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Abstract

In the absence of adjustment by exchange rates, it is suggested that the effects of a devaluation of the exchange rate
through taxation be produced.

The purpose of our study is thus to examine the plausibility of such an option in developing countries participating in a
monetary union. From a normative perspective, we proceed to an empirical highlighting of the mechanism of classic
fiscal devaluation, thanks to the estimation of a model with threshold effects on the data of the Gabonese economy.

As a result, the option of fiscal devaluation is conceivable for Gabon. But, its effects would be small.
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1. Introduction

The economic and financial crisis that hit the world's economies in 2007-2008 revived debates on the effectiveness of
adjustment strategies aimed at redirecting these economies onto the path of growth through the restoration of
competitiveness. This concern is exacerbated when countries are in monetary union and therefore have a single
currency.

Indeed, such a framework prohibits member countries the individual resort to monetary adjustment. However,
devaluations of the nominal exchange rate have long been proposed as a possible response to macroeconomic shocks
that reduce a country's competitiveness in the face of rigid prices and wages. In the absence of adjustment by exchange
rates, it is suggested that the effects of a devaluation of the exchange rate through taxation be produced, thus giving
renewed interest to the Keynesian assumption of fiscal devaluations.

Generally, fiscal devaluation amounts to reducing the cost of labor to improve the competitiveness and financial
situation of companies. This fall in the cost of labor, without a reduction in the net wage, is financed by an increase in
taxation and a moderation of expenditure, in other words transfers to households. It is therefore a matter of having all
households finance the fall in the cost of labor, which will ultimately benefit, by less dynamic prices, foreign consumers
of local products. The object being to provoke a shock of competitiveness.

Originally, the seminal proposal of the fiscal devaluation (Keynes, 1931) postulates that a rise in tariffs, combined with
an export subsidy, would have the same impact on the domestic economy as a nominal devaluation of the tax rate of
exchange. In other words, a combination of import duty increases and an export subsidy would lead to an increase in the
domestic price of importable goods and a reduction in the export price of exportable goods.

In the current context in which international trade commitments require the removal of explicit trade taxes, fiscal
devaluation is implemented equally effectively from changes in value-added tax (Mooij & Keen, 2012)".

! The discussion of the appropriate commodity tax regime in the European Union has led to the recognition that moving
from taxation of finished products to a uniform rate on an origin basis - that is, to say that, according to the place where
they are produced (their taxation on the basis of the destination), on the one hand and according to their place of
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Its classic form therefore associates a reduction of the employer’s social contribution (CSE) with an increase of the
value added tax (VAT) sufficient to at least preserve the revenues of the State. Its effectiveness requires rigidity of both
the exchange rate and the nominal wage (Mooij & Keen, 2012)% In this perspective, the assumption of fiscal
devaluation is part of the new Keynesian economy.

Several very recent theoretical and empirical studies as well as a certain number of implementations attest to the
effectiveness of the fiscal devaluation measure, especially when the monetary instrument is constrained while the
country is experiencing a problem of competitiveness. They argue that such a reform certainly reduces the purchasing
power of households in the short term, but it has the merit of stimulating economic activity by increasing the
competitiveness of sectors exposed to foreign competition.

First of all, at the rank of essentially theoretical analyzes, we can count the study of Aghion and al. (2012) showing that
the implementation of a fiscal devaluation in France to reduce the competitiveness deficit that domestic companies face
towards their German counterparts and thus to stop what they consider to be a real collapse of market shares of French
firms abroad.

In the same vein, Farhi and al. (2012) conduct a comprehensive analysis of fiscal devaluations in a Keynesian-inspired
DSGE model. They approach a fiscal devaluation as a specific set of tax measures that generates the same real
allocation (in terms of consumption, output or labor supply) that would result from a devaluation of the nominal
exchange rate. Their modeling suggests that two specific types of tax policies effectively generate fiscal devaluations.

The first policy combines a uniform increase in import tariffs with export subsidies. The second policy combines an
increase in value added taxes with a reduction in social security contributions.

Also, a study by Lipinskay and al. (2012) she observes, following Farhi and al. (2012) under which conditions the tax
reform undertaken by a member country of a monetary union is effective both in the short and long term. Their
methodological approach is based on the modeling of a monetary union composed of two countries in order to highlight
the budgetary and monetary interactions that emerge between the member states when one of them implements a fiscal
devaluation. The analysis, however, focuses only on the implications of tax reform for the country setting it up, leaving
open the question of the coordination of economic policies, especially within the monetary union. If a given country
normally implements fiscal devaluation, the effects might actually be beneficial to it. It nonetheless remains
uncooperative vis-avis other member states.

Then, as for the empirical analyzes, they generally make use of the quantification of the effects of a fiscal devaluation,
thanks to simulations on structural models. The main result is that tax changes have positive permanent effects on
economic activity and the labor market, but the size of these effects is rather modest (Bank of Portugal, 2011);
European Commission (2011); Féve and al. (2009); Besson (2007); Heyer and al. (2012); Klein and Simon (2010);
Langot and al. (2011); Klein and Simon (2010).

consumption, on the other hand, essentially corresponds to a devaluation of the exchange rate. Such a shift turns imports
into a tax and eliminates exports (Calmfors, 1998).

Since the adoption of the destination base as an international standard for commodity taxes is excluded, the next step is
to move away from the taxes on production actually levied on the basis of Originally, compensating for the loss of
revenue by increasing the general taxes on the destination, the most obvious (but not only) candidate for the latter role is
VAT. This is the essence of a fiscal devaluation.

2 The emphasis on the contribution of the employer, rather than the employee, or even the personal income tax, reflects
the view that the relevant rigidity derives from contracts specified in terms of net payment of the employers' social
contribution. It is assumed that the reduction of the employers' social contribution is fully passed on to producer prices,
so that when the exchange rate is fixed, the foreign exchange price of exports also decreases. The VAT increase does
not mitigate this effect since, as a destination tax, it simply does not apply to exports. The reduction of employers' social
contribution also reduces the producer price of domestically-produced goods sold in the domestic market, while
preserving the producer price of competing imports; but as the enhanced VAT applies equally to imports and
domestically produced goods, the combined effect is an increase in the relative price of consumption of imported
products. Thus, exports become cheaper abroad and imports more expensive at home. The effect is not exactly
equivalent to a depreciation of the exchange rate. Nevertheless, the direct impact on the trade balance should be
substantially the same.

% With a flexible exchange rate, the increase in demand for exports and the reduction in demand for imports caused by
this tax change would lead to an appreciation of the nominal exchange rate which cancels out its impact on
competitiveness. And even if the exchange rate is fixed, a fiscal devaluation will have no real effect without an
adjustment of domestic wages.
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Specifically and exclusively calling for an econometric approach, the study by Mooij and Keen (2012) highlights much
more important short-term effects of fiscal devaluation on economic activity for the euro area countries. She notes,
however, that this improvement in the balance of trade is dissipating rather slowly in the long run.

In practice, fiscal devaluation has been implemented in several euro area countries in recent decades. Before the 2007
crisis, it was implemented in Italy (three devaluations in the 1970s), Denmark (1988), Sweden (1993), Ireland (2002)
and Germany (2007). Since the occurrence of this crisis, Spain and Finland (2010), the Netherlands (2012) and France
(2014) have already successfully experimented with this tax reform (Bernoth & et al., 2014; Puglisi, 2014).

Clearly, it appears overall that fiscal devaluation moderately improves net exports in the member countries of a
monetary union. If one can concede that a devaluation should not be a substitute for more fundamental structural
reforms, aimed at employment and production through increased competitiveness, such a reform is still useful in the
context of of a broader set of reforms aimed at short-term achievement, gains in competitiveness in the face of changing
market conditions on the one hand, and in the context of a more comprehensive reform, reducing distortions in growth
which hinder the growth of the tax system and transfers, on the other hand (Koske 2013, Puglisi 2014). It is precisely in
this normative perspective that we would like to check the plausibility of such a reform in the developing countries
members of a monetary union.

In other words, can fiscal devaluation be used in developing countries that are members of a monetary union?

Indeed, very few studies on the option of fiscal devaluation to restore competitiveness and revive the economy, are
devoted to the developing countries* disarmed of the tool of exchange. In addition, we are not aware of any country in
this framework that has implemented a fiscal devaluation policy.

In line with Mooj and Keen's (2012) methodology, our study estimates the effects of a possible fiscal devaluation in its
traditional form within the context of the Gabonese economy. On the other hand, we specifically resort to a
threshold-effects model on the relationship between the value added tax mix and employers' social contribution and net
exports. The choice of this non-linear approach allows us initially to highlight the fragility of such a link which
ultimately conditions the effectiveness of the measure of fiscal devaluation.

Fiscal devaluation is particularly relevant for Gabon for the following reasons:

1) This is a member country of a monetary union (Economic and Monetary Community of Central Africa) which can no
longer have the currency exchange weapon to restore or improve its competitiveness. Even if price competitiveness
does not appear to be a major concern for this country because of a generally surplus current account under the oil
industry, fiscal devaluation would still be a useful tool for increasing exports. and strengthening competitiveness
vis-awvis trading partners inside and outside the monetary union. This is all the more so because Gabon's trade surpluses
are less the result of increased exports than the decline in imports, and especially that of the rise in oil prices (IMF,
2018).

2) Gabon is a developing country particularly marked by a persistence of a high unemployment rate and a crisis of
public finances for ten years. Under these conditions, the application of the fiscal devaluation measure, which relies in
particular on reducing gross costs per consecutive employee (lower wages and relative nominal prices), offers
companies more opportunities to invest in new technologies and new equipment (Blanchard & et al., 2014). All this
without the public finances being affected. These potential effects of fiscal devaluation are particularly relevant in
capital-intensive sectors. In labor-intensive sectors, a fiscal devaluation could also offer the possibility of hiring new
employees without putting additional pressure on the overall costs of the company. Thus, fiscal devaluation could be a
remedy for high unemployment and the persistence of undeclared workers, and thus support the government's efforts to
reduce the share of its economy in the underground economy.

3) Gabon also records a high level of public debt denominated in foreign currency for more than a decade (Bidzo, 2018).
Under these conditions, fiscal devaluation would be an interesting economic policy tool, since it is a budget-neutral
measure and therefore prevents the increase of the public debt.

4) Fiscal devaluation can be particularly justified in a strongly imbalanced economy such as that of Gabon, due to the
downward rigidity of nominal wages, with a very overvalued real exchange rate and high involuntary unemployment. A
fiscal devaluation could then accelerate the necessary adjustments.

* Indeed, the fiscal devaluation measure does not appear to be a priority in the toolbox of the adjustment strategies of
their trade balance. In fact, while the pursuit of competitiveness is undeniably a concern for these countries, fiscal
consolidation is taking this objective further. At the point where the rejection of the fiscal devaluation policy appears as
a prudent measure for fear that such a reform will not degrade the budget balance.
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5) The Gabonese economy has had a high export ratio of around 55% on average for decades (World Bank, 2018). It is
therefore a small, largely open economy. However, it is shown that fiscal devaluation stimulates employment, through
increased exports in small countries with a high export ratio.

We finally organize this study into two main parts. The first part presents the theoretical model of fiscal devaluation (I).
The second part, for its part, is devoted to its empirical verification in the framework of the Gabonese economy (l1).

2. The Assumption of Fiscal Devaluation: the Theoretical Model

Based on the modeling of Mooij and Keen (2012), we would like to examine the impact on net exports of a
displacement of the tax from the employers' social contribution towards VAT. We first present the articulation of the
model before deriving on the assumption of the classic fiscal devaluation.

2.1 Articulation of the Model
We consider a small open economy with a representative consumer over two periods.

The output at period t is characterized by the following income function R(P,, L;) defined on and homogeneous of
degree one in N global price vectors P, (exogenous and fixed overall) and the use of labor L.

For simplicity, the discount rate is assumed to be zero, so the 2N vectors of the current producer price value over the
two periods are :P = (P, B,).

The supply of labor or manpower in each period is inelastic in quantity L. For period 2, it is assumed for simplicity that
there is no imposition of work. The labor market is therefore free.

For period 1, on the other hand, there is a fixed nominal wage Wand a taxT”™ which we approximate to the rate of
employers' social contributions (CSE) levied on it; both leaving the price of labor above the market compensation
rateR, (P, L).

The labor L,(T™) is then determined by:
RL(P]_,L]_) = W+TT' [Il]
So (by removing P here and elsewhere)

Ly(T") = RLLL <0, [1.2]

which means that a reduction in the rate of employers' social contributions favors employment in the first period.

Although in practice, seen in ad valorem form, it is convenient tocharacterize the VAT as a vector of specific taxes,
TV = (Tl"”, Tz’"). Consumer prices®, assumed to be entirely flexible to changes in VAT rates, are then Q = P + T".

The preferences are characterized by the following expenditure function:E(Q, U).
U denoting utility, compensated claims are thus E,(Q, U).
Income from employers' social contributions and VAT is supposed to be returned to the consumer as a lump sum.

Since these are not the only ones perceived in practice, it is useful, especially for the empirical structuring, to provide
for another fiscal instrument. The simplest is to suppose that a flat tax of an amount equal to (1 + 1)A; is collected
during the period t but returned only to the consumer at the amount A,. A = Ocorresponding to an ad hoc
characterization of certain associated inefficiencies. With the perfect capital markets, the consumer budget constraint
therefore implies:

E(P+T",U) =R(L) +R(L,(T")) + TE,(P + T*,U) — 24 [1.3]
where A = A; + A,.
The value at world prices of net exports during period 1 is thus formulated (recalling that the outputs are given by the
price derived from the revenue function):

N = P} (Rp(Ly(T")) = Equ(Q.1)). [1.4]

The question of interest is how N is affected by the reduction of T and the increase of T?.

® With fixed nominal wages, there is no need for additional normalization of consumer prices.
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2.2 Derivation of the Fiscal Devaluation Hypothesis
For this, it is shown in Appendix [A] that, for small arbitrary changes in the available fiscal instruments,

dN = B,dT" + B,dT” + B,dA [1.5]
OB, = —p (1 - "Ifgﬂ) L, [1.6]
QU
By = —PiEq,q + (P3Eq,q + P,E )(PiEQl") [.7]
v ="PEqq A AT :
— PiEQlu
Ba= A (—P,EQU) >0 [1.8]

And p = —R,/(LR;;) > 0 represents the elasticity of the work demand.

To interpret the effects in equations [I1.6] to [1.8], it is easy to start with the effect of an increase in the other
non-modeled taxes A.

The distorting effect of this reduction reduces the welfare of the consumer throughout his life by H, causing a reduction
in demand and therefore tending to increase net exports. The degree of this reduction during period 1 depends, however,
on the proportion of this reduced expenditure which occurs in period 1, given by P.

In general, the improvement in net exports of period 1 is all the greater as the marginal propensity to consume is
significant during this period.

For B,, an increase in employers' contribution tends to reduce net exports in period 1. The amount of this decrease is
greater when the demand for labor is elastic.

However, the effect decreases with the increase in the marginal propensity to consume of period 1. Indeed, the
distorting effect of such an increase results in a reduction in welfare that triggers effects on the demand, which tend to
increase net exports.

Under the very weak assumption that the marginal propensity to consume in period 2 is strictly positive, the direct
effect by the demand for labor predominates, so that g8, < 0: a higher rate of employers' social contributions
unambiguously reduces net exports in period 1.

Equation [1.7] indicates that an arbitrary change in the 2N, VAT rate vectors (T7) affects net exports by two channels.

The first is the direct impact on the demand of period 1, which through (NX 2N)matrices E, o, reflects not only the
intra-period effects of price changes in period 1 by (Ey, o,) but also the substitution effects of the price change of period
2 through Ej o,-

The second channel is the impact on the first-period demand of the welfare loss resulting from the distortions induced
by the variations in T?, again reflecting the marginal propensities to consume.

Finally, the impact of a change (dT") in the VAT structure thus depends on the details of this change and the structure
of the responses to the request. For example, increasing the tax on highly elastic offset demand items will do more to
reduce net exports than those whose demand is inelastic; and intertemporal substitution effects will come into play
when consumer prices increase proportionally differently over the two periods.

All in all, the effect of tax reform of the fiscal devaluation type is globally ambiguous mainly because of the neutrality
of the evolution of VAT.

The ambiguity of a VAT reform is particularly clear when dT™ = uQ, where uis a scalar; in other words, when the
increase in VAT implies an increase in the same proportion of all consumer prices. Since the linear homogeneity of the
expenditure function implies that Eq,,Q = 0, in this case B,dT? = 0; there is no effect on net exports, the reason
being that such a tax change amounts to a flat tax. And the most obvious case in which a VAT reform causes an
equi-proportional increase in all consumer prices is when it is perceived at a uniform rate t, in both periods, so that

ar’ =@Q (dt/(l + r))'

The practical relevance of such a result is questionable, however, since most VATSs are far from being collected at a
uniform rate.

In the particular case of a uniform VAT (or more generally a reform increasing all consumer prices in the same
proportion), the ambiguity disappears however, since dN = B,dT" > 0: in this condition, only the effect of the
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reduction in the employer's contribution remains, and a fiscal devaluation, even with a change in the neutral VAT it is
not neutral, only increases net exports to period 1 (Appendix [A]).

The ambiguity of the theoretical effects of the fiscal devaluation argument strongly motivates its confrontation with
empirical data to verify its practical relevance.

3. The Assumption of Fiscal Devaluation: Empirical Verification

In line with the theoretical modeling arguments, we would like to verify that tax changes can significantly and
positively affect net exports to Gabon. In particular, we expect the combination of a reduction in employers' social
contribution and a compensatory increase in VAT to have positive effects on net exports, thus making the devaluation
measure in Gabon plausible. We especially increase this argument by having it controlled by the effect of the quality of
governance, on the one hand, and by the influence of direct investment abroad, on the other hand. In this way, we
deepen the analysis of fiscal devaluation with the important and current characteristics of developing economies.

Let's take a look at the strategy and the results of the estimation.
3.1 Estimation Strategy

Empirical evidence is obtained using a Hansen (1999) type Threshold Auto Regressive Models (TAR) shift model for
estimating threshold effects with sudden transition in time series to reproduce nonlinearity. In this way, we examine in
our own way, under what conditions the tax changes may affect net exports, in line with the predictions of the fiscal
devaluation hypothesis. We thus interpret the threshold as the limit beyond which the impact on net exports of an
increase in VAT revenues is negative.

Threshold modeling is usually composed of a transition mechanism that is based on an observable transition variable, a
threshold, and a transition function. More precisely, two transition mechanisms can be envisaged depending on the form
of the transition function.

First, we distinguish models with sudden transition thresholds whose transition from one regime to another is immediate.
These are the Threshold Auto Regressive Models proposed by Tong (1978) and Tong & Lim (1980). These models
initially made it possible to correctly account for the asymmetrical dynamics of the cycle of a series, following shocks
of different size and sign.

Two categories of models make it possible to model a sudden transition threshold effect (Ben Salem & Perraudin,
2001).

First, there are models whose threshold is set exogenously (Tsay, 1989). These exogenous threshold effect models have
the flexibility of modeling, but their ad hoc characteristics mitigate the analytical scope. Then, we find endogenous
threshold effect models according to Hansen's method (1996, 1999).

Secondly, there are Smooth Transition Autoregressive (Smooth Transition Autoregressive) threshold models where the
transition from one regime to another is gradual. They were originally proposed by Chan & Tong (1987) and
Luukkonen and al. (1988), in response to criticism of the brutality of the transition between regimes in TAR models.

Our study, however, retains the TAR method of Hansen (1999) which presents the double advantage of providing an
economic explanation of non-linearity in a relatively simple framework and of allowing an economic series to have a
different dynamic depending on the regimes or states of the world in which it evolves (Fouquau, 2013).

Two main criticisms, however, are often precisely formulated on this model.

As a first step, the distance of the value of the transition variable to the threshold does not modify the coefficients of the
explanatory variables of the regime. Only affects being above or below the threshold.

In a second step, the dynamics of a series can only be described by a limited number of regimes. Of course the number
of regimes can be greater than two, but it is finished knowing that each regime must contain a minimum of points to be
able to be estimated.

These limits do not affect our analysis, which is based primarily on the assumption of two regimes.

In fact, Hansen's (1996, 1999) method of identifying endogenously determined thresholds consists of a scan in which a
reference equation is estimated for different values of the threshold variable.

In this case, we model the fiscal devaluation, based on the relationship between the value-added tax variable and the net
exports variable of a country at time t.

Y = ag + BX +I9(CSE) + §(TVA); x [(TVA; < p) + OTVA; « [(TVA, > p) + & [2.1]
éand 6, are the marginal effects that may be different depending on the net export regime.
a,is a constant.
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pis the threshold of the country.
I(.)ls an indicator function that takes the value 1 if the condition in parenthesis is respected and 0 otherwise.
The variable to explain is the ratio of net exports to GDP (y).

The explanatory variables include two variables of interest, the employers' social contribution (CSE) and the
value-added tax (VAT) and the vector (X) of the variables making it possible to control for the action of the
environment and policy variables other than the value added tax and the employer social contribution.

Overall, we use the cyclically-adjusted data (real variables) to reduce the endogeneity bias of the explanatory variables.

First of all, with regard to the variables of interest, our specification exposes two regimes with VAT as a transition
variable: a first regime for which the value added tax is lower than the threshold p and this regime is said to be normal;
and a second regime for which the value added tax is above the threshold p is critical. In other words, a normal regime
is obtained when the value added tax is less than or equal to the threshold (p), and a critical regime when it is higher.

In this case, (VAT < p) isequal to 1 when VAT < p and 0 otherwise.
Similarly, I(VAT > p) isequal to 1 when VAT > p and 0 otherwise.

Indeed, the predications of the theoretical model suggest that it is expected that the impact of a tax change on net
exports will be positive in the normal regime (& > 0), thus reflecting an expected effect of fiscal and negative
devaluation in critical regime (6 < 0) evoking a retord effect.

Our equation can be rewritten as follows:

{yt =ay+ X +ICSE + VAT + ¢ siVAT, <p [2.2]

Y, = ay + BX + OCSE + OVAT; + &, siVAT, > p

The index t represents the observation period. &.is an independent and identically distributed white noise of zero mean
and constant variance.

The CSE coefficients are also expected to be negative in the normal regime and positive or zero in the critical regime.

Thus, the difference between the coefficients of the variables VAT and CSE, in normal regime, makes it possible to
capture the effect of fiscal devaluation on net exports. Specifically, it captures the effect on net exports of compensation
of a reduction in employers' social contributions of 1% of GDP by an increase in VAT.

We choose to capture the tax variables of interest through tax revenues rather than rates that generally have
shortcomings in the synthesis of policy or administrative measures affecting these instruments (Mooij and Keen, 2012).
The VAT variable is thus measured by the value-added tax revenue reported to the total population. While the
employers 'social contributions variable is captured by the employers' social contribution revenue as a percentage of
GDP.

Such an alternative has two important advantages (Mooij & Keen, 2012). The first is that the revenue collected by
certain tax instruments is a summary indicator of the full range of complex features of its rate and base. The second is
that the impact on net exports of a gap between sources of income that leaves total incomes unchanged can be easily
seen by combining coefficients.

Concerning the control variables, we include governance (political stability) and public deficit to introduce the
originality of the Gabonese economy.

Good governance is supposed to positively impact economic activity and hence net exports. This variable is captured by
an indicator of the effectiveness of the public action allowing to take into account the perception of the populations on
the quality of the public services, the quality of the administration and its independence vis-avis the political pressures,
the quality of public policies and the credibility of the government's commitment to these policies (Kauffman, Kraay &
Mastruzzi, 2008).

Like Mooij and Keen (2012), we naturally involve the other standard export determinants proposed by the international
trade® literature such as the dependency ratio and other taxes.

The dependency ratio is captured by the ratio of the population aged over 65 to those aged 15 to 65. A high dependency
ratio should be associated with lower net exports due to net dissaving by the elderly.

® Like Mooij and Keen (2012), we do not use the real effective exchange rate because it is the transmission channel for
tax changes.

76



Applied Economics and Finance \Vol. 6, No. 5; 2019

Other taxes include revenue from taxes other than VAT and CSE. The coefficient of this variable is expected positive.
An increase in compulsory levies has positive effects on the trade balance, but for the wrong reasons: because the fall in
imports resulting from the decrease in domestic demand is stronger than the decline in exports resulting from the
deterioration of competitiveness. This is why it is preferable to reduce the tax burden to boost exports, domestic
production and employment, at the cost of a temporary deterioration of the trade balance.

The public deficit owes its introduction to its non-Ricardian effects on economic activity. It is notably showing, through
the hypothesis of twin deficits, that there is a positive relationship between the external and fiscal deficits generated as a
result of changes in public spending or taxes.

3.2 Result of the Estimate

Equation [2.2] is estimated using the software Eviews 10 on the quarterly data of the Gabonese economy over the
period 1980-2017. Extracted from the World Bank's World Development Indicators database (2018), they are then
quarterly through the application of Goldstein and Khan's (1976) interpolation procedure on annual data.

The choice of the period from 1980 to 2017 is based on the fact that these are indeed years that considerably strengthen
the integration of the Gabonese economy into international trade thanks to oil exports. Also, these years lie in the great
period of monetary and economic unification of the countries of the economic and monetary community of central
africa (EMCCA)zone in which Gabon participates.

The estimation results of equation [2.2] are reported in Table 1 below.

Table 1. Results of the Hansen Model Estimate

Dependent variable: Ratio of net exports to GDP
regimel
VAT < 2.83
Number of observations: 56
VAT 0.017**
CSE -1.44%**
DEF -0.0032***
STAB -2.37%**
AT -0.04***
POP 4.77x**
Constant 0.067**
VAT threshold and 5% confidence interval 2.83
Regime2
2.83 < VAT
Number of observations: 96
VAT -0.01%**
CSP -0.15*
DEF -0.004***
STAB -0.12**
AT -0.0005
POP 1.2%%*
Constant 0.078***
R? 0.96
F- Fisher 339.70
P-Value 0.0000
Number of observations 152
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Number of observations Schemel 56

Number of observations Scheme?2 96
Significance: 1%(***), 5%(**), 10%(*)
Source: Author's calculations

Hansen's specification test makes it possible to reject, with a first-order error of less than 1%, the null hypothesis of
linearity for the VAT revenue growth threshold of 2.83%. Therefore, the existence of a non-linear relationship between
net exports and value-added tax is allowed at the remarkably stable optimal threshold since the P-value is significantly
low compared to the critical value of 1%.

Moreover, the distribution of the number of observations above and below the endogenous threshold gives each regime
a number of observations large enough to allow an acceptable identification of the behavior regimes of net exports.

In fact, the optimal value-added tax threshold estimated at 2.83% is the rate of revenue growth of the value-added tax
from which a regime shift takes place in the dynamics of net exports. . This means that below this threshold,
value-added tax revenues negatively affect net exports. While above, net exports are decelerating.

In critically regime, the idea of fiscal devaluation does not seem plausible in the context of the Gabonese economy. A
decline in employers' social contributions is combined with a drop in VAT in order to hope for an improvement in the
competitiveness of the economy, thus rejecting the occurrence of the mechanism of fiscal devaluation. In this scheme, it
is mainly the absence of impact of the employers' social contribution on net exports.

On the other hand, in a normal regime, the empirical data support the devaluation argument in Gabon.

First, all control variables have a significant impact on the estimate. As predicted, the government deficit has a negative
and significant effect on net exports. In other words, the public deficit is significantly associated with the trade deficit.
On the other hand, against all odds, political stability, other taxes and the dependency ratio have a negative and
significant impact on net exports.

For the variables of interest, the results show a positive and significant effect of the VAT variable on net exports,
according to the theory. This effect is however weak. An increase in VAT leads to a slight improvement in net exports
of around 0.017%. Also, does the variable CSE have a negative and significant effect on net exports (-1.44%) recalling
the theoretical implication of the negative influence of an increase in the employer's social contribution on the external
balance. This means that a reduction of the compulsory levies on enterprises, in particular the employers' social security
contributions, leads, all things being equal, to a consolidation of the external balance through the improvement of cost
competitiveness. This translates into either an increase in price competitiveness, hence an increase in exports and a fall
in imports, or an increase in corporate margins.

The difference in the coefficients of VAT and CSE finally suggests that a fiscal devaluation would increase net exports
to Gabon. In fact, compensation of a 1% drop in the income of the employer’s social contribution by increasing VAT
revenues would lead to an increase in net exports of 1.457%. Thus, a VAT increase of 0.017% and a reduction of the
CSE of 1.44% would be necessary for a fiscal devaluation to generate an increase in net exports of 1.45% and
consequently to restore the competitiveness of the Gabonese economy. This means that it is possible to finance a
reduction of the CSE in Gabon by the VAT and rebalance this economy.

It should be noted, however, that this positive effect remains weak compared to the euro zone, in particular where the
fiscal devaluation measure would be associated with GDP growth of around 4% (Mooij & Keen, 2012).

This less important effect of fiscal devaluation in Gabon could be partly justified by the very small influence of the
VAT increase on net exports (0.017%). In other words, the increase in VAT would not discourage enough imports from
the Gabonese economy to allow the improvement achieved in exports as a result of a reduction in the cost of labor
eventually lead to a significant improvement in the trade balance. The other probable reason would be a relatively high
consumption tax that would not permit a major tax reform. In fact, the 18% VAT rate in Gabon would be relatively high
and would reduce the margins of maneuver of the public authorities to engage with the VAT lever of fiscal devaluation.

Moreover, empirical evidence on the Gabonese economy of the devaluation hypothesis suggests that sound tax transfers
can have a positive impact on the trade balance and thus on the competitiveness of this economy.

Fiscal devaluation is therefore a possible option for the Gabonese economy. But its real effectiveness will depend on
certain conditions of its implementation (Mooij & Keen, 2012, Koske, 2013). It thus obviates to the public authorities to
make sure of the following elements before applying the measure of the devaluation fiscal.
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1) The magnitude of the positive effects of a fiscal devaluation will probably depend on the precise design of the
reform.

On the one hand, when the reduction in CSE is targeted at low wages, its effects on production and employment are
positive and important. Reducing labor costs for low wages can be particularly attractive in easing constraints imposed
by minimum wage legislation or minimum wages agreed between unions and employers. In addition, the employment
of this group tends to be relatively sensitive to tax considerations. Targeting the reduction of employers' social
contributions to low wages could thus reinforce the impact of a fiscal devaluation on employment, production and the
trade balance.

Unfortunately, the reduction of the CSE also gradually triggers an increase in the demand for labor. In the event that the
economy slows, employment will increase, putting upward pressure on wages. This wage increase will quickly offset
the reduction in social security contributions and curb job growth if the bargaining power of workers is strong, or if the
supply of labor is less sensitive to wage variations. Earnings gains from rising employment and nominal wages will
gradually increase consumption. As a result, imports will increase, with some of the additional consumption going to
foreign goods and exports will decrease. Finally, the initial improvement of the trade balance will be gradually reversed.

On the other hand, when the VAT increase is used, it seems sensible to raise the reduced rates, this would reduce the
distortions of the economy. However, to the extent that reduced rates apply primarily to non-tradable goods and services,
this could encourage the substitution of tradable goods for non-tradable goods and dilute the improvement of the trade
balance.

On the other hand, if the combination of a VAT increase and a reduction in the CSE improves net exports by
simultaneously reducing the relative price of goods produced in the country and the cost of labor, it implies in lower
shares of consumption and investment. Consumption is declining due to the loss of purchasing power resulting from
higher prices of imported products. Investment decreases due to changes in relative factor prices. In this context, the
effectiveness of a fiscal devaluation will probably depend on the degree of openness of the economy.

2) Fiscal devaluation does not usually have permanent real effects on the economy. If the tax transfer is not associated
with a broadening of the tax base, the increase in nominal wages would fully offset the initial CSE reduction as workers
seek to compensate for the loss of purchasing power of real after-tax income induced by VAT. However, by distributing
the tax burden of workers to other segments of the population, such as pensioners (provided that pensions are not
indexed to inflation) and capital income, reform can permanently reduce labor costs. The net effect would be an
increase in employment (assuming that labor supply is not inelastic) and a shift in the composition of demand from
investment and possibly consumption to net exports. In certain circumstances, it can be expected that fiscal devaluation
will also have permanent effects on real GDP. This could be the case, for example, in the presence of labor market
distortions that reduce the use of labor. If employers' social contributions distort the relative prices of capital and labor,
reducing them could result in reallocation of inputs within or between firms or industries, making the use of inputs more
efficient and increasing multifactor productivity (Johansson & et al., 2008).

3) The effectiveness of a fiscal devaluation policy is also based on the management of the time spent on the
implementation of the reform. Indeed, if the reform is announced in advance, consumers can postpone purchases of
consumer durables to avoid paying the higher VAT rate. This would provide a temporary boost to domestic activity and
imports, with adverse effects on the current account position. These effects would be reversed immediately after the
reform, when consumption would be lower than that obtained without the increase in VAT announced in advance.

4) Inflation indexation of benefits is another condition for the success of a fiscal devaluation policy. Indeed, if public
transfers are indexed to inflation, the increase in prices would lead to a corresponding increase in public transfers.
Although this would limit the initial drop in consumption as disposable incomes would fall less, this would reduce fiscal
space.

5) The option of fiscal devaluation is also conditioned by respect for the principle of fiscal neutrality. As fiscal
devaluation affects macroeconomic conditions, it may be difficult to accurately assess the effects on the fiscal balance.
There is therefore a risk that the net impact of the VAT increase and the reduction of the CSE will not be fiscally neutral
ex post. As most countries are currently considering fiscal devaluation in need of fiscal consolidation, it may be wise to
proceed with caution to ensure that the government's fiscal balance does not deteriorate as a result of the reform.

6) Finally, the measure of fiscal devaluation probably generates externalities on other countries. Especially in a
monetary union, a fiscal devaluation is not cooperative in the sense that its benefits to one country, if successful, are at
least partially translated into negative repercussions on other countries. Similarly, if several countries simultaneously
apply fiscal devaluation, the impact on each of them will be less. Even if this form of revenue-neutral tax competition
would not disadvantage each country, the substitution of a drop in the CSE by a VAT increase can have permanent
positive effects on the economy, regardless of the direct commercial impact. Thus, the fiscal devaluation policy should
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be pursued unilaterally in countries where there is an urgent need to improve their competitiveness in order to maximize
the benefits for the Union as a whole.

All in all, as Koske (2013) has said, the weapon of devaluation can’t substitute for deeper structural reforms of the labor,
product and financial markets. However, it can be useful as part of a broader package of reforms.

4. Conclusion

This paper examines the plausibility of the tax devaluation argument based on the financing of the reduction of
employers' contributions by the value-added tax for developing countries participating in a monetary union. We took a
micro-based and normative approach that consisted of an analysis of the fiscal devaluation hypothesis in the context of
a new Keynesian model of the effects of fiscal policy, on the one hand, and an empirical verification of theoretical
predictions, on the other hand. As a result, fiscal devaluation is a possible option to improve the trade balance and hence
economic growth in Gabon.

But, unfortunately, its effects would be very small mainly because of the very weak influence of a VAT change on net
exports, but also probably because of the mismatch between the framework of the Gabonese economy and the
mechanism of the tax devaluation. All things inclined to think that the measure of fiscal devaluation must be integrated
into a broader set of reforms.

The fact remains that effective prosecution the effectiveness of fiscal devaluation in such a framework is based on the
extent of fiscal reform and the particular structure of the economy.
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Appendix A: Derivation of Equation [1.5] to Equation [1.8]
Deriving the equation [1.3] and normalizing E; = 1, we obtain the following relation:
dU = RLledTr + TV'EQQdTU + TV'EQudU - 5dA. [Al]

Starting from equation [1.3] and noting that (Q"Eqy = Eyby linear homogeneity of the expenditure function) T"E,, =
(Q — PYEyy = 1 — P'Ey, this implies that

(PEqu)dU = (£) dT" + T"EqqdT” — 5dA. [A.2]
LL
Deriving the net exports in [1.4], we have:

By drawing dUin equation [A.2] and substituting it in equation [A.3], the result follows using the equation [1.3], the
implication of linear homogeneity of the function of income according to which P'R, = R;;(because P'Rp = R) and
noting that:

TVEqq = (Q — PYEqq = —P*% = —(PiEq1q + P;Eq2q) [A4]
A reform combining a reduction of T with an increase in a uniform VAT rate leads to an improvement in well-being
that results from [A.2], since E,qdT” = 2297 —
1+1
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