do not charge social security contributions). Given the large and widening
deficit in the social insurance fund, however, the level of employee PRSI collections may
have to be raised over the medium-to-long term (unless the state pensions are cut greatly).
Given the already-high top marginal tax rate and the low threshold at which it kicks in, PRSI
rate increases may be counterproductive and base-broadening should be the preferred course.
Some of this broadening has already been done through the removal of the employer PRSI
exemption on private pension contributions.

On the employee PRSI side, Budget 2012 signaled the possibility of extending PRSI to
unearned income (i.e. rental, dividend or interest income), which would be a progressive base
broadening measure. One concern is that the move would render the PRSI more like a tax,
inducing adverse labor market incentive effects, and less like a hypothecated charge linked to
some public or social benefit provision. However, as FAD (2012) notes, this issue is less
pertinent in countries where the contributions-benefits link is tenuous. Ireland appears to one
of these countries, as (i) entitlement to the full contributory pension (€230/week) is relatively
easy to obtain (notwithstanding the more recent tightening of eligibility requirements); and
(i) even those not entitled to contributory pensions can get a non-contributory pension that is
only marginally lower (€219/week). Overall, therefore, the broadening of the PRSI base to
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include un-earned income would not be expected to have significant adverse labor market
effects given the de facto tax status of the PRSI.

(iii) VAT Base Broadening

Although Ireland’s collections from VAT are on the high side, and its 23 percent tax rate at
the 75" percentile level in advanced economies, scope may exist for base-broadening. This is
because the 23 percent standard rate applies to only about half of consumption. Ireland
presently has three lower-tier rates (13.5 percent, 9 percent and O percent), in addition to two
agriculture-related rates around 5 percent. The 9 percent rate was introduced in May 2011 as
part of the government’s Jobs Initiative aimed at the services sector, including tourism, and it
is scheduled to expire at the end of 2013. That would be a good opportunity to review the
appropriateness of all lower-tier rates including the “zero” rate, which covers essential items
like food, medicines and children’s clothing etc., as it is not efficient to give untargeted
subsidies to everyone (rich and poor alike) through the VAT system.

D. Options for More Targeted and Efficient Expenditure

Ireland provides several expensive universal supports and subsidies, which are difficult to
justify under present budgetary circumstances. Better targeting of spending, including the
child benefit, medical cards, the household benefits package, subsidies on college fees, and
non-means tested state pensions can generate significant immediate savings and contain
demographics-related pressures over the longer-term, while effectively protecting the poor.
While recognizing the benefits of the Croke Park Agreement, continued monitoring of the
adequacy of savings in the net pay and pensions bill, and of service provision, is required,
given the relatively high level of the public sector paybill. Longer-run reforms in health and
education to ensure more cost-effective delivery of clearly-identified service priorities would
be an essential compliment to ensure durability of savings over the medium-term.

35. Given recent staff analyses of social welfare spending and public pay and pensions
(Box 3 and Box 5, respectively, in the IMF staff reports for the 5™ and 6™ EFF Reviews for
Ireland), this section will briefly look at the following: (i) a discussion of service outcomes
vs. 2010 expenditure levels in health, education and social protection; (ii) a brief overview of
the expenditure effort thus far and planned; and (iii) an analysis of where targeting can
generate significant immediate savings, while containing demographics-related pressures;
and (iv) identification of longer-term reform priorities, leveraging the discussion in (i).

(i) Public Expenditure versus Outcomes

36. An analysis of Ireland’s expenditure on health and education (which account for more
than half of total government expenditure) reveals a mixed picture regarding effectiveness
(Tables 5 and 6). Spending on health grew rapidly between 2000 and 2010 to second highest
in the OECD, and is now outsized relative to outcomes, which are mostly near the OECD
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