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Abstract

This paper uses the European Commission's DSGE model QUEST to investigate the impact of alternative
tax reforms shifting the tax burden away from labour or corporates, making the French tax system more
growth friendly. These experiments consist in raising VAT and, simultaneously reducing either social
security contributions borne by employers or corporate income taxes. These tax reforms overall entail
positive and permanent effects on GDP and price competitiveness. Scenarios that imply cuts in social
contributions borne by employers bring about more positive effects on employment, the trade balance and
the general government deficit. By contrast, while lowering corporate taxes also gives rise to a positive
GDP response, externa price competitiveness and private investment, they negatively affect employment,
the trade balance and the general government deficit.
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1. INTRODUCTION

The public sector in France is the largest in the EU. Public expenditure represented 56.4% of GDP in
2016, ailmost 10 pps. higher than the EU average. Actually, public expenditure has always been above
50% of GDP since the eighties, but rose by around 4 pps. of GDP after the outbreak of the economic
and financia crisisin 2008. Regardless of temporary changesin its relative position, such a high level
of public expenditure has been one of the defining features of French public finances and one of their
main challenges.

Such a high level of public expenditure calls for a very high tax burden that weighs heavily on
France's potential growth. The tax burden reached 47.5% in 2016, also the highest in the EU, thereby
levying heavy duties on production factors. Taxes on labour have falen significantly, especially for
lower wages, since 2012 due to the introduction of the CICE (Credit d'Imp6t pour la Competitivité et
I'Emploi) and the Responsibility and Solidarity Pact (RSP) (see Section 2). Nevertheless, taxes on
labour amounted to 23.9% of GDP in 2015, which implied an implicit tax on labour at 41.3% (the fifth
highest in the EU). In turn, taxes on capital represented 10.8% of GDP (the second highest in the EU),
with an implicit tax rate on capital at 52.7% that represents an increase of some 16 pps. since 2003.

However, when compared to other EU economies taxes on consumption are relatively low. In 2015
they amounted to 11.2% of GDP, placing France in the twentieth place in the EU. Thisis mainly due
to widespread recourse to reduced VAT rates and VAT exemptions, which represent an annual cost of
amost EUR 50 hillion (2.3% of GDP) (CASE, 2016). While reduced rates stem from equity
considerations, under certain conditions they may introduce inefficienciesin the tax system.

Moreover, the prevailing tax system in France is highly complex (see, for instance, Taly, 2016). For
instance, in 2014, the general inspection of finances (Inspection Générale des Finances) identified
more than one hundred inefficient taxes, which had no or only a low yield. Accordingly, the French
tax system is characterised by its heavy tax burden, a high complexity and an acute bias towards
production factors. This paper focusesin this last aspect.

It has been argued that the excessive reliance on taxes on production factors, jointly with its
complexity, make the French tax system unfriendly to growth (European Commission, 2016, 2017a).
Therefore, the purpose of this paper is to present aternative tax-shift scenarios, aimed at making the
French tax system more growth friendly, in order to assess their potential economic impact, especialy
on GDP and employment. The simulations are undertaken with the European Commission's DSGE
model QUEST I11. The experiment consists in raising VAT and, simultaneously reducing either socia
security contributions borne by employers or corporate income taxes. We also aim to illustrate the
different channels through which these reforms can affect the main macroeconomic variables. This
aspect is, in our view, of the utmost importance as the responses of variables such as employment, the
trade balance or the general government deficit can be very different and accordingly can condition
the effectiveness of any hypothetical tax-shift policy initiative. The simulations show that the expected
macroeconomic impact stemming from such reforms is positive but moderate.

The rest of the paper is organised as follows: section 2 offers a brief overview of the main theoretical
predictions and empirical conclusions in the relevant literature; section 3 presents the arguments put
forward in favour of a tax-shift away from labour or corporate profits in France; section 4 presents a
set of simulations to illustrate the macroeconomic effects following the implementation of alternative
tax-shift options; finally, section 5 concludes.



2 . LITERATURE REVIEW

In classical growth models the equilibrium level of output per capita depends on the saving rate, the
population growth rate, the economic depreciation rate of capital and an exogenous technical progress
that captures the increase in productivity over time. However, out of these variables, only is the saving
rate likely to be affected by fiscal policy measures. In these models there is an optimal saving rate that
maximises consumption in the steady state.

Endogenous growth models (see, for instance Romer, 1986) are however more appropriate to assess
how tax policies affect growth. Insofar as taxation can affect the relative levels of production factors, it
can significantly affect growth. Specifically, taxes on labour (including social security contributions)
may affect labour demand, labour participation and hours worked and investment in human capital. In
turn, taxes on corporate profits impact directly the cost of capital and hence investment decisions.

More generally, in terms of economic efficiency, proportional taxes levied on more inelastic tax bases
such as consumption, excise duties or environmental taxes generate lower deadweight losses.
Therefore, reorienting the tax system to these lower-elasticity taxes may allow for tax rate reductions
on production factors, thereby improving overall efficiency and boosting growth. Moreover,
broadening tax bases would aso help create some margin to decrease tax rates and enhance efficiency.

Most empirical studies are in line with the dominant predictions from the theoretical literature. Kneller
et al. (1999), with a panel dataset for 22 OECD countries over the period 1970-95, conclude that
distortionary taxes reduce growth, whilst non-distortionary taxation barely has any impact. However,
they only find modest effects as reducing distortionary taxes by 1% of GDP can increase the growth
rate between 0.1% and 0.2% per year. Myles (2009) states that "distortive taxes" (personal income tax
and corporate income tax) weigh on growth. In a similar fashion, Arnold (2008) finds that corporate
and persona income taxes have strongly negative effects on growth, whereas the share of
consumption taxes and taxes on immovable property have the opposite effect. Acosta-Ormaechea and
Y 00 (2012) conclude that for high- and medium-income countries property and consumption taxes are
less detrimental to growth than income taxes, whereas personal income taxes and social security
contributions (SSC) are more harmful than corporate incomes taxes. However, Xing (2012) does not
find any significant difference between personal and corporate income taxes in terms of their growth
friendliness. In turn, Pestel and Sommer (2013) also observe a positive effect on employment from an
increase in VAT offset by a decrease in the personal income tax in Germany. However, such a shift
has a regressive impact on household budgets. Finally, Arachi, Bucci and Casarico (2015) find a
positive and significant short-term impact from shifting taxation to consumption with a panel
including 15 OECD countries.

Despite mixed evidence, the empirical literature seems to conclude that corporate, capital and labour
taxes are the most detrimental for growth, whereas consumption and recurrent property taxes are the
least damaging.

There are several QUEST model-based analyses discussing budgetary-neutral tax reforms and their
implications for macroeconomic aggregates from both an efficiency and a distributional perspective.
For example, Varga and in' t Veld (2014) employ the Commission's QUEST model to assess the
potential impact of structural reforms in EU Member States. Among the several policy options
considered, they include a shift in the burden of taxation from labour income to consumption in a
budgetary-neutral way. In this setting, the study shows that by reducing total distortions on labour
decisions, labour income becomes more attractive, which can boost employment and GDP
permanently. Burgert and Roeger (2014) in turn show that a tax shift from labour to consumption has
sizeable positive and permanent GDP effects and redistributes real consumption income from capital

! Seealso Mathé et al. (2015) for a summary of recent tax-shift episodesin the EU.
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owners to wage earners. Vogel (2015) uses a small open economy DSGE model to compare scenarios
of fiscal and nominal exchange rate devaluations and investigate their impact on economic activity and
the current account. He finds that a tax shift from labour (10pp SSC reduction) to consumption (7pp
VAT increase) implies a very limited degree of output stabilisation compared to an exchange rate
devaluation or an export subsidy-import tax combination, but also positive employment effects in the
long run deriving from an implied tax shift in the tax burden from labour to all kinds of income.”

3. WHY A TAX SHIFT IN FRANCE

Taxes in France weigh significantly on production factors, especially on labour. Specifically, taxes on
labour remain very high despite having fallen significantly, especially for lower wages, since 2012 due
to the introduction of the CICE (Credit d'Impdt pour la Competitivité et I'Emploi) and the
Responsibility and Solidarity Pact (RSP). Both contributed to reducing the tax wedge by around 1 ppt.
at the average wage and by more than 3 pps. for workers earning 50% of the average wage between
2012 and 2015. However, despite this reduction, taxes on labour amounted to 23.9% of GDP in 2015,
which implied an implicit tax on labour at 41.3% (the fifth highest in the EU). In turn, the tax wedge
amounted to 48.7% for workers at the average wage, compared to 40.7% in the EU as awhole.® Thisis
partly explained by the fact that social security contributions as a share of total labour costs borne by
the employers, at 13.3% of GDP, are the highest in the EU.* This is due to the fact that the social
security system in France is mostly financed through employers' contributions, which is only partialy
the case in other countries (Graph 1). Such a high tax wedge can represent an obstacle for a better
functioning of the labour market and hamper a faster job creation.

In turn, taxes on companies are also high in relative terms. At 38.4%, the effective average corporate
tax rate in France was the highest in the EU in 2016 (ZEW, 2016). In spite of the high nominal rate,
actual revenues as a percentage of GDP are relatively reduced because of generous tax credits and
relatively low profit margins. Other taxes on production® are also particularly high. They stood at 3.1%
of GDP in 2015, above Italy (2.0%), Spain (1.1%) or Germany (0.4%). These taxes are particularly
distortive because they are weakly linked to the economic performance of the firm but affect profit
margins directly. As a matter of fact, these taxes have continued to increase since 2011, in spite of the
phase-out of part of the turnover tax (Contribution Sociale de Solidarité des Sociétés, commonly
known as C3S). In particular, local-level taxes account for roughly two thirds of such taxes and its
share on GDP has increased since the reform of the local government taxation. Overall, the high level
of taxes weighing on companies represents an obstacle to private investment and hampers companies
growth. They contribute strongly to increasing corporate capital costs in France, which at 7.8% are the
highest in the EU and have remained broadly constant since 2000.

Likewise, taxes on capital in France are high compared to other Member States. They amounted to
10.8% of GDP in 2015 (the second highest in the EU), compared to around 8% on average for the euro
area. Theimplicit tax rate on capital stood at 52.7% in 2015, which represents an increase by some 16
pps. since 2003. Not only are capital taxes high, but also little conducive to growth in that the
prevailing capital taxation system favours investment in low-risk products like housing and deposits

ZA thorough survey of the mechanisms of fiscal devaluations (tax shift from labour to consumption) and the mechanisms
behind it can be found in Koske (2013). The paper discusses short term gains of the tax shift and its robustness to aspects
such the degree of accommodation of monetary, the openness of the economy, the sensitivity of exports and imports to price
changes, or therigidity of exchange rates.

% See European Commission (2017a).

4 See European Commission (2017b).

® These taxes are levied on companies as aresult of their activities of production, independently of their production or sales.
These mainly include the payroll tax, compensatory payments related to transport, the territorial economic contribution
(which replaces the professional tax since 2010), taxes on land and buildings and the social contribution of solidarity of
companies (C39).



over riskier assets and securities. While life insurance products and the implicit rents on the main
immovable property enjoy an overly favourable treatment, capital gains on securities are taxed
according to the progressive persona income tax regime. Moreover, specific tax regimes such as the
full exemption of savings products, the deductibility of interest from the corporate income tax bases or
the capital gain tax create a relative distortion between fixed-income instruments (and especialy
deposits) and shares. Such distortions negatively affect growth, investment and financial stability.

Graph 1: Total taxes on companies in selected Member States in 2015
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By contrast consumption taxation is relatively low when compared to the rest of the euro area. The
burden of taxation continues to fall less on consumption than it does in other EU countries. In 2015,
taxes on consumption represented 24.4% total tax revenues, which stands in stark contrast with respect
to other countries (Graph 2). In this regard, the standard VAT rate is broadly in line with the euro area
average, but low and reduced rates applied to a large base and numerous exemptions lead to a low
implicit rate on average while diminishing the efficiency of the VAT system (Kalyva et al., 2016).
Specificaly, in 2014, the revenue foregone from applying reduced rates represented 10% of the
theoretical total VAT liability (around 1% of GDP) that would have resulted from a perfectly flat
system, which is above the EU average estimated at some 5% (see CASE, 2016).

Therefore, the French tax structure would be more growth-friendly if it weighed less on production
factors and more on consumption, including VAT. On the other hand, there is scope to accomplish
such a shift by broadening tax bases, especially in taxes on consumption. This would allow for some
fiscal space to aleviate taxes relying on production factors.

The fact that the VAT in France is low compared to the rest of the EU is partly explained by the
sizeable tax expenditures associated to this tax. These tax expenditures are mainly related to
widespread use of reduced tax rates and exemption for a number of spending categories. While serving
for different policy targets, including equity reasons, some of these reduced tax rates can be
considered as economically inefficient in that the same goals could be achieved by using other less
economically distortive policy instruments. In particular, the French Council for taxes and
contributions (Conseil des Prélevements Obligatoires) identified as inefficient, at least, the reduced
rates applied to renovation and maintenance works on housing and to hotels and restaurants. These



implied revenue losses by EUR 6.3 bn. in the 2016 finance law. Improving the efficiency of the VAT
system by eliminating inefficient reduced rates would call for aless pronounced increase in VAT rates
in a hypothetical reform aimed at shifting the tax burden away from production factors. These
elements would be key so as to bring about long-lasting positive effects on growth and employment.

Graph 2: Taxes on consumption in selected Member States in 2014
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4. OPTIONS FOR A TAX-SHIFT IN FRANCE

As taxes on production factors are relatively high in France whereas the share of taxes on consumption
is low, we present three alternatives consisting in simulating an increase in the implicit VAT rate,
jointly with reductions in implicit tax rates levied on production factors.

The macroeconomic effects derived from these tax-shift alternatives are simulated with the European
Commission's DSGE model QUEST 111.° While this model can capture the macroeconomic effects
stemming from changes in implicit tax rates, it cannot reflect the peculiarities derived from a shift in
the structure of a given tax. Specifically, QUEST |1l cannot distinguish between changes in reduced
VAT rates and alinear increase in all VAT rates affecting the different taxable goods and services as
in both cases they are simulated via their impact in the overall implicit rate. Moreover, neither is the
model designed to capture the incidence of proposed tax reforms as there are only two types of
consumers, non-liquidity-constrained (Ricardian) and liquidity-constrained consumers (non-
Ricardian). However, similar increases in the implicit VAT rate could be attained through alternative
formulas with very different effects in terms of tax incidence.

We present simulations where revenues from VAT are increased by 0.4% of GDP (equivalent to an
increase in the implicit VAT rate by 0.5 pps, or approximately € 8.5 bn.) and are offset in an ex-ante
budgetary neutral manner by i) either an equivaent reduction in social security contributions borne by

® See Ratto et al. (2009).



employers,” i) by areduction in corporate income taxes, or iii) by a combination of the two while also
allowing for some increase in government transfers.

The first simulation is justified by the fact that taxes on labour are comparably high in France,
especially because socia security contributions as a share of total labour costs borne by the employers
are the highest in the EU, thereby contributing to a high tax burden on companies. Based on an
indicator-based screening taxonomy, Wohlbier et a. (2014) and Wohlbier (2016) conclude that the
high overall tax burden on labour in France, combined with arelatively low taxation of consumption,
suggests some scope for a tax-shift on those bases. Moreover, in the 2016 Country specific
recommendations France is recommended to "ensure that the labour cost reductions are sustained”,
while in the recitals it is explained that the tax system weighs significantly on production factors but
relatively little on consumption.

The second simulation stems also from the relatively high taxes on companies in France. As shown in
section 3, the effective average corporate tax rate in France was the highest in the EU in 2016.
Moreover, the overall corporate capital costs in France are the highest in the EU28 and have remained
broadly constant since 2000. These factors weigh heavily on corporate investment. Based on this
evidence, the Council recommended France in 2017 to take action to reduce the taxes on production
and the corporate income statutory rate.

The third simulation is chosen to address both issues of high taxes on labour and on corporates, while
alowing for higher government transfers aimed at offsetting part of the short-term regressive impact
that an increasein VAT rates could have.

Each reform is entirely undertaken within the first quarter and is permanent, and in all
simulations ex-post budgetary effects are neutralised by adjusting the labour tax rate to keep
the debt-to-GDP ratio at its target level. It should aso be noted that, in all scenarios, benefits
as well as transfers are indexed to the consumer price index before VAT. Burgert and Roeger
(2014) show the sensitivity to this assumption and, in particular, how compensation schemes
for téenefit and transfer recipients dampen the effects stemming from changes in the VAT
rate.

4.1. VAT INCREASE OFFSET BY A REDUCTION IN SOCIAL CONTRIBUTIONS (FISCAL
DEVALUATION)

Graph 3 shows the impulse responses of the main variables to the simulated tax-shift whereby a VAT
increase is offset on impact by an equivalent reduction in social security contributions borne by the
employers. The increase in the implicit VAT rate entails a substitution effect that brings about a
decline in private consumption on impact, due to lower consumption expenditure by liquidity-
constrained consumers (40% of total consumers in the model). This fall in private consumption is
however very short-lived. In this case, the initial decline in households purchasing power stemming
the VAT increase is more than offset over time by the rise in both employment and the net real wage
(net real consumption wage in the charts). These two elements feed private consumption, which
remains above the baseline by almost 0.25 pps. ten years after the tax-shift.

" Barrios et al. (2016) present a dynamic scoring analysis of tax reforms for Italy, Belgium and Poland, where they account
for the feedback effects resulting from the adjustment in the labour market and for the economy-wide reaction to tax policy
changes. A similar analysis for France is expected shortly.

8 Burgert and Roeger (2014) present a systematic analysis of a tax shift from labour to consumption and discuss its
distributional consequences. Allowing for a compensation of transfer and benefit recipients does not ater the dynamics of
aggregate variables, but does dampen the effect of the said tax shift. Regarding distributional considerations, even though
disposable income of households originating from transfers and benefitsis higher when compensated (higher effective cost of
consumption), given that the reservation wage increases the employment effects are lower.



Graph 3. Responses to an increase in VAT matched by a reduction in social contributions
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The response of private consumption is non-homogeneous by type of consumer. Consumption by non-
liquidity constrained consumers rises permanently given that the increase in employment and net real



wages enhance their purchasing power and permanent income. By contrast, in the case of constrained
consumers consumption declines on impact owing to the VAT increase, but recovers quickly as a
result of the positive reaction of employment and the real wage. The reduction in social contributions
reduces the cost of labour for employers, which provokes an increase in labour demand that triggers
hiring by around 0.28% with respect to the baseline after ten years and pushes real wages up
permanently.

In turn, private investment displays a permanent increase by almost 0.15% with respect to the baseline.
Such increase is explained by the increase in profits. However, the rise in private investment is less
pronounced than that of employment, for which a tax-shift consisting in raising VAT and reducing
social contributions brings about afall in the capital intensity.

The simultaneous increase in VAT and the reduction of socia contributions would have a positive
impact on price competitiveness by increasing the price of imported goods while reducing the
production costs of domestic goods. This trandates into a decline in the terms of trade and rea
exchange rate depreciation (increase). The real depreciation results into lower imports, whereas
exports rise on a permanent basis. Thus, net exports' contribution to growth improves permanently as
expected from a fiscal devaluation. However, the positive effect on the trade balance and,
consequently, on the domestic current account, tends to fade away in the long term, mainly due to the
decline in export prices.

As aresult of the pick-up in private consumption, investment and net exports, GDP rises permanently
above the baseline. This increase is however moderate in that it amounts to a cumulative increase of
0.25% after ten years. This means that a permanent GDP effect of some 1% would call for an increase
in the implicit VAT rate of around 2 points. The moderate size of these effects is nevertheless in line
with the estimated magnitude in Kneller et al. (1999) or Obringer et a. (2005).

According to the simulations in Graph 3, the simulated policy shift would entail a net positive effect
on public finances too. The reduction in employers social contributions is calibrated to neutralise the
VAT increase ex-ante. However, in the medium term the responses of the relevant macro variables
break this budgetary neutrality ex-post. The permanent increase in VAT revenues is offset only in part
by the decline in social contributions in that the raise in employment mitigates the impact on social
security revenues. In turn, the resulting rise in consumer prices brings about a mild positive response
of government transfers, which are nevertheless insufficient to counter the effect on government
revenues. Conseguently, this policy option would bring about a permanent improvement in the general
government balance, a persistent decline of public debt and thus an improvement in medium-term
public debt sustainability.

4.2. VAT INCREASE OFFSET BY A REDUCTION IN CORPORATE TAXES

The impulse-responses to this policy option are shown in Graph 4. The shock to corporate taxes is
again calibrated so that the budgetary effect is neutral ex-ante. Contrary to the previous case, the
increase in the implicit VAT rate entails a protracted negative effect on private consumption that
affects more strongly liquidity-constrained consumers. This is led by the fall in the net real
(consumption) wage and the response of employment, that falls below the baseline three years after
the shock and remains negative thereafter, though marginally (by an accumulated 0.03% in ten years).
In the case of non-constrained consumers, consumption displays a hump-shaped pattern that resumes
to the baseline by the end of the simulation horizon.

The reduction in the corporate income tax rate brings about a permanent, more pronounced pick-up in
private investment that is supported by the increase in corporate profits in the medium-to-long term.
On the other hand, the long-term decline in employment and the higher investment contribute to
raising capital intensity.
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Graph 4. Responses to an increase in VAT matched by a reduction in the corporate income tax
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The investment pick-up pushes imports, while exports also go up as a result of the real depreciation.
Thus, net exports prove more positive to growth, thereby leading to an accumulated mild GDP
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expansion by 0.17% in the long term. In this case however, the increase of GDP is lower than when
social contributions are cut as the private investment pick-up is the main driving force behind the GDP
expansion but its share on GDP is significantly lower than the share of private consumption.

The reduction in the corporate tax rate lowers the cost of capital and stimulates investment, thereby
leading to some labour substitution in the long term. In turn, real wages tend to increase in the
medium-to-long term as a result of the increase in labour productivity. However, net real consumption
wages decline permanently. Therefore, this policy option seems to generate regressive effects in that
the rise in VAT entails a loss in households' purchasing power that is not offset over time by higher
compensation of employees.

In this case, there is also a positive impact on price competitiveness as export prices also increase
although more slowly than import prices. The fall in the terms of trade and the real exchange rate
depreciation are more intense than in the case of a decline in social contributions. The real
depreciation trandates on impact into an improvement in the trade balance. However, this
improvement proves only transitory in that imports also pick up, fuelled by higher private investment,
and the persistent increase in import prices bring about a slight deterioration in the trade balance in the
medium-to-long term.

In terms of public finances, the initial increase in VAT revenues is marginally offset by the decline in
private consumption, whereas the reduction in corporate taxes remains broadly stable over the
simulation horizon. Therefore, this policy shift entails a marginally negative impact on overall tax
revenues. However, the resulting rise in consumer prices also imply a positive response of government
transfers, which adds up to dlightly lower tax revenues in the medium term. Hence, the genera
government balance deteriorates, thereby undermining the medium-term public debt sustainability.

4.3. VAT INCREASE OFFSET BY A MIXED OPTION

The previous two sets of simulations show that reducing social contributions or corporate income tax
rates in isolation would have very different effects on some key variables depending on the channels
through which they operate. Arguably, these are two extreme cases, but tax-shifts aimed at reducing
taxes on production factors and increasing indirect taxes, can be achieved by many possible
combinations depending on the targeted effects.

This sub-section shows a mixed policy option consisting in using the additional VAT revenues to
finance simultaneously cuts in social security contributions and corporate taxes, while allowing for a
moderate increase in government transfers. Specifically, the simulation assumes that the reduction in
social security contributions on impact amounts to 71% of the additional VAT revenues. Likewise,
corporate income tax rates are reduced to attain a reduction in receipts from this tax equivalent to 25%
of the additional VAT revenues. The remaining 4% of additional VAT receipts is used to raise social
transfers targeted to financially-constrained consumers to partially compensate for the initial
regressive effect stemming from the increase in VAT rates. These shares have been calibrated in order
to prevent a negative response of employment over a 10-year horizon. Graph 5 shows the
corresponding responses to this policy option.

Under these conditions, the responses of the main variables reproduce many aspects, though at
somewhat different scale, of those observed under the option consisting in reducing social
contributions only. The increase in the implicit VAT rate weighs on private consumption in the short
term due to the fal in expenditure by liquidity-constrained consumers. However, in the medium-to-
long term, private consumption rises as a result of the permanent increase in the case of non-liquidity-
constrained consumers and the recovery of consumption expenditure by constrained consumers
backed by the pick-up in employment, higher real wages and government transfers. Accordingly, asin
the case of the VAT increase matched by areduction in socia contributions, with this policy theinitial
decline in households' purchasing power stemming the VAT increase is more than offset in the long
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term by the rise in employment, the net real wage and government transfers, especialy in the case of

non-constrained consumers.

Graph 5. Responses to an increase in VAT matched by a reduction in social security contributions and
the corporate income tax and an increase in transfers

0.60

0.50

0.40

0.30

0.20

%

0.10

0.00

-0.10

-0.20
12 3 4 5 6 7 8 9 10

== GDP == = Prlnvestment === Pr Consumption

0.25
0.20
0.15
0.10
0.05

0.00

= Employment

0.01
0.01
0.01
0.00
0.00
® 0.00
0.00
0.00
-0.01
-0.01

-0.01
——Trade balance

0.02
0.02
0.01

)
]
]
]
1 N
1
!
0.01 i
1
L

0.00 -

% of GDP

-0.01 ~
-0.01 TS
-0.02

-0.02
1 2 3 4 5 6 7 8 9 10

= GOV consumption == == Gov investment

=== Gov transfers

0.40

0.30

0.20

0.10

0.00

-0.10

-0.40

= Pr Consumption == == -LC === -NLC

0.30

0.25

*® 015

0.10

0.05

0.00

—Real wage

0.20

0.15

0.10

0.05

%

0.00

-0.05 ~

-0.10

-0.15
1 2

0.5

0.4 - - -

03 !
0.2 !

0.1

% of GDP

-0.1

-0.2

= Gov SSC revenue

=== Gov corp tax revenue

Source: Commission services based on QUEST Il simulations

13

4 5 6 7 8 9 10

= = Gov cons tax revenue

%

0.14

0.12

0.10

0.08

0.06

0.04

0.02

0.00

-0.02

-0.04

0.60
0.50
0.40
0.30
0.20
0.10
0.00
-0.10
-0.20
-0.30
-0.40
-0.50

= Profits

0.60

0.50

0.40

0.30

x® 020

0.10

0.00

-0.10

-0.20

= Exports = = Imports

10

1 2 3

e GDP deflator

0.40

0.20

0.00

-0.20

-0.40

% of GDP

-0.60

-0.80

-1.00

-1.20

= = Net real cons wage

4 5 6 7 8

9

10

= = Consumer price level

’ ———-_____-

12 3

= Gov debt

4 5 6 7 8

= = Gov balance

9

10



In this case, higher employment is accompanied by a rise in private investment, led by the lower
corporate income tax rates. The contribution to growth by net exports improves too. Exports go up on
a permanent basis, pushed by price/cost competitiveness gains. In turn, imports dwindle over the first
years following the policy shock but recover thereafter, pushed by higher fina demand, especially
investment, although more moderately than exports. Consequently, GDP rises permanently, with its
cumulative increase after ten years reaching some 0.2%.

Lower employers social security contributions reduce the cost of labour, while lower corporate taxes
do so with the cost of capital, thereby pushing up corporate profits. This brings about an increase in
labour demand, investment and real wages. However, asin the previous cases, the cumulative effect in
employment is moderate, by 0.2% by the end of the simulation horizon.

Price competitiveness also improves in that the price of imported goods rises at the same time as
production costs and export prices dwindle. The terms of trade decline and the real exchange rate
depreciates, which trandates into temporarily lower imports. This, jointly with stronger exports,
implies a improvement in the trade balance that lasts for some years but reverts when real imports
recover and add up to their higher prices.

This policy combination is also able to generate net positive effects on public finances too. Total tax
revenues increase with respect to the baseline, athough these are partly countered by also higher
public spending. The latter derives from the assumed initial increase in government transfers (by an
amount of 4% of the additional VAT revenues), but aso from higher consumer prices. The permanent
improvement in the general government balance puts public debt on a steady downward trend and thus
contributes to improving public debt sustainability in the medium-term.

5. CONCLUDING REMARKS

The French tax system is very complex and heavily reliant on taxes on production factors, whereas
taxes on consumption are relatively low when compared to the rest of the EU countries. Accordingly,
it iswidely claimed that the French tax system is not growth-friendly.

The simulations presented in this paper show that a tax-shift whereby taxes on consumption are raised
to alleviate taxes on production factors would make the system more growth friendly as it would have
a positive and permanent impact on GDP and on price competitiveness. However, the alternative
options at hand are far from neutral as they entail quite different results for some of the key
macroeconomic and fiscal variables. In particular, the simulations show that tax-shift scenarios that
imply cuts in socia contributions borne by employers are expected to bring about more positive
effects on employment, the trade balance and the general government deficit. By contrast, while
lowering corporate taxes would also give rise to a positive GDP response, externa price
competitiveness and private investment, it would affect employment, the trade balance and the general
government deficit negatively. In turn, the increase in private investment is more pronounced when
corporate taxes are cut. Therefore, any tax-shift option should be chosen carefully by considering the
different mechanisms through which the main variables are likely to react.

The simulations also show that, despite tax reforms shifting away taxes from production factors can
entail positive GDP effects, these are likely to be moderate. According to the simulations presented in
this paper, a 0.5% increase in the implicit VAT rate would bring about a cumulative GDP rise of
0.25% at the most after ten years, which isin line with values obtained in some empirical studies. This
means that only sizeable GDP effects could be attained by deep reforms of the French tax system.
However, these positive effects could be larger if such reforms also aimed to significantly enhance the
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efficiency of the different taxes, an aspect that cannot be captured explicitly in QUEST IIl. The
positive effects from these reforms in France could also have some positive spill-overs on other EU
countries. However, as in absolute terms the effects are moderate, the euro area spill-overs would be
even more limited as they would represent around one fifth of the domestic effect (see European
Commission, 20173).

On the other hand, there is another potential price to pay for atax-shift consisting in raising taxes on
consumption, namely the increase in inequality. Indirect taxes, and in particular VAT, are usually
deemed to be regressive as their incidence is higher at the bottom of the income distribution. While
VAT increases derived from broadening tax bases and increasing reduced rates could contribute to
increasing the overall efficiency of the system, they would also bolster its regressivity. However, when
VAT increases are accompanied by cuts in socia contributions, as is assumed in scenarios 1 and 3 in
this paper, the initially regressive effect stemming from the VAT increase is more than offset in the
medium-to-long term by the rise in both employment and the net real wage, with the former
benefitting constrained consumers more strongly.

Finally, another possibility to shift taxes away from production factors while avoiding some of the
drawbacks of VAT increases would be to raise environmental taxes. As showed in European
Commission (2017a) environmental taxes are relatively low in France compared to the EU. As a
percentage of total taxes, environmental taxes in France were the lowest in the EU in 2014. Hence,
there is significant scope to increase these taxes. In fact, the current French government is aready
taking some steps in this direction. Environmental taxes are normally levied on items with more
inelastic demand compared to the overall VAT base. Thus, raising environmenta taxes would imply
less detrimental effects on private consumption than VAT increases, for which tax shifts based on
increases of the former could lead to somewhat more positive effects than shown in this paper.
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