The VAT is not good for trade
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Some proponents claim that a VAT is good for trade because it is “border adjusted.” This means that the VAT is imposed on imports and there is no VAT on exports (all previous VAT payments are rebated when products are sold to foreigners). For mercantilists worried about trade deficits, this is seen as a positive feature. But not only are they wrong on trade, they do not understand how a VAT works. Protectionists seem to think a VAT is akin to a tariff. It is true that the VAT is imposed on imports, but this does not discriminate against foreign‐produced goods because the VAT also is imposed on domestic‐produced goods. Under current law, American goods sold in America do not pay a VAT, but neither do German‐produced goods that are sold in America. Likewise, any American‐produced goods sold in Germany are hit be a VAT, but so are German‐produced goods. There is a level playing field. The only difference is that German politicians seize a greater share of people’s income, which helps explain why per‐capita living standards are only about twothirds of U.S. levels according to OECD data. So what happens if America adopts a VAT? There is no change in Germany. The government continues to tax American‐produced goods in Germany, just as it taxes German‐produced goods sold in Germany. There is no reason to expect a VAT to cause any change in the level of imports or exports from a German perspective. In the United States, there is a similar story. There is now a tax on imports, including imports from Germany. But there is an identical tax on domestically‐produced goods. And since the playing field remains level, protectionists will be disappointed. Politicians in Washington, by contrast, will be delighted since they get more money whenever any products are sold. Notwithstanding this analysis, some people doggedly assert that a VAT must be good for trade and competitiveness because the rebate ensures that there is no tax built into the price of America exports. It is true that the corporate income tax undermines competitiveness and makes America a less‐attractive location for producing goods and services, particularly since the United States has one of the world’s highest tax rates on business income. This is an argument for lowering or repealing the corporate income tax, not an argument for a VAT. The VAT is anti‐saving, not pro‐saving Advocates of the value‐added tax commonly claim that the levy would boost saving. The superficially compelling argument for this assertion is that the VAT is a tax on consumption, so the imposition of such a tax will make saving relatively more attractive. But this simple analysis overlooks the fact that saving is simply deferred consumption. The tax is simply postponed until the point when consumption occurs. There is no avoiding the tax. [Chart Ommitted] People who save usually earn some sort of return (such as interest, dividends, or capital gains). This means they will be able to enjoy more consumption in the future. But that does not change the calculation. The above chart compares a consumption‐base tax system (on the left side) and a comprehensive‐type tax regime such as the current internal revenue code (on the right side). In either case, the imposition of a VAT does not alter incentives to consume today or consume in the future. To be sure, incentives to save would be boosted if all of the double taxation on the right side was eliminated. But that’s because anti‐savings provisions embedded in the current tax system would e repealed. Imposing a VAT would have no impact. Simply stated, the VAT is not pro‐saving. But this is not the end of the story. A VAT, like an income tax or payroll tax, drives a wedge between pre‐tax income and post‐tax income. This means, of course, that a VAT also drives a wedge between pre‐tax income and post‐tax consumption – and this is true for current consumption and future consumption. This tax wedge means less incentive to earn income, and if there is less total income, this reduces both total saving and total consumption. Honest VAT proponents often admit that the levy will not boost the savings rate or the total level of savings, but they say that other potential tax increases will have a much worse impact on incentives to save. This is true, at least if the other tax options are higher income tax rates, higher corporate taxes, higher capital gains taxes, and other options that would exacerbate the double taxation in the current tax code. But this is not an argument for a VAT. It’s an argument against raising other taxes.
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