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Abstract 

This paper analyses a revenue neutral reform of the Spanish tax system. Differentiated VAT rates on all products except 

alcoholic beverages and tobacco would be eliminated and replaced by a single uniform rate of tax. This could lead to 

substantial efficiency gains by reducing distortions in consumption and production decisions, as well as administrative and 

compliance costs. The current system also has the peculiarity of being slightly regressive, meaning that unlike most other 

similar reforms, this one would also lead to gains in terms of equity. 
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1. Introduction 
 

This paper analyses a simulated revenue neutral reform of VAT in Spain. The country currently has differentiated rates of 

VAT. Switching to a system with a single uniform rate might be particularly beneficial in terms of efficiency. However, 

differentiated rates are often used for equity objectives. This paper shows that the current Spanish tax system is slightly 

regressive and thus analyses why such a reform could have benefits both in terms of efficiency and equity. 

 

2. The Reform: Description and Background 
 

Spain currently has a standard VAT rate of 21%, a reduced rate of 10%, a super reduced rate of 4% and a number of VAT 

exempt products (European Commission, 2021). This reform would eliminate differentiated rates and replace them by a single 

uniform rate for all products except alcoholic beverages and tobacco. It would be carried out in this way as differentiated rates 

on this product category are usually implemented not only to raise revenue but also to reduce externalities and for public 

health reasons, meaning there is a rationale for not changing them. Currently, Spain is one of the EU countries with the largest 

share of goods not subject to the standard VAT rate (Figure 1: Bach et al., 2021), meaning there is potentially great scope to 

reduce the standard rate. 

 

 
 

Figure 1: Share of the Standard VAT Rate as a percentage of the whole VAT Taxable Base (Year 2000) 

Source: Bach et al (2021) 

 

A tax system’s efficiency is typically measured by c-efficiency which decomposes efficiency into two measures: the policy and 

compliance gaps; it could be improved upon as those measures are not zero (Table 1: Keen, 2013). The policy gap is zero if 

a uniform rate of VAT is applied to all final consumption and the compliance gap measures how much tax evasion there is. 
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Table 1: C-Efficiency in 15 European Countries in 2006 

Source: Keen (2013) 

 

3. Literature Review 
 

3.1. Advantages of the reform 

 
Such a reform would improve the efficiency of the Spanish tax system. According to optimal tax theory, having a uniform rate 

is beneficial as Mankiw et al. (2009) argue that only final goods being taxed, and typically at a uniform rate, is one of the main 

lessons of this literature. This outcome is efficient as it does not distort production decisions by avoiding taxation of 

intermediate goods and aims at reducing distortions in consumer behaviour when choosing between products.  

 

Rate differentiation is achieved in two ways: reduced rates (potentially even rates of 0%) or having tax exempt products, Spain 

uses both methods. Exemption is seen as more problematic in the optimal taxation literature: it leads to higher administration 

and compliance costs and impacts economic efficiency by breaking chains of VAT (Abramovsky et. al, 2017).  

 

A uniform rate of VAT also means that taxpayers need to supply less information to the tax authority which reduces compliance 

costs. Bach et al. (2021) find a positive correlation between having a higher number of differentiated rates and higher 

compliance costs. 

 

Less information being supplied by taxpayers also means less scope for tax evasion. According to Keen and Smith (2006), 

this removes the incentive for taxpayers to misclassify their commodities so that they are taxed at a lower VAT rate than what 

they should be and reduces the problem of traders abusively claiming refund entitlements when they use inputs taxed at a 

higher VAT rate than the final products they sell.  

 

A uniform rate also means avoiding litigation and lobbying costs for the tax treatment of goods. With several rates, producers 

might try to have their product be considered as fitting in the lower tax category (Abramovsky et. al, 2017).  

 

Finally, rate differentiation is often said to be done to reduce inequalities. Often, food is taxed at a reduced rate because its 

budget share is higher for poorer households. Boeters et al. (2010) argue that sometimes the aim of such policies is not to 

reduce inequalities. They study the German tax system and emphasise that rate differentiation acts in part as “industry-specific 

subsidies”, obtained through lobbying efforts. This means that when they test a potential removal of rate differentiation, they 

find a very small negative impact on equity. However, Abramovsky et. al (2017) highlight that such effects on inequality cannot 

be assessed generally but are specific to each tax system and therefore remain a largely empirical question. 
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3.2. Drawbacks of the reform 

 
There is an efficiency argument for having differentiated rates. According to Ramsey (1927), in a model with a single individual 

and where revenues can only be raised through commodity taxes then there should be multiple rates so that the compensated 

demand for each product is reduced by the same amount - this can be implemented by using differences in elasticities of 

demand (Baumol & Bradford, 1970). Diamond (1975) highlights that when such a Ramsey rule is applied, there is a trade-off 

between efficiency and equity; the goods with the smallest elasticities, which should be taxed the most, tend to be necessities 

such as food that make up a larger budget share for poorer households. Similarly, Corlett and Hague (1953) and Kleven (2004) 

advocate differential taxation of goods, but based on whether a good is complementary with leisure or not.  

 

Differentiated rates also allow for lower taxation of goods most prone to tax evasion which reduces the incentive to evade the 

tax (Abramovsky et. al, 2017).  

 

Finally, equity objectives are often the argument put forward for having differentiated rates. Rate differentiation is often 

designed to reduce the tax burden on poorer households by having reduced rates on necessities like food. Hossain (1995) 

studies a reform in Bangladesh that substitutes having multiple differentiated rates for a single uniform rate of taxation and 

finds that such a reform decreases overall welfare as it raises inequality. However, this result is sensitive to how averse to 

inequality society is modelled to be.  

 

4. Data Analysis 
 

The proposed reform is tested using 2020 data on consumption expenditures from the Spanish national statistics agency (INE, 

2020); individuals are divided into quintiles according to the amount of their consumption. Revenue currently raised is 

calculated per quintile and then summed across households; a new uniform rate that raises the same amount of revenue is 

then computed. This allows us to know what share of total spending is devoted to VAT on average per household in each 

quintile. Moving to a uniform rate of tax would typically be assumed to be regressive. But here, as shown in the graph below, 

the initial system is slightly regressive while the proposed one has a completely flat distribution. 

 

 
Figure 2: Average Share of VAT in Total Spending per Quintile Before and After the Reform 

Source: INE (2020) Based on Expenditure Quintiles 
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Using expenditure quintiles for those calculations is better than using income quintiles as it captures the fact that individuals 

tend, to a certain extent, to smooth their consumption over their lifetime so that incomes vary more than consumption (Stiglitz 

& Rosengard, 2015). Consumption quintiles are then a better representation of an individual’s place in a society’s wealth 

distribution. The system is seen as only very slightly regressive, probably in part because of this smoothing effect of 

consumption data instead of income data. Poterba (1989), for example, observes that taxes on motor fuels are far less 

regressive when taking into account consumption data instead of income data because of this smoothing effect.  

 

The initial regressivity of the Spanish tax system may seem surprising as rate differentiation is often carried out for equity 

objectives. Such regressivity can be explained because some necessities like food are subject to a reduced rate, while other 

goods such as education are tax exempt, even though they can be considered to be luxuries as they are a larger budget share 

for richer households as shown in the two graphs below. 

 

 
Figure 3: Budget Shares of Food and Non-Alcoholic Beverages per Quintile (Product Category 01) 

Source: INE (2020) Based on Expenditure Quintiles 

 

 
Figure 4: Budget Shares of Education per Quintile (Product Category 10) 

Source: INE (2020) Based on Expenditure Quintiles 

 

This analysis is carried out in a revenue neutral way: the initial and the proposed tax systems raise the same amount of 

revenue meaning that the macroeconomic effects on the government’s deficit do not have to be considered. This is done 

assuming behavioural responses to the tax away. To take them into account would require having data on elasticities of 

demand for each quintile, which is not available. In reality, consumption patterns are affected by changes in the structure of 

taxation (Andrikopoulos et al., 1993). Although, it can be assumed that despite changes in behaviour, sufficient revenue should 

be raised as a result of the lower administrative and compliance costs, and the reduced tax evasion with such a reform. This 

is reinforced by Hossain (1995) who argues that as total expenditure should not change with such a reform, the tax in theory 

still manages to raise the required revenue, making such an assumption valid. 
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5. Conclusion 
 

Eliminating the many different rates of VAT in the Spanish tax system and substituting them with a single uniform rate would 

potentially have substantial benefits. In terms of efficiency, less information would have to be supplied by taxpayers which 

would reduce the scope for evasion. Litigation and lobbying costs for the VAT classification of products would also be 

eliminated. A simpler system also means a reduction in administrative costs. Such efficiency gains can often only be achieved 

at the cost of higher inequalities, but since, in this case, the current system is slightly regressive, making the tax burden flat 

could also be beneficial in terms of equity.  
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