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Our submission is in @ number of parts. Our submission focuses on
certain key areas because of their significance in terms of policy.
These areas are:-

corporation tax,

taxation and the pension system,

tax expenditures.

General

The economic environment has changed to one which has more in
common with the ‘pre-celtic tiger’ growth years. This change will
constrain the ability to raise the same level of tax, although
additional tax revenue will be required to fund much needed
government expenditure on health services, education and
infrastructure. Falling or stable asset prices such as housing and
equity shares means capital gains tax will fall. The interaction
between government policy to maintain corporation taxes at 12.5%
and likely falling or stationary profits means that that there may be
little growth in corporate tax revenues. Those with very high
incomes/net worth in Ireland, as is true in other countries pay, little
tax. In addition Government policy may seek to reduce taxation in
certain areas and increase in others in order to achieve sustainable
economic activity.

All of these factors mean that tax policy will become much more
central to government decision making in terms of the need to
preserve the existing tax base, remove undesirable distortions and
subsidies via tax expenditures and carefully evaluate existing tax
concessions.

The Commission on Taxation (1982) published several substantial
Reports on the Irish tax system. The first report identified several



criteria with which to judge a tax system. These criteria remain just
as valid to day.

The first principle is equity that is tax should be levied in accordance
with the ability to pay.

The second principle is that of efficiency. In particular the tax
system should be neutral in terms of investment choice, or work
versus leisure, or returns from different forms of investment. The
tax system departs from neutrality in several ways. However the tax
system may depart from neutrality in order to achieve some
desirable social or economic objective. These departures from
neutrality for example various forms of tax relief, such as tax
- expenditures, should be carefully evaluated.

The third feature identified is that the tax system be “coherent,
simple and straightforward” (Commission on Taxation, 1982, p. 85).

6 (a). How best may the tax system support economic
activity?

Corporate taxation

Ireland as is common to almost all OECD countries has reduced its
statutory corporate tax rate. In the case of Ireland the statutory
corporate tax rate in 1982 was nearly 50% and is currently 12.5%
(OECD p. 21, Figure 1.2). Although the tax rate has fallen, taxes on
corporate income as a % of GDP have increased in Ireland to about
3.5% of GDP for the year 2004. The same trend has occurred in
most other OECD countries (OECD, 2007, Fig 1.11). Taxes on
corporate income-as a % of total tax revenue has increased to over
12% in Ireland. It should also be noted that Ireland has the third
lowest ratio of Total tax to GDP for 2004 amongst OECD countries
(Source: OECD Revenue Statistics).

The OECD (2007) comment that the general fall in statutory tax rates
but rise in taxes on corporate income is “a puzzle” (OECD, 2007, p.
33), and speculate that in low-tax countries such as Ireland
increasing corporate tax revenues are due to inflows of foreign
investment and/or “mobile corporate profits that are shifted out of
high tax countries in order to avoid corporate taxes” (OECD, 2007, p.
33). This gives rise to the question to what extent does the tax and
regulatory regime in Ireland foster tax haven type activities?



Is Ireland a tax haven?

Ireland has several of the characteristics of a tax haven because of
low corporate tax, favourable double taxation treaties and what some
have argued is ‘light touch regulation’. There are a number of recent
examples of artificial incorporation in Ireland to avail of low corporate
tax rates - a common function of tax havens.

Some examples

Recent statements by companies United Business Media (Irish Times
294/08) and Shire Pharmaceuticals (Financial Times 16/4/08).
These relocations had been preceded by Depfa Bank which was
reported to have moved to the IFSC in response to lower tax rates
(Financial Times, June 6, 2002) and the separation of Experian from
GUS (A UK stock market quoted company) which then moved its
headquarters to Dublin. The Experian website states:-
(http://www.experian.co.uk/corporate/index.html)

“Experian Group Limited is listed on the London Stock
Exchange (EXPN) and is a constituent of the FTSE 100 index. It
has corporate headquarters in Dublin, Ireland, and operational
headquarters in Costa Mesa, California and Nottingham, UK”.

United Business Media is quoted as stating that no staff will be
located in Ireland (Irish Times, April, 29, 2008). Shire Chemicals is
quoted as stating that moving the company headquarters to Ireland
will not involve any new jobs in Ireland or any loss of staff at its
headquarters in the UK (Irish Times, 16, April, 2008). Experian,
United Business Media and Shire Chemicals all use a similar
corporate structure involving incorporation in Jersey. Other firms
have been reported in the Financial Times as also considering moving
their corporate headquarters to Ireland for tax reasons (Financial
Times, April, 30, 2008), such as WPP and Astrazeneca (Financial
Times, May 2, 2008).

There are other examples of firms located in Ireland with low or zero
employees, low or zero fixed assets, but yet are highly profitable.

Table (1) shows some data relating to 46 Treasury Management
subsidiaries located in Ireland. Treasury management firms are
subsidiaries of multinational companies who manage intra-firm cash
balances. Many of these firms are located at the IFSC.



Table (1)

Size of sample 46
Auditor is one of the big four 45
Auditor is PWC! 18
Solicitors office is Registered office 11
Books are kept at bank 15
Books and registered office is a bank 10
Parent in tax Haven? 32
Year established > 1995 31
Incorporated as a limited company in 37
Ireland?

Directors are not paid by firm 29
No employees 28
No fixed assets 39

Source Stewart (2008)

Table (1) shows that most of the firms included had zero employees
and zero fixed assets. They are in effect ‘brass plate firms’.

Tax haven type activities have several undesirable features (Stewart,
2008; OECD, 1998 par 30):
(1) Distortion of economic activity through the encouragement of
the tax avoidance industry.
(2) Tax losses in countries with higher corporate tax rates:
(3) Tax and other Legislation must be constantly revised to
facilitate activities attracted by low corporate tax rates.
IFSConline.ie states that “the Minister for Finance has said that
the Government will provide for the continued growth of the
financial services industry by ensuring that the taxation,
regulatory and legal frameworks are in line with best practice”.
Source:-http://www.ifsconline.ie/welcome.
(4) Loss of tax revenue though diffusion of tax allowances,
artificial incorporation, and unforeseen interaction of tax rules.
All of these activities may require the introduction of
compensating legislation.



The continued existence of low tax regimes is opposed by many EU
and non EU countries as being at variance with legislation to
counteract tax avoidance. More generally low tax centres, such as
the IFSC in Dublin, are incompatible with moves towards a
harmonised corporate tax base within the EU a policy which is
supported by supported by 20 of 25 members of the EU (Financial
Times, 25™ May, 2005). More recently both Germany (Irish Times,
April, 23, 2008); and France (Irish Times, 8, April, 2008) have
indicated support for a common method of computing corporate tax
at an EU level.

While governments such as Ireland may oppose moves towards tax
harmonisation it is likely that at an EU level a limited form of
corporate tax harmonisation or tax coordination will be introduced.
This is a desirable policy which will benefit the majority of EU citizens.
It is also likely that intra-firm financial flows will be subject to greater
scrutiny. In addition many EU countries have announced reductions
in corporate tax rates, for example in Germany corporate tax rates
will be reduced from 39 to 30% in 2008, and in France it is proposed
to reduced corporate tax rates form 33 to 25%. General reductions in
corporate tax rates reduce the relative attractiveness of low tax
centres, in particular if it is the case, as in the UK (National Audit
Office, 2007, p. 11), that effective tax rates are far lower than
nominal tax rates (See Stewart, 1987 chapter 3 for a discussion on
how effective corporate tax rates might be measured).

The policy issue for Ireland is to recognise that a harmonised
corporate tax system may be introduced at a future period and to
consider and plan for the possible implications.

Secondly policy should recognise that there may be adverse effects
from maintaining a low tax regime. In the short term changes in tax
regimes, for example an increase in corporate tax raises issues for
those economies dependent on financial centres or low tax regimes as
a key component of economic strategy in terms of employment and
tax revenues. But on a longer term basis, tax haven type activities
are unlikely to provide a basis for a diverse, skill based economy.
Rather such activities may attract an increasing share of resources in
terms of talented individuals working on tax and regulation avoidance
activities and in terms of State agencies and legislators ensuring that
tax and other legislation facilitates the operation of low tax, low
regulation, type activities. Such legislation can have adverse
consequences for the wider economy as it may be difficult to ‘ring



fence’ tax haven type activities from the rest of the economy
(Stewart, 2005).

How Important are Low 'Corporate Tax Rates in Explaining
Economic Success?

It is conventional wisdom in Ireland that low corporate tax rates have
been one of the main factors explaining the inflow of foreign direct
investment and the growing numbers of IFSC companies (see for
example, Sweeney, 2008, pp. 126-128). However there is a
significant body of literature that indicates that tax is not the main
consideration in influencing foreign investment.

A number of propositions relating to the effect of tax incentives can
be identified from a United Nations Congress on Trade and
Development (UNCTAD) study (1998). The first proposition is that
because barriers to foreign direct investment (FDI) have been
reduced, taxation may become more important, but it is the general
features of a tax system that are important rather than tax
incentives (UNCTAD 1998, p. 81). The second proposition is that tax
incentives are a relatively minor factor in the location decision of
MNCs relative to other factors but they may be important in specific
cases. Two are identified:- (1) Incentives may have a marginal
effect especially “for projects that are cost-oriented and mobile”
(UNCTAD 1998, p. 103); and (2) incentives may influence “the
precise choice of location within a region or country” where there has
already been a decision to make an investment within a given region
or country (UNCTAD, 1998, p. 106). Hence surveys of firms and
anecdotal evidence within a low tax area shows that fiscal incentives
are an important influence on location. Investment determined
largely by tax reliefs will have other features such as no or low local
linkages and increased mobility as costs change and as tax factors
vary.

More recently the Varney Report on Northern Ireland (2007)
concludes from survey and econometric evidence that tax rates are
not the most important variable influencing location decisions. The
report summarises surveys which show that the primary motivation
for FDI is “easy market access with low costs, as well as skills,
infrastructure and telecommunications” (Varney Report, p. 35).



The most important determinant of business investment is the
possibility of generating a profit. Tax considerations follow from a
decision to undertake investment. Tax reliefs in general are of no
value unless taxable profits are being earned. In some
circumstances tax reliefs may be ‘sold’ to another firm with taxable
profits for example by leasing rather than purchasing machinery.
Large firms with numerous subsidiaries within a single tax jurisdiction
may avail of ‘group relief’ to ensure that tax incentives can be used
to reduce taxable profits. International firms may switch profits from
one tax jurisdiction to another using ‘profit switching transfer pricing’
(Stewart, 1989) to achieve the same aim. Where production costs
are internationally competitive, tax rates matter. Where production
costs get out of line with competitor locations, tax rates are of far
less significance. This is why some FDI in low tax jurisdictions such
as Ireland has a ‘merry-go-round’ feature. Manufacturing
employment in Ireland is at the same level in 2006 as in 1996,
241,000 in 2006, and 240,000 in 1996 (Source: CSO Industrial
Employment, and 1996 Census of Industrial Production). Call
centres, computer production, component manufacture and assembly
type operations are vulnerable to rising cost levels and relocation to
lower cost locations in spite of low corporate tax rates in Ireland.
Some econometric evidence may find a relationship between U.S.
FDI and tax rates because these results are skewed by ‘footloose
industry’, which moves in accordance with tax rates but only where
cost factors are competitive.

These and other points are discussed in two papers in appendix (1)

Ireland should be proactive in efforts at an EU level to eliminate tax
avoidance and tax evasions activities. This may require changes in
tax rates, such as corporate tax rates. There may be short term
negative effects, but an innovative, dynamic private sector, which
employs high skill and high wage employees, and can successfully
compete on international markets is unlikely to result from a culture
of tax minimisation and/or regulation avoidance.



6 (c) How may the tax system promote long term savings
for retirement

In a number of publications we have argued that the current
retirement system is biased in favour of funding - that is saving for
retirement. The key point about any pension system is to transfer
resources at a future date from those at work to those in retirement.
This may be done by accumulating a fund which yields a stream of
income (interest dividends and rent), which together with the
accumulated fund can provide pension income. An alternative is a
PAYG system (which is generally organised by the State, but may not
necessarily be so, as in the case of Germany). In choosing between
these two systems important issues to consider are cost, efficiency
and equity. For a variety of reasons a funding approach is not
suitable for many, for example those on low incomes, those with
non-traditional patterns of work, and those with considerable periods
outside the labour force because for example of family obligations.
These issues are clearly expressed in a report on Pensions for the
National Woman’s Council of Ireland (2008, especially p 49-51). In
many countries the tax system is used to promote funded pensions
partly due to lobbying by the pensions industry and also those who
use the resulting tax incentives as a tax reduction strategy.

Tax Incentives for Private Pensions

Current tax incentives or tax in Ireland and other countries create
several serious problems in attempting to provide for future pension
provision.

The cost to the Exchequer of subsidies for the private pension system
in 2003 amounted to almost as much as the cost of direct
expenditure on social insurance pensions for the elderly. These costs
have increased substantially since 2003. The Green Paper on
Pensions estimates the costs of tax reliefs at €2.9 billion for 2006.

As only about half of the labour force is covered by the private
pension system whereas virtually the whole labour force is covered
by the social insurance system the Exchequer is providing far more
support, on average, for workers who are covered by private pension
plans than it is for those who are covered by the public pension
system.



This is a serious inequity. It is compounded by the fact that
Exchequer support for private pensions accrues predominantly to
higher income taxpayers. In 1999/2000 over three-quarters of the
tax relief on private pension contributions by the self-employed
accrued to the top quintile and less than one half of a percent went
to the bottom quintile of self-employed. The pattern is similar for
employees.  Around two-thirds of the tax relief on employee
contributions accrued to the highest paid employees in the top
quintile while only one percent went to the lowest paid employees in
the bottom quintile '

The Pensions Board (2005) recommends that the effectiveness and
equity issues posed by exchequer support for private pensions should
be addressed by giving the tax reliefs for other forms of
supplementary pension provision other than PRSAs at the higher tax
rate either through providing the relief at source or through a
refundable tax credit. These proposals would lead to further erosion
of the tax base and would increase the dead-weight cost of the tax
reliefs by increasing the subsidies to taxpayers who are already
contributing to private pension plans.

Ireland needs to develop a fairer system of providing support for
supplementary pensions and a procedure for regularly reviewing the
cost and value for money of Exchequer support for private pensions.
The Commission on Taxation should consider how this could be done
by examining the options that are available for reforming the tax
arrangements for private pensions. Among the options which ought
to be considered are giving the tax relief as a refundable tax credit
at the standard rather than the marginal rate of tax, phasing out the
tax free lump sum, significantly lowering the income cap on
contributions and the size of pension fund allowable for tax purposes,
and taxing returns on pension investments. Sweden, Australia and
New Zealand have all instituted reforms of their tax arrangements for
private pensions which included these options.

Stock market indicies in the US (Nasdaqg, S and P), UK, Germany,
France, and other countries are currently below their peaks of march
2000. The main stock market index for Ireland (ISEQ) is at
approximately the same level as in September 2001. If it is assumed
that charges amount to a reduction in yield of 1.5 to 2% (The Green
Paper on Pensions assumes a charge of 1.5% per annum, and that all
pension fund assets are invested in the stock market, charges are
almost equal to the annual dividend yield. As there have been no



capital gains on average over the past seven years for those owning
Irish shares, the main returns have consisted of tax reliefs.

In summary

(1). Current tax reliefs for pension provision are inequitable;

(2). They are expensive in terms of tax foregone and in terms of
administrative and other cost;

(3). Despite the high cost coverage has not increased. Appendix (2)
contains extracts from recent publications to illustrate these points

6 (d) Review all Tax Expenditures.. .. ..

The First Report of the Commission on Taxation noted (p. 88) “that
despite the large amount of time devoted each year by the
Oireachtas to discussion of taxation during debates on the Budget
and Finance Bull, there is no regular and systematic review of
individual tax reliefs”. We would argue that despite some progress in
this area, there is still a lack of systematic analysis of tax reliefs.
Useful work has been undertaken in this area for example The
“Internal Review of Certain Tax Schemes” (Department of Finance,
2006), estimates of the cost of tax expenditures in relation to
pension provision (Green Paper, Table 7.2). But there are also cases
where reviews of tax expenditures are not adequate.

One example is the Review of The Business Expansion Scheme
(Department of Finance, 2007). This relief was first introduced in
1984 (See Stewart (1992 for a discussion of the origins of this
scheme and an early analysis). This was published some months
after the Budget statement which announced a major increase in the
amount of funds that could be raised under this scheme. The
analysis contained in the report is very weak consisting of a survey of
all firms who raised funds using this scheme since 1997. There was a
low response rate (35%) , firms that are no longer in existence could
not be surveyed, hence there is survivor bias, and finally no attempt
was made to ascertain why many firms did not use this scheme.
Survivor bias plus a low response rate is likely to mean that only
those firms who considered this scheme worthwhile would
participate. What is perhaps surprising is that the survey found that
only 62% of respondents would continue using this scheme in the
future (Review of the Business Expansion Scheme, p. 48).
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