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Abstract: The Southern Region of Europe is economically well-developed with highly 

industrialized urban areas and with great agricultural potential. The empirical analysis is 

based on an econometric assessment that measures the impact of the VAT on the rate of 

economic growth for years between 1996 and 2017. The empirical evidence highlighted a 

significant positive impact of VAT on economic growth, but a poor and ineffective use of the 

tax revenues during the period under review. Moreover, evidence revealed relatively high 

rates of VAT in the countries analyzed, with negative impact on the aggregate consumption 

and a diminishing effect of the consumer’s income. 

Keywords: indirect taxes, panel data regression, VAT, economic growth rate. 

JEL Classification: H29, H24 

1. INTRODUCTION 

The southern region of Europe, well-known as the Mediterranean Europe, is 

an economically well-developed area characterized by large regional and 

geographical extension, rich in resources, with a great agricultural potential and 

varied culture. Although the economic development of Southern Europe has been 

slow over time, the areas around the large cities are heavily industrialized and rural 

areas are mainly characterized by agricultural activities. The study presented in this 

paper includes an econometric analysis performed at the level of the following 

countries, which are geographically located in southern Europe: Spain, Portugal, 

Italy, Bulgaria, Greece, Slovenia, Croatia, Malta and Cyprus. 

Furthermore, Southern Europe has two major areas with a rapid pace of 

economic development and industrialization such as the north of Italy (the Milan 

region) and northern Spain, in the Catalan region near Barcelona. Moreover, Italy 
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has the most industrialized economy in the South European region and Milan is the 

industrial, economic and financial center of Italy. Additionally, Spain and Italy led 

to the formation of the European Community (ECC), which later became the 

European Union (EU) and facilitated these nations the export of agricultural 

products and the import of other necessary goods in order to compete with other 

well industrial-developed economies. 

In general, taxes are levied by governments as a solution to the fulfillment of the 

duties towards the society. The financing of governmental expenses is a subject of 

great interest because the public financing is based on the incurring of some incomes 

and expenses completed by the public authorities and very often, they are influenced 

by the political environment. Thus, fiscal policy plays an important role in debating 

who should pay the taxes and how to use the revenues as effective as possible. Public 

revenues include collections of taxes, services and goods provided by public 

institutions, taxes on the profit of private companies, tariffs, fines, penalties. 

At the level of Southern Europe, indirect taxes include value added taxes, 

custom duties (mainly applied to import operations), excise duties and environmental 

taxes. Also, at EU level, value added taxes and excise duties are harmonized, which 

means that the objectives of applying these taxes are set by European directives 

implemented in the national law of each Member State. On the other hand, it can be 

stated that the value added tax is the indirect tax with the highest share in public 

revenues from indirect taxes, but also the indirect tax with which frequent fraud is 

carried out, thus the big gap between what was supposed to be received and what is 

actually received, a phenomenon known as the VAT gap. Usually, indirect taxes are 

levied on consumption and the fiscal burden is borne by the final consumer. 

Therefore, in order to highlight the impact of indirect taxes on economic growth in 

the southern region of Europe, the study is based on empirical results at the level of 

nine countries in the southern region for a period of time from 1996 to 2017. 

The study carried out mainly aims to estimate the economic impact of the 

value added tax on the rate of economic growth. For the accuracy of the model, the 

analysis also includes the following explanatory variables: government 

expenditure, the share of imports in GDP and the corruption perception index as 

control variable. The paper is structured as follows: the first part comprises a 

synthesis of the studies previously conducted based on the quantification of the 

economic impact of indirect taxes on economic growth, the second part includes 

the presentation of the research variables and the methodology addressed. 

Furthermore, the third part of the study includes the analysis of the empirical 

results and the last part presents the conclusions. 
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2. SYNTHESIS OF THE PREVIOUSLY EMPIRICAL EVIDENCE  

IN OTHER STUDIES 

Ahmad S. et al. (2018) investigate the relationship between economic 

growth and indirect taxes for Pakistan. The analysis was based on an annual 

database (1974 – 2010), using as methods Philips Perron and Dickey Fuller tests to 

verify the stationarity of each variable. Also, the ARDL (Auto Regressive 

Distributed Lag) test was applied in order to check the long- and short-term impact 

of the variables. The authors concluded that on long run, indirect taxes have 

significant negative impact on economic growth, and on short term, the coefficients 

related to them are not significant. Much more, evidence showed that an increase 

with a percentage point of indirect taxes would lead to an economic downturn of 

1.68%. The author’s study underlines the need for a precise focus on leading the 

tax base to direct taxation in order to balance the economic growth. 

Engen E. and Skinner J. (1996) analyze the impact of tax reforms on 

economic growth by considering the long-term economic growth rates in the US 

economy through three approaches. The first approach consisted of examining 

historical data in the US economy to determine if any tax cuts were associated with 

economic growth. The second approach presents the results at the level of other 

countries and the third approach uses results from the micro level by studying the 

job offer, the demand for investments and the increase of productivity. The authors' 

conclusions underline modest effects from levels of 0.2 to 0.3 percentage points 

difference between growth rates and tax reforms. They also believe that such small 

effects have significant impact on the living standards. 

Poulson B.W. and Kaplan G.J. (2008) explore the impact of fiscal policies 

on economic growth through an endogenous growth model and with the help of a 

range of regression equations that estimates the economic impact of US taxes from 

1964 to 2004. The findings of the study reveal significant negative impact of 

marginal tax rates and stress on the importance of controlling the regressive, 

convergent and regional influences in order to isolate the effects of taxation on 

economic growth. Furthermore, and among the first studies to analyze the effects 

of indirect taxes on economic growth, are those of Harberger (1964), who showed 

that the effects of indirect taxes on investments are insufficient to stimulate 

economic growth. Within the model tested, possible changes of the fiscal 

components do not impact the labor force and the investments, fact which leads to 

insignificant changes of the economic growth. Moreover, Harberger's study 

focuses on analyzing the effect of indirect taxation on labor growth. 
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For the analysis of the effects of indirect taxation on economic growth in 

South Africa, Koch, Schoeman and Van – Tonder (2005) use series of data for 

the period 1960-2002, analysis in which they firstly consider the relationship 

between taxation and economic growth and secondly the effects of the ratio 

between indirect taxes measured as percentage of total tax revenues and economic 

growth. They note that an increase in indirect taxes, compared to direct taxes, has 

the effect of reducing the economy. At the level of 22 OECD member countries, 

for the period 1960 – 1990, Madsen and Damania (1986) note that a change from 

direct to indirect taxation has no impact on long-term economic activities. 

Musanga (2007) investigates the relationship between indirect taxes and 

economic growth in Uganda using a database from 1987 to 2005. The conclusions 

of the study show that a change with a percentage point in indirect taxes leads to an 

economic downturn of 0.53%, which indicates a great potential to generate tax 

revenues based on the quotas imposed. Another study conducted for the Turkish 

economy, investigates the relationship between direct and indirect taxes and 

economic growth, using data for the years 1968 – 2006. The authors, Arisoy and 

Unlukaplan (2010) concluded that indirect taxes are significantly and positively 

correlated with economic growth in Turkey. 

Aamir et al (2011) analyze the impact of indirect taxes on economic growth 

in Pakistan and India for 2000-2009 and conclude that for Pakistan, indirect taxes 

are statistically significant and have positive impact on growth. Moreover, Scarlet 

(2011) uses standard growth functions to investigate the relationship between 

taxation and economic growth in Jamaica. The study covers quarterly time series 

from 1990 to 2010 and shows that there is a significant positive relationship 

between indirect taxes and long-term economic growth. 

Boussalham (2018) analyzes the impact of corruption on economic growth 

in countries in the Mediterranean area for a period of time between 1998 and 2007 

with the help of an econometric regression and models with fixed and random 

effects. The dependent variable of the model is the GDP per capita as factor of 

economic growth and as explanatory variable, the perception index of corruption. 

Following the study, it has been shown that the economic growth rate is negatively 

influenced by the corruption in the analyzed area. 
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3. RESEARCH METHODOLOGY AND DATABASE 

In order to further analyze the economic impact of VAT on economic 

growth rate in Southern Europe, an econometric model is estimated with EViews 

software. The econometric model is based on a multiple regression equation and 

the estimation method it the “least squares”. 

The following is the regression equation: 

 

  

 

 

PIB_grateit = + 1 ∙ VATit + ∙ Gov_expit + ∙ Importsit + 4∙ 

Corr_indexit+ it 

Where y – dependent variable, constant, k – coefficients of explanatory 

variables, 𝑥𝑘 – explanatory variables, i – country, t – year/date, it – error 

coefficient. 

The dependent variable of the model is the rate of economic growth 

measured in real values of the Gross Domestic Product (GDP). GDP is an element 

that measures economic activity in terms of goods and services produced within a 

country, less the value of goods and services in their production process. The 

growth rate compares the economic evolution of a country in time as it highlights 

similar or different aspects between economies of different sizes. 
 

Table-1. Descriptive statistics of the dependent variable (Southern Europe) 
 

Variable Average Mean Maximum 

value 

Minimum 

value 

Standard 

deviat

ion 

Observations 

Economic 

Growt

h Rate 

2.120101  

2.818

565 

 9.621648 -9.132494 3.209105 198 

 

Source: Author’s own processing using EViews; 

The values of the variables are measured on a yearly basis between 1996 and 

2017. Depending on the availability of the data, the characteristics of the research 

variables are presented in the table below. 

  

yit = +∑ 𝜷𝒌
𝒏
𝒌=𝟎 𝒙𝒌,𝒊𝒕it       
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Table-2. Variables 
 

Name Description Source 

I. Dependent Variable 

PIB_grate Real GDP growth rate 

 

Online Eurostat and World 

Bank databases 

II. Explanatory Variables 

VAT VAT values measured as percentage of total 

fiscal revenues 

 

 

Online Eurostat database Imports Imports of goods and services measured as 

GDP percentage 

Gov_exp Public government expenditure, measured as 

GDP percentage 

Gross_capital Gross capital formation measured as 

percentage of GDP. Represents the net 

procurement of goods and services by 

resident units, produced during the 

period under review, but not consumed. 

Includes gross fixed capital formation 

and stock changes. 

 

 

Online Eurostat and World 

Bank databases 

Corr_index This variable is based on the Corruption 

Perception Index (CPI), a composite 

index that measures, with the help of 

questionnaires, the level of corruption 

perceived by the population of 183 

countries. For the measurement it is 

considered a score from 0 (very corrupt 

state) up to 100 (very low level of 

corruption). 

 

 

 

The Heritage Foundation 

online database 

 

Source: Author’s own processing; 

The minimum value of economic growth was -9.13% recorded by Greece in 2011 

and the maximum value of 9.62% was registered by Malta in 2015. 
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4. CONCLUSIONS AND ANALYSIS OF THE EMPIRICAL EVIDENCE 

The figure below shows the evolution of the economic growth rate in 

Southern Europe for the period under review. During 2009 – 2010, the aftermath of 

the financial crisis of 2007 is visible and significant. 

Figure-1. Economic growth rate in Southern Europe (1996 – 2017) 

 

Source: Author’s own processing using Eviews 7; 

The results of the estimation of the variables highlight negative values for VAT, 

government expenditure and corruption perception index. Therefore, at an increase 

with one unit of the above-mentioned variables, an economic downturn of 0.06%, 

0.6% and 0.03% will be recorded. The explanatory variable related to the VAT 

revenues affects the economic growth rate in a negative way, as a result of the high 

VAT rates in the analyzed countries, which have negative effects on the aggregate 

consumption and an effect of diminishing the disposable income of the consumers. 

The gross capital formation represents the accumulation of fixed assets and 

services needed by the resident units in order to carry out their economic activities. 

The growth coefficient related to gross capital formation, confirms a high degree of 

economic development. Furthermore, government spending leads to economic 

downturn, which accentuates an inefficient allocation of public revenues. 
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Table-3. Estimation results 
 

Dependent Variable: PIB_GRATE   

Method: Panel Least Squares   

Sample: 1996 2017   

Periods included: 22   

Cross-sections included: 9   

Total panel (balanced) observations: 198  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     C 9.048280 2.447423 3.697064 0.0003 

VAT -0.060024 0.026216 -2.289609 0.0231 

GOV_EXP -0.636264 0.104631 -6.081043 0.0000 

GROSS_CAPITAL 0.297608 0.036756 8.096922 0.0000 

IMPORTS 0.023151 0.005981 3.870464 0.0001 

CORR_INDEX -0.031515 0.014635 -2.153387 0.0325 

     
     R-squared 0.398239     Mean dependent var 2.120101 

Adjusted R-squared 0.382568     S.D. dependent var 3.209105 

S.E. of regression 2.521614     Akaike info criterion 4.717510 

Sum squared resid 1220.839     Schwarz criterion 4.817154 

Log likelihood -461.0335     Hannan-Quinn criter. 4.757842 

F-statistic 25.41266     Durbin-Watson stat 1.276877 

Prob(F-statistic) 0.000000    

     
     Source: Author’s own processing using EViews 7; 

 

Table-4. Probabilities and coefficients of the explanatory variables 

Explanatory variables Coef Prob Effect 

C 9.048280 0.0003  

VAT 

-0.060024 0.0231 

Economic downturn of 

0,06% 

GOV_EXP -0.636264 0.0000 Economic downturn of 0,6% 

GROSS_CAPITAL 0.297608 0.0000 Economic growth of 0,3% 

IMPORTS 0.023151 0.0001 Economic growth of 0,02% 

CORR_INDEX 

-0.031515 0.0325 

Economic downturn of 

0,03% 
   

Source: Author’s own processing using EViews 7; 

Legend: * 5% significance level; 
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5. CONCLUSIONS 

The results of the empirical study for Southern Europe show positive impact 

of VAT on economic growth. Government spending leads to a statistically 

significant decrease, which indicates the inefficient and unproductive use of public 

expenditure. Imports, measured as percentage of the Gross Domestic Product, have 

positive impact (economic growth by 0.02%) on the economic growth, also the 

VAT revenues lead to economic downturn, which reveals a high level of VAT rates 

in the countries analyzed, which also has negative effects on the aggregate 

consumption and a diminishing effect of the disposable income of the consumers. 

Gross fixed capital formation has positive impact on economic growth and 

underlines a high degree of economic development. Corruption is considered a 

strong impediment to economic growth and development, moreover, the 

corruption perception index is a useful tool in quantifying the level of corruption 

in a country. Thus, the results obtained in this study confirm a negative link 

between corruption and economic growth, as has been shown in other reference 

studies (Boussalham, 2018). 
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