The VAT is associated with higher tax burdens.
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Proponents often claim that a VAT is a form of tax reform rather than a tax increase. This certainly is a theoretical possibility, but there is no real‐world evidence for this hypothesis. No political jurisdiction anywhere on the planet has ever adopted a VAT and eliminated an income tax. It has always been an “add‐on” tax. Not surprisingly, this is why VATs are associated with higher overall tax burdens. The chart shows what happened in EU-15 nations. Prior to the VAT’s adoption, European nations had average tax burdens of less than 30 percent of GDP. Today, tax burdens consume nearly 40 percent of GDP. [Chart Omitted] The tax burden in non‐VAT nations also has increased, but not nearly as much. The chart also compares the increase in the share of output taken by tax authorities in the United States and EU-15 nations. The chart shows that Western European nations in 1965 had slightly higher taxes, on average, than the United States. Following the enactment of the VAT, however, the gap widened dramatically. It’s possible, of course, that the overall tax burden in Europe would have climbed just as rapidly in the absences of a VAT. But it is difficult to see how this could have happened. Income tax rate already are very high, and may even be at or above the “revenuemaximizing” level, suggesting that higher tax rates could backfire because of reductions in taxable income. Payroll tax rates also are high, as are taxes on energy, alcohol, and tobacco. The past couple of years certainly suggest that politicians view the VAT as a convenient tax to increase. The following chart, from a recent European Commission report, shows that the average VAT rate has jumped significantly since 2008. There’s every reason to believe US lawmakers also would view the VAT as a money machine that would enable them to avoid much‐needed belt tightening of the federal budget. [Chart Omitted] The VAT is associated with higher tax burdens on income and profits. Proponents sometimes admit that a VAT increases the overall tax burden, but they claim that some of the new revenue is used to finance lower personal and/or business income taxes. This certainly is a potential result. Unfortunately, that’s not what has happened in Europe. The chart shows that the tax burden on income and profits has climbed since the VAT was implemented. [Chart Omitted] Some people in the business community are being lured to support the VAT by promises of better tax treatment of corporate income. Yet the data on corporate taxation shows that the adoption of a VAT was followed by a steeper burden on profits in EU-15 nations. [Chart Omitted] To be sure, corporate tax rates have dropped in recent decades, so it’s possible that some of the added corporate tax revenue is a “Laffer Curve” response to better tax policy. But the lower tax rates are the result of tax competition beginning in the 1980s, whereas VATs were implemented starting in the 1960s.
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