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Abstract

This paper reassesses the general trade-off between ad valorem and specific taxation
using an economic model that features love-of-variety preferences and encompasses a
wide range of market conduct – including both quantity and price competition – while
allowing for firm entry and exit. We derive formulas for efficiency and incidence of
both types of taxes that depend on the responsiveness of product variety to taxes and
the effect of a change in product variety on consumer surplus. We use our formulas to
derive a desirability condition for when ad valorem taxes are more efficient than specific
taxes and a condition for when ad valorem taxes lead to greater pass-through than
specific taxes. We identify and estimate the model parameters using a quasi-experimental
“county border pair” research design that uses state-level and county-level variation in
sales taxes combined with detailed scanner data covering grocery stores in the U.S. Our
empirical results indicate that sales taxes are slightly overshifted onto consumer prices,
have a large effect on quantity demanded, and have a more modest effect on the variety of
products available to consumers. Using the estimated parameters, we recover consumers’
love-of-variety, infer whether or not product variety is socially optimal (at current tax
rates), and implement our desirability condition. We find that specific taxes are more
efficient at the margin than ad valorem taxes given the estimated love-of-variety. This
suggests that policymakers should consider using specific taxes and tariffs in markets
with substantial product differentiation.
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Variety effect parameter, Λ̃0

Ad 
valorem 
tax (dτ )

Specific 
tax (dt )

Ad 
valorem 
tax (dτ )

Specific 
tax (dt )

Ad 
valorem 
tax (dτ )

Specific 
tax (dt )

(1) (2) (3) (4) (5) (6)

d log(p )/d log(1+τ )   or   d log(p )/dt 0.039 0.058 0.035 0.058 0.061 0.056
  Difference b/w ad valorem and specific tax

MCFP τ   or  MCPFt 0.083 0.067 0.047 0.070 0.311 0.045
  Difference between ad valorem and specific tax

d log(p )/d log(1+τ ) | J   or   d log(p )/dt  | J 0.013 0.061 0.013 0.061 0.013 0.061
  Difference between SR and LR pass-through 0.026 -0.003 0.022 -0.002 0.047 -0.005

d log(J)/d log(1+τ )   or   d log(J)/dt -0.243 0.024 -0.244 0.024 -0.234 0.023
∂ log(π)/∂log(1+τ )   or   ∂ log(π)/∂t -0.041 0.004 -0.041 0.004 -0.041 0.004

∂ log(p )/∂log(J) -0.108 -0.106 -0.092 -0.091 -0.209 -0.205
∂ log(q )/∂log(J) -0.728 -0.717 -0.907 -0.893 0.432 0.426
Stability condition (must be >0) 1.812 1.812 1.801 1.801 1.882 1.882

Table 5: Counterfactual Scenarios Comparing Ad Valorem and Unit Tax Taxes

Notes: This table reports counterfactual estimates of reduced-form effects of specific taxes under different assumptions on variety 
effect based on using the model parameter estimates of Table 3. The difference between the ad valorem and specific tax MCPF  
estimates (MCPFτ  - MCPFt ) switches sign as the variety effect increases (comparing columns (1) and (2) to (3) and (4)). The 
difference between ad valorem and specific tax pass-through rate is less sensitive to the variety effect and only switches sign when 
variety effect is large (columns (5) and (6)).

Baseline variety 
effect estimate,
Λ̃0 = 0.157

-0.019

0.017

Large variety effect 
counterfactual,
Λ̃0 = 1.000

0.005

0.267

Panel A: Pass-through of taxes into pre-tax prices

Panel B: Marginal cost of public funds (MCPF)

No variety effect 
counterfactual,
Λ̃0 = 0.000

-0.023

-0.023

Panel D: The effects of taxes on variety and profits

Panel C: Short-run pass-through

Panel E: Competitive effects of entry
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