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Taxation System and Innovations under
a Vertically Differentiated Monopoly

KivosHI ARAKAWA
School of Social Information Studies, Otsuma Women’s University

Abstract
This paper analyses effects of commodity taxation on technological innovation by devel-
oping a model of vertically differentiated multiproduct monopoly. When the tax rate of ad
valorem tax is small, ad valorem tax rather than specific tax exerts a strong effect on mo-
nopoly’s incentive on both product and process innovations. Further, a taxation system
structured by ad valorem tax with a positive tax rate and specific tax with a negative tax

rate maximizes social welfare.
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