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chieving the Sustainable
Development Goals (SDGs)
for a greener and more
inclusive future will require
vast public spending. Revenue mobilisation
remains essential to many G20 economies
to satisfy fiscal needs and support progress.
Although the approach may vary across
countries, the options holding universal
promise include better use of value-added

tax (VAT), rationalised tax exemptions, and

appropriate taxation of the fast-growing
digital economy. Strengthening personal
income and property taxes can also boost
their low revenue yield and make taxes
more progressive. Corrective taxes can
be effective to curb harmful consumptions
and raise revenue for  mitigating
measures. Additionally, strengthening tax
administration can help, and taxpayer
morale can be buttressed by improving the

quality of public spending.

The views expressed in this publication are those of the authors and do not necessarily

reflect the views and policies of the authors’ institutions.
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eveloping economies
face significant spending
pressure. This includes

substantial amounts required
for education, health, energy, water supply
and sanitation, and, in recent years,
combating the consequences of climate
change. The International Monetary Fund
(IMF) estimates that additional annual
spending needs will amount to US$
2.1 trillion in 2030 for emerging market
economies.” Fiscal pressure will remain
beyond 2030—the target year for the SDGs.
Achieving net-zero emissions by 2050 will
also require massive investments in clean
energy. The share of the aging population
will increase rapidly in most countries,
which will require higher spending on
pensions and healthcare, while rising

affluence may increase demand for public

goods and services.?

The COVID-19 pandemic increased
pressure on the fiscal accounts by
both increasing expenditure needs and
decreasing revenue. Fiscal policy needs
in response to the crisis were substantial,
exceeding those mustered to deal with
the global financial crisis of 2008-2009. In

several developing countries, the response

also involved central bank asset purchase
programs, as reported in ADB’s Asian
Development Outlook 2022. (This policy
brief draws heavily from Asian Development
Outlook 2022: Mobilizing Taxes for
Development.®)* Low or negative growth
curtailed tax receipts in 2020. At the same
time, expenditure increased significantly
in most economies.® It is clear, therefore,
that G20 economies must strengthen tax
revenue mobilisation to fund the vast public

spending needed to achieve the SDGs.

G20 economies with lower tax revenues
rely more heavily on VAT and other
consumption taxes (see Figure 1, panel
A). For some economies such as Indonesia,
Mexico, Turkiye, and People’s Republic of
China (PRC), the revenue from such taxes
is less than 10 percent of GDP, despite
their higher reliance on the taxes (see
Figure 1, panel B). Increasing tax revenue
requires that governments make the most
of the key revenue sources consistent with
local priorities and capacities. In many
countries, weak enforcement capacity can
be further hamstrung by scarce third-party

information on taxpayers from firms.5"
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Tax expenditures are widely used and
may cause significant revenue losses.

They include exemptions, deductions,

credits, deferrals, and lower tax rates

intended to enhance social welfare, promote
development, and support other policy
goals.® However, unlike direct expenditure,

tax expenditure reductions are not typically

reported in a reliable, comparable, or open
manner.® That renders the tax system less
efficient by narrowing the tax base.'® Surveys
of Asian tax authorities show the impact
of tax incentives in the region, with tax
holidays and tax rate reductions particularly

prevalent.!



Corporate income tax (CIT) revenue faces
increasing pressures of base erosion
and profit shifting. Motivated by a desire
to attract internationally mobile capital and
maintain competitiveness, governments
have steadily reduced CIT rates over the
past few decades. A weak international tax
framework and differences across countries
in tax policy can be exploited, especially by
multinational enterprises (MNEs), to reduce
their tax liability. MNEs shift income and
profits to lower-tax jurisdictions to minimise
tax liability. Global revenue losses from
tax avoidance have been estimated at 4
percent-10 percent of CIT revenue, with

larger losses for developing countries.'?

The rise of the digital economy
exacerbates CIT avoidance. Digitalisation
makes it hard to identify the country from
which profits are derived as it happens,
for example, when software sold from a
platform in one country is downloaded by a
user in another country.'® Further, intangible
assets such as licenses, trademarks, and
data, which are easy to shift to lower-tax
jurisdictions, are prevalent in the digital

economy. The difficulty of determining

arm’s-length prices for digital intangibles
increases firms’ ability to exploit transfer
pricing. It is likely that digital MNEs benefit
significantly from tax planning and enjoy

lower effective tax rates.'

Inequality in disposable income remains
high in several G20 economies and has
even risen recently. The dwindling labour
share and the diverging wage gap between
the top and bottom percentiles will likely
widen inequality not only in market income
but also in disposable income without
strengthening progressivity. This is partly
because the effective tax rate on capital
income tends to be lower for the richest
earners. While reducing income inequality
through the expenditure side redistributive
policies is feasible, taxes play a greater
role in reducing inequality than social
transfers.'® Moreover, for many economies,
strengthening the redistributive function
in the expenditure side also requires
domestic resource mobilisation, given that
the current fiscal space is not enough to
accommodate a significant expansion of

expenditure in a sustainable manner.
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omestic resource
mobilisation—fundamentally,
adequate tax revenue

efficiently spent—is central to
domestic and international development.'®
For most economies, taxes are the primary
source of government revenue and largely
define the public spending envelope
over the medium and longer term. As
private financial flows are not always

predictable, the ability of governments to

borrow varies, and revenue from state-

owned operations is often uncertain. While
government expenditures normally exceed
tax revenues, with the balance made up of
borrowing and non-tax revenue, spending
rises with tax revenue (see Figure 2). As
G20 accounts for around 80 percent of the
global GDP and growth, raising more tax
revenue in those economies is essential to
satisfy the rising fiscal demand to achieve

the SDGs.
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Sources: OECD. Global Revenue Statistics Database. https://www.oecd.org; IMF. Government Finance
Statistics online database. https://www.imf.org; IMF. World Economic Outlook October 2021 online database.
https://www.imf.org (all accessed 31 January 2022); Asian Development Bank estimates.



As digitalisation further complicates
international taxation, G20 economies will
continue to lead inter-state cooperation
and international rulemaking. Efforts to
secure multilateral solutions are essential—
notably the G20-OECD project on base
erosion and profit shifting and by the
Inclusive Framework. In 2021, the Inclusive
Framework endorsed a new international
tax framework featuring two pillars. Under
Pillar 1, profits and taxing rights are shared
by countries to include those where MNEs
derive revenue. Pillar 2 proposes a global
minimum CIT rate of 15 percent. Together,
the two pillars aim to be fair, mitigate
a race to the bottom on CIT rates, and
provide more certainty to taxpayers and tax
administrations. G20 economies need to
comply with the agreement as well as further

improve the rules in the future.

G20 economies should promote the use
of corrective taxes to support the SDGs.
Green and health taxes are levied to address
negative externalities. Studies have shown
that taxing pollutants can effectively reduce
emissions and pollution.'® Fossil fuel price
elasticity tends to be low in the short run
but higher with time.'® Environmental taxes
can cut pollution and generate significant
revenues only if they hit a broad range of
pollutants. Despite their widespread use,
the revenue from these taxes remains
low in some economies, reflecting low tax
rates and patchy coverage. For example,
revenue from energy, pollution, and
transport taxes equaled 2.3 percent of GDP
in OECD countries in 2018.2° Increasing
carbon prices can support climate change

targets and lift revenue.
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AT exemptions should be

reviewed and tightened

to broaden the tax base

and raise tax revenue
(see Figure 3). They are more conducive
to economic growth than increasing tax
rates.?’ VAT exemptions often benefit
the wealthy more because they consume
more, making exemptions generally
inefficient improvers of equity. A lower
threshold for VAT can potentially broaden
the tax base, but may also encourage firms
to underreport activity or remain small.??
Like direct expenditure, tax expenditures
should have clear policy objectives and
justifications and meet goals efficiently,

cost-effectively, and better than policy

alternatives.

Where the wage gap is significant,
raising the marginal rates for higher
earners may help strengthen the
progressivity of the overall tax system.
However, personal income tax (PIT) can be
economically costly, especially if marginal
tax rates rise steeply,?*?* when the economy
reflects reality of self-employment, and
thus a scarcity of third-party information
on taxable income hinders enforcement
and shrinks the tax base.?® Higher tax rates
reduce work incentives and can dampen
labour supply, especially for highly skilled
and internationally mobile workers.?¢?” PIT
levied on household income can discourage
female labour participation, exacerbating
gender inequality. By reducing lifetime
earnings, progressive income tax weakens
incentives to invest in human capital,

compounding efficiency and output losses.?®

Figure 3. VAT Rates in G20 and Average Rates in Selected Regions

Tax rate, %

25

20T
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Source: PricewaterhouseCoopers. World Tax Summary. https://taxsummaries.pwc.com/ (accessed 28 March

2023).



Effective taxation on individuals’ capital
income is vital to improving equity.
Wealthy individuals own a disproportionate
share of capital and must be the target
of taxes. Self-employed entrepreneurs,
who can shift their income from labour to
capital, should also be targeted. For this
reason, similar effective tax rates should
be applied to capital and labour income.
Many countries apply preferential tax rates
to certain types of capital income, but
this should be minimised because it can
distort investment, erode progressivity and
the tax base, and complicate enforcement.
Tax breaks to encourage retirement
savings, for example, may encourage
taxpayers not to save more but merely
to shift their savings into tax-sheltered
accounts, causing revenue losses that
worsen inequity.2°

Improving property taxes can
complement progressivity. In G20
economies with lower tax revenues,
property tax generally raises little revenue,
less than 2 percent of GDP.** Governments
must improve property valuation to capture
the rising value and enable growth in
the tax base. Technology can help keep
property registers and values updated in a
timely and cost-effective manner.®" Spatial
data from remote imagery can be used to
estimate building footprints and the built-

up area and, combined with land prices,

enable mass appraisal of property taxes.
Where price data are scarce, prices can be
estimated using models drawing on spatial
data. Finally, property tax rates need to be
sufficiently high and tax bases sufficiently
broad. Raising low property tax rates in
developing countries could yield substantial

revenue gains.®

A comprehensive wealth tax system with
a tax-exempt threshold can effectively
reduce inequality. A wealth tax can be
levied on transfers such as inheritance or
gifts, or wealth holdings (the difference
between assets and liabilities). As tax
is levied regardless of asset returns,
individuals may be encouraged to invest
in higher-yield assets, making asset
allocation more efficient.®® Notwithstanding
these advantages, a wealth tax poses
considerable implementation challenges.
It requires significant administrative
resources for recurrent asset evaluation,

made more difficult by the absence of

reference prices for some asset classes.?*%

Using corrective health taxes is effective
in coping with the rising healthcare
costs, as many G20 economies are
rapidly aging. Consumption of alcohol
and tobacco, and unhealthy diets generate
economic costs when productivity is
lost to premature death or disability,

medical treatment, and other social costs.



Individuals bear some of these costs as
out-of-pocket medical expenses and
income lost with death or disability, but
other costs, such as public healthcare, are
socialised. Raising corrective taxes is a
highly effective way to reduce or deter the
harmful consumption of alcohol, tobacco,

and sugar-sweetened beverages.®®

Raising fossil fuel taxes to curb
consumption and generate revenue,
if the rates are currently low. Potential
revenue from carbon pricing instruments
is significant in some economies, including
India and PRC.* Fossil fuel taxes are often
well-established, easy to administer, and
likely to generate more revenue in the short
term than carbon pricing. Direct taxation
offers greater price predictability and
simpler administration. A carbon tax can

be imposed on a relatively small number

of upstream firms, either producers or at
the border, to minimise compliance costs
and opportunities for evasion.® When
implementing a carbon tax, countries must
ensure that related energy taxes are not
unduly cut, which can undermine revenue,

as experienced in Europe.*®

Earmarking the revenues from corrective
taxes can ensure the fiscal space
for SDGs-targeted expenditures. For
example, Japan has used a sulfur charge
to compensate air pollution victims. Such
approaches can build public acceptance.
Where environmental taxes have adverse
distributional effects, governments can
implement offsetting revenue recycling
transfers or rebates. These are widely used,
as in Singapore, where rebates cushion
price impacts from the carbon tax and

gasoline duty.







eveloping economies face
significant spending pressure
for more sustainable and
inclusive growth, and the
COVID-19 pandemic has only worsened
their fiscal space. With resilient economic
growth, G20 economies will remain a driver
for progressing the SDGs with their domestic
resource mobilisation. Increasing  tax
revenue requires governments to make the

most of crucial revenue sources consistent

with local priorities and capacities.

For the economies currently with limited
tax revenue, the reform of the existing

tax expenditure and VAT exemptions

may be necessary. Some G20 economies
must improve the progressivity in the tax
system, which can be achieved by raising
the marginal PIT rate for higher earners
and strengthening capital income taxes.
G20 economies are expected to play a
leading role in the taxation issues that have
become more important in recent years.
For example, advancement in digitalisation
has added to the difficulties of the proper
taxation on activities across borders, while
acceleration in climate change and aging
societies require governments to be more
proactive on taxation, such as the broader

utilisation of collective taxes.

The authors thank ADB consultants, Donna Faye Bajaro and Maria Hanna Concepcion

P. Jaber, for their review and support.
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