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A Trade-off Between Efficiency and Equity 

 in Adopting Differential Rates to the Consumption Tax 

By Tomohiro Murasawa, Michio Yuda, and Yasushi Iwamoto 

Abstract

Since a consumption tax is regarded as regressive, the introduction of differential rates on 

necessities may be called for when an increase in a consumption tax is enacted. To examine this 

argument, we first estimated the consumption behavior of Japanese households by income group 

using time series data and then conducted a simulation study in which the outcome of a tax reform 

plan was evaluated from the viewpoint of social welfare. 

Theoretical predictions indicate that the adoption of differential rates would alleviate the 

regressiveness of a consumption tax; however, it would distort the choice of the available consumer 

goods. The trade-off is confirmed by simulation. As the degree of inequality aversion increases, the 

introduction of light taxes on food, water, and sewerage becomes more desirable. 

A remarkable aspect of the simulation is that, as the tax increase changes, changes in the 

trade-off between efficiency and equity occur. We first compared two tax reform plans that 

generated an equivalent amount of revenue; one raised the consumption tax to a uniform 10 percent, 

and the other introduced differential rates. The latter plan achieved higher welfare when the social 

welfare function was utilitarian. However, when the tax increase grew, not using differential rates 

achieved higher welfare with a relatively small degree of inequality aversion. This is because, as 

the tax revenue increases, the efficiency loss from the distortion of differential rates grows more 

rapidly than the adverse effect of a regressive tax on social welfare. Therefore, it does not 

necessarily hold that, when the consumption tax is increased, differential rates should be adopted to 

weaken the regressiveness of the consumption tax. Whether differential rates should be introduced 

into the Japanese consumption tax depends on the value the society places on inequality and on the 

size of the tax increase. To determine whether differential rates are necessary, the tax burden of 

each income group should be defined, the welfare effect on the tax reform should be evaluated, and 

society’s value judgment on inequality should be clarified.  

JEL Classification: H24, D12, D63 

Key words: differential rates; consumption tax; simulation of tax reform; trade-off between 

efficiency and equity 
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