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(B#1)

Fiscal Affairs Department

Fiscal Challenges for Asia
in the Post-Crisis World

Carlo Cottarelli
Director, Fiscal Affairs Department

Remarks at the conference on “Tax Policy and Administration
Challenges for Restoring Fiscal Sustainability”

Tokyo, January 13, 2011

» Impact of the crisis and policy responses to date
Projected fiscal outlook
» Fiscal risks and medium term challenges
— Risks: international spillovers, capital inflows.
— Challenges: population aging, infrastructure, poverty.
» Fiscal policy strategies in the aftermath of the crisis
— Return to building fiscal buffers.
— Announce and begin to implement adjustment plans.
* Expenditure and revenues measures

— Reforming pensions and health, enhancing infrastructure
quality and quantity, better targeting welfare spending.

— Reforming revenue structures

2
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Fiscal Cost of the Crisis

Fiscal balance (as a share of GDP

Overall Balance, World

MR The impact of the crisis is

SIRAEL S PSP slightly smaller in Asia
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G-20 economies

Advanced G-20 economies

Emerging G-20 economies

G20 Asian economies

G20 Asian advanced economies

m Public consumption and transfers Olnvestment Tax cuts on labor
®Tax cuts on consumption Tax cuts on capital u Other revenue measures

1/ Includes expansionary stimulus measures only.

In Asian G-20 — Advanced: Higher share of Public Consumption & Transfers
Emerging: Tax cuts and infrastructure more common

Overall fiscal balance, 2007-2010
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Public debt, 2007-2010
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Japan | Hong Kong [South KoreaTaiwan, PoC| Indonesia | Malaysia | Philippines | Thailand

Vietnam India
(net debt)

General Government gross debt (in percent of GDP)

Medium-term outlook for government debt

i Large, sharp increase in advanced economies

#

1 More moderate debt pressures in emerging markets

Government Debt, World Government Debt, Asia
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Fiscal impulse during and after the crisis: change

in cyclically adjusted primary balance

m 2009

m2010
m2011
2012

ASEAN-4

Fiscal impulse

m2013

Required Fiscal Adjustment in Structural Primary Balance

Structural
@ primary

balance,

2010

Structural
primary
balance to
achieve
prudent
debt
levels by
2030

Between 2010 and 2020

Korea

Indonesia
Hong Kong
Philippines
Thailand
Singapore
China
Malaysia

India

[
| Adjustment needed:

Qs
—1
l_

O]

for high debt countries:
Japan, India

for countries exposed to
risk: Indonesia,
Philippines, Viet Nam

to deal with inflows /
pressures

Japan Oeee—————————

-8

B E 20114

25



Long term fiscal challenges looking ahead

Long term challenges with fiscal impact:

1. Population aging

2. Improve infrastructure to accompany growth

11

Challenge 1: Population aging

70 1 65.3

Advanced Asia Emerging Asia

* Need for pension reform and improved
efficiency of health-related expenditure

» Challenge is to ensure that all new
entitlements are fiscally sustainable
12
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Projected increases in pension and health care

spending, 2011-30

(In percent of GDP)
7

6

m Health O Pension
5

13

Change in pension expenditures, 2011-2030:

Advanced Asia

In percent of GDP
5

PPP Weighted
05 Average: 0.2
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Korea, South | sapan |
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18 Change in pension expenditures, 2011-2030:Emerging Asia
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5
) 14
5 12
€
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Health care spending: more daunting challenges

= Advanced economies Change in health expenditure, 2011-2030:
should stabilize finances 0 Advanced Asia
over the long term 25
= Emerging Asia should
expand coverage in a
fiscally sustainable manner

PPP Weighted
Average: 2.7

20

In percent of GDP

Japan Korea, South

= Must ensure: an adequate 12 . Change in health expenditure, 2011-2030:
rate of return on pension Emerging Asia
contributions; and
adequate benefits to
prevent old-age poverty
and protect against illness 02

0.0

PPP Weighted
0.8 Average: 0.7

0.6

In percent of GDP

0.4

China Malaysia ~ Indonesia ~ Philippines India Pakistan

15

Challenge 2: the infrastructure gap

» Perception that

infrastructure quality and World Ranking of Asia Pacific
quantity is a brake on ) countries on basic infrastructure
growth for many countries performance
in the region Ranks 1999 2009
* Investment spending has Singapore 8 2
remained flat in last 10 Hong Kong SAR 19 5
years ?:Stl’fﬂlﬁ 1 12
. pan 20 15
* Challenge to raise China 13 16
investment to levels in :;‘;ﬂw ;2 g
: / I
comparable countries and e 7 e
improve investment quality Taiwan Province of China 23 27
* Some of the largest i S =
countries in the region are A 39 48
at a level of development Philippines a7 57

where a major increase in

infrastructure is needed. TR T

16
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Post crisis fiscal policies

Fiscal Consolidation Over the Medium-Term: G-20

Many countries are appropriately exiting from
fiscal stimulus and moving back to rebuilding
fiscal buffers in good times

Several countries have announced medium-term
fiscal adjustment plans; this helps reassure
market participants and the public at large.
Adopt sustainable measures to deal with ageing
and reform health entitlements early on
Transparent disclosure and management of
fiscal risks (from e.g., guarantees, SOEs) helps
credibility.

17

G-20 and Selected Economies with an Adjustment Plan

B Economies with published plans

18
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30

Government Revenue (% GDP)

B Economies with published plans involving fiscal adjustment

19

How to exit? Composition of fiscal adjustment

will depend on current “size of the state”.

Government revenues and expenditure as a share of GDP, 2010

Vietnam Vietnam

Thailand Thailand

Philippines Philippines
Malaysia Malaysia
Indonesia Indonesia

Taiwan Province of China Taiwan Province of China

Singapore Singapore

General Government Expenses (% of GDP)

Hong Kong SAR Hong Kong SAR

20
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Expenditure structure of selected Asian economies,

2008

Primary Compensation Social Capital Compensation Social Capital
Expenditure  of Employees  Benefits 1/ Spending of Employees  Benefits 1/ Spending
(in percent of GDP) (in percent of pnmary expenditure)

Indonesia 2/ ¥ 18.6 46 08 57 249 43 306
Malaysia 2/ 275 - 65 30 - 236 109
Philippines 2/ 3 131 50 a1 24 381 236 183
Singapore 2/ 178 z 2 1.7 W . 96
Thailand 2/ 204 76 33 26 373 16.2 127
China 2/ 205 6.0 5 P 292
India 2/ 26 41 . 174
Vietnam 2/ 286 ] 49 89 = 171 311
Korea 4/ 5/ 21 73 59 6.0 51 201 27
Average (unweighted) 21 6.1 43 43 N3 19.0 18.1

* Wide variation in primary spending as share of GDP

* In most Asian countries, social benefits are small

* Low capital spending in ASEAN and LICs

* Past success stories: reduce current, increase investment spending

Improving infrastructure investment efficiency: a F/J\E
greater role for the private sector?

21

+ PPPs may improve efficiency

* However, need to transparently disclose firm
and contingent government obligations

180
160
140
120
100

o8 888

Investment Commitments to Infrastructure Projects with
Private Participation in Developing Countires, by Region, 1990-2008
(In billions of US dollars)
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Revenue structure of Asian economies, 2008

As a share of GDP As a share of tax revenues
Total revenue Tax revenue
Other revenue Taxes on income, Taxes on Taxes on income, Taxes on
(incl. soc. Sec. profits and Taxes on goods  international profits and capital Taxes on goods  international
Tax Revenue and property) capital gains and services trade Other taxes gains and services trade
China 17.3 2.4 4.7 9.0 1.0 2.5 275 52.0 6.1
India 16.6 3.4 6.9 6.7 1.8 1.2 41.4 40.4 11.1
Indonesia 133 7.1 6.6 53 0.7 0.7 49.7 39.6 5.5
Malaysia 15.2 6.4 7.8 3.4 0.4 3.6 51.3 224 2.6
Philippines 14.2 1.7 6.5 5.6 1.2 0.9 46.0 39.5 8.4
[Thailand 17.5 4.0 7.9 8.2 1.1 0.3 449 47.1 6.1
\Vietnam 24.8 1.9 10.3 9.4 4.0 1.1 415 37.8 16.3
Korea (2007) 17.5 7.5 8.4 7.5 0.8 0.8 48.2 429 4.5
Uapan (2007) 15.5 15.6 10.3 4.9 0.2 0.1 66.5 31.7 1.2
. Revenue based fiscal consolidation is important for creating fiscal space in
countries with low or declining revenue to GDP ratios.
. Need to reverse permanent tax cuts adopted during crisis.
. More tax competition on CIT: move to broad based taxes on immobile

bases and improve compliance.

23

[East Asia and Low-

Philippines 1/ Indonesia 2!  Thailand 3 ysia 2/ Pacific Mid-Income: World
2007 2008 2007 2008 2007 2008 or latest available

Total tax revenues to GDP 14 13 i7 17 14 2 21 o0
VAT

Rate 12 10 T 7 1" 16 16

Revenue share of GDP 2 4 4 2 i 5 7 6

Tax eficiency 4/ 18 42 5 — 48 47 40
Corporale income tax

Rate (maximum) 30 30 30 7 18 8 % %

Revenue share of GOP 4 1 5 8 d 6 3 3

Tax eficiency 12 3 17 30 20 13 13
Personal income tax

Rate (maximum) 2 30 w 28 20 2 2 30

Revenue share of GOP 2 4 2 3 4 3 4

Tax eficiency 7 14 6 9 14 10 12

* VAT rates are lower in Asia than elsewhere =» scope for rate increases

* For CIT and PIT, rates are similar to rest of world, but significant drops in
some LICs and ASEAN countries, where tax efficiency is also particularly low
* Solution: increase scope of revenue agencies, encourage formalization by
helping new entrepreneurs, reduce exemptions, strengthen legal framework
and enforcement

24
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Conclusions

* The challenges of these post crisis times
are many and difficult to dealt with

* The good news is that a start has been
made in fiscal adjustment and significant
reforms in the fiscal area.

* Seminars such as this one today are an
opportunity to discuss ways of making
further progress in this direction.

25
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(B# 1)

Fiscal Affairs Department

TAXING THE FINANCIAL SECTOR
RECENT ISSUES AND DEVELOPMENTS

Michael Keen

International Monetary Fund
January 14, 2011

"The views expressed herein are those of the author and should not be
attributed to the IMF, its Executive Board, or its management"

G20 asked the Fund to report on:

“...how the financial sector could make a fair
and substantial contribution toward paying for
any burden associated with government
interventions to repair the banking system.”

Report and background papers at
http://www.imf.org/external/np/seminars/en
g/2010/paris/pdf/090110.pdf

2
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Objectives

* Ensure financial sector pays for any direct fiscal
support
— Focus on dealing with future failures/crises

* Reduce probability and costliness of failures
— Improved resolution mechanism key: not bail out

— Corrective taxation? What relative roles tax and
regulation? Capital surcharge or systemic risk tax?

4
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With an eye also to:

* Ease of implementation, recognizing differences
in countries’ experiences and priorities

* Enabling, if desired, a contribution to reflect
wider fiscal and economic costs

e Addressing existing tax distortions

— Interest costs are deductible but costs of
equity finance are not: Excess leverage?

— VAT exemption of financial services, so final
consumers under-taxed, businesses over-
taxed: On balance, financial sector too big?

» Taking account of/improving interactions tax
and regulatory systems

6
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Financial Stability Contribution (FSC)

* Resolution (which does not mean bailout!!!!)
requires upfront resources—perhaps 2-5
percent GDP (more where financial sector
larger), and credit line...

...for which the sector should pay, like any cost
of doing business

* Some ex post recovery may also be needed...

...but sole reliance problematic: countercyclical,
survivor bias, maybe adverse incentive effects

8
B E 20114
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Design issues for an FSC

* Fund or general revenues?

— Makes no substantive difference if fund would hold
government debt: gross public debt higher with a
fund, but net debt the same

— Issues then: Is moral hazard likely to be greater with
a fund? Will money in general revenue be ‘wasted’?

* Base and rate structure

— Focus on liabilities side (excluding e.g. tier one
capital, credit for deposit insurance paid): that’s
where the resolution costs arise, and to avoid
duplication with Basel risk-weighted assets

— Adjust rate for aspects of systemicness
(interconnectedness, size,...), perhaps not initially

* Perimeter
— Broad, as all gain from enhanced financial stability

10
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FTT, FAT

11

Financial Transactions Taxes (FTT)

* Many different forms—bank debit, securities,
foreign exchange—and many already exist

* Seems appealing in terms of broad base and
low rate—but that’s only good if the base is
right: general principle not to tax
intermediates

12
B E 20114
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* Some see corrective case for FTT to address
excess short-term trading, but
— Not clear if transaction tax would reduce volatility

— Not well-targeted to systemic risks/financing
resolution mechanism

* Incidence—not clear will be as proponents
often suggest, but e.g. increased cost of equity
finance

* Avoidance issues—contracts in differences etc

13

Financial Activities Tax (FAT)

A tax on the sum of profits and remuneration
Variants:

* ‘FAT1’: Include all remuneration, and define
‘profits’ as only returns in excess of normal

Rationale: As a tax on value added, might help fix
under-taxation of financial services under VAT

— Origin based? Credit for business users?

14
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e ‘FAT2’: Profits plus ‘high’ remuneration

Rationale: Tax on rents to owners and managers

— Hard to distinguish rent element of remuneration;
coordination issues

— Where are rents from? Bailout subsidy?

* ‘FAT3’: Returns to equity above some rate well
above normal, and very high remuneration

Rationale: Discourage risk-taking

15

Fund Recommendations

16
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* FSC linked to resolution scheme, plus FAT if wider
contribution to costs needed

* International cooperation helpful—some leveling of
playing field though risk-adjustment

* Don’t forget pre-existing tax distortions

— E.g. Allowance for Corporate Equity (ACE), with
deduction for nominal return to equity?

— FAT?

* Holistic approach to tax and regulation

17

What has been done?

18
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UK, Germany, Austria, Sweden,...: Tax liabilities
less insured deposits and Tier 1 capital

— Rates in order of 4-7 basis points; some to a fund
On assets side: France

Bonus taxes: UK, France (both temporary), Italy
(permanent)

European Commission:
—Proposes network of resolution funds
—Impact studies underway for FAT and FTT

19

Concluding

20
TABEFE 2011 -4 43



44

* Wide diversity of views and circumstances mean
adoption of ‘bank taxes’ has been piecemeal—
but the experiment has now started

* Increased attention to pre-existing problems is
encouraging

* Still much to learn about comparative
advantage tax and regulatory measures in
supporting financial stability

21
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(B#tm)

Fiscal Affairs Department

TAX POLICY OPTIONS FOR FISCAL
SUSTAINABILITY ‘

Michael Keen

January 14, 2011

"The views expressed herein are those of the author and should not
be attributed to the IMF, its Executive Board, or its management"”

GENERAL PRINCIPLES

2
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Standard tax principles continue to apply,
but maybe with new twists:

Equity—Put a large part of the burden on better-off old?

Efficiency—A search for immobile tax bases; ease that
constraint by further strengthening of international
cooperation, including on climate policies?

Implementation—How fundamentally will new technologies
change things (real-time transaction reporting; personalized
pricing...)?

OPTIONS

4
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Value Added Tax

All G-20 have a VAT, except US and Saudi Arabia
—in US, 13% VAT could raise 6% GDP

About 20 percent of all revenue

Has proved a relatively efficient revenue source

Wide variations in rate (5-21 percent), number of
rates (1 to 4) and base

As a broad indicator:

C-efficiency = VAT revenue/(rate x consumption)
= 100% if single rate, broad-based, perfectly enforced
In practice, averages 50% for advanced and emerging...

—though with big variation (69% in Japan, e.g.)
...suggesting scope to do more without raising rate

6
B E 20114

47



48

Decomposing failure into ‘policy’ and ‘compliance’
gaps, main weaknesses are:

Compliance in emerging economies

—Latvia could raise 1.6% GDP by cutting compliance
gap to that in France

Policy in advanced countries: ‘old” VATs have multiple
rates and exemptions

—Eg1: Italy could raise 3.1% GDP by halving policy gap

Eg2: Removing zero-rating in UK:

£10.00 3.00%
000 00 N
! LI ' L £500 150%
£500 0%
A - @ 00 0% =35
s’ [] « bid 1
H P :E o as
§ 4 = A0 =E = 450 A50% =2
3 o 8 = =2
Eﬁ-{li.-:ﬂ - A Ei i:mo.m 3.00% ‘:E
of 4 8 S s
;v | gi‘! @ £15.00 4.50% tﬁ
§ 42000 ,'f L00% gE < ce
/ ‘3 Z 00 600% ==
il T
2500 1000 250 750
P 1210 £3000 900%
Income deciles Income deciles
— R T Lossaa s ) - hraga T Lossas 4 ol ‘—A\erageTaxLosses (E's pw.) - - Average Tax Losses (% of disposable income)

...would raise 0.79% GDP even after protecting poor
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Personal income tax

Central for equity concerns, but behavioral impact—
real and avoidance/evasion—matters

Main labor supply effects are through participation

—more scope to exploit these: e.g. lower rates on those near
retirement (but consistent with intercohort equity?)

Planning makes taxable income of richest responsive

—current top rates may be close to revenue-maximizing

Corporate income tax

Rates have tumbled but revenue held up (pre-crisis...)

High Income
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Possible explanations include strength of financial sector
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Substantial increase in revenue unlikely given:
—Continued pressure on rates
—Likely lower financial sector profits (and accumulated losses)

—Past base broadening (though maybe scope for more—R&D
tax credits?)

International coordination, again beyond info.
exchange (to minimum rates, bases, formula
apportionment

—has proved hard

11

Carbon pricing

..whether tax or cap-and-trade

Substantial potential in principle...
—$50-660 billion annually form efficient pricing
—Proposals in US implied c. $100 billion annually

...even after compensating measures
Important not to dissipate by free allocation of rights...

...and to include international aviation and maritime
(and in indirect taxation more generally)

12
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Real estate taxes

Seem relatively growth-friendly (immobile, low current
rates) fair, and suitable for lower-level govts.

Under-used in some countries
—3% percent GDP in Canada, US, UK, but under 1% in other G20

But reform can take time
—to develop cadastre and valuation techniques

13

CONCLUDING

14
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Nature (and extent) of policy measures country-specific

Some new opportunities (carbon and congestion
pricing, congestion...)

But largely widening existing bases...

...in ways that have proved politically difficult

15
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