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General Summary

The main objectives of this study are to estimate the incidence of the
payroll tax in Ireland, to analyse thc effective burden of direct taxation
when the incidence of the payroll tax is taken into account, to consider if
the bencfits paid by the State’s main social welfare programmes are linked
in any way to changes in living standards, and to bring together the cost and
benefit sides of part of the social insurance system by looking at the value
which insured workers with different incomes get for the contributions
which they and their employers make to the State old age contributory and
retirement pension plans.

Since the unification of the State’s social insurance programmes in the
carly 1950s the total social insurance contribution has grown from around
4 per cent of the average industrial wage to necarly 20 per cent in the early
1980s and the proportion payable by the employer has risen from a half
to two-thirds. The insured labour force has grown from around 725,000 to
over 1,000,000 while the proportion of the labour force covered for some
social insurance bencfits has risen from under 60 per cent to over 80 per
cent. The revenue provided by employer and employee contributions, £4.5
million in 1953 and £537 million in 1982, has never been enough to finance
all of the income maintenance payments which are made to insured workers
and the deficits have been met by the State out of general revenue. In 1953
income provided by the State amounted to £2.2 million or 30 per cent of
the total while in 1982 it amounted to £207 million or 28 per cent of the
total. Since Ireland joined the EEC successive governments have pursued a
policy of making social insurance more self-financing by reducing the State’s
share and increasing the cmployers’ share.

If the cost of social insurance can be rcallocated between insured workers,
their employers and the community at large by legislative decree the effective-
ness of the payroll tax as an instrument of economic policy would be con-
siderably enhanced and it is important for this and other reasons to investigate
where the incidence of the tax lies. The incidence of the tax is examined by
means of a standard wage-price regression model using quarterly data for the
manufacturing sector for the period 1953(1)-1980(4).

Both OLS and 2SLS estimators are used and it is found that there was
very little difference in the results for the preferred regression equation.
The coefficient of the employer payroll tax variable indicates that an increasc
of one per cent in the payroll tax is associated with a decrease of approxi-
mately one half of a per cent in the money wage rate while the coefficient

1




2 PAYROLL TAX INCIDENCE AND THE DIRECT TAX BURDEN

of the employee tax variable indicates that a one per cent increase in the
proportion of earnings which is taken in income or payroll tax would push
up the nominal wage rate by one half of onc per cent. Employers and
cmployees are thercfore able to partially shift their components of the
payroll tax and the legal and cffective incidence of this tax are not the same.
Employer organisations have argued that the effect of the payroll tax on
job creation has become increasingly disadvantageous as the legal burden of
the tax on employcrs has increased over the years. The estimate of the pro-
portion of the employer payroll tax which is shifted is used to evaluate the
effect of the tax on employment in manufacturing. It appears that a reduc-
tion in the employer’s PRSI contribution to 2 per cent in 1979 would have
increased employment in the industrial sector by approximately 1,500 or
by considerably less than the increase of 2,700 which the Labour Intensive
Group Committee of the Confederation of Irish Industry implies would
occur in labour intensive industries alone. The employers arguments about
the magnitude of the effect of the payroll tax on employment cannot,
therefore, be accepted unless further evidence to support their case is forth-
coming. It should also be noted that the employment elasticity of a payroll
tax cut in Ireland appears to be very low and that it would seem to be far
more costly to use payroll tax cuts as a method of job creation than the
policy of direct grant aid which has been used so successfully in the past.
The results of the tax incidence investigation are used to provide an
analysis of effective direct tax rates (i.c., income tax plus the social insurance
contribution paid by the employee plus that part of the employer social
insurance contribution passed back to the employee) on specimen incomes
in 1953/54, 1963/64, 1973/74 and 1980/81 and on actual incomes in
1979/80. The progressivity of the income tax in the lower income ranges
was offset by the payroll tax because of the absence of a lower earnings
limit for social insurance contributions and the use of flat-rate rather
than carnings related contributions until the mid-1970s. The adverse effects
of the payroll tax on direct tax rates of those on lower incomes worsened
over the years as the cost of financing social insurance increased. In the last
year in which flat-rate charges alone were used, 1973/74, direct tax rates
were regressive for most taxpayers because of the considerable excess of the
payroll tax ratc over the income tax rate. Low income earners got some
relief from the excessive burden of the payroll tax in the following year
when the [latrate contribution was supplemented by an earnings related
contribution up to a specified income level. The regressive effect of the pay-
roll tax was eliminated in 1979/80 when the combined flat-rate and pay-
related social insurance contributions were abolished and replaced by a fully
pay-related social insurance (PRSI) system. Direct tax rates became pro-
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portional over the lower income ranges and progressive thereafter according
to the specimen income data for 1980/81. This is confirmed by the Revenue
Commissioners actual income distribution data for 1979/80. In addition,
the data shows that the payroll tax still imposed a considerable burden on
low income taxpayers. One-sixth of all PAYE taxpayers were exempt from
income tax in 1979/80 because they earned less than the tax exemption
limit yet they had to bear a payroll tax rate of 8.3 per cent on their incomes
because of the lack of a lower earnings limit for payment of the tax. The
close correspondence between income tax exemption limits and poverty
lines for different household sizes suggests that the payroll tax still hits the
poor the hardest while virtually sparing the rich.

Proposals for reform of social insurance financing made by the Commission
on Taxation and the coalition government of Fine Gacel and Labour in their
Programme for Government arc examincd and it is shown that there would
be revenue shortfalls under both of them. It is suggested that one way in
which the burden of the payroll tax on the poor could be considerably
lightened and an element of progressivity introduced into the tax would be
to abolish the upper earnings limit and to exempt those who are already
excmpt from income tax except for a token payment to maintain entitle-
ment to social insurance benefits. Costings of this suggestion indicate that it
would have been possible to raise the same payroll tax revenue as was donc
in 1979/80 while reducing the standard rate contribution by over one and
a half per cent.

The old age contributory and retirement pension schemes now account
for a larger proportion of social insurance expenditure than any of the other
main msurance programmes and an analysis of some economic aspects of
these schemes is overdue as they have been relatively neglected by economists
in the past, unlike other components of the social insurance system such as
the unemployment and disability benefit schemes. In order to undertake an
analysis of the value for money which insured workers get from the con-
tributory pension schemes it is necessary to establish if there is a link between
the pension benefits and general living standards. As the benefits paid by
different social welfare programmes are interrelated the analysis of the link
between bencfits and living standards is extended to cover payments to
the unemployed and the sick. Investigation of the relationship between social
wclfare benefits, wages and prices during the post-war period suggests that
successive governments have implicitly adopted an indexation formula which
links these benefits with changes in average gross industrial earnings. This
mcthod of implicit indexation has had two drawbacks in the post-war period.
The first is that short-term social welfare benefits have risen relative to net
wages as they are either not liable to tax or below the level of tax free
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allowances and this has caused unintended work disincentive effects for
some recipients of insurance benefits. The second is that the method of
indexation does not take account of demographic and other changes which
reduce the number of social insurance contributors per beneficiary.

It is recommended that the authorities should consider indexing benefits
to take-home pay to ensure that the benefits of increased prosperity are
equitably distributed among all sectors of the insured population. An advan-
tage of doing so would be that there might then be no need to tax short-term
social welfare benefits to deal with the work disincentive effects of high
replacement ratios. It is also suggested that when demographic or other
changes occur which increase the cost of social insurance, consideration
should be given to adjusting insurance benefits as well as contributions to
ensure that the burden is shared between the working and non-working
members of the insured population rather than being borme by the working
population alone.

The existence of a relationship between social insurance benefits and
average industrial earnings permits a rate of return analysis of total social
insurance pension contributions and of the component attributable to
employees alone to be made. A tax-benefit model encompassing the main
features of the contributory old age and retirement pension schemes is used
to compare the cost of State pensions to people retiring in 1982 who had
cntered the scheme at its inception in 1961 with the cost to those who were
blanketed-in when the income eligibility limit was abolished in 1974, It is
found that all of those retiring in 1982 would benefit far more from the
State pension than it cost them and that those who were blanketed-in would
benefit considerably more than those who had contributed to the scheme
from its beginning. An analysis of expected rates of return on the total
pension contribution and on the component attributable to employees
retiring in 2006, when the contributory pension scheme attains maturity,
is carried out using different assumptions about the expected rate of interest,
the rate of growth of earnings and ranking in the earnings distribution. It is
found that all those who joined the State pension scheme in 1961 at age 20
and who will retire in 2006 at age 65 will have large positive real rates of
return on the total pension contribution which will range from a low of
around 4 per cent for a single man earning one and a half times the average
industrial wage with an earnings growth rate of one per cent to a high of
around 11 per cent for a married man whose carnings are half the industrial
average and whose carnings growth rate is assumed to be 3 per cent per
annum. The corresponding figures for the pension contributions attributable
to employees are 6 per cent and 13 per cent, respectively. Given the low real
rates of return on stocks and bonds in Ireland in the last two decades the
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average contributor to the State pension schemes would find it extremely
difficult to get a rate of return approaching the yield on State pension con-
tributions and it is concluded that if the structure of the scheme remains
unchanged it will give very good value for money to insured workers retiring
in 2006.

The size of the internal rate of return for the average insured worker
retiring in 2006 does, however, raise questions about the cost of maintaining
the current relationships between social insurance pension contributions,
benefits and average industrial earnings in the future. The cost implications
of maintaining the current relationships until 1991 are explored using pro-
Jections of the number of pensioners made for the NESC by Courtney and
McCashin (1983) and the effects on costs of variations in their dependency
assumptions, in contributory pension age, and in the rate of growth of
carnings are also investigated. It appears that if earnings grow at 2 per cent
per annum, the contributory pension age is reduced to 65, and dependency
ratios increase as hypothesised in Chapter 5, flat-rate contributory and
retirement pension costs would rise by nearly 85 per cent in real terms over
the next decade. This cost increase would have to be met by a 50 per cent
increase in the proportion of the wage bill which would be used to finance
State pensions in 1991. In view of the low level of social security taxes in
Ireland relative to other EEC countries it is argued that cost increases of
this magnitude would not impose an unsustainable burden on the working
population. It is important, however, that workers and employers are pre-
pared for such increases and it is argued that a very good case can be made
on the basis of the value of the services which industry gets from the State’s
retirement income programmes.




Introduction

In common with developments in other Western countries the general
acceptance which the social insurance system commands in Ireland has
begun to weaken in recent years under the strains imposed by recession,
increasing cost, and demographic changes. The most dramatic manifestation
of Irish workers’ discontent with the system occurred in 1982 after social
insurance contributions were inereased from 14.8 to 19.1 per cent. The tax
revolt which this sparked off eventually forced the Government to intro-
duce a special PRSI tax allowance for ordinary rate contributors to offset
the rise in the contribution rate to some extent. The dissatisfaction which
the working population feels with the social insurance system embraces
such questions as the incidence of social insurance coatributions and of
the benefits which they finance, and the future cost of maintaining the present
system. Very little research has been done on these questions in Ireland,
possibly because of the data deficiencies concerning social policy which
have been documented by the NESC (1983, Appendix 1, Section 4), but this
paper will attempt to answer some of them by utilising models which have
been successfully applied to social insurance systems in other countries.

In public discussion of social insurance programmes their cost is often
presented as a burden without proper consideration of the benefits which
they provide. We will, therefore, try to balance our discussion of how
much the social insurance system costs and who pays for it by considering
some of the benefits which are provided and we will also try to bring the
cost and benefit sides together by looking at rates of return on public
pension contributions, The order of discussion is largely determined by the
dependence of the benefit analysis on the cost calculations. Hence, we will
outline in Chapter 1 how the social insurance system has grown over the last
thirty years, how it has been financed, and how expenditure on the main
social welfare programmes has changed. The second chapter will deal with
the incidence of the payroll tax in Ircland in the context of a standard wage-
price model and will present estimates of the degree to which the tax is
shifted by those who are legally obliged to pay it. The effects of social
insurance contributions on effective tax rates for selected ycars between
1953/54 and 1980/81 will be discussed in Chapter 3 and some suggestions
will be made for reform of social insurance financing which could alleviate
the burden on low income ecarners. The fourth chapter will examine the
benefit structures of the four biggest social welfare programmes to see if
any consistent policy is used to determine the levels of benefits paid and

7



8 PAYROLL TAX INCIDENCE AND THE DIRECT TAX BURDEN

Chapter 5 will consider whether the benefits paid to old age contributory
and retirement pcnsioners represent good value for monecy and what the
future cost of maintaining these bencfits might be in view of the increasing
maturity of the social insurance system. The last chapter will summarise
results and conclusions.




Chapter 1

GROWTH AND FINANCING OF SOCIAL INSURANCE IN IRELAND
SINCE 1952 AND EXPENDITURE ON THE MAIN SOCIAL SECURITY
PROGRAMMES

1.1 Introduction

This chapter will present information on the financing of social insurance
in Ireland since the introduction of the unified social insurance scheme in
1952. It will also trace the growth in coverage of the scheme in the post-
war period and look at trends in expenditure on the main social insurance
and social assistance schemes. It will not give detailed information on the
historical development of the main social security programmes as this has
alrcady been done by Farley (1964). An up-to-datc guide to the modern
social services is provided by Curry (1980) while Kennedy (1975} gives com-
parisons of social expenditure in Ireland and other countries during the
period 1955-72,

1.2 Social Insurance Contributions, 1953-82

Since the Social Welfare Act, 1952 unified the State’s main social insurance
schemes three methods of financing the system have been used as will be
seen from Table 1.1:

(i} flat-rate contributions levied from January 1953 to April 1974;

(ii) flatrate and pay-related contributions levied from April 1974 to
April 1979;

(iii) pay-related contributions levied from April 1979 to date.

All three mecthods have been accompanicd by an upward trend in the pro-
portion of the social insurance contribution nominally payable by the
employer. The contributions were split 50:50 between employer and em-
ployee for men up to May 1967 and 60:40 approximately for women up to
January 1961 when the proportion payable by the cmployer was reduced to
55 per cent. Further reductions in the employer contribution for female
employees were made between 1961 and 1967 which eventually brought the
employer proportion for women into line with that for men. The policy of
having the employer pay roughly the same proportion of the total insurance
contribution for men and women has been maintained since 1967 when it
was increascd to about 57 per cent for both sexes, The employer proportion
was maintained at around this level until October 1971 when it was reduced

9



10 PAYROLL TAX INCIDENCE AND THE DIRECT TAX BURDEN

Table 1.1: Ordinary social insurance contribution rates per week for men and women and
employers and employees, and proportion of total contribution paid by the employer,

1953-1982
MEN WOMEN
Date payment Payable by: Percentage Payable by: Percentage

commenced Employer Employee payable Employer Employee payable

FR(£) PR(%) FR(f} PR(%) by FR(L) PR(%) FR(£) PR(%) by

employer employer

5 Jan. 1953 0.12 - 0.12 - 50.0 0.10 - .07 — 58.8
3 Sept. 1956 0.14 - 0.14 - 50.0 0.12 - 