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Price Effects of Temporary VAT Rate Cuts:
Evidence from Spanish Supermarkets

HIGHLIGHTS

THE VAT CUT ON BASIC FOOD IN SPAIN

Temporary value-added tax (VAT) rate cuts are a relatively
new instrument in the fiscal policy toolkit. Several countries
have made use of this instrument over the past years,
although for different reasons. For instance, the UK cut VAT
rates temporarily in order to stimulate economic activity at
the onset of the 2008/2009 financial crisis. More recently,
Germany cut VAT rates in response to the Covid-related
economic downturn in the second half of 2020, to stimulate
private consumption. In the same vein, Austria temporarily cut
the VAT rate for restaurant and catering services, among
others, in order to support those sectors, which were hit
particularly hard by Covid-related containment measures.

Now Spain has joined the list of countries with a temporary
cut of VAT rates on basic food, in light of persistently elevated
inflation and with the intention to ease the financial burden
on households. The support package, which the Spanish
government announced on 27 December,! includes, among
other things, a reduction of the VAT rate on a number of

1 The decree (“Real Decreto-ley 20/2022”") can be accessed under the
following link: https.//www.boe.es/eli/es/rdl/2022/12/27/20.
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certain staple food items “to protect the middle and working
classes given the rise in the cost of living, energy and food”.
Other measures in the package include cash payouts to lower
income families and a reduction in electricity and gas prices.

According to the Spanish government initiative, the VAT rate
will be reduced from 4%, a super-reduced VAT rate, to 0%,
for a number of products of everyday use, namely bread,
flour, milk, cheese, eggs, fruits, vegetables, legumes, tubers,
and cereals. Furthermore, the VAT on pasta and cooking oil
will be halved from 10% to a newly created super-reduced
rate of 5%. The measures are effective from January 1, 2023
for a period of six months.? The standard rate of 219% remains
unchanged in the process.

It is clear that the objective of effectively supporting
households can only be achieved if the VAT reduction is
actually passed through to consumers in the form of lower
retail prices. Whether and to what extent VAT reductions
benefit final consumers remains an open question, however.

2 These tax cuts are expected to remain in force until 30 June, although if
the year-on-year rate of core inflation (excluding energy and unprocessed
food) in March is below 5.5%, they will end on 1 May.



https://www.boe.es/eli/es/rdl/2022/12/27/20

The existing literature suggests a large variety of possible
outcomes depending on the specific circumstances under
which such policy is implemented, the direction of the tax
changes (i.e. rates going up or down) and the underlying
market structure of the products and services concerned.
Together, these factors determine the tax incidence, i.e.

ESTIMATING THE PASS-THROUGH TO
CONSUMER PRICES

The extent to which consumer retail prices respond to VAT rate
changes is refered to as the “pass-through”. The identification
of this pass-through is a complex question. A simple
comparison of consumer prices before and after the reform
date might neglect the fact that, while post-tax prices are
observable, pre-tax prices are non-observable and could have
been on an upward or downward trend around that time, thus
leading to wrong conclusions about the real extent of the
pass-through.

A proper identification strategy requires the use of a suitable
control group not subject to the policy, which allows us to
analyse the development of consumer prices in absence of the
VAT change. Of course, in practice, this information is in
principle not observable as products from the same product
group, e.g. cheese or milk, are either treated by the tax
change, or not treated, but not both. Hence, it is common to
use information for reasonably similar products in order to
construct counterfactual price trends.

For this policy brief, we retrieved daily prices from the online
supermarkets of Carrefour in Spain and REWE in Germany,
with the latter serving as our control group. The online market
of Carrefour, the second largest supermarket chain in Spain,
comprises a total of around 6,700 products, while the online
market of REWE, one of the few large supermarket chains in
Germany, counts more than 60,000 products. Our
identification strategy rests on the comparison of prices of
similar products in both countries and supermarkets.

Figure 1 provides a graphical illustration of the price trends of
the main product groups affected by the VAT change in Spain:
bread, cheese, milk, fruits and vegetables, pasta and cooking
oil. In each of the six sub-figures we provide a comparison of
the average price at the end of December 2022, right before
the VAT change, and in the first days of January, shortly after
the tax reform. Prices are normalized to 100 in December
2022. Each figure indicates the average price trend in Spain, in
Germany, and the hypothetical case in which prices in Spain
would have fallen by the full amount of the tax change (full
pass-through).® The latter is computed by using the price
trend of German products as a counterfactual, adjusted for
the complete VAT change in Spain.

3 The graphical analysis resembles an econometric difference-in-
difference estimation strategy. We deliberately refrain from including
analytical results to ease readability. Results are available upon request.

whether suppliers or consumers bear the burden of the tax

(see Benzarti et al., 2020, for a recent review of the
literature). Ultimately, the question requires an empirical
assessment, which is the purpose of this policy brief

considering the specific case of the VAT cut implemented in

Spain in January 2023.

Box 1: The VAT Pass-Through for Food in
Other Countries
It is implicitly assumed in policy reforms affecting
VAT rates that such changes are fully and
immediately passed through to consumer retail
prices. Economic theory — the theory of tax incidence
— tells us, however, that almost anything can occur in
practice, ranging from undershifting, as the standard
partial equilibrium analysis of competitive markets
shows, to overshifting, as it may happen under
imperfect competition. Therefore, the extent and
timing of VAT pass-throughs have become an
empirical issue, which could very well be different
across markets, as existing research on this matter
has illustrated.

Crossley et al. (2014) analyse the temporary VAT cut
implemented by the UK government in 2008 in order
to stimulate economic activity in the wake of the
financial crisis. They find evidence of a high pass-
through, which takes place almost immediately. The
authors also show that inflation expectations rose,
thus effectively stimulating consumption as intended
by the policy.

Fuest et al. (2021) study the temporary VAT cut in
Germany, adopted on the onset of the Covid-related
economic downturn in 2020, and find an incomplete
pass-through of the VAT cut of around 70% for food
and beverages. The tax cut translated into larger
relative price decreases for food and non-alcoholic
beverages compared to alcoholic beverages.
Furthermore, the authors show that the pass-through
was higher for so-called “private label” brand
products, where producers are suppliers of their own
goods, as compared to independent brand products,
where supermarkets act as intermediaries between
supplier and consumer only.

Harju and Kosonen (2014) study VAT cuts in Finland
(2010) and Sweden (2012) and restaurant meal
prices. Comparing prices in affected countries with
those in neighboring countries around the same time,
the authors conclude that no more than a quarter of
the VAT cut was passed through to consumers.



Figure 1 — Comparison of Price Trends in Germany and Spain
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Source: Authors’ computations, based on prices from REWE and Carrefour.

For example, the two sub-figures at the top depict the price
trends for cheese as well as fruits and vegetables. On
average, prices in Germany increased by around 1% since
December, while prices in Spain declined visibly by around
3.5% since then. Under the assumption that prices in Spain
would have followed the same trend as those in Germany in
absence of the VAT change, the total price drop in Spain
accounts to around 4.5%, slightly more than what a full pass-
through (>100%) of a cut of four percentage points would
have implied.
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While the price analysis in the case of pasta suggests an
equally large price effect, the pass-throughs for bread, milk,
and cooking oil is somewhat smaller, but still positive and
economically significant, in the range of one third to two
thirds. In general it is not surprising that the extent of pass-
throughs is different across product groups as it depends on
the underlying market structure. A number of factors are
relevant, although the most important ones are given by the
relative values of the elasticities of supply and demand, which
are specific to each product group. The economic literature



has found other factors to be important, e.g. the degree of
market competition and the salience of tax changes, i.e., the
extent to which consumers are well informed about the
impact of the tax change, see Fullerton and Metcalf (2002).

Nevertheless, the results obtained in the specific case here are
somehow surprising in so far as previous research has found
mostly smaller pass-through rates (see Box 1 for some
examples). Initially high pass-throughs do not imply, however,
that price effects remain that large for the complete duration
of the VAT reduction. For example, Crossley et al. (2014) find
that prices in the UK decline initially in response to the VAT
change, but revert to their pre-reform level quickly afterwards,
long before the reform period expired.

CONCLUDING REMARKS

This policy brief provides a preliminary assessment of the
recent reduction in the VAT rates of selected basic products
implemented by the Spanish government. Such measure is
meant to reduce the adverse effects of recent inflationary
developments on households’ purchasing power. Low income
households are expected to suffer more from the recent
inflation dynamics as they spend a higher share of their
income on basic products. Our results suggest that the pass-
through to prices has been generally large, in many cases
close to, or even slightly higher than 100%, with smaller, but
still substantial (30-70%) pass-throughs for bread, milk, and
cooking oil. Taken together, the policy reform has succeeded in
its objective in reducing prices, at least immediately after its
implementation, mirroring the results in Chirakijja et al.
(2009).

These results should be carefully considered in light of
potential shortcomings of the underlying price data. In
particular, one should consider that this exercise uses data
from only one supermarket in each of the two countries. The
underlying sample of products, despite being large, should
therefore be considered neither exhaustive nor representative
for the group of affected products as a whole and differently
to the products in the official consumer price statistics.
Furthermore, it is also not unreasonable to assume that the
price setting behaviour of a large supermarket such as
Carrefour, might differ from the pricing in other supermarkets
and grocery stores, as each supermarket is confronted with
different consumer groups and (regional) market conditions.

Furthermore, restrictions in data availability do not allow us to
explicitly test the underlying assumption that products from
German supermarkets are indeed suitable comparison groups
for price trends in Spain. However, various “placebo tests” in
which we compare the price trends of other large, but
untreated, product groups in both countries, show
indistinguishable price trends, as would be expected.
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Finally, the prices used in this exercise are those that appear
in online supermarket shops, and not prices in physical stores
“on the ground”. Despite the fact that it has been documented
that online and offline price changes are closely resembling
each other, it should be taken into account that online prices
are easier to adjust for supermarkets.
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