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Tax Reform in Portugal: A General Equilibrium Analysis 

of the Introduction of a Value Andea Tax 

Introduction  

The Portuguese government is currently considering the introduction ot a 

Value Addea Tax in Portugal. This important new element in the tax 

system was largely motivated by the expected integration of Portugal in 

the European Economic Community. The type of tax that is beiny 

considered is similar to the one that now prevails in ail members of the 

EEC: a omsumption-type destination-based Value Added Tax which will 

replace ail existing output taxes. 

The Value Adaed Tax, however, seems quite appealing in the case ot 

Portugal, independently of the counry's entry into the EIC. With a 

quite low tax burden and a rather high level of yovernment spenaing, 

Portugal's government badly needs additional revenue. It is ditticult, 

however, to increase existing taxes: marginal tax rates are very high, 

ana the aistortions they cause must, it anything, be reaucea. Revenue 

is low because of the narrow base of most taxes and wiaespreaa tax 

evasion. It is believea that a Value Addea Tax will be more aifficult 

to evaae and will generate substantiel revenue at relatively low rates. 

This paper discusses the dynamic effects of the introduction of Value 

Added Tax (VAT) in Portugal. The analysis is based on a aisaggregate 

general equilibrium model, which simulates resource allocation ana 
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incane distribution between 1979 ana 2000, with ana without the change 

in the tax system. The methoaology is similar to that of otner general 

equilibrium tax incidence studies, except that substantiel government 

and current account aeficits are incluaea. The persistence of these 

aeficits ana the Tact that VAT is in part aesignea to reauce them wouta 

make it pointless to base the analysis on the stanaara assomptions ot 

budget balance and current account equilibrium. But the introauction ot 

aeficits in a general equilibrium moael is a complex extension which nas 

not yet been satisfactorily achievea. 

In the case of Portugal, the effects of the government aeticit are 

easier to mcdel. In Tact, the equilibrium between private ana toreign 

saving, on the one hand, and investment ana government spenaing, on the 

other, is achieved not by the supply and aemand for assets - bonus, 

shares, etc - but by non-market rationing schemes which translate Int° a 

substantial inflation tax. The moael usea in this stuay is centerea on 

the effects of this inflation tax as a crowaing-out mechanism whenever 

the budget aeficit exceeds Foreign saving. 

The paper discusses the econanic context which justifies the scenarios 

usea in the simulations; presents the methodology ana, in particular, 

the mcdelling of the effects of the inflation tax; brietly aescribes tne 

general equilibrium moael; and presents aetailea results of the 

simulation of six aifferent scenarios. 
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The Econamic Context  

Portugal has been plagued since 1974 with very large current account 

deficits. These are to a certain extent aue to also very large buaget 

deficits. Even though the savings rate is quite high, the attempt to 

promote a substantial level of investment has usually meant that the 

government aeficit must inevitably generate a deficit in current toreign 

payments. 

As a consequence Portugal has been accumulating a signiticant toreign 

debt. The impossibility of maintaining a large current account oeficit 

has led to stabilization programs, basically directea at a reauction in 

domestic spending. It is however considered very ditficult to slow clown 

the growth of government spending, for a variety of reasons, the 

dominant one being the built-in-growth teatures of health ana eaucation 

expenditures. Thus, the efforts to cut the Foreign deficit haste 

generally resulted in a reduction of investment. The current account 

contraint inevitably becanes a brake on econamic growth. 

The problems generated by these fundamental imbalances are expected to 

persist. Ail policy debates, even those related to longer term issues 

of resource allocation and econamic growth, have :r.) take into account 

the contraints imposed by the inability to curb government spending and 

the impossibility of borrowing indefinitely abroad. In facto  a major 

objective of any structural policy will be to help correct these 

imbalances and thereby promote healthier econanic growth. 
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It is in this context that VAT becomes particularly attractive. by 

raising substantial revenue it contributes to reaucing the government 

deficit; by increasing the relative price of consomption it promotes 

saving and stimulates investment; ana therefore it can contribute to 

faster econanic growth, while curbing the buaget and toreiyn aeticits. 

Methodology  

As in most tax incidence analysis, the general equilibrium approach is 

quite appropriate to aiscuss the etfects of the introduction of VAT in 

Portugal. Although some of the issues stuaiea - such as the 

consequences of government buaget aeficits 	seem to be ot a 

macroeconomic nature, the main concern is the long term impact ot tax 

reform. In spite of the deficits, all markets are assumea to clear. In 

particular, there is no unemployment ana therefore the simulations are 

independent of business cycles. Output levels are aeterminea by 

capacity. Thus, the analysis assumes no problems ot a stabilization 

nature, and addresses issues of resource allocation, structural change, 

incarne aistribution and econcmic growth. 

Apart from the introduction of government ana current account aeticits, 

the methodology is quite similar to the stanoara yeneral equilibrium 

approach in tax incidence stuaies, as introaucea by Shoven ana 

Wballey
(1)

. A aisaggregate mcdel of production, consmetion, investment 

(1) See Shoven and Whalley (1984). 
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and foreign trade, with a detailed treatment of the tax system ana of 

govenment expenditures is used to simulate alternative scenarios for the 

econamy. The time period covered by the simulations starts in 1979 ana 

ends in 2000. The change in the tax system is introducea in 1985 ana 

its consequences are studied by ccmparing resuits with and without tax 

reform. 

Sarre of the central issues of this stuay could be dealt with in a more 

aggregate model. However, the analysis is much more realistic if same 

of the structural aspects of the impact of tax reform are consiaerea. 

In fact, both the taxes to be replaced and VAT itselt have or may have 

different impacts on aifferent industries. If alternative scenarios for 

other exogenous variables are consiaered, their implications may De 

quite different fram sector to sector. This is the case, in particular, 

of changes in the growth of exports or of government spenaing, as well 

as of changes in import prices. Finally, distributional issues are 

important. More than one group of consumers must be considerea. 

The main methodological difficulty of this stuay is the integration of 

deficits for the government and the current account. The stanaara 

assumption of general equilibrium models is that ail agents are on their 

budget constraints and spend exactly as much as their current incarne. 

Consumer saving, for example, is treatea as the purchase of investment 

goods. Assets and asset markets are not explicitly incluaea - except, 

of course, real capital. This greatly simplifies the general 

equilibrium problem, sine it is sufficient to compute prices that will 



6 

yield zero excess demanas for flows. Equilibrium between supply ana 

demand for mcney or bonds need not be consiaerea. 

There exists no general equilibrium model that successfully integrates 

assets and determines the supply ana aemand ter mcney ana bonds tram the 

optimizing behavior of economic agents. Sarre attempts have been macle to 

introduce assets into scme of the existing general equilibrium models, 

but in essentially an "ad hoc" way(2). Typically, a government deficit 

is financed with bonds that pay an interest rate equal to the rate ot 

return to capital and a current account aeficit is tinancea with 

purchases of domestic capital by toreigners. In tact, the ccmplete 

integration of assets, gonds and factor markets in a general equilibrium 

framework seems to be beyond the resources of mcdellers. 

In the case of Portugal, however, it is possible to model the 

consequences of government and current account aeficits witnout 

necessarily specifying in detail the markets for bonds or other assets. 

In fact, these markets are practically non-existant. Most of the 

government deficit is monetized - that is, financed with creaits 

provided by the Central Bank - ana the current account aeticit is 

financed with foreign credit at an essentially exogenous interest rate. 

Thus, the impact of the government aeficit on resource allocation 

operates through non market rationing, and pot through a reaojustment of 

assets markets. 

(2) See for example Feltenstein (l964) or Robinson ana Tyson (l964). 
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The monetization of the government aeficit implies that the resources 

absorbed by it are made available by a non explicit form of taxation, 

the so callea inflation tax. Normally, the increase in the money supply 

associated with the credit extended to the government generates 

inflation, which reduces the wealth of owners of nominal assets ana 

induces a cut in spending. In the case of Portugal, however, tne 

inflation tax operates in a aifferent way. The increase in the money 

supply and the rate of inflation are slowed down by the existence of 

credit ceilings. Over the last few years, the growth in the monetary 

base has been very rapid, because of the substantial amount of credit 

given to te government by the Central Bank. But the money supply has 

grown significantly less, due to the existence of creait rationing. The 

inevitable consequence of this policy is that banks are torced to holo 

very large excess reserves, the necessary base for the inflation tax. 

Since banks can only lena a relatively low percentage of their aeposits, 

the interest rates chargea on loans must be substantially higher than 

the interest rates paid to depositors. The inflation tax becomes a 

wedge between these two types of rates. It greatly reauces the 

efficiency of financial intermeaiation and, like any other tax, makes 

the price paid by buyers higher than the price receivea by sellers. 

Obviously, the main consequence of this type of tax is that the 

channelling of savings to investment is greatly impairea. The large 

spread between the interest rates on bank assets and liabilities means 

that investment will never àbsorb total savings. The difference is the 

amount necessary to finance the government deficit. In practice, the 

government has first claim on creait, ana the existence of creait 
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rationing implies that the government deficit crowas out private 

investment on a one for one basis. 

The impact of the inflation tax is captured in the mcoel in the equation 

determining investment. Normally, in general equilibrium moaels 

investment is equal to saving, since consumers save by purchasing 

capital gonds. Here, the inflation tax absorbe from saving the amount 

necessary to finance the government aeficit and only the remaining can 

be used to buy capital. Additionally, investment is increasea by the 

Foreign capital inflow which is equal to the current account deticit. 

In facto  the foreign deficit is covered by the sale of assets to 

foreigners, and given the way investment is determinea in the moael, it 

does not matter whether these assets are government bons or shares of 

real capital. If the government deficit is finances by the sale of 

bonds to foreigners more of the aomestic saving is available tor 

investment. 

Investment is then determined by the tollowing equation: 

I 4=S+T-G+ CAD 

where 	I : investment 

S : private saving 

T : tax revenue 

G : government spending 

CAD : current account aeficit. 
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In the model, saving is determined by consumer behavior, taxes depena on 

the general level of output and incarne while imports are a function of 

dcnestic output ana import prices. The other variables on the right-

hand siàe of the investment equation are exogenous: government spenaing 

is a policy variable ana exports and workers remittances are chosen so 

as to reflect growth in Foreign econanies. 

The Model  

The production side of the model is based on an input-output structure, 

with 19 industries. Inputs incluae capital ana labor - which are 

homogeneous and mobile across sectors, - non cœpetitive imports and 

intermediate inputs. The production technology is based on tixea 

coefficients for intermediate inputs and imports, and Cobb-Douglas value 

added in capital and labor. There is no technological progress other 

than exogenous growth in labor productivity. 

On the demand side, 10 consumer groups are specitiea, accoraing to 

income levels. Each group has various sources of income labor ana 

capital income, government transfers, and remittances from abroaa. 

Alter paying income taxes, consumers cave a fixed proportion of 

disposable incarne. Since the behavior of saving in Portugal is not well 

understood, the model does not consiaer the possibility of saving 

responding to changes in the rate of return to capital. Similarly, 

there is no labor-leisure choice: labor supply is inaepenaent of the 

wage rate. 
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Consumer preferences are repeesented by Cobb-Douylas utility functions. 

There are 9 consumer goods, which are converted by a fixea-coetticient 

matrix into the oorresponding outputs tram the 19 inaustries. 
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TABLE 1 

PRODUCTICU SLCTORS 

1. Agriculture and Fishing 

2. Coal, Oil and Basic Chemicals 

3. Electricity, Gas and Water 

4. Metallic and non Metallic Products, Glass ana Other Construction 

Materials 

5. Machinery, Electrical and Transportation Lquipment 

6. Fcod Products (1) 

7. Food Products (2) 

8. Beverages and Tobacco 

9. Textiles and Clothing 

10. Wood and Cork, Paper and Printing 

11. Rubber, Plastics, and Miscellaneous 

12. Construction 

13. Ccumerce 

14. Restaurants and Hotels 

15. Transportation and Relates Services 

16. Communications 

17. Banking and Insurance 

18. Health and Education 

19. Other Services 
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TABLE 2 

CONSUKER GOODS 

1. FOod, Beverages and Tobacco 

2. Clothing 

3. Housing, Heating and Light 

4. Furniture and Decoration 

5. Health Services 

6. Transportation and Communication 

7. Leisure, Culture and Education 

8. Other Goods and Services 

9. Other Expenditures 
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The government collects taxes on capital and labor utilisation by 

industry, on industrial outputs, on imports, and on personal income. 

The Value Added Tax is introduced by eliminating the majority of the 

indirect taxes on output - as required by EEC regulations - and 

replacing them with a tax, on consumption(3)  . Different VAT rates can be 

specified for each of the 9 consumer gonds in the model. 

Total government spending is determined exogenously. This total is then 

allocated to each of the 19 industries in fixed shares. As discussed 

above, government spending need not be equal to tax revenue. 

Imports are purchased at world market prices, determinea exogenously. 

They are an input into production. The total value of exports is 

specified exogenously to reflect Portugal's dependence on the growth of 

foreign markets. The total value exported is then allocated to each of 

the exporting sectors in fixed shares. The quantities exportea, 

therefore, depend on output prices, with an elasticity of -1. The 

exchange rate is not modeled explicitly, although it is implicit in the 

specification of import prices in domestic currency. 

The starting point for the simulation is the year 1979. A complete and 

consistent data set was built for that year, with data frcm Portugal's 

(3) See Shoup (1973) or MCLure (1973). 
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national accounts. This data set or benchmark is usea to parameterise 

the model. The value of the coefficients is chosen such that when 

solving the model the benchmark is exactly replicated. 

The model is solved with a version of Merrill's algoritâm(4). Given the 

assumptions of constant returns to scale, the general equilibrium 

problem is considerably simplifiea, sine the prices of capital ana 

labor are sufficient to aetermine all output prices. Aaditionally, a 

third dimension is necessary to guarantee that investment equals total 

saving - private, public and foreign - as discussed above. 

Over time, labor grows at an exogenous rate that reflects population 

growth, increased participation in the laLpr force and productivity 

increases. Capital grows as a consequence of net investment. The mcael 

is solved to the year 2000. 

(4) See the references to this algorithm in Scarf (19b4). 
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Results  

TABLE 3 

SCENARIO DESCRIPTION 

Growth Rates of Exogenous Variables 

Numter Population 
+ 

Productivity 

Exports Gov. Exp. Remm. VAT 

1 5 5 5 Var. 0 
2 5 5 4 Var. ü 
3 5 6 5 Var. 0 

4 5 6 5 Var. 10 
5 5 6 5 Var. 20 
6 5 6 5 Var. 10:20 

Two types of scenarios are described here. Three initial scenarios are 

based on different assumptions for the exogenous variables, but with no 

change in the tax system. These illustrate the properties of the moael 

and highlight the interdependence between growth, the current account 

and the government deficit. A secona set of scenarios display the 

consequences of the introduction of VAT, with three alternative rate 

choices. 
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The growth rates of the exogenous variables in all six scenarios are 

presented in Table 3. In every case it was assumed that remittances 

would initially grow scmewhat, then decline steadily. In the case where 

VAT is introduced, three options are considerea: a minimum rate of 10%, 

a uniform rate of 20% and a two-rate system with 10% on food ana 2U% on 

every other consumer gond. 

The three scenarios without tax reform show the impact ot growth on the 

trade balance, the importance of the budget deficit ana the relevance of 

structural issues. The main indicatces are summarizea in Table 4. in 

all three cases exports are expected to grow faster than GNP. It is 

assumed that export led growth is the only viable strategy for Portugal, 

given the small size of the econamy and the impossibility of tinancing 

large foreign aeficits. 

Given export growth, faster GNP growth inevitably implies a worse 

current account deficit, sine imports are essentially aeterminea by 

output growth. In the near future, Portugal's economic growth will 

necessarily by constrained by the trade deficit. 

The role of the government aeficit can be seen by ccmparing scenarios 1 

and 2. In scenario 1, government spenaing grows faster than GNP. The 

public deficit increases considerably. Given private saving, investment 

still grows at 5.1% but the current account aeticit becOEnes very large 

(8% of GNP in 2000). In scenario 2, the expansion ot government 

spending slows clown, and the public aeficit is eliminatea by the year 

2000. As a recuit, investment grows much faster, with sonie impact on 
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overall economic growth. The composition of output changes 

considerably, with investment climbing to 41% of GNP - a very improbably 

rate (see Table 5). the current account aeficit also grows, reacning 

10.6% of GNP in the last year. Although this type of growth woula be 

very difficult to finance - given the Foreign deficit it generates, this 

scenario shows how lover growth of government spending trees resources 

for investment. 

The third scenario is the most realistic one. Exports are assumes to 

grow at 6%, which is necessary to keep the Foreign oeficit unoer 

reasonable limits. Government spending continues to grow at 5%, 

following the trend of the past decade. And inevitably investment 

suffers, sine private saving is more and more absorbes by the budget 

deficit, and Foreign saving is no longer available in large scale. The 

low rate of growth of investment - 3.6% - is the result of crowding out 

by exports and government spenaing. Investment drops to 25% of GNP as 

opposed to 30% observed in 1979. 

The results also show the importance of changes in the composition of 

output. Canparing scenarios 1 and 2, it is clear that imports grow 

faster in the latter, to an extent that cannot be explainea by GNP 

growth alone. In scenario 2, government spending slows Clown ana 

investment increases rapialy. Obviously, the direct ana indirect 

requirements in imports are higher in the case of investment than in the 

case of government spending. Similarly, in scenario 3 investment grows 

slowly and imports, as a consequence, increase less than GNP. The 
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relevance of a disaggregate mcdel is clear when these structural aspects 

are important. 

A vert' limited analysis of distributional aspects shows that growth wiil 

tend to increase the percentage of inocule going to the richer consumer 

groups. This effect is visible in all three scenarios, as presenteo in 

Table 7, and is stronger when growth is faster. The main explanation of 

this redistribution is the Tact that remittances from abroao, whict are 

essentially received by the lover incarne classes, decline in absolute 

value, and decline more relative to GNP the faster economic growth is. 
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TABLE 4 

MAIN INDICATORS 

NO TAX REFORM 

SCENAR1OS 1 2 3 

Growth Rates 1979-2000: 

GNP 4.66 4.87 4.51 
Consomption 4.25 4.27 4.13 
Gov. Expenditures 5 4 5 
Investment 5.12 6.47 3.63 
Exports 5 5 6 
Imports 4.68 5.09 4.47 

PX/PL - 2000 1.159 1.109 1.248 

Public Deficit: 

% of GNP - 2000 5.6 -0.71 6.6 
Growth Rate 1979-2000 6.58 7.24 

Trade Deficit: 

% of GNP - 2000 11.53 14.04 4.8 
Growth Rate 1979-2000 4.06 5.25 -0.33 

Current Account Deficit: 

% of GNP - 2000 7.96 10.59 1.1 
Growth Rate 1979-2000 14.08 15.86 3.79 
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TABLE 5 

COMPOSITION OF GNP (%) 

1979-2000 

NO TAX REFORM 

1979 
1 

2000 
2 3 

Consumption 67.86 62.49 60.29 62.91 
Investment 29.64 32.47 40.74 24.bi 
Gov. Expenditures 15.49 16.57 13.01 17.08 
Exports 22.91 24.52 23.54 30.84 
Imports 35.93 36.05 37.58 35.64 
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TABLE 6 

STRUCTURE CF GOVERNMENT REVENUE (%) 

1979-2000 

NO TAX REFORN 

1979 
1 

2000 
2 3 

Taxes on Industry 73.52 73.54 73.51 73.66 
Direct Taxes 20.76 20.64 20.54 20.64 
Tariffs 5.72 5.82 5.95 5.7 
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TABLE 7 

INCOME DISTRIBUTION (%) 

1979-2000 

NO TAX REFORM 

CONS. 

CLASSES 

1979 
1 

2000 
2 3 

1 2.42 2.05 1.77 2.09 
2 4.62 4.03 3.58 4.10 
3 7.31 6.68 6.20 6.75 
4 9.96 9.43 9.02 9.49 
5 12.33 12.00 11.75 12.04 
6 14.57 14.55 14.54 14.55 
7 13.85 14.16 14.39 14.12 
8 12.56 13.11 13.53 1i.05 
9 11.76 12.61 13.23 12.52 
10 10.63 11.37 12.00 11.28 
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The consequences of the introduction of VAT are summarized in Table 8. 

Scenario 3 - the must realistic one - is ccapared with 3 other scenarios 

in which exogenous variables are identical but VAT is introducea. 

The must striking aspect of the introduction of VAT is that economic 

growth accelerates. Growth is fastest in scenario 5, when the VAT rate 

is highest. This is due firstly to the change in relative prices: as 

VAT falls only on consumption, it increases its price and induces 

saving. As can be seen in Table 9, consumption as a percentage of 

output falls, and the decline is bigger when the VAT rate is higher. 

Furthermore, in scenarios 5 and 6, VAT generates substantial additional 

revenue and therefore reduces the government deficit. More saving is 

available to finance investment which grows markedly (aster with the 

highest VAT rate. 

The main advantage of VAT seems to be then its contribution to increased 

overall saving. With a plausible uniform tax rate of 20%, consumption 

is significantly slowed down, and the public deficit virtually 

disappears. Indeed it is remarkable that, it such a rate were adoptes, 

VAT would generate about 40% of all government revenue (see Table 10). 

The existing indirect taxes, to be eliminatea when VAT is introauced, 

have tax rates which are often substantially higher than 20%. Their 

base is, however, narrow, given the many exemptions and special regimes 

and the widespread tax evasion. 

It is also remarkable that in scenario 5, with investment growing at 5%, 

the current accourt deficit remains manageable, reaching less than 5% of 
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GNP in 2000. The relatively fast growth of exports oontributes to this 

result, as well as the slow growth of consumption. 

Finally, the introduction of VAT contributes to the reoistribution ot 

imam in favor of the richer consumer groups discussea above. This 

however is only a consequence of (aster economic growth, ana of the 

resulting decline in the weight of remittances. In Tact, the most 

significant distributional impact of VAT occurs not through inoomes but 

through the change in relative prices, an aspect which is not analysea 

here. 
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TABLE 8 

MAIN INDICATORS 

WITH VAT 

SCENARIOS 3 4 5 6 

VAT (%) 0 10 20 10:20 

Growth Rates 1979-2000: 

GNP 4.51 4.69 4.94 4.85 
Consumption 4.13 4.2 3.97 4.05 
Gov. Expenditures 5 5 5 5 
Investment 3.63 4.32 5.96 5.43 
Exports 6 6 6 6 
Imports 4.47 4.6 4.96 4.84 

PK/PL - 2000 1.248 1.283 1.131 1.179 

Public Deficit: 

% of GNP - 2000 6.6 7.54 0.83 3.19 
Growth Rate 1979-2000 7.24 8.13 -2.4 3.95 

Trade Deficit: 

% of GNP - 2000 4.8 5.57 7.81 7.04 
Growth Rate 1979-2000 -0.33 0.54 2.42 1.83 

Current Account Deficit: 

% of GNP - 2000 1.1 2.18 4.57 3.76 
Growth Rate 1979-2000 3.79 7.28 11.39 10.26 
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TABLE 9 

COMPOSITION OF GNP (%) 

1979-2000 

WITH VAT 

1979 
3 

2000 
4 5 b 

VAT (%) 0 0 10 20 10:20 

Consomption 67.89 62.91 61.57 55.81 57.82 
Investment 29.64 24.81 27.51 36.32 33.26 
Gov. Expenditures 15.49 17.08 16.49 15.67 15.96 
Exports 22.91 30.84 29.77 28.3 28.82 
Imports 35.93 35.64 35.34 36.1 35.86 
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TABLE 10 

STRUCTURE CF GOVERNMENT REVENUE (%) 

1979-2000 

WITH VAT 

1979 
3 

2000 
4 5 6 

VAT (%) 0 0 10 20 10:20 

Taxes on Industry 73.52 73.66 40.55 33.7 35.69 
Direct Taxes 20.76 20.64 25.4 20.5 21.98 
Tariffs 5.72 5.7 6.28 5.24 5.56 
VAT - - 27.77 40.56 36.78 
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TABLE 11 

INCOME DISTRIBTION (%) 

1979-2000 

WITH VAT 

CONS. 

CLASSES 
1979 

3 
2000 
4 5 6 

1 2.42 2.09 1.90 1.84 1.86 
2 4.62 4.10 3.78 3.69 3.72 
3 7.31 6.75 6.42 6.32 6.36 
4 9.96 9.49 9.21 9.12 9.15 
5 12.33 12.04 11.87 11.81 11.83 
6 14.57 14.55 14.54 14.54 14.54 
7 13.85 14.12 14.28 14.33 14.32 
8 12.56 13.05 13.34 13.42 13.39 
9 11.76 12.52 12.95 13.08 13.03 
10 10.63 11.28 11.71 11.83 11.79 

VAT (%) 0 0 10 20 10:20 
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Conclusion  

This paper presents a disagreggate general equilibrium moael of 

Portugal, discusses the implications of substantiel budget and current 

account deficits, analyses the impact of the inflation tax ana simulates 

six scenarios for economic development, with ana without the 

introduction of Value Added Taxation. 

The model and the approach are similar to those Pound in other general 

equilibrium studies of the effects of tax reform. The main 

methodological innovation is the introduction of a government deticit, 

financed through an inflation tax, and of a current account aeficit 

financed by foreign purchase of domestic assets. The inflation tax 

falls on financial intermediation and therefore introauces a weage 

between saving and investment. The need to finance the government 

deficit implies that investment will fall short of private saving. The 

current account deficit, on the contrary, leads to an increase in 

investment since it corresponds to foreign saving. 

The simulation results highlight the fundamental relationships between 

growth, the current account and the budget deficit. Correcting current 

account problems must imply a slowdown in government spending or 

substantiel crowding out of private investment by exports. Significant 

structural issues exist, since the impact on relative prices and on the 

structure of production is rot the same for each ccmponent of GNP. 
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The introduction of VAT has important effects. The government deticit 

can fall sharply. Saving increases and investment grows quite tast, 

promoting GNP growth without endangering the current account. 

Simultaneously faster econanic growth redistributes incarne in tavor of 

the richer econanic group, sine it reduces the weight of remittances 

from abroad which benefit mostly the poorer consumer classes. 



31 

References 

Feltenstein, A. (1984) "Money and Bonas in a Disaggregatea Open Econany" 
in Scarf and Shoven (1984). 

McLure, C. (1983) "Econanic Effects of Taxing Value Addea" in Musgrave 
(1973). 

Musgrave, R. (1973) Broad Based Taxes: New Options ana Sources, John 
Hopkins Press, Baltimore. 

Robinson, S. and Tyson, L. (1984) "Modeling Structural Adjustment: Moro 
and Macro Elements in a General Equilibrium Framework" in Scarf ana 
Shoven (1984). 

Scarf, H. (1984) "The Computation of Equilibrium Prices" in Scarf and 
Shoven (1984). 

Scarf, H. and Shoven, J.B. (Eds.) (1984) Applied General Equilibrium 
Analysis, Cambridge University Press, Cambridge. 

Shoup, C. (1973) "Factors Bearing on an Assumed Choice Between Federal 
Retail Sales Tax and a Federal Value-Added Tax" in Musgrave (1973). 

Shoven, J.B. ana Whalley, J. (1984) "Applied General Equilibrium Moaels 
of Taxation and International Trace", Journal of Economic 
Literature, forthooming. 


	Page 1
	Page 2
	Page 3
	Page 4
	Page 5
	Page 6
	Page 7
	Page 8
	Page 9
	Page 10
	Page 11
	Page 12
	Page 13
	Page 14
	Page 15
	Page 16
	Page 17
	Page 18
	Page 19
	Page 20
	Page 21
	Page 22
	Page 23
	Page 24
	Page 25
	Page 26
	Page 27
	Page 28
	Page 29
	Page 30
	Page 31
	Page 32
	Page 33

