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Introduction

The Small Firms Association (SFA) welcomes the opportunity to make a submission to the Commission on Taxation.  The SFA is the largest small business organisation in Ireland representing over 8,000 member companies and 10 affiliated organisations. As the voice of small business, the SFA is a full social partner, exclusively representing companies employing less than 50 people. 
Following consultation with our members, we would like to make the following submission, which covers all of the items in the Commission’s Terms of Reference for your consideration.

Governments use a variety of means to finance their expenditures.  A selective list includes taxation, borrowing, charges for public services, profits of state-owned industry and sales of state assets.  Of these, taxation is the predominate source of finance.  Apart from its primary task of raising revenue for Government, taxation is used to pursue a range of economic and social objectives.  In broad terms these are to provide a stable macroeconomic environment, to redistribute wealth and to influence the allocation of resources.

In addressing the area of taxation, it is necessary to refer to the principles for tax systems, which are universally recognised by Governments. Those principles are: 
Efficiency – a tax system should not interfere with the efficient allocation of resources.
Simplicity – a tax system should be easy and relatively inexpensive to administer.
Flexibility – a tax system should be capable of responding easily to changed economic circumstances.
Responsibility – a tax system should allow tax payers clearly perceive what they are paying so that they can indicate their preference in the political process.
Fairness – a tax system should be fair in its treatment of taxpayers.

Administration and Compliance
Tax systems need to have a balance between administrative and compliance costs.   Taxes impose costs on the public sector, in the form of administrative and collection costs and on the private sector for both individuals and enterprises, in the form of advisory fees, time spent on maintenance of records, calculation of taxes and so forth. 

These compliance costs vary with such factors as the complexity of the tax system, the nature of the record-keeping requirements, the tax structures and rates of tax.  
Ireland has developed a culture of tax administration that is conducive to business practices.  Great achievements have been made by the Revenue Commissioners in reducing the compliance burden on firms however, it is essential that Revenue would carry their fair share of any increased administration and that any progress that has been made is maintained, built upon and is flexible to reflect the rapidly changing business environment.  
The tax administration system must be practical, consistent and non burdensome for business.  It is essential to maintain consultation, openness and transparency with the business sector, to ensure that the taxation system or rules do not have an adverse effect on economic activity.

Equitable Tax System

Few would dissent from the idea that taxes should be fair.  Equity is required not only by considerations of social justice, but also on the practical grounds that perceived inequities may lead to evasion.

Discussion of equity in taxation gives rise to two contrary ideas of fairness.  Firstly, the ability to pay principle of taxation, which is consistent with vertical equity, requires the better off to pay higher taxes.  Secondly, the benefit principle requires those who derive benefits from public goods or services should pay taxes accordingly.  

In recent years, the Irish tax system has introduced changes in an attempt to make the system more equitable.  The introduction of the income tax credit system has facilitated greater targeting of resources to those most in need.  Very significant policy preferences for assisting those on low/middle incomes and families with young children have been announced in recent budgets.
Detailed Response to the Commission’s Terms of Reference:
a. Tax System can support Economic Activity and promote increased Employment and Prosperity while providing the Resources necessary to meet the cost of Public Services and other Government Outlays in the Medium and Longer Term

In the late 1980s, with the commencement of Social Partnership, it was recognised that Ireland’s tax system had become a major impediment to entrepreneurship and the incentive to work.  Since then, the transition to lower taxes on investment, enterprise and labour has helped transform Ireland’s economy.  
The small business sector have demonstrated time and time again that given the right economic conditions, small business owner-managers will continue to invest, create and grow new businesses, thus increasing employment levels and overall revenues to the Government in both business and personal taxation.  However, they are facing challenging times and in its deliberations, the Commission on Taxation must give consideration to the current economic climate within which businesses are trading.  

Globalisation while providing many opportunities for the Irish economy also poses many challenges as it introduces global business practices and the greater movement of both capital and labour.  These factors have major implications for the way in which Government must formulate taxation policy.  It is no longer simply sufficient to look at fiscal policy solely on the basis of the domestic situation, but we need to benchmark ourselves against competing economies that are using the taxation system to gain competitive advantage, as indeed have we in the past.
The SFA believes that the growth of the Irish economy has been aided by the relatively low tax burden.  The introduction of the low corporation tax has clearly been very successful for the Irish economy and has been key to attracting foreign direct investment and assisted in creating a strong entrepreneurship culture.  The reductions in income tax have provided strong incentives to work and have assisted Irish businesses in attracting skilled immigrant workers.  These are core principles and should be retained.
Ireland’s high dependence on a low rate of corporation tax makes it somewhat vulnerable to more aggressive tax competition from other countries or indeed attempts from the EU to harmonise corporate tax systems.  The Commission must ensure that it sets out a taxation framework, which is capable of responding swiftly to changes in the global corporate tax environment, if Ireland’s current relative advantage in this area is under threat.  

Government will also face their own challenges over the coming years such as slower economic growth; commitment to the capital investment programme; pension and health care costs associated with an ageing population, which will all put additional pressure on the fiscal outlook.  Whilst it may be tempting to plug these spending gaps by increasing the tax burden, this will prove counter-productive.
The key challenges for the Commission is to ensure that any changes recommended to the tax system have a positive impact on economic growth.  Tax policy should be supportive of general Government policy and tax changes must reinforce policy objectives such as the promotion of R&D, attracting highly skilled labour and encouraging higher female participation.
OECD Research shows that whilst changes in corporation tax and income tax have a significant impact on GDP, consumption taxes have some impact and property taxes have limited impact.  Therefore, it is their contention and ours, that if tax rates need to increased, then property taxes are the best approach to increasing tax revenue whilst minimizing the negative impacts on economic growth.  This is also the area where Ireland is most out of line with tax policy across the developed nations.
B.
Tax System encourage Long Term Savings to meet the needs of Retirement
The SFA believes that the current tax reliefs for investment in pensions have been critical to their uptake to date and should be maintained, as it is clear that our current pension provision needs to be enhanced if we are to meet the demands of future retirees, and people need the tax incentive to do so.

However, we feel that specific incentives need to be introduced for those who are on the standard rate of tax and indeed the 35% of people who are tax exempt, in order to encourage them to save for their retirement as well.  

The SFA believes that the PRSA concept needs to be revisited and made more attractive for particularly lower-income people to invest in.  A key element of this would be allowing all taxpayers relief at 41% on pension provision, regardless of their income tax liability level.

Consideration should also be given to the introduction of an SSIA type-scheme for retirement provision.  People of all incomes demonstrated a propensity to save through the SSIAs, because the product was understood and the term and returns were acceptable.  The key attributes of the SSIA were its defined term and proximity of access, its tax exemption, its capped monthly payment and the elimination of risk to capital and income, as well as the general transparency of the products offered.  The current system of tax reliefs on pensions is unclear to many and indeed the pension industry imposes several layers of cost before the pension-saver's money is rewarded - front-ended commission on premiums, annual management charges on the funds, profits for equity in non-mutual assurors, etc. There is also the random critical issue of the current annuity rate when the person comes to retirement age.  Consequently, there is merit in the Commission considering the recommendation of more flexible long-term savings products for retirement.
In our submission to the Green Paper on Pensions review, we have advocated the gradual increase in the retirement age.  As people are living longer and healthier lives, it is appropriate to retain their skills in the workplace for as long as possible, whilst also relieving the pressure on pension provision for these additional years.  Quite often, the operation of the pension and tax system militates against this decision to stay on in employment, and consequently we recommend that the tax and benefits system be adjusted to reward rather than penalize these people.  Some suggestions include giving additional tax credits to those who work beyond the standard retirement age and allowing them to postpone their state pension entitlements, so that when they actually retire, they get increased pension payments for their first 10 years of retirement.

C.
Balance between Taxes collected on Income, Capital and Spending
The current Irish taxation system, which places a relatively low tax burden on the more mobile capital and labour markets, whilst placing relatively high taxes on the less mobile activity of consumption in our view, is optimal.  Indeed, there is a growing acceptance across many countries that this model has a positive impact on economic growth.
Corporation Tax

It is critical that our corporation tax rate of 12.5% be retained, and that the Government sends out a message that this is a certainty and will not be subject to review, as many FDI decisions are based on long-term projections.
Income Tax
The reduction in income taxes over the past number of years has greatly enhanced the reward for work, which has resulted in the low rate of unemployment, which we have enjoyed; far below what many believed possible in the early 1990s.

Having achieved a low labour taxation environment, the SFA believes it would be counterproductive to effectively increase labour taxes by failing to adjust existing main personal tax credits and bands for inflation on an annual basis.  The SFA would submit that all tax credits and tax bands should be indexed, and ensure that employees’ real take-home pay is maintained.

PRSI

The SFA views the current PRSI system as simply an additional tax on income, and not as a social security system, as was its original intention.  Many employees receive little benefits from the social insurance fund, relative to the contributions they and their employers have made during their working lives.  Those who have not contributed anything to the system receive practically as much as those who have.  The SFA would propose that within the current review, the Commission on Taxation undertake a full evaluation of the current PRSI system and bring forward recommendations for its complete overhaul.
The SFA specifically believe that all thresholds and ceilings should be fully indexed.  In particular, the lower threshold for the employer PRSI contribution has not been indexed since Budget 2002, despite the fact that labour costs have increased significantly for employers during this time, including substantial increases in the minimum wage.  Failure to index this threshold will see those at or near the minimum wage subject to increased employer PRSI costs, which will put further competitiveness pressures on these firms who are already operating under severe cost pressures.  The SFA remains firmly opposed to Government proposals to lift the ceiling on employees’ PRSI.
Proprietary Directors

It is now widely recognised that the small business sector accounts for an ever-increasing part of our economic development.   As the economy becomes increasingly knowledge based and as low value added activities migrate to lower cost economies, a greater proportion of the country’s wealth will have to be generated by indigenous companies.

Directors and Owner-Managers of small firms with the ambition, ability and potential to grow their companies must be empowered to reach this potential and the SFA would call on the Commission to review the areas of taxation particularly in the area of proprietary directors.
In order to facilitate the start-up and growth of small businesses in Ireland, it is vital that the personal taxation system for proprietary directors (typically directors who own more than 15% of a company) is redressed to ensure that the tax system encourages, rather than penalises entrepreneurs and owner-managers.

Return of PAYE allowance to Proprietary Directors

Proprietary directors currently do not receive a PAYE allowance in respect of earnings from their company, despite the legal requirement to deduct PAYE at the point of payment.  This is clearly a discriminatory principle, as well as being a disincentive to starting a business. A typical person, who ceases employment and chooses to take the risk of setting up a company, from the following tax year, will lose on average €1,760 per annum.

Personal Liability for the Company’s Tax Debts

A proprietary director can be made liable for a portion of the company’s tax debts.  For example, a proprietary director earning €100,000 would pay c. €35,000 under the PAYE system (remaining income €65,000).  If his/her company were to stop trading without paying forward that €35,000 liability to Revenue, Revenue can make that individual proprietary director liable for the €35,000 due, payable out of the €65,000 they received after tax from their company.  An employee (who is not a proprietary director) of that same company, earning the same salary, would not suffer that penalty.

Chargeable Person

A proprietary director is automatically a chargeable person, with the same obligations to file tax returns as any self-employed individual; whether or not that director’s entire personal tax liability has been collected through the PAYE system.  The proprietary director whose only source of income is his/her taxed-at-source-employment-income, has no tax liability at the time of filing the return, but is still obliged to complete the paperwork.  This requirement should be removed.

In addition, the three-week extension granted to individual taxpayers who file their returns online should be implemented for small businesses, incentivising online filing and reducing the administrative cost to small business.

Government Spending

The SFA contends that the government needs to ensure that it moderates its current spending, to the amount of money it can generate reasonably through taxation, without damaging national competitiveness and economic growth.  It is particular concerned that the government is increasingly funding it excessive current account spending through the implementation of a range of “stealth taxes” on business.
There are many areas of Government administered services that affect the cost of doing business.  These include electricity, gas, water, telecoms, post, waste management/landfill, recycling, licensing, permits and commercial rates.   These “taxes” directly affect business costs and overall competitiveness.  The Commission should submit to Government that all such charges applied by central government, local authorities or semi-state bodies are viewed as increased taxation and thus should be scrutinised for their value for money to ensure that they will have the desired impact and do not distort economic activity.
D.
Tax Expenditures
The SFA views the operation of most tax reliefs as necessary on equity grounds or having significant behavioural impacts, e.g. investment in pensions, BES, R&D.  However, we contend that due to ongoing changing economic circumstances, these should all be reviewed with greater frequency to ensure they are meeting their objectives and are relevant.  We would specifically cite the delay in winding up many of the property based tax reliefs as leading to the overheating of the construction sector, the slowdown in which is now impacting negatively on all other areas of the economy.  In general, we believe there should be much great transparency in relation to the uptake, costs and benefits associated with all tax reliefs.
We would like to make some specific proposals specifically on R&D.

R&D tax credit scheme
Ireland has placed R&D at the heart of its economic development strategy.  The introduction of this scheme has been an important boost to business investment in R&D in Ireland. Given the importance placed on R&D by current Government policy and the targets agreed with the EU, it is essential that some improvements be made to the scheme in order to ensure that Ireland becomes the location of choice for R&D activity.  The SFA would advocate the introduction of SME-Specific fiscal incentives in line with other OECD countries with high levels of IP in parallel with the expansion of the tax credit scheme.
The real challenge for Government is to ensure that indigenous Irish companies are incentivised to invest further in R&D.  The benefits of R&D spill over across the whole economy – R&D supports innovation and opens up new markets through the creation of improved products, services and processes.

The tax credit mechanism itself poses many challenges for small high-potential start-up companies in particular, as they are rarely making profits in the initial years and thus see little or no merit in the scheme as it is currently designed.  Therefore, it is necessary to look at other options of supporting their investment in R&D, for example, firms not currently making profits should be provided with the option of taking a cash equivalent in the year following the R&D investment or through a PRSI exemption for highly qualified staff in the first six years.  Both of these measures would give much needed support to company cash flow in the critical early years, rather than forcing the companies to wait until they are making profits to receive any return, by which time it may be too late.

The most significant drawback to the current tax credit scheme is that it operates on an incremental basis only, by providing firms a tax credit on eligible investment in excess of what was recorded in a given base year. Those firms with particularly high R&D investment in the base year therefore receive little or no benefit from the scheme. In order for the scheme to be fully effective to all businesses, it must move towards a complete volume based scheme. 

The tax credit scheme should be made more simple, visible and transparent to influence business R&D; firms must be able to understand, calculate and claim the support easily and with certainty, and the value of it must be sufficient to influence decisions.

Expenditure eligibility should be extended to include third party or independent research (e.g. clinical trials), postgraduate student placements and R&D joint initiatives with third-level institutions and/or universities.

E.
Future Financing of Local Government 

It is essential that there be an immediate complete overhaul of local government financing.  For many years, we have raised this issue directly with the Minister for Finance and the Minister for the Environment & Local Government, both of whom have said the other is responsible for this and consequently nothing gets done.  Whilst we recognize that the broadening of the rates base is potentially difficult politically, it is now clear that even the local authorities themselves, as well as the business community believe that the current system is simply unsustainable.

The demand for Local Authority current expenditure has increased in recent years.  Strong population growth, increased demand for local services, increased staff wage rates and some additional responsibility for Local Authorities have all resulted in higher cost structures for local Government.

In order to meet the shortfalls in finances, Local Authorities have resorted to substantial increases in commercial rates; user charges and development levies. With additional demands for services being placed on Local Authorities and the decline in property development (and the consequent windfall development levy gains), many Local Authorities now face a funding crisis.  
The Commission must look at the development of a more appropriate long-term model for Local Authority funding which ensures that sustainability, equity and environmental considerations are taken into account.  

The Commission must be mindful of the inconsistencies and inefficiencies in the current local Government structures.  
Corporate Governance
The management and accounting system of Local Government remain inadequate.  While central Government provides Local Authorities with considerable funding, it is almost impossible to determine at national level how exactly this funding is being spent.  Improved reporting mechanisms are required so that more accurate projections for revenue and expenditure can be developed.
There needs to be a greater transparency about how expenditure is allocated.  Development levies income should be earmarked for related infrastructure only and should not be used for cross-subsidisation.
The delay in informing businesses until well into the calendar year about water charges and commercial rates is very frustrating for businesses who will already have allocated budgets.
Broadening the Tax Base
The Commission should recommend to Government that urgent broadening of the local Government tax and charges base is required. It is entirely inequitable and unsustainable that business is left to carry the burden for higher charges in recent years, while it is contrary to EU and international policy that ‘polluter pays’ principles are fully adhered to in relation to the provision of local services. As a first step, user water charges must be extended to all users, while rates should also be extended to include all non-household premises, irrespective of ownership i.e. public sector buildings should be subject to rates. 

SFA Proposal for a ‘Local Area Tax’
Local authority services can be divided into two broad categories, specific services which can be precisely measured so as to be able to quantify the service provided to an individual or a corporate entity and services provided for the general good of the entire community, where it is not possible to identify the level of any such service consumed by an individual or by a corporate entity.
In the case of the former, specific charges should be introduced to the user, regardless of whether that is public, private or domestic sector for any service that can be costed.  In regard to the many services in areas such as recreation and amenity, environmental protection, public transport, and public health, that are of such a nature as to benefit the entire community in the most general sense, these should be funding generally, through the introduction of a “local area tax”. 
These services originally came within the ambit of Local Authorities for the very reason that they are essential public services of a very general nature and were therefore not suitable for commercial provision.  Because these general services are in the public interest, of such importance to the entire community and for the benefit of the entire community, the only valid approach in terms of equity of taxation is that they be funded by all users of services and not entirely by business.
The “local area tax”, would be a local indirect tax applied to all goods and services provided in the county.  Every transaction in the county would have a tax added to it and taxes raised in the county would be allocated to the Local Authority.  The total amount of money allocated to any Local Authority would be calculated by the ratable houses in the relevant area.

This tax could be collected in the similar way to VAT and would be administered back to the Local Authorities by the Revenue Commissioners.  This would ensure that the “local area tax” raised in the county would contribute to the supply of essential services in the locality and would provide a continuous flow of funding for the Local Authority.
F.
Fiscal Measures to Protect and Enhance the Environment 
The SFA recognises the environment as a strategic business issue and within that context, climate change is a factor. The SFA is committed to the principles of sustainable development but cautions that balance is required in any approach to environmental protection.  

In recent times, the EU and Irish Governments have shown an increasing interest in the use of tax measures to promote environmental aims, whether or not these measures influence behaviour. Carbon tax is perhaps the most well-known form of environmental taxation.  It is part of the remit of the Commission on Taxation to consider how a carbon tax might be implemented in the Irish economy, and is also included in the Programme for Government.

In the past the SFA have opposed the introduction of a carbon tax, mainly on the grounds of the impact it would have on competitiveness.  However, since the 2003 SFA submission on carbon tax, significant changes have occurred, the Kyoto Protocol has been ratified; the EU Emission Trading Scheme (ETS) has placed a price on carbon for energy intensive sectors and the EU Commission has proposed extremely challenging 2020 greenhouse gas reduction targets for Ireland’s non-ETS sector. 

Any increase in existing taxes or introduction of new taxes involve winners and losers and the consequences for the losers need to be fully understood and addressed by policy makers.  The arguments for new taxes are often couched in generalised terms with little or no attempt to consider the fundamental issues. In the context of the introduction of a carbon tax, consideration must be given to the scope, extent and impact of such a tax on changing behaviours, industrial competitiveness and employment levels. More critically we ask, will a tax actually be effective in controlling emissions relative to feasible alternatives?

Industry Action

An alternative is to allow business sectors undertake voluntary initiatives in response to the environmental problems.  This voluntary initiative allows the relevant business sector flexibility to respond to the problem and to devise a solution, which is most suitable to their sector’s environment, and a least cost solution.  A review mechanism could be put in place to address if the initiative is successful in addressing the problem, if not, Government retains the right to revert to the fiscal instrument.  Examples of successful voluntary schemes include Repak, WEEE, gum litter, ATM receipt litter.
Carbon Tax

SFA recognises the need for a carbon price for the whole of society.  Putting a price on carbon is a way of internalising the true costs of emissions and will help move towards a carbon neutral economy.  
It must be recognised that the bulk of Irish carbon emissions originating in the business sector already face a carbon price under the EU ETS.  
A carbon tax is not the only mechanism for imposing a price on carbon and other options such as personal carbon credits or cap and share trading should be considered.  
If a carbon tax is the most appropriate method for pricing carbon, as with any tax, it is important to assess the merits in the context of the principles of taxation which are universally recognised by Governments. Those principles are: the productivity of the tax in terms of the quantum which can be collected; equity in terms of the spread of the tax among those who benefit directly or indirectly, certainty in terms of the incidents of taxation; convenience in terms of collection; economy in terms of cost of collection relative to the proceeds of the tax; elasticity of the tax and simplicity in terms of the legislation governing the tax. 

Small business wish to play a constructive role in implementing environmental policy but obviously there are concerns.  The “theory” of a carbon energy tax does not translate well into practice.  It will have an impact on employment, inflation and competitiveness and undoubtedly damage the business sector.  Better alternatives are available for business.  

It is essential that any proposed carbon tax will not add costs to business without environmental benefit and the Commission must ensure that Irish competitiveness is at the core of whichever pricing mechanism is considered and that consideration is given to the probable negative impact on the CPI. 

Rates and Phasing of Rates
Notwithstanding our stated position, in the event that a carbon tax (in any form) was to be introduced, the SFA would be totally opposed to the “speedy” introduction of such a tax. 

It would be a serious concern that such a tax would be pursued with unseemly haste or with a tight timetable which serves no environmental reason.  This would result in a poor tax design, incomplete legislation and a considerable burden on business to respond. It is also reasonable to make the point that industry cannot change its energy requirements with immediate effect.  

It would be recommended that there is a phasing period of at least 3 years prior to its introduction to facilitate small businesses enter into negotiated agreements or engage in emissions trading.  At the time of any such announcement any rate increases which might apply over the following years should be clearly outlined, agreed dates set and these dates and rates should be strictly adhered to.

Any taxation increases should be kept at as low a level as possible and if a carbon tax were introduced, we would view it essential that the tax is applied to all sectors of society.
Revenue  Recycling
If an environmental tax were to be introduced then the tax must meet the primary purpose of all taxation, which is to provide a mechanism for its redistribution. This must occur on a “ring fence” basis and revenue raised from an environmental tax is not simply additional finance for general Government expenditure.  Any revenue collected from the business sector in relation to energy tax should be reallocated to the sector in order to assist companies in achieving their emission reductions.
Simplicity
The administrative burden and resulting compliance costs should be kept to a minimum.  Any tax must not add additional burdens to small firms.   The Commission must take into consideration the additional costs to small business in complying with regulations and that these costs affect business costs and competitiveness.
Conclusion
In the context where monetary policy decisions are now taken by the EU, fiscal policy is one of the few areas remaining that allows the government to gain competitive advantage over competing economies.  The decisions taken to date have been good for businesses, for individuals and for the economy generally.  However, we are now operating in very different circumstances, which will necessitate changes to ensure our taxation system remains one of the most competitive and efficient ones in the world.

From a small business perspective, it is hoped that any changes to the tax administration system must be practical, consistent and non-burdensome for business.  It is essential to maintain consultation, openness and transparency with the business sector, to ensure that the taxation system or rules do not have an adverse effect on competitiveness and economic activity.

The SFA would welcome the opportunity to meet with the Commission to discuss the areas outlined in this submission in more detail.
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