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demand functions, but only their reaction to price changes, moving from the 
observed starting point2. 

Recent developments in the literature on tax reforms – building on the work 
of Atkinson and Stiglitz (1976) – suggest that differential commodity taxation 
is not justified. This implies that there is no reason for studying commodity 
tax reforms, as a welfare improvement can be obtained by reducing 
commodity tax differentials, even starting from a non-optimal situation in 
terms of (non-linear) income tax (Kaplow, 2004). At the limit, it would be 
advisable to remove commodity taxes altogether. Nonetheless, we think that 
valid reasons exist for studying commodity tax reforms. First, the conclusions 
of Kaplow (as the author repeatedly states), as well as those of Atkinson and 
Stiglitz, fundamentally depend on the assumption of weak separability 
between leisure and other goods in the consumers’ utility function – an





eJournal of Tax Research  Commodity Tax Reforms In A Many Consumer Economy   

comparing concentration curves multiplied by the respective marginal cost of 
funds. If one of them lies below another along the whole population range 
(stochastic dominance), then there is no need to define social weights: a social 
welfare improving tax reform is possible. 

In a related paper, before focusing on stochastic dominance, Mayshar and 
Yitzhaki (1995) show that the marginal social cost of raising funds (a measure 
of the marginal distortion) can be decomposed into the product of the 
distributional characteristic of the good and the marginal efficiency cost of 
funds. While this suggestion has remarkable empirical relevance, and related 
indications can be found in the previous (Ahmad and Stern (1984)) and later 
literature (Slemrod and Yitzhaki (1996), Yitzhaki (2003)), theoretical and 
applied works on the evaluation of tax reform have failed giving it the 
deserved importance.  

The present paper originally develops the use of revenue potentialities for the 
evaluation of commodity tax reforms in economies with heterogeneous 
individuals, where both efficiency and distribution of welfare matter. A 
simple model with two groups of families – the rich and the poor, represented 
by two individuals – is employed. The development of the model allows 
def1o
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If γA≥γB, this is a sufficient condition for:  
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which ensures an increase in social welfare. 

In this case, t1 dominates tn. The same result cannot be reached if the reform 
increases tax distortions (α>1). In this case, in fact, 
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weights are equal to each other (γA=γB), the sign of 10 is  negative (Yitzhaki 
and Thirsk, 1990). 

It follows that social welfare increases for every social utility function with a 
non-negative degree of aversion towards inequality if the reform shifts the 
burden of taxation towards taxes which levy revenue more easily and if the 
ratio between the two revenue potentialities is lower than the ratio between 
the shares of consumption, i.e. if the following conditions hold: 
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Condition 14 is evidently more restrictive than 9. In this case, the possibility 
that a decrease in efficiency is compensated by an improvement in 
distribution is not allowed. When (almost) no structure is imposed on the 
social welfare function, it is necessary at least that efficiency does not 
decrease (first part of 14). However, if efficiency increases, it is not necessary 
that the tax burden is shifted towards taxes that are consumed mainly by poor 
individuals. In some measure, the second part of condition 14 allows that the 
share of consumption by the poor of the good whose tax increases is bigger 
than the share of consumption by the poor of the good whose tax decreases, 
as far as the ratio between the two shares is bigger than the ratio between the 
revenue potentialities. 

The above suggestions can be integrated in order to define a procedure that 
can be followed by the policy maker who wishes to evaluate the efficiency 
and distributional effects of a revenue-neutral tax reform. The policy maker 
can hence proceed as follows: 

1. estimating the revenue potentiality of the taxes whose rate is affected (and 
calculate the parameter α): this is sufficient in order to evaluate the 
efficiency effects of the reform (efficiency improves if α<1); 

2. comparing the modified concentration curves of consumption of the two 
goods: this may identify cases of welfare dominance, in which the reform 
increases social welfare for any social utility function which reflects a 
non-negative degree of aversion to inequality – a very general (and safe) 
conclusion; in our case this boils down to (knowing the poor people’s 
share of consumption of each good and) verifying that 14 holds; 

3. if there is no opportunity of welfare dominance, identifying the social 
weights which are consistent with an increase in social welfare, given the 
revenue potentialities. In fact, equation 8 can be worked out in order to 
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poorer and richer families. The share of consumption by poor households 
ranges from a minimum of 21 percent for “Chemicals and pharmaceutical” 
products and “Other services” to a maximum of 42 percent for processed and 
unprocessed food items. 

Table 1, eventually, reports the revenue potentiality of each single 
consumption tax, estimated through simulations of marginal tax rate changes 
in a numerical model of the Italian economy15. Additional revenue can be 
obtained with the lowest cost in terms of efficiency (we could say most 
easily) by increasing the tax rate on the consumption of unprocessed food 
items (RRP=0.009237) and electrical equipment (RRP=0.009215). At the 
other extreme, the taxation of energy consumption is most distortionary and 
new revenue can be risen from it only at high efficiency costs 
(RRP=0.007192) – though this statement considers consumption distortions 
only and does not account for environmental externalities.  

A policy maker interested in modifying a couple of tax rates within a revenue 
neutral tax reform and who cares for both efficiency and equity can start by 
verifying if conditions 14 hold. In this case, social welfare would increase for 
every social utility function consistent with a non-negative degree of aversion 
to inequality. It would not be necessary to quantify the preference for poor 
people’s welfare with respect to rich people’s, i.e. to set γA and γB, but only to 
accept that the former is not less important than the latter, i.e. that γA≥γB. 
Table 2 shows the results of all possible tax reform. Rows refer to the goods 
whose tax rate increase, columns to the ones whose tax decrease. Cells 
background is shaded when the first of the two conditions holds, i.e. when the 
reform increases efficiency (the revenue potentiality of the tax which grows is 
higher than the revenue potentiality of the one which decreases, hence α<1). 
In a subset of cases, the reform is desirable on both efficiency and h  d e c r e a s h  d e c r e a s
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characterized by the lowest revenue potentiality, because energy consumption 
is associated with the production of major negative environmental 
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the policy maker can determine the minimum value of γA necessary in order 
to make the reform convenient, according to equation 15. In this specific case, 
any value above  1.053 guarantees that condition 8 holds – indeed a very 
reasonable degree of preference for poor. 

CONCLUSIONS AND POLICY RECOMMENDATIONS 

This paper deals with revenue-neutral marginal commodity tax reforms in 
economies with heterogeneous individuals. In a simple model with two 
classes of consumers, we originally develop a decision rule based on revenue 
potentialities. The relationship with the streams of research dealing with 
specific weights in the social welfare function (Ahmad and Stern (1984)) and 
looking for cases of welfare dominance ((Yitzhaki and Thirsk (1990); 
Mayshar and Yitzhaki (1991)) is analyzed.  

The use of a simple two consumers model makes the relationship between 
efficiency and distributional considerations particularly explicit. The former 
can be studied in terms of ability of different taxes to collect new revenue, an 
indicator of distortion which does not depend on assumptions about utility 
functions. The latter is related to shares of expenditure by poor and rich for 
the different goods involved in the reform. 

The analysis allows defining a procedure that the policy maker can follow in 
order to identify welfare increasing opportunities, starting from the lowest 
amount of hypothesis, structure and information. When the most desirable 
opportunities are not available, the policy maker can identify welfare 
improving commodity tax reforms only by imposing more structure. 
Operationally, the first step is to study the effects of the reform in terms of 
efficiency, i.e. to measure the revenue potentiality of different taxes. These 
indicators can be used together with information on distribution of 
consumption in order to determine if the reform in which the policy maker is 
interested increases welfare according to any social welfare function 
characterized by a non-negative degree of aversion towards inequality. If this 
does not happen, the policy maker can calculate the minimum degree of 
preference for the worse-off group (with respect to the better-off) necessary to 
make the reform socially desirable – and check if this assumes a sensible 
value, upon which society can agree.  
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ranked so that the social weights (γh) are non-increasing in h, this is a 
sufficient condition for the following expression to hold:  
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