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ABSTRACT

This study investigates the effects of Vietnam’s recent tax reform 
on changes in sectoral structures, household welfare, and other key 
macroeconomic variables across scenarios. A Computable General 
Equilibrium framework in connection with the most updated Social 
Accounting Matrix of 2012, was developed to simulate the Vietnam 
economy. The results reveal that a reduction in the tax rates causes 
positive changes in the sectoral structure. This is proven by the transfer 
from labour-intensive towards capital-intensive sectors, increasing the 
output proportion of manufacturing and service sectors in the direction 
of industrialization and modernization, initiated by the 1986 Doi Moi 
reforms. We also find that when all categories of taxes are simultaneously 
diminished, the positive impact of the tax reform is strongest and the 
highest level of household welfare is created, though the benefits of 
cutting taxes are not evenly distributed among the household groups. 
In addition, a budget deficit is inevitable and should be tackled by the 
government through effective budgeting strategies and a relevant plan to 
cut government spending. The study implies that Vietnam needs to analyse 
the benefits of the tax reform over the opportunity cost of implementing 
the tax reform, while maintaining competitive and reasonable tax rates in 
accordance with international commitments and practices. 
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INTRODUCTION

A country’s tax system is a fiscal policy instrument designed to achieve a number of objectives 
(e.g. economic growth, income redistribution, and government spending). A rich body of 
literature has emphasized the important role of tax reform in fostering a country’s economic 
development, though the findings remain unclear (Lee and Gordon, 2005; Kraay, 2006; and 
Amir et al., 2013). Eicher et al. (2003) illustrated that the association among tax reform, income 
redistribution, sectoral restructuring, and economic growth is complicated. Thus, understanding 
the influence of tax reform on a particular economy can provide a better opportunity for 
assessing fairness, administrability, and the role of taxation on growth. The existing research 
focusses on the impact of one or two tax categories on several important economic indicators 
(e.g. GDP, national welfare). To date, the literature is quite silent on the interactions among 
tax reforms, economic sectors, and national welfare in the context of developing and transition 
economies, where tough challenges in establishing efficient tax systems exist.

We employ a Computable General Equilibrium (CGE) model to analyse the impact of 
tax reforms on the small transition economy of Vietnam. This is important, as Vietnam has 
witnessed significant changes in sectors stimulated by global economic integration over the 
last 20 years. The Vietnamese economy gradually transforms from a centrally planned system, 
during periods of wars, into a dynamic and export-oriented market motivated by institutional 
and economic reforms. The milestones lead to strong sectoral structural changes, reducing 
agriculture, forestry and fishery and increasing manufacturing and services, in the direction 
of industrialization and modernization, initiated by the 1986 Doi Moi reforms (McCaig 
and Pavcnik, 2013). In addition, Vietnam has been a member of all major international 
organizations (i.e. World Trade Organization (WTO), ASEAN Economic Community, 16 free 
trade agreements (FTA)). These commitments require a roadmap to sharply cut Vietnamese 
tariffs and taxes.  This, in turn, may have numerous impacts on the Vietnamese economy (e.g. 
welfare, economic growth, sectoral production structure). 

This study will attempt to answer several questions. How should tax reform impacts on 
sectoral restructuring and household welfare be measured? How does sectoral structure and 
household welfare align with the Vietnamese Government’s economic orientation? How can 
Vietnam develop an efficient tax reform policy to carefully consider national budget deficit and 
government spending cuts, while maintaining competitive and reasonable tax rates to comply 
with international commitments? 

A CGE model will be used to indicate the impact of the Vietnamese Government’s recent tax 
reform on the economy. The model includes sixty-three sectors, twenty household groups, and 
seven factors of production, to enable the simulation of changes to a single tax category, as well 
as the combined variations of multiple taxes in various scenarios to analyse the influence of tax 
reform on sectoral restructuring, household welfare, and other key macroeconomic indicators. 

JEL Classification : C68, D58, E62, H21, H24, H25

Keywords: CGE model; Household welfare; Sectoral restructuring; Tax 
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For this purpose, the latest version of the Social Accounting Matrix (SAM) is constructed, 
based on employing the most up-to-date Input-Output Table published by the General Statistics 
Office of Vietnam, as well as other data sources. In our simulation, tariffs and the other tax 
categories are adjusted. This procedure is consistent with many FTAs and other international 
trade commitments. Our study adds to the limited literature on developing economies, and 
provides new evidence on the relationship between tax policy reform, sectoral restructuring 
and household welfare in a transition country under pressure to maintain competitive and 
reasonable tax rates in accordance with international commitments and practices.

The remainder of the paper is organized as follows. The next section presents a detailed 
review of the existing literature, along with a brief review of Vietnamese tax reforms. Section 
3 describes the data and methodologies used to examine the research questions. Section 4 
reports the simulation results and Section 5 concludes the paper.

THEORETICAL BACKGROUND

Tax reform in developing economies 

An effective tax system has been widely recognized as one of the determinants of a successful 
economic transition. The transition to a market economy raised the central question of what 
tax policy reforms and tax rates should be relevant and adopted in the context of transition 
economies. Prior studies illustrate the weakness of tax administration systems in transition and 
developing economies, such as the lack of modern business accounting standards, tax reform 
strategy (Tanzi, 1994), and the demand for a modern tax system (Tanzi and Zee, 2000). Chen 
(2003) investigated the impact of the 2008 Law on Enterprise Tax in China and found that the 
tax burden on domestic firms is more severe than that on foreign firms, suggesting the need 
to replace overseas trade taxes with domestic taxes, as well as the formulation of a sound tax 
policy. Soewardi et al. (2017) examined the effect of tax reform on fiscal policy in Indonesia, 
and found a positive relation between tax reform and the country’s economic growth, though 
tax reform significantly has adverse impact on government spending.

In a similar vein, Tanzi and Zee (2000) suggest that the ideal tax system in developing 
countries needs to promote revenue, rather than encourage excessive government borrowing. 
More importantly, the existing evidence suggests that countries with efficient tax policy 
reforms tend to receive more foreign funds and attract advanced technology and administrative 
experiences (Ji et al., 2013). They also generally achieve better economic growth (Amir et 
al., 2013).
To date, few studies have investigated the connections between tax reform, sectoral 
restructuring, and household welfare. The existing research also provides little evidence 
regarding the combination of multiple taxes in a study and investigates their role in national 
welfare and shifts in economic sectors. 
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CGE models and their use in economic policy analysis

The existing literature illustrates the importance of employing Computable General Equilibrium 
(CGE) models in estimating how an economy may respond to changes in policy. CGEs also 
capture sectoral effects and inter-sectoral linkages. Meng (2009) and Amir et al. (2013) suggest 
that CGE models are suitable for investigating the impacts of economic policies, accounting 
for numerous inter-relationships between all factors in the economy, grasping the complicated 
interactions among economic variables and policy instruments, and therefore, providing more 
accurate simulated results, relative to partial equilibrium methodologies. 

More importantly, CGE models have typically been employed to investigate the effect of 
changes in policy on the economy through a number of scenarios or controlled experiments. 
Many researchers have used CGE models to analyse the diverse impact of various tax policies 
on the national economy. The in-depth research by Emran and Stiglitz (2005) investigated the 
importance of indirect tax reforms in selected developing countries. They found that value-
added tax (VAT) adjustments negatively affect total household welfare, thus questioning the 
validity of VAT reform widely pursued by many developing economies. In a similar vein, 
Sajadifar et al. (2012) find a negative impact of VAT reforms in Iran on GDP and national 
welfare, in contrast to a noticeable improvement in total revenue. 

Whalley and Wang (2007) examined the impact of the new Law of Enterprise Tax in 
China on national welfare and found a 0.26% welfare loss under the new tax system. Similarly, 
Hooshmandi et al. (2015) employed a static CGE model and found a negative relationship 
between income tax and overall economic growth in Iran. Matovu et al. (2009) examined the 
effect of tax reform, mainly focusing on VAT and excise taxes, on household welfare in Uganda, 
and indicated that households in lower income groups tended to receive better benefits than the 
prior tax reform. Tarp and Arndt (2009) studied the case of Mozambique and found a positive 
relationship between economic growth and the new VAT system.

The Case of Vietnam

Since the 1986 Doi Moi reforms, tax reform is one of the most pressing policy improvements 
that the Vietnamese Government has achieved to be more in line with international practice 
and law, and in the wave of institutional reform, especially its broader integration into the 
international economy. Recent tax policy reforms in Vietnam have brought positive results. 
Figure 1 shows an overall upward trend in the contribution of total tax revenue to Vietnam’s 
GDP from 1994 to 2013. Since 2001, tax revenue has increased markedly. However, since 
2011, consistent with the Strategy for Reform of Vietnam’s Tax System for the 2011-2020 
period,1   the tax-to-GDP ratio has been declining.

1This strategy aims to promote economic growth, encourage exports, and accelerate the shift of the economic structure 
from agriculture to industry and services and from labour-intensive industries to capital-intensive industries, along the 
direction of industrialization and modernization.
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Figure 1: The tax-to-GDP ratio in Vietnam in the period of 1994-2013

Panel A of Table 1 describes the contribution of tax revenue and each individual tax to the 
total state budget for 2007 and 2012. The results illustrate that taxes account for 66.8% of the 
total national budget, representing the tax burden and pressure on entities in the economy. In 
addition, the share of indirect taxes (e.g. tariffs, VAT) is much higher than the direct taxes (e.g. 
corporate income tax, personal income tax). In a similar vein, Panel B presents the proportion 
of taxes in the tax structure. The results indicate that there is a tendency to gradually reduce 
the structure of indirect taxes and shift to direct taxes.

Table 1: Tax revenue statistics, tax structures and national budget in Vietnam
Panel A: Tax revenue and national budget in 2007 and 2012 (in bil VND)

# Tax revenue and national budget 2007 2012
1. Total national budget 431,057 1,038,451
2. Tax revenue 287,917 709,361

    - VAT 136,625 308,598
    - Tariff 32,006 69,762
    - Corporate income tax 111,158 298,177
    - Personal income tax 8,129 32,824

3. Percentage of tax in the national budget (%) 66.79 68.31
Panel B:  Proportion of taxes in the tax structure in 2007 and 2012

1. VAT 47.45 43.50
2. Tariff 11.12 9.83

3. Corporate income tax 38.61 42.03
4. Personal income tax 2.82 4.63

Source: The 2012 SAM

Source: The General Statistics Office of Vietnam
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Many studies have investigated the influence of changes in tax policies on the economy. 
Giesecke and Tran (2010) employ a CGE model with respect to the 2005 SAM database. Their 
study finds that tax reform causes a significant increase in investments, private consumption, 
and production for most sectors. Coxhead et al. (2013) examine the impact of carbon taxes 
on household welfare and find that new environment taxes reduce employment and increase 
poverty, leading to possible conflicts with other development policy objectives. 

Our research differs from the previous studies in several important ways. First, our 
study does not focus on one particular type of tax; instead, we investigate a wide range of 
tax categories. We aim to better understand the effect of a set of tax categories on national 
economic growth, in general, and on the sectoral structure. We analyse whether tax reform is 
in line with the government’s economic orientation. 

Second, many studies have addressed the significance of tax reform using advanced 
econometric models and a qualitative approach. However, the existing research in developing 
countries often lacks the large-scale data sources necessary to investigate the impact of 
macroeconomic policies, especially the role of tax policy reform. Some Vietnam-based studies 
have applied the CGE model, but have not focused on analysing the impact of tax reform on 
sectoral restructuring and household welfare. These studies have employed the 2007 SAM; 
hence, their simulation results may no longer be relevant to the current context. In contrast, 
our study employs a CGE model, one of the most powerful tools in macroeconomic policy 
analysis, in connection with the most updated SAM of 2012, to answer the main research 
question of whether tax reform significantly affects sectoral structure, welfare, and other key 
macroeconomic variables across different scenarios. 

RESEARCH METHODOLOGIES

Tax reform and scenarios

In this study, tax reform is defined as the changes in the tax rates of individual taxes.  It is 
undertaken based on analysing trends.  It is the roadmap for the implementation of international 
commitments and FTAs that Vietnam has signed with its trading partners.

Based on analysing the context and trends of tax reform, following the Strategy for the 
Reform of the Vietnamese Government’s Tax System for the 2011-2020 period (also see the 
previous section), we developed six scenarios. The first four scenarios simulate the individual 
changes in each type of tax: import taxes, VAT, corporate income tax, and personal income 
tax. The other two scenarios simulate the combination of such taxes to study the pooled 
effect of tax policies on the structural shift in economic sectors, household welfare, and other 
macroeconomic indicators.

Scenario 1: Reduction in import tax rates. The tendency to lower tariff rates is inevitable 
and an indispensable trend in Vietnam’s global economic integration process. However, the 
cuts should not be made immediately. The cuts follow a roadmap up to 2025.  Thousands of 
specific items are detailed. In this paper, to simulate the tendency of gradually cutting tariff 
rates, we assume that all tariff rates above 5% will be adjusted to 5%. Similarly, rates above 
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3% and below 5% will be adjusted to 3%, while rates below 3% approached 0%. 
Scenario 2: Reduction in VAT rates by 20%. According to the current VAT Law of 2008, 

there are three prescribed rates: 0%, 5%, 10%, where the majority is 10%-rated commodity 
groups. The average VAT rate for all groups is currently around 8.6%. According to the Strategy 
for Reform of Vietnamese Government’s Tax System for the 2011-2020 period, the new tax 
rate should be around 7% in 2020. In our paper, we assume that the VAT rate is reduced by 
20%, corresponding to a cutting down from 8.6% to 7%.

Scenario 3: Reduction in corporate income tax rates by 20%. Reduction in corporate 
income tax rates by 20%. This is a direct tax which is currently rated at 20% in Vietnam. The 
Vietnamese Government aims to lessen it to 17% or 15% by 2020. Thus, this rate could be 
reduced by 20%. The scenarios reduce the corporate income tax rate by 20% over the base year. 
In our paper, we assume that the corporate income tax rate is reduced by 20%, corresponding 
to a decline from 20% to an average of 16%.

Scenario 4: Reduction in personal income tax rates by 20%. We assume that the decline 
in personal income tax, which is another direct tax, would be the same as the rate of corporate 
income tax cuts.

Scenario 5: Reduction in indirect tax (Tariffs and VAT) rates while increasing direct 
tax (corporate income tax and personal income tax) rates.In the past decade, the proportion 
of direct taxes and indirect taxes in the total tax revenue of Vietnam has been substantially 
balanced. For instance, in 2012, direct taxes accounted for 52% of the total tax revenue, while 
the remaining 48% is indirect taxes. 

Scenario 6: Reduction in all tax categories. In this scenario, we simulate the situation 
where all taxes are decreased. The rate of reduction of each tax corresponds to Scenarios 1 
through 4. This is a combined scenario that examines its impact on sectoral restructuring and 
household welfare, relative to the decreased rate of each individual tax.  

Basic structure of the model

In this paper, we follow the work by Dervis et al. (1982) and Hosoe et al. (2004) to build a 
standard, competitive, small/price taking, open economy CGE model with the assumption that 
the economy is formed by five entities: producers, governments, households, investments, and 
the rest of the world: 2 

Producers

In this model, the economy is comprised of sixty-three production sectors, each of which uses 
labour, capital and intermediate inputs for production. It is assumed that the value-added is 
generated through the Cobb-Douglass production function, using the primary factors of labour 
and capital, as follows:

2 The system of equations of the CGE model, variables, and parameters are available in the Appendix. The GAMS software 
was used to solve the CGE model.
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 Aggregate output of each sector is produced through the Leontief technology. The demand 
for each of six labour categories in each sector is derived from the optimizing behaviour of 
the Cobb-Douglass and Leontief technology, and given as:

 Government

The main function of government is to collect taxes to cover government activities, transfer 
to the households, and saving for investment, according to fixed share parameters. It can be 
summarized as follows:

Government demand on each category of goods is determined by government budget for 
consumption, fixed share of the goods on the government consumption basket and the price 
(index) of the government purchasing basket, and given as:

Households

The model contains twenty types of households, characterized by location (i.e. rural, urban), 
employment area (i.e. agricultural, non-agricultural) and five income quintiles, where the 
poorest is quintile 1 and the richest is quintile 5. The household is also assumed to own all the 
types of labour. Each household group receives income from twenty labour categories, capital, 
transfers from the government and from abroad, and is given as:

Each household group spends all of its disposable income on consumption and savings. 
The consumer problem is solved by using a Linear Expenditure System (LES) function. Each 
household group faces the following constrained maximization problem:
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We employ Hicksian Equivalent Variations (EV) approach to measure the welfare change 
of each household group:

where: r represents a particular category of household; U0r, U1r, are utilities before and after the 
tax reform, respectively; and Yor denotes the budget for consumption at the base year. National 
welfare, a key indicator in assessing the overall impact of macroeconomic policies, is measured 
as the sum of individual household Equivalent Variations:

Investment

Total savings, which is assumed to be all spent in investment activities, are determined by 
applying exogenous savings rates to the income of each household group and the government.

Imports

Following Armington (1969), domestic and imported goods are imperfect substitutes. Each 
domestic institution allocates its total demand between the domestic and imported goods, so 
as to minimize the total expenditures, subject to the CES function:  

Exports

The relationship between exports and the supply for domestic use is assumed to be represented 
by a Constant Elasticity of Transformation (CET) function. Each firm allocates its output 
between the domestic and export markets so as to maximize revenue, subject to the CET 
function:
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The Model Calibration

In the calibration stage, it is crucial to select the data input from the SAM and other information 
sources to run the CGE model. Accordingly, we constructed the SAM 2012 for the model 
calibration. It is assumed that the equilibrium is observed in the current economy. Model 
parameters are computed so that the general equilibrium is obtained when all price variables 
are equal to one. Calibration for most functions in the model is relatively straight forward. 
All other model parameters (i.e. tax rates, saving rates, distribution coefficients, average 
budget share for household consumption, production elasticity of labour, capital) have been 
determined, based on the SAM data. The CES and CET parameters were based on the work 
by Nguyen and Nguyen (2014). 

RESULTS

Tax reform and key macroeconomic indicators

Table 2 presents the impacts of tax reform on key macroeconomic indicators across six 
scenarios. The results indicate that the output of the economy tends to increase in all scenarios, 
especially Scenarios (5) and (6). In addition, the tax reduction has put tremendous pressure 
on the government’s total budget, particularly Scenario (6), when the government’s budget 
decreases by 20.51%. In terms of trade balance, the import and export values increase in all 
scenarios, especially Scenarios (1), (5), and (6). This suggests that under the impact of the 
tax scenarios, Vietnam’s economy integrates deeper into the world economy with higher 
import and export values. This aligns with the government’s orientation. Tax reform plays an 
important role in encouraging competitiveness, expanding production, and minimizing the 
adverse effects of price fluctuations. However, it is also worth noting that there are signs of an 
increased shift in the trade deficit across six scenarios, as the increase in total exports could 
not offset the surge in total imports.

We also find that household welfare is more inclined to rise. This is especially true for 
Scenario (6), with the highest household welfare of 6.02%, as compared to the other scenarios, 
though there is a significant fall in government revenue. Hence, the government is questioned 
to consider cutting all tax rates, along with cutting government spending in Scenario (6), 
or lowering indirect tax rates, while raising direct tax rates in Scenario (5). This raises the 
need for Vietnam to carefully consider either cutting tariffs (Scenario 6), along with cutting 
government spending, or reducing the indirect tax rates, in combination with increasing the 
direct tax rates (Scenario 5).

Overall, these results are consistent with Chen (2003), who shows that the tax reduction 
policy tends to cause a national budget deficit, and thus, puts pressure on the fiscal policy of the 
government. Furthermore, our results are in line with those of Matovu et al. (2009), indicating 
that household benefits tend to increase, relative to the tax system, prior to the reforms.
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Table 2: The impacts of tax reform on key macroeconomic indicators across six scenarios
Indicators (1) (2) (3) (4) (5) (6)
Outputs 0.175 0.180 0.033 0.003 0.314 0.382
Export 1.050 0.359 0.114 0.011 1.273 1.543
Import 1.221 0.380 0.112 0.011 1.466 1.734
National Budget -4.249 -6.736 -8.152 -0.896 -1.593 -20.515
- Tariff -47.180 4.941 4.702 4.533 -47.206 -47.096
- VAT 0.381 -18.577 0.296 0.032 -18.557 -17.989
- Ktax 1.656 2.750 -19.875 0.017 25.102 -16.290
 - Ltax 1.375 1.806 -0.280 -20.025 24.225 -17.696
Welfare 1.329 2.215 2.122 0.235 1.109 6.022
Source: The 2012 SAM

Tax reform, sectoral restructuring, and household welfare

In this section, we examine the effects of tax reform on sectoral restructuring and household 
welfare across all simulated scenarios. Table 3 illustrates that construction and public service 
sectors experience the greatest decline in their outputs. More specifically, Scenario (6) had 
declines of 5.88% in construction and 3.72% in the public service sectors. This trend suggests 
that tax reform is in line with Vietnam’s current tightening fiscal policy, cutting public 
investment and services, and reducing the state budget deficit, in accordance with Resolution 
No.11/NQ-CP by the Vietnamese Government in 2011 on controlling inflation, stabilizing the 
macro-economy, and ensuring social welfare. Furthermore, financial services, communications 
services, mining, and fishing, also benefit from the tax reform, while the tax reform causes 
adverse impacts on the output of the crop cultivation sector (i.e. loss of 1.49% in Scenario (5)). 

The textile and garment sector, on the other hand, appears to be negatively influenced, 
and may lose its competitiveness in both domestic and international markets, especially in 
Scenarios 2, 5, and 6, with a decline of 0.76%, 1.31%, and 0.47%, respectively. The reason 
might be caused by an increase in the wage rate, which then lead to the shift in production 
from labour-intensive sectors (e.g. textiles, garments) towards more capital-intensive sectors 
(e.g. machinery, equipment). 

In general, the results in Table 3 show that the tax cuts across all scenarios, especially 
Scenario (6), illustrate a shifting tendency in the structure of the economic sectors from 
agriculture to manufacturing and services. In addition, in the manufacturing sector, there is 
a clear shift from labour-intensive industries to capital-intensive and high-tech industries. 
Furthermore, the results of Scenario (6) show that the impact of tax reform on sectoral 
restructuring appears to be the strongest. These changes are consistent with the industrialization 
strategy, and the expansion of the manufacturing and service sectors, which the Vietnamese 
Government targets by 2020. These results suggest that the reduction in all tax categories 
should be the best solution for Vietnamese policymakers. 

The results expand the works of Tanzi and Zee (2000) and Amir et al. (2013).  The results 
also add to the limited evidence in transition economies and suggests that the reduction in tax 
rates causes positive changes in the sectoral structure.  This was proven by the transfer from 
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labour-intensive towards capital-intensive sectors, increasing the proportion of manufacturing 
and services, in the direction of industrialization and modernization.

Regarding Vietnam’s current situation, considering the correlation between the budget 
deficit problem and the implementation of international commitments, the Vietnamese 
Government is currently very sceptical about whether to increase, decrease or maintain current 
tax rates for both direct taxes and indirect taxes in response to a new tax law draft for the 
purpose of restructuring the tax system and balancing the budget revenue. Many countries 
around the world tend to reduce direct taxes (e.g. corporate income tax, personal income 
tax) to create favourable conditions for enterprises to improve their income and international 
competitiveness. Subsequently, it is customary to regulate indirect taxes (VAT and import tax), 
alongside the restructuring of government spending. Our results support this trend and suggest 
that indirect taxes should also be reduced, as the reduction in tax rates causes positive changes 
in sectoral structures.  This was proven by the transfer from labour-intensive towards capital-
intensive sectors, increasing the proportion of manufacturing and services in the direction of 
industrialization and modernization. We also find that, in the scenario in which all categories 
of tax are diminished, the impact of tax reform is strongest and the highest level of household 
welfare is created.

Figure 2 clarifies the impacts of reducing tax across all four tax categories by industry 
(Scenario 6). It clearly illustrates that, by lowering the tax rates, there are positive changes 
in the sectoral structure.  This is proven by the transfer from labour-intensive (e.g., crop 
cultivation, textiles, and garments) towards capital-intensive sectors and the upward tendency 
in the proportion of manufacturing and services.

Figure 2: Scenario (6) and changes in sectoral structure

Tax cuts are more likely to cause income inequality and a distortion in household welfare. 
Consequently, we examine the impacts of tax reform on household welfare by household 
groups across six scenarios. In our model, households are disaggregated into twenty groups, 
where the first ten groups are located in urban areas, while the other ten groups are based in 
rural areas. In each area, we categorize household groups into agricultural and non-agricultural 
activities. In Table 4, the simulation results show that total national welfare increases in all six 
scenarios, where the highest level is in Scenario (6). However, the benefits of cutting taxes are 
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not evenly distributed among household groups. We also find that household groups in urban 
areas clearly gain more benefits from tax reductions than rural households. More importantly, 
non-farm households tend to receive higher benefits than farm household groups in urban 
areas. In contrast, in rural areas, groups of households involved in agricultural activities are 
more likely to obtain higher welfare than non-agricultural groups. 

Our results expand upon the works by Emran and Stiglitz (2005), Whalley and Wang 
(2007), Matovu et al. (2009), and Sajadifar et al. (2012). We indicate that tax reform has a 
different impact on household welfare in rural and urban areas. Hence, we recommend that 
Vietnam provide a reasonable support mechanism to create fairness in the income distribution 
between urban and rural areas, as well as between agricultural and non-agricultural activities.

 CONCLUSION

To boost production and business, and encourage investment, tax incentives are widely applied 
in both developed and developing countries. Theoretical and practical evidence suggests that, in 
some cases, and in some economic development stages, tax incentives can help boost economic 
growth and industrial restructuring. This is also a policy that reduces state budget revenue, 
distorts the allocation of resources and income, and increases the complexity of the tax policy 
system.  In this paper, we develop several scenarios to investigate the relationship between tax 
reform and sectoral restructuring, household welfare, and other key macroeconomic variables 
using a CGE approach, in association with Vietnam’s 2012 SAM. Tariffs, VAT, corporate 
income tax, and personal income tax are taken into consideration. 

Our results reveal that a tax reduction policy causes a national budget deficit, raising 
the need for Vietnam to cautiously consider cutting tariffs and/or VAT, along with cutting 
government spending, or reducing indirect tax rates, in combination with increasing direct 
tax rates. We find that the reduction in tax rates causes positive changes in sectoral structures.  
This was proven by the transfer from labour-intensive towards capital-intensive sectors, 
increasing the proportion of manufacturing and services in the direction of industrialization and 
modernization. We also find that, in the scenario in which all categories of tax are diminished, 
the impact of tax reform is strongest and the highest level of household welfare was created. 
Furthermore, our study indicates that total household welfare increases across all six scenarios, 
though the benefits of cutting taxes are not evenly distributed among the household groups. 
This suggests that tax reform has a different impact on household welfare in rural and urban 
areas. Overall, our findings provide new evidence in the ongoing effort to understand the 
relationship between tax policy reform, industrial restructuring and household welfare in the 
context of a typical transition economy. 

Our results have important implications for policymakers and regulators. Firstly, prior to 
the promulgation of a tax reduction policy, Vietnam needs to analyse its costs and benefits. 
Priority needs to be placed on comparing the benefits of the tax reform over the opportunity cost 
of implementing such a policy, in accordance with international commitments and practices. 
Secondly, Vietnam should continue to accelerate their reform of the tax system and apply best 
international practices. The reform of tax incentives must be in line with the tax policy system, 
must be consistent with the country’s growth model, and must focus on expanding the tax base. 
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At the same time, it should maintain a competitive and reasonable tax rate, in accordance with 
international commitments and practices, and create a rational mechanism to compensate for 
the household groups negatively affected by the policy.

This study has some limitations. The CGE model employed is a static model and the tax 
rate used for the study is the average rate across all sectors. Therefore, the trend of the reduction 
in tax rates over time was not included. In the static mode, the analysis regularly emphasises 
the influence of specific policy changes. It is unable to incorporate changes in all exogenous 
factors which alter (or are expected to change) over some period of actual time.
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APPENDIX

Complete set of the model’s equations

The model can be described by the following n2+ 16n + 4+(n+1) (h+l) equations, which are 
which are exactly as many as endogenous variables(n is the number of sectors, n = 63; l is the 
number of labor factors , l = 6; h is the number of household groups, h = 20). The complete 
set of equations can be presented in the following order.

A. Production Block

         (j=1,2,…,n; t=1,2…,l)

         (j=1,2,…,n)

 
j

j
j v

V
X =        (j=1,2,…,n)

 jijij XaX =        (i=1,2,…,n;j=1,2,…,n)

 ∑∑ −−−=
t tjti jii

i
jjjj LWXPtXP )1(*π    (j=1,2,…,n)

B. Government Revenue and Household Income Block
 

 
C. Demand Block
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         (j=1,2,…,n)

         (j=1,2,…,n)
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D. Domestic supply block

         (j=1,2,…,n)

E. Market equilibrium block

         (t=1,2,…,l)

        (j=1,2,…,n-1)
  

F. Price block
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Table A1: List of parameters used in the CGE model
σj  Elasticity of substitution

δj CES share parameter for domestic good consumed
CES efficiency parameter

φj Elasticity of transformation

γj CET share parameter for domestic good supplied
Nj CET efficiency parameter
βtj Labour elasticity of production

βkj Capital elasticity of production
Āj Production function efficiency parameter
aij Input coefficient
νj Value added coefficient

αjr Household’s budget share for consumption
spr Household saving rate
sg Government saving rate
hj Share of investment expenditure
kj Share of government consumption expenditure
tL

d Direct tax rates on labour
tK

d Direct tax rates on capital
tj

i Indirect tax rates
tj

m Import tax rates
tj

e Export tax rates
Trp Government transfer rate to household
dL

rt Distribution rate of labour
dK

rt Distribution rate of capital
dT

rt Distribution rate of government transfer

Table A2: List of Endogenous Variables used in the CGE Model
 Output of sector j
Xij Intermediate input 
 Lj Labour input
Vj Value added
πj Profit of sector j
 Yr Household income
T Government revenue
Cj Household consumption 
Gj Government consumption
 Ij Investment 
 Qj Total domestic demand
 Dj Demand for domestic goods
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 Mj Import
Ej Export
Sj Supply for domestic usage
Wt Wage rate
PDj Price of domestic goods
PMj Price of imported goods
PEj Price of exported goods
Pj Price of composite good 
P*

j Aggregate price of output 
ER Exchange rate
PVj Price of value added
PI Price index of investment basket

 PG Price index of government consumption

Table A3: List of Exogenous Variables used in the CGE Model
 K The stock of capital
 Lt Labour supply

Fg Foreign transfer to government 
 Fp Foreign transfer to household
FDi Foreign direct investment

 PWm World price of imported good
 PWe

j World price of exported good

Table A2 (Cont.)


