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Increase in VAT
Would Affect Households 
in Different Income Cate-
gories Roughly Equally

Once again _ to judge by the political debate in Ger-

many in recent weeks, at least _ an increase in value-

added tax seems imminent. A general tax on turnover

was introduced in Germany back in 1918 as an all-phase

tax, with a rate of 0.5%; by 1951 it had been risen in

stages to 4%. 1968 marked the transition to value-added

tax with a standard rate of 10% and a reduced rate of

5% for certain goods meeting basic needs. In the very

same year the rates were increased, followed by further

increases in 1978, 1979, 1983 and 1993. The standard

rate of VAT is currently 15%. The following calcula-

tions are based on a rise in this rate to 17%; the reduced

rate is assumed to remain at the current figure of 7%.

The data used in this report are taken from the

national accounts and the so-called "current economic

calculations" of the Federal Statistical Office.

Proportion of total tax revenues 
generated by indirect taxes has increased

One of the justifications put forward for the need to

increase VAT is that the relationship between direct and

indirect taxes1 has "got out of control". A look at the sta-

tistics suffices to refute this argument.

In 1980 tax revenues2 in west Germany totalled DM

381 billion and in 1995 (in the unified Germany) DM 838

billion (cf. table 1). The tax-to-output ratio _ the tax

taken as a percentage of GDP _ declined in west Ger-

many from 26% (1980) to just under 24% (1990). In the

wake of German Unification, however, government

receipts were increased on a broad front in order to

finance the transfer of resources to east Germany; in

1992 the tax-to-output ratio rose again to almost 25%; in

recent years it has oscillated around a mark slightly in

excess of 24%. 

Direct taxes increased as a proportion of total tax

revenue (1980: 49%) slightly to the mid-1980s _ largely

due to the progressive nature of income tax rates; the

relative weight of indirect taxes (1980: 51%) declined

slightly. During the second half of the 1980s direct and

indirect taxes were roughly in balance. The third stage

of the income tax reform implemented between 1986 and

1990 led to a perceptible fall in the relative weight of

direct taxes. Repeated increases in petroleum and

tobacco taxes and the 1993 increase in VAT led to a fur-

ther structural shift away from direct taxes (1995: 47%)

to indirect taxes (1995: 53%). If, as planned, a renewed

reform of the income tax system is implemented in 1999,

there will be a further increase in indirect taxes as a pro-

portion of total tax revenue.

The most productive of the direct taxes is that on

wages and salaries, which in 1995 accounted for more

than one-third of total tax revenue (1980: 30%). The pro-

portion of tax revenue derived from direct taxes on

entrepreneurial and property income, by contrast, has

declined from 18% (1980) to 10% (1995). It must be rec-

ognised in this context, however, that assessed income

tax (one of the more important profit-oriented taxes) and

wage tax increasingly overlap. In the national accounts

the revenue from wage tax is overstated, that from

assessed income tax understated with respect to actual

receipts.

Of the indirect taxes, those imposed on turnover

(value-added tax and import turnover tax) are the most

prolific source of revenue for government, generating

the second-highest volume of resources after wage tax.

They have increased as a proportion of total tax receipts

from 25% (1980) to 28% (1995). Production-oriented

taxes (e.g. consumption, trading and real estate taxes)

accounted during the 1980s and 1990s for a relatively

constant proportion _ 21 to 22% _ of tax revenue.

Increase in VAT

A renewed increase in VAT has come under consid-

eration as one way of financing the income tax reform

planned for 1999. Serious losses of tax receipts are

expected given the sharp cuts in income tax rates envis-

aged: a reduced tax take of around DM 115 billion from

a three-step progression with tax rates of 8%, 18% and

28% (model proposed by the CDU member of parlia-

ment Gunnar Uldall), and losses of around DM 100 bil-

lion from a linear-progressive tariff with an opening tax

rate of 15% and a top rate of 35% (proposed by the Tax-

payers' Association). Other models have been developed

for an income tax reform; the DIW has put up a model

for discussion with an initial tax rate of 20% and a top

rate of 47% which, at DM 50 billion, leads to signifi-

cantly lower revenue losses.3
1  Indirect taxes are those taxes and other similar charges imposed by

government or offices of the European Union on producers and which

can be offset against profits.

2  Taxes as defined in the national accounts.

3  Cf. The 1996/97 Budget: Fiscal Policy Still Treading a Narrow Path

in this issue.
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Originally it was envisaged that the losses of fiscal

revenue resulting from an income tax reform would be

offset primarily by a radical reduction in tax allowances

and exemptions, which ease the tax burden especially of

high income-earners. Proposals to broaden the tax base

in this way have included tightening the laws on tax-

free income, income-related expenses, and special

expenses and the non-imposition of tax on earnings

Table 1

Direct and Indirect Taxes1)

Year

Direct Taxes Indirect Taxes

Direct and
indirect taxes

Wage tax2)

Direct taxes on 
entrepreneur-
ial income and 

property3)

Taxes linked
to private

consumption
Total

Turnover
taxes

Production 
taxes4) Import duties Total

DM bill.

1980 115.6 68.5 3.7 187.8 96.6 83.4 13.5 193.5 381.2

1981 120.2 64.3 3.7 188.1 100.7 83.5 14.1 198.3 386.4

1982 125.9 63.6 3.8 193.2 101.2 85.7 14.8 201.7 394.9

1983 131.5 65.0 3.9 200.4 109.2 89.0 16.2 214.4 414.8

1984 139.6 69.3 4.1 213.0 115.9 93.8 16.5 226.1 439.2

1985 150.0 75.5 4.1 229.6 116.7 97.2 16.4 230.3 460.0

1986 154.5 77.3 5.2 237.0 117.9 101.3 17.0 236.2 473.2

1987 167.3 74.0 4.7 245.9 125.1 101.2 19.2 245.5 491.4

1988 170.5 80.3 4.6 255.4 130.1 107.5 19.5 257.1 512.5

1989 184.4 92.2 5.1 281.8 137.5 117.4 23.4 278.3 560.1

1990 179.1 87.1 4.8 271.0 155.0 122.3 25.0 302.2 573.2

19915) 226.5 98.0 6.2 330.8 183.8 144.6 30.1 358.5 689.2

1992 258.5 99.0 7.4 364.9 199.0 159.8 31.1 389.8 754.7

1993 259.3 96.2 7.9 363.4 217.1 163.5 28.5 409.1 772.5

1994 270.5 89.2 7.9 367.7 234.9 178.4 30.1 443.3 811.0

1995 302.6 81.1 7.8 391.4 235.4 179.8 31.6 446.8 838.2

 in %

1980 30.3 18.0 1.0 49.2 25.3 21.9 3.5 50.8 100.0

1981 31.1 16.6 0.9 48.7 26.1 21.6 3.6 51.3 100.0

1982 31.9 16.1 0.9 48.9 25.6 21.7 3.8 51.1 100.0

1983 31.7 15.7 0.9 48.3 26.3 21.4 3.9 51.7 100.0

1984 31.8 15.8 0.9 48.5 26.4 21.3 3.8 51.5 100.0

1985 32.6 16.4 0.9 49.9 25.4 21.1 3.6 50.1 100.0

1986 32.7 16.3 1.1 50.1 24.9 21.4 3.6 49.9 100.0

1987 34.0 15.0 1.0 50.0 25.5 20.6 3.9 50.0 100.0

1988 33.3 15.7 0.9 49.8 25.4 21.0 3.8 50.2 100.0

1989 32.9 16.5 0.9 50.3 24.6 21.0 4.2 49.7 100.0

1990 31.2 15.2 0.8 47.3 27.0 21.3 4.4 52.7 100.0

19915) 32.9 14.2 0.9 48.0 26.7 21.0 4.4 52.0 100.0

1992 34.3 13.1 1.0 48.3 26.4 21.2 4.1 51.7 100.0

1993 33.6 12.5 1.0 47.0 28.1 21.2 3.7 53.0 100.0

1994 33.4 11.0 1.0 45.3 29.0 22.0 3.7 54.7 100.0

1995 36.1 9.7 0.9 46.7 28.1 21.5 3.8 53.3 100.0

 1) Excl. taxes relating to capital formation; columns may not sum due to rounding. — 2) Prior to deduction of employee savings bonus. — 3) Prior to deduction of investment
bonus. — 4) Incl. administrative charges by the firms. — 5) From 1991 onwards incl. the new federal states.
Source: Federal Statistical Office, National accounts.
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from the sale of certain capital goods. In the light of the

fact that such restrictions would be unlikely to fully

compensate for the loss of tax revenue, the DIW has in

addition proposed generating additional revenue by

replacing the system of income "splitting" for married

couples by a "family splitting". Yet since VAT has

increasingly been focused upon by politicians as a more

politically acceptable means of compensation _ unlike in

the case of the abolition of tax concessions, opposition

from interest groups is scarcely to be expected _ it

seems likely that at best only half-hearted attempts will

be made to reduce tax concessions. Thus an increase in

VAT would have the effect of indefinitely postponing a

comprehensive cutback in special concessions in income

tax law.

There are other arguments against an increase in

VAT. Past experience suggests that an increase in this

tax leads to a rise in consumer prices and this leads the

trade unions to press for to higher wages. The monetary

authorities would react to both these effects by tighten-

ing their monetary policy stance, which would be likely

to adversely affect economic development.

One argument put forward for an increase in Ger-

man rates of VAT is the harmonisation of turnover tax-

ation within the European Union. Indeed, with the

exception of Luxembourg, the standard rate of VAT is

higher in all the other EU countries than in Germany.

The field is led by Sweden and Denmark, at 25%, fol-

lowed by Finland (22%), Belgium and Ireland (21%),

France (20.6%) and Austria (20%).

Would an increase in the German VAT rate hit those

on low- and middle-range incomes harder than high-

income earners as has frequently been claimed? The

DIW has dealt with this question on more then one occa-

sion. The calculations presented here confirm the results

of earlier studies.

Consumer spending on VAT-free
goods and services relatively
highest in low-income households

The current burden of VAT on households in differ-

ent income categories can be determined by means of

the results of the Federal Statistical Office's "current

economic calculations", which cover selected household

types as follows:4

– household type 1: 2-person household of pensioners

and minimum social benefit recipients on low

income;

– household type 2: 4-person household of blue- and

white-collar workers on middle-range income;

– household type 3: 4-person household of white-collar

workers and civil servants on higher income.

The income, consumption and savings of these three

household types were recently described by the DIW for

both east and west Germany. To the extent permitted by

the data available from the current economic calcula-

tions, the spending of these households in 1994 was dif-

ferentiated _ along the lines of the main categories of

private consumption _ in terms of the incidence of VAT:

– VAT-free spending (e.g. housing and garage rents,

the services of doctors and hospitals, on theatre, con-

cert and museum visits),

– spending subject to the reduced rate of VAT (e.g.

food, books, newspapers and magazines, local public

transport),

– spending subject to the standard rate of VAT.

In the new federal states VAT-free consumer spend-

ing still accounts for a comparatively minor proportion

of the total. The level of (VAT-free) housing rents there

still lags behind that in west Germany, despite the fact

that the cost of housing rent for east German households

has more than trebled since unification.

Middle-income households
bear the heaviest relative burden

Low-income households pay very few, if any, direct

taxes; their tax contribution consists overwhelmingly of

indirect taxes. The progressive nature of income tax

rates means that with rising income the proportion of

overall taxes paid by households consisting of direct

taxation increases, while the share of indirect taxes _

VAT and consumption taxes _ declines.

However, this does not mean that low-income house-

holds bear the highest relative burden. This is because

the VAT burden depends on two factors. On the one

hand, low-income households tend to spend a relatively

large proportion of their disposable income on consumer

goods, the prices of which contain indirect taxes; to this

extent they are at a disadvantage vis à vis higher-

income households that can set aside income as savings.

On the other hand, however, as mentioned earlier, low-

income households tend to demand goods to cover basic

needs, on which the incidence of VAT is less pro-

nounced than on more sophisticated goods. Thus VAT

is not always regressive. Rather, VAT's share of dispos-

able income increases from low to middle incomes, and

4  Figures on private households as a whole (although excl. very high-

income households) are provided by the Einkommens- und Ver-

brauchsstichprobe (EVS _ Income and Consumption Survey). How-

ever, data on income distribution and spending have yet to be made

available from the results of the most recent EVS conducted in 1993.
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it is only then that the regressive impact takes effect.

This "hump-backed" trajectory applies to both east and

west Germany: 

Burden of VAT on private households in 1994
as a % of disposable income and receipts

Additional burden of a VAT increase 
on household types roughly equal

A rather different question is, to what extent would

the different household types be affected by an increase

in the rate of VAT? In order to determine this, consumer

spending by the various household types in 1994 set in

relation firstly to the prevailing rates of VAT (as above)

and secondly to a standard rate 2 percentage points

higher; it was assumed that the reduced rate remains

constant (cf. table 2). As regards the reactions by con-

sumers to the rise in the VAT rate, it was assumed that

their consumer spending remains constant, first in nom-

inal and then in real terms; however, the actual reaction

would be expected to lie between the two.

Constant nominal consumer spending

Initially it was assumed that following the tax

increase households do not change their nominal con-

sumer spending. Given a standard rate of VAT of 17%

and constant spending behaviour, in 1994 the house-

holds surveyed in the "current economic calculations"

would on average have had to have paid DM 34 per

month more in VAT than at the rate of 15%. For low-

Household 
type 1

Household 
type 2

Household 
type 3

West Germany 6.1 6.3 5.9

East Germany 7.1 7.5 7.1

Table 2

Taxation by Household Type 1994 for Various VAT Rates1)

in DM per household and month

Household type 1 Household type 2 Household type 3

Standard rate of VAT Standard rate of VAT Standard rate of VAT

15 % 17 % 15 % 17 % 15 % 17 %

 West Germany

Direct taxes  0  0  515  515  1 251  1 251

Indirect taxes  206  221  452  485  642  691

Value added tax (VAT)  158  173  330  363  495  544

Consumption taxes  48  48  122  122  147  147

Together  206  221  967  1 000  1 893  1 942

 New Federal States and East Berlin

Direct taxes  0  0  319  319  845  845

Indirect taxes 239  257  450  482  534  574

Value added tax 185  203  322  354  394  434

Consumption taxes 54  54  128  128  140  140

Together 239  257  769  801  1 379  1 419

1) It is assumed that the reduced rate of VAT (7 %) remains constant.
Sources: Federal Statistical Office.
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income households the additional VAT burden

amounted to DM 15 in west Germany and DM 18 in east

Germany, for higher-income households to DM 49 in

west Germany and DM 40 in east Germany (cf. table 3).

Thus the impact on the disposable income of the various

household types would have increased to a relatively

equal extent:

Additional burden of VAT on private households 
in 1994 resulting from an increase in the
standard rate of VAT by 2 percentage points
given constant nominal consumer spending
as a % of disposable income and receipts

Constant real consumer spending

Many households can be expected to increase their

overall spending on goods subject to the standard rate

in order to maintain their living standards. If the house-

holds covered by the survey had behaved in this fashion

following a VAT increase, their nominal consumer

spending in 1994 would have been on average around

DM 38 per month higher than they in fact were. Low-

income households would have spent DM 16 (west Ger-

many) and DM 20 (east Germany) more, those on higher

incomes DM 54 (west Germany) and DM 45 (east Ger-

many) more than was actually the case. Thus in the case

of constant real consumer spending, too, the additional

burden on the various household types would be

roughly equal.5

Household 
type 1

Household 
type 2

Household 
type 3

West Germany 0.6 0.6 0.6

East Germany 0.7 0.8 0.7

5   The same would apply to, say, a VAT increase of 5 percentage

points, which would place an additional burden on west German

households of 1.5% (low income), 1.7% (middle income) and 1.6%

(higher income), and on east German households of 1.9%, 2.1% and

2.0%.

Table 3

Private Consumption and Savings of Households by Type1994 for Various VAT Rates1)

in DM per household and month 

Household type 3 Household type 3 Household type 3

Standard rate of VAT Standard rate of VAT Standard rate of VAT

15 %

17 %

15 %

17 %

15 %

17 %

nominal real nominal real nominal real

constant
consumer spending

constant
consumer spending

constant
consumer spending

 West Germany

Private consumption  2 170  2 170  2 186  3 958  3 958  3 994  5 855  5 855  5 909

VAT  158  173  174  330  363  366  495  544  549

Private consumption 
excl.VAT  2 012  1 997  2 012  3 628  3 595  3 628  5 360  5 311  5 360

Savings  226  226  210  634  634  598  1 150  1 150  1 096

memo item:
Additional VAT x  15  16 x  33  36 x  49  54

 New Federal States and East Berlin

Private consumption  2 145  2 145  2 165  3 345  3 345  3 381  3 983  3 983  4 028

VAT  185  203  205  322  354  358  394  434  439

Private consumption 
excl.VAT  1 960  1 942  1 960  3 023  2 991  3 023  3 589  3 549  3 589

Savings  270  270  250  574  574  538  1 062  1 062  1 017

memo item:
Additional VAT x  18  20 x  32  36 x  40  45

 x = cell left empty because figure irrelevant. — 1) It is assumed that the reduced rate of VAT (7 %) remains constant.
 Sources: Federal Statistical Office; DIW calculations.
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Additional burden of VAT on private households 
in 1994 resulting from an increase in the
standard rate of VAT by 2 percentage points
given constant real consumer spending
as a % of disposable income and receipts

Figure 1 illustrates how the VAT burden on the var-

ious household types shifts largely "in parallel" follow-

ing an increase in the rate of VAT. The "hump-backed"

trajectory of the overall burden remains. At a higher

level, too, the burden initially rises as income rises and

then declines.

Conclusion

An increase in VAT in Germany in the near future

cannot be precluded. If the reduced rate remains

unchanged, the regressive redistribution effects in the

income categories considered here are minor. Rather, an

increase in VAT would affect the households of differ-

ing income categories virtually equally: the DIW came

to the same conclusion as long as 20 years ago. A less

pronounced additional burden would only result for

households above the income ceiling chosen here of

around DM 8 400 (west Germany) and DM 5 200 (east

Germany). At the same time any increase in VAT as a

proportion of overall fiscal receipts reduces the redistri-

butional effect in favour of low-income households that

results, in particular, from the progressive incidence of

income tax rates.

Klaus-Dietrich Bedau

Household 
type 1

Household 
type 2

Household 
type 3

West Germany 0.6 0.7 0.7

East Germany 0.7 0.8 0.8

Figure 1

Burden of VAT on disposable 
household income and receipts, 
1994 at alternative standard rates1) 
and constant real consumer spending

1) It is assumed that the reduced rate of VAT (7%) remains constant.
Sources: Federal Statistical Office; DIW calculations.


