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Do Foreign Value- 
Added Taxes Affect U.S. 
Competitiveness?

In mid-April President Clinton cited a value-added 
tax (VAT) as a possible way to pay for universal 
health insurance. Since then the VAT has reappeared 
in a variety of tax reform proposals. What are VATs 
and how might other countries’ use of them affect 
U.S. competitiveness?

A VAT is a sales tax imposed at every stage of pro
duction; it is levied on the difference between what a 

iucer pays for inputs and the value of the output. 
Assuming VATs partially replace income taxes, econ
omists often point out that VATs encourage saving by 
taxing consumption rather than income. A higher 
savings rate would foster capital formation and eco
nomic growth. A more subtle but prominent argu
ment is that the international competitiveness of U.S. 
products is harmed when U.S. producers must pay 
foreign VATs when exporting to many other countries, 
whereas foreign producers do not face a U.S. VAT 
when sending goods to the United States. This argu
ment claims that if foreign producers faced a U.S.
VAT when exporting to the United States, and U.S. 
exporters received a refund of the U.S. VAT when 
paying foreign VATs, then U.S. and foreign producers 
would be on a more level playing field. It is not clear, 
however, to what extent foreign VATs distort bilateral 
trade balances between the United States and other 
countries.

If a lack of VAT harmony with other nations has a 
strong negative effect on U.S. competitiveness, then, 
other things equal, countries with high VAT rates

should have relatively large trade surpluses with the 
United States. As the accompanying chart shows, 
however, no systematic relationship exists between 
VAT rates for member countries of the Organization 
of Economic Cooperation and Development and their 
trade surpluses with the United States. Countries with 
trade surpluses (more exports than imports) with the 
United States have a full range of VAT rates. The 
two countries in the upper left comer are Japan and 
Canada, two of the United States’ largest trading part
ners. They have two of the lowest VAT rates, yet have 
the largest ratios of exports to imports with the United 
States. It appears that the pattern of U.S. bilateral 
trade deficits and surpluses is determined largely by 
factors other than VAT rates. Thus U.S. competitive
ness does not appear to be a compelling reason for the 
United States to adopt a VAT; such a tax would have 
to stand on other merits.

— Michael J. Dueker

The Ratio for OECD Countries of Exports to the United 
States and Imports from the United States in 1991.
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