
 

International Journal of  

Public Finance and Fiscal Policy 
Volume 4, Number 1, 2025  

 

 

 

©2025 The Author(s).  
This is an open-access article under CC-BY-SA license (https://creativecommons.org/licence/by-sa/4.0/)  

 
 

 

The Impact of the Taxation System on Income 

Inequality and Economic Stability in the Context of 

Modern Development 

 
Galih Ganitama Putra1 

 
1 Sekolah Tinggi Ilmu Ekonomi Surakarta, Surakarta, Indonesia 
 

Abstract   
Article history: 
Received: February 9, 2025 
Revised: March 11, 2025 
Accepted: April 13, 2025 
Published: June 30, 2025 

 

 Taxation plays a strategic role in supporting a nation’s 
economic and social development through its four primary 
functions: budgetary, regulatory, stabilization, and income 
redistribution. As an instrument of fiscal policy, taxation 
serves not only as a source of government revenue but also 
as a mechanism to promote equitable welfare distribution. In 
the context of globalization and the digital economy, tax 
systems face significant challenges related to the digitalization 
of economic activities and the emergence of cross-border 
entities that are difficult to tax under traditional frameworks. 
This study aims to examine the role of taxation in fostering 
economic and social development while analyzing the 
challenges of its implementation in the digital era. Using a 
descriptive qualitative approach based on recent scholarly 
literature, the findings indicate that taxation functions as a 
vital instrument for driving sustainable economic growth and 
achieving social justice. Therefore, comprehensive digital tax 
policy reform is required to ensure effectiveness, 
transparency, and fairness within the global taxation 
framework, thereby strengthening fiscal capacity and 
promoting inclusive development in the modern economy.  
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1. Introduction 

Taxation is a major pillar in the modern economic structure and plays a vital 

role in the sustainability of national development. In the context of 

macroeconomics, tax not only functions as the primary source of state revenue but 

also as an instrument of fiscal policy used to maintain economic stability and achieve 

social equity. Through its budgetary function, tax supports the financing of various 

public needs such as education, health, and infrastructure, which have a direct impact 

on improving public welfare. Meanwhile, through its regulatory function, the 

government can direct economic behavior through fiscal incentives and 

disincentives to control consumption, investment, and income distribution more 

fairly (Dede & Richards, 2020). 

Along with the rapid advancement of information technology and the 

increasing integration of the global economy, new challenges have emerged in the 

national tax system, driven by the growth of the digital economy. Cross-border 

digital business activities carried out by multinational corporations often exploit 

jurisdictional loopholes and value shifting mechanisms that are difficult for 

traditional tax authorities to trace. This situation leads to significant potential for tax 

avoidance and creates a revenue gap between developed and developing nations. 

Mpofu (2022) states that conventional tax systems have not been fully able to capture 

the economic value generated from digital activities, making tax policy reform an 

urgent need to ensure fiscal fairness and efficiency in the digital economy era. 

Furthermore, tax also holds a very important social role in supporting the 

equitable distribution of public welfare. Through the redistributive function, the 
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government can reallocate income from high-income groups to low-income 

communities through subsidies, social protection programs, and public investment 

oriented towards social justice and economic inclusion. Thus, tax acts not only as a 

tool for state financing but also as a means to strengthen social solidarity and 

enhance the collective well-being of the community. In this context, Olamide et al. 

(2024) affirm that the redistributive function of tax is an essential element in creating 

economic equality and supporting sustainable human development. 

The massive digital transformation also demands the renewal of a tax system 

that is adaptive to the changing global economic landscape. New business models 

based on platforms, data, and intangible assets require more responsive and 

transparent tax mechanisms. Audu and Ishola (2021) highlight the importance of 

increasing digital tax literacy for both tax apparatus and taxpayers, so that both can 

adapt to the complexities of the digital economic system. Without comprehensive 

policy reform, the country risks losing a significant tax base, which could ultimately 

weaken its fiscal capacity to finance sustainable development and essential public 

services. 

Considering these dynamics, this research aims to explore the strategic role of 

tax in supporting economic and social development, while identifying the challenges 

and opportunities arising from economic digitalization. This study is expected to 

contribute to the development of a tax system that is not only adaptive to global 

economic changes but is also based on the principles of fairness, efficiency, and fiscal 

sustainability. Through a descriptive qualitative approach based on the latest 

scientific literature, this research seeks to broaden the understanding of how tax 
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policy can function optimally as an instrument of social equity and the strengthening 

of state fiscal capacity. Thus, tax can continue to play a strategic role in creating a 

balance between economic growth, social justice, and sustainable development in an 

increasingly competitive digital era.  

2. Literature Review 

2.1. The Role of Tax in Economic and Social Development 

Taxation has a strategic role in driving economic and social development 

through four main functions: the budgetary function, the regulatory function, the 

stability function, and the income redistribution function. Through its, tax serves as 

the main source of state revenue used to finance various public needs, including the 

education, health, and infrastructure sectors. Tax does not only function as a 

fundraising instrument but also as a tool to strengthen the state’s fiscal capacity in 

realizing inclusive and sustainable development. In Anggraeni’s (2024) research, it is 

explained that tax has a dual function: as a means of financing development and as 

an instrument of fiscal policy directed at creating sustainable economic growth 

through effective and measurable policy management. 

Furthermore, Olamide et al. (2024) assert that tax plays a crucial role in 

reducing social and economic inequality through the income redistribution function. 

The government can implement a progressive tax system to support social 

protection programs, provide subsidies for vulnerable community groups, and make 

social investments oriented towards improving the quality of life. Effective tax policy 

not only strengthens the national economic structure but also encourages job 
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creation, increased productivity, and the strengthening of social cohesion. Thus, tax 

is not merely viewed as a fiscal obligation but as a strategic instrument representing 

collective responsibility, economic solidarity, and a shared commitment to achieving 

equitable social welfare.  

2.2. Tax Challenges in the Digital Economy Era 

The development of the digital economy has brought new challenges to the 

global tax system. Cross-border digital transactions are often conducted by entities 

that do not have a physical presence  in a jurisdiction, making it difficult to tax them 

based on traditional tax mechanisms. This condition creates a significant fiscal gap 

and demands a more adaptive reform of international tax policy. Mpofu (2022) 

explains that many countries still face difficulties in adjusting their tax legal 

frameworks to capture the economic value generated from digital activities, 

especially in the application of digital service tax. Furthermore, Shome (2021) 

elaborates that the G20 and Organisation for Economic Co-operation and 

Development (OECD), through the Inclusive Framework on Base Erosion and 

Profit Shifting (BEPS), seek to build consensus-based solutions to address the 

complexity of digital tax by emphasizing the principle of fairness among nations.  

Nevertheless, the implementation of these policies still faces various technical 

and political obstacles, especially in determining the location of economic value 

creation and the mechanism for sharing taxing rights among the countries involved. 

In addition to regulatory barriers, the aspect of knowledge is also a crucial factor. 

Audu and Ishola (2021) emphasize the importance of increasing tax literacy among 

policymakers and taxpayers so that they can understand the characteristics of the 
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digital economy and its implications for tax obligations. Low understanding of digital 

business models, data as an economic asset, and virtual transactions potentially 

lowers the efficiency of tax collection, leading to a loss of potential revenue and the 

risk of weakening the country’s fiscal resilience.  

2.3. Tax Policy Reform and Adaptation in the Era of Globalization 

To face the challenges of digitalization and globalization, tax reform is an 

urgent need. According to Anggraeni (2024), tax reform must include the 

digitalization of the administrative system, increased transparency, and international 

cooperation in the exchange of cross-border tax data. Digital technology can be 

utilized to improve the efficiency of tax collection, for example, through e-filing, e-

invoicing, and big data analytics to detect potential tax avoidance. Mpofu (2022) adds 

that the adoption of digital tax is not only important for increasing state revenue but 

also for maintaining fiscal justice. Developing countries, in particular, need to 

strengthen institutional capacity to enforce tax compliance among multinational 

companies operating online. Collaboration between countries is crucial in building a 

tax system that is adaptive to new business models. 

Furthermore, Turina (2020) stress the need to redesign the global tax system 

based on a more transparent “value creation” principle. This approach demands that 

tax be collected based on where economic value is created, not merely the location 

of the company’s legal entity. This can prevent profit shifting and tax base erosion 

practices often carried out by large digital companies. Finally, tax reform must also 

consider the aspects of sustainability and social justice. According to Olamide et al. 

(2024), a fair and progressive tax system can be a means of economic redistribution 
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amidst increasing global inequality. By integrating the principle of social justice into 

fiscal policy, countries can ensure that economic digitalization does not only benefit 

large corporations but also provides tangible benefits for the wider community. 

3. Method 

This research uses a descriptive qualitative approach with a literature review 

method to deeply explore the role of tax in economic and social development and 

the challenges arising in the digital economy era. The qualitative approach was 

chosen because it allows the researcher to understand the phenomenon of taxation 

holistically, based on an analysis of policies, concepts, and the socio-economic 

dynamics behind them. According to Audu and Ishola (2021), the descriptive 

approach in fiscal studies can help map the patterns of tax policy changes due to 

digital transformation without rigid quantitative measurement. 

The data sources in this research were obtained through a systematic search 

of scientific articles journals, and academic publications from Google Scholar, 

Research Gate and Elsevier within the last five years. Selection was based on the 

relevance of the topic, namely research discussing the role of tax, fiscal policy, 

economic and social development, and the challenges of the digital economy. The 

articles used cover contributions from various countries and economic contexts, to 

provide a comprehensive and general picture. Some of the works used as main 

references include those by Mpofu (2022) and Anggraeni (2024). 

The research procedure was carried out through three stages. First, secondary 

data collection, which involved identifying and downloading articles related to the 
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role of tax and digital tax reform. Second, data reduction, where each literature 

finding was selected and categorized based on main themes such as tax functions, 

digitalization challenges, and policy reform. Third, data presentation and 

interpretation, which involved compiling a descriptive analysis that highlighted the 

relationship between concepts to answer the research questions. 

Data analysis was conducted using a thematic analysis approach, which 

emphasizes finding patterns of meaning in scientific texts. This approach is 

consistent with the view of Anggraeni (2024), who states that tax research based on 

literature requires critical interpretation of policy dynamics and the socio-economic 

context. The validity of the results is strengthened through source triangulation, by 

comparing various literature from reputable journals so that the analysis results are 

objective and representative. Thus, this method allows researchers to describe the 

phenomenon of taxation in the digital era systematically and profoundly without 

direct intervention in the research object.  

4. Results 

The research results show that tax makes a very significant contribution to 

economic and social development in various countries. Based on the latest literature 

review, it was found that the function of tax is not limited to the collection of state 

revenue but also acts as a public policy instrument capable of directing economic 

development toward a more inclusive, equitable, and sustainable direction. Through 

the four main functions of tax namely the budgetary function the regulatory 

function, the stability function, and the income redistribution function the 
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government can form a resilient economic structure and ensure sustainable public 

welfare. Tax serves as the main source of state financing for the provision of public 

services such as education, health, and infrastructure development, which play an 

important role in increasing national productivity and economic competitiveness 

(Anggraeni, 2024). 

The analysis results show that the contribution of tax to economic 

development can be observed through its role in maintaining fiscal stability. Good 

fiscal stability provides flexibility for the government to implement expansive or 

contractive fiscal policies in line with economic conditions. When the economy 

experiences a slowdown, the government can provide tax incentives to productive 

sectors to stimulate growth and investment. Conversely, when the economy 

experiences inflationary pressure or overheating, tax instruments can be used to 

control consumption and maintain price stability. This mechanism proves that tax 

functions as an important tool in maintaining macroeconomic balance and fiscal 

sustainability. Furthermore, tax also enables a fairer redistribution of income through 

the implementation of social programs such as direct assistance, subsidies, and 

public investment aimed at low-income communities (Skaar, 2020). 

Further research confirms that tax has a strong role in reducing social and 

economic inequality. A progressive tax system that imposes higher rates on high-

income groups contributes to the equitable distribution of welfare through a 

redistributive mechanism. The government can use tax revenue from high-income 

groups to finance various social programs, such as increasing access to education, 

health services, and providing employment for low-income communities. Besides 
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functioning economically, tax also has a normative role as an instrument to direct 

public economic behavior. For example, the implementation of a carbon tax serves 

to suppress greenhouse gas emissions, while tax incentives are given to companies 

that adopt the principles of sustainability and social responsibility. Thus, tax does 

not only have a fiscal dimension but also functions as a social and ecological 

instrument relevant to facing the challenges of modern economic globalization. 

However, the results of the literature review show that the development of 

the digital economy has brought new challenges to the global tax system. Digital-

based companies such as online service providers and e-commerce platforms often 

operate across borders without a physical presence, making them difficult to reach 

by traditional tax systems. This condition creates the potential for tax base erosion, 

because the income generated in one country is often reported in jurisdictions with 

lower tax rates. According to Ariyibi et al. (2024), this phenomenon not only impacts 

the decline in national tax revenue but also creates fiscal injustice between developed 

and developing countries. Developing countries that are the main markets for global 

digital companies often do not get a proportional share of the tax revenue relative 

to the economic value created in their regions. 

In line with this view, Shome (2021) explains that G20 and OECD member 

countries are striving to find a global solution to the complexity of digital tax through 

the Inclusive Framework on Base Erosion and Profit Shifting (BEPS). This initiative 

aims to create a fairer, consensus-based international tax system, emphasizing the 

principle that economic value generated in a country must be taxed in that country. 

Nevertheless, the implementation of this policy faces a number of technical and 
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political obstacles, including differences in interests between countries, gaps in 

administrative capacity, and difficulties in determining the location of economic 

value creation. Therefore, stronger global coordination and cross-jurisdictional 

collaboration are needed to prevent cross-border tax avoidance practices and ensure 

the sustainability of the global fiscal system. 

In the national context, various countries have carried out tax policy reforms 

to adapt to the dynamics of the digital economy. These reforms include the 

implementation of a Digital Service Tax (DST), the digitalization of tax 

administration, and the increasing capacity of human resources in fiscal institutions. 

The digitalization of the tax system through the implementation of e-filing and e-

invoicing has been proven to increase transparency, efficiency, and accountability in 

the tax collection process. In addition, increasing digital tax literacy among the public 

and business actors is also an important factor in strengthening tax compliance. 

Tambunan and Rosdiana (2020) affirm that a low level of tax literacy can hinder the 

effectiveness of the modern tax system because taxpayers do not fully understand 

the implications of the digital economy for their fiscal obligations. Therefore, 

technology-based tax education and training are important prerequisites for 

optimizing digital tax reform. 

In addition to structural and technical challenges, the success of the tax system 

also highly depends on the level of public trust in the government. The research 

results show that the level of tax compliance increases significantly when the public 

perceives that tax funds are managed transparently and used for public interests. 

Fiscal transparency and budget accountability are key factors in strengthening the 
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legitimacy of the tax system. Public trust can be built through independent oversight 

mechanisms, open financial reporting, and inclusive policy communication. If the 

public is convinced that the taxes they pay contribute directly to improving the 

quality of public services and social welfare, then voluntary compliance with tax 

obligations will increase sustainably. 

From a global perspective, the literature highlights the importance of 

international collaboration in facing digital tax challenges (Subramaniam, 2022). The 

success of modern tax reform is highly influenced by the effectiveness of 

cooperation between countries in Automatic Exchange of Information and the 

utilization of digital technology such as blockchain to track cross-border 

transactions. This collaboration has the potential to reduce tax avoidance practices, 

strengthen the integrity of the fiscal system, and increase the efficiency of tax 

administration. According to Farliana et al. (2023), the integration of digital 

technology into the tax system not only increases the effectiveness of supervision 

and reporting but also encourages public participation in the fiscal process. The 

openness of tax data through digital platforms can strengthen transparency, 

accountability, and the reciprocal relationship between the state and taxpayers. 

In addition to its fiscal and economic functions, tax also has a strong moral 

and social dimension. In the social context, paying taxes is a form of active 

participation by citizens in supporting national development and collective welfare. 

Tax reflects a shared responsibility between the state and society in creating fair and 

sustainable economic governance. A transparent and equitable tax system has a dual 

effect: increasing state revenue while strengthening social cohesion. Public tax 
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literacy, especially in the digital era, is an important aspect in strengthening social 

trust in fiscal institutions. A public that understands the function of tax will be more 

aware of their role as part of the national development mechanism oriented towards 

shared prosperity. 

The results of this study indicate that tax has a multidimensional role in 

supporting economic and social development. On the one hand, tax provides vital 

financial resources for the state to finance infrastructure development and public 

services. On the other hand, tax also functions as a strategic policy instrument to 

direct economic behavior, reduce inequality, and create social stability. However, to 

maintain the effectiveness of tax amidst rapid digital transformation, comprehensive 

policy reform, technological innovation in tax administration, and increased capacity 

of human resources in the fiscal sector are needed. This reform must be oriented 

towards the principles of justice, transparency, and sustainability so that tax can 

continue to function as a main pillar in economic and social development in the 

future.  

5. Discussion 

The research results confirm that tax has a strategic role in supporting 

economic and social development. However, its effectiveness is highly dependent 

on the government’s ability to adjust fiscal policy to the dynamics of the global 

economy and the continuously evolving digitalization process. Tax functions not 

only as the main source of state revenue but also as a public policy instrument that 

plays a role in regulating economic behavior, creating income redistribution, and 



 
 

 

33 | International Journal of Public Finance and Fiscal Policy  
 

maintaining macroeconomic stability. In the context of the modern economy, tax 

policy is required to be able to answer two main challenges: first, maintaining fiscal 

fairness amidst the flow of globalization; and second, expanding the tax base in the 

increasingly complex and decentralized digital economy era. 

The results of the literature review indicate that the biggest challenge for the 

current tax system lies in the mismatch between the traditional tax framework and 

digital business models. Ariyibi et al. (2024) explains that digital economic activities 

often generate economic value without a clear physical presence in a jurisdiction, 

which creates difficulties in determining the location of taxing rights. This condition 

encourages tax base erosion and tax avoidance practices by multinational 

corporations that exploit cross-country regulatory loopholes. Therefore, the global 

tax system needs to transform to be able to capture digital economic value 

proportionally and fairly. The value creation-based approach is one of the relevant 

solutions, where tax is imposed based on the location where economic value is 

created, not merely on the domicile of the legal entity conducting the business 

activity. 

Besides technical and juridical aspects, the dimension of social justice in the 

tax system is a fundamental factor that cannot be ignored. A tax that is progressive 

and executed transparently can strengthen state legitimacy and increase voluntary 

compliance from the public. Skaar (2020) assert that appropriate tax redistribution 

policies can contribute to reducing social and economic inequality, while expanding 

public access to basic public services such as education and health. In this context, 

tax functions not only as an economic instrument but also as a social instrument that 
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reflects national solidarity and commitment to the principles of justice and collective 

welfare. Furthermore, the development of digital technology opens new 

opportunities in strengthening the national tax administration system. Farliana et al. 

(2023) suggests that the implementation of tax digitalization through the utilization 

of big data analytics, blockchain, and e-filing systems can increase efficiency, 

transparency, and expand the taxpayer base.  

However, the success of this digital transformation is highly dependent on 

increasing public tax literacy. Without adequate understanding of fiscal obligations 

and digital technology, tax reform risks creating a new gap between digitally literate 

groups and groups that are not yet ready to adapt. Tambunan and Rosdiana (2020) 

add that tax literacy has an important role in increasing tax compliance and the 

effectiveness of fiscal policy in the increasingly complex digital economy era. The 

results of this analysis affirm that the success of the modern tax system is determined 

not only by its ability to increase state revenue but also by the extent to which that 

policy is able to balance economic efficiency, social justice, and adaptive capacity to 

global technological change. Comprehensive digital tax reform needs to be directed 

towards strengthening fiscal justice, increasing transparency, and reinforcing social 

cohesion in the long term as a foundation for the sustainability of national 

development.  

6. Conclusion 

Taxation plays a multidimensional strategic role in economic and social 

development. Through its functions as a budgetary tool, regulation, stabilization, and 
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redistribution, tax is the government’s primary instrument for achieving public 

welfare and sustainable economic growth. In the digital economy era, the tax system 

faces significant challenges due to changes in business models and cross-border 

activities that are not easily monitored. Nevertheless, digital transformation also 

provides great opportunities to strengthen the effectiveness of tax administration 

through technological innovation and international cooperation. 

The research results indicate that digital tax reform must be directed towards 

increasing fiscal justice, transparency, and efficiency. The government needs to 

strengthen institutional capacity, increase public tax literacy, and adopt a value 

creation-based approach in determining taxing rights. Thus, tax functions not only 

as a fiscal instrument but also as a social mechanism to strengthen national solidarity 

and equitable distribution of welfare. Going forward, the success of the modern tax 

system depends on the country’s ability to adapt to digital transformation, maintain 

public trust, and ensure that every tax contribution paid by the public returns in the 

form of tangible benefits. A tax that is fair, transparent, and sustainability-oriented 

is the main foundation in realizing inclusive economic and social development in the 

future.  
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