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The United States faces a large medium-term federal budget
deficit and an unsustainable long-term fiscal gap. Left unat-
tended, these shortfalls will hobble and eventually cripple the
economy. The only plausible way to close the gap is through a
combination of spending cuts and tax increases. This paper
discusses why a federal VAT should be part of a constructive
solution to the fiscal problem.

Under a VAT, businesses pay taxes on the difference between
their total sales to other businesses and households and their
purchases of inputs from other businesses. That difference rep-
resents the value added by the firm to the product or service in
question.! The sum of value added at each stage of production is
the retail sales price, so in theory the VAT simply replicates the
tax patterns created by a retail sales tax and is therefore a tax on
aggregate consumption. In practice, the key distinction is that
VATs are collected at each stage of production, whereas retail
sales taxes are collected only at the point of final sale. As a result,

The tax can be administered in different ways. For example, under the credit invoice
method, firms receive tax credits for the taxes they have paid on their purchases from
other firms. Under the subtraction method, firms can fully deduct all their payments to
other firms. For discussion of these and other options, see Bickley (2006) and Cnossen
(2009).
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the VAT is easier to enforce, and its administrative structure is
widely regarded as superior to that of the retail sales tax.

Although it would be new to the United States, the VAT is in
place in about 150 countries worldwide and in every OECD
country other than the United States. Experience suggests that
the VAT can raise substantial revenue and is administrable and
minimally harmful to economic growth. It also has potential
advantages: A properly designed VAT might help the states deal
with their own fiscal problems, and a preannounced, phased-in
VAT could accelerate the pace of economic recovery.

Several concerns that have been raised about the VAT can be
easily addressed. Although the VAT is regressive relative to
current income, the regressivity can be offset in several ways.
Although the VAT is not readily transparent in many countries, it
would be easy to make it completely transparent to businesses
and households by reporting VAT payments on receipts just like
sales taxes are reported today. Although the VAT has led to an
increase in revenues and spending in some countries, higher
revenues are precisely why the VAT is needed in the United
States, and efforts to limit spending should be part of an effort to
enact a VAT. Making the VAT transparent should also reduce the
extent to which a VAT would fuel an increase in government
spending, a concern that is sometimes overstated by critics in the
first place. While the VAT may lead to a one-time increase in
prices, it is not the case empirically that VAT inevitably, or even
usually, leads to continuing inflation.

None of this implies that the VAT would unilaterally solve the
country’s fiscal problems; nor would it be painless. Nevertheless,
the VAT is a relatively attractive choice, given the need to close
the fiscal gap and the other options for doing so.

The sections below address each of these issues. We also
summarize the Canadian VAT experience, which shows how
many of the concerns can be addressed in practice. The final
section summarizes our specific recommendations regarding the

VAT.
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Revenue

In the current fiscal context, a key attraction of the VAT is its
ability to generate significant amounts of revenue. Among non-
U.S. OECD members in 2006, the VAT raised almost 7 percent of
GDP in revenue and accounted for almost 19 percent of revenue
raised at all levels of government.

As with any other tax, revenue from a VAT depends on the rate
structure and the base. The standard VAT rate, the rate charged
on most goods and services, has remained relatively steady in
recent years in non-U.S. OECD countries. In 2007 the standard
rate ranged from a low of 5 percent in Japan to a high of 25
percent in Denmark, Iceland, Norway, and Sweden. The average
rate was 18 percent (OECD 2008).

The VAT yield ratio measures VAT revenues as a share of GDP
divided by the standard VAT rate. A ratio of 0.3, for example,
implies that a 10 percent VAT raises 3 percent of GDP in
revenues.? Note that the yield ratio does not include the net costs
of policies intended to compensate low-income households for
VAT payments, nor does it include the offsetting effects that the
VAT may have on other revenue sources. The yield ratio simply
measures how much revenue is actually gained from the VAT
itself.

In 2006 in non-U.S. OECD countries, the yield ratio ranged
from a low of 0.28 in Mexico to a high of 0.69 in New Zealand.
Most countries fell within a range of 0.3 to 0.4 (OECD 2008). The
yield ratio depends critically on the extent to which the VAT tax
base is kept broad rather than eroded by preferential rates or
exemptions on some goods or services. In practice, most OECD
countries apply preferential rates to some items. Of the 29 OECD
countries with a VAT in 2007, 17 zero rated some goods (meaning
that VAT is not charged on the retail sale of the good, but credits
are awarded on the VAT paid on the inputs), and 21 applied at
least one non-zero reduced rate to a subsector of goods. Only
Japan and the Slovak Republic have no preferential rates (OECD
2008).

?If the standard VAT rate applies to all items subject to VAT, the yield ratio provides
an estimate of the share of GDP that is covered by the VAT.
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Table 1. Revenue Effects in 2012 of a 5 Percent VAT
(Toder and Rosenberg 2010)
Broad Base Narrow Base
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Gross Revenue 355.5 2.26 0.45 2214 1.40 0.28
Cost of Demogrants 97.7 0.62 —
Revenue Net of Demogrants* 257.8 1.64 0.33
Adjustment of other taxes 96.9 0.62 — 60.5 0.38 —
Revenue net of other taxes 160.9 1.02 0.20 160.9 1.02 0.20
*The demogrants are set at $437 per adult and $218 per child. These levels were
chosen so that the revenue net of other taxes was the same for the broad-based
VAT with demogrants and the narrow-based VAT without demogrants.

Toder and Rosenberg (2010) estimate that the United States
could raise gross revenue of $355 billion in 2012 through a 5
percent VAT applied to a broad base that would include all
consumption except for spending on education, Medicaid and
Medicare, charitable organizations, and state and local govern-
ment. This would represent about 2.3 percent of GDP and
produce a yield ratio of 0.45 (Table 1).

However, as discussed further below, governments often pro-
vide either subsidies or exemptions in the VAT. One way to do so
is to narrow the base, excluding some preferred items. For
example, exempting rent, new home purchases, food consumed
at home, and private health expenditures from the VAT would
reduce revenue by 38 percent, cutting the yield ratio to 0.28.

A different way to provide subsidies is to give each household
a cash payment. Using the broad base, the provision of a cash
payment of $437 per adult and $218 per child would, according
to Toder and Rosenberg (2010), cost $97.7 billion. Under this
option, the official revenue collected by the VAT would remain at
$355.5 billion, and the measure of the yield ratio — given by VAT
revenues and the standard rate of 5 percent — would remain at
0.45. But what might be called the effective revenue — that is, the
revenue gain from the VAT net of the costs of making the
compensatory cash payments — would fall to $257.8 billion, or
1.64 percent of GDP, giving an effective yield ratio of 0.33.
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Imposing the VAT would reduce net business income, which
would in turn reduce other revenues. Toder and Rosenberg
estimate that declines in other tax receipts would offset about 27
percent of gross VAT revenues. This would reduce effective
revenues — after netting out the costs of cash payments and the
loss in other revenues — to 1.02 percent of GDP for either base,
resulting in an effective yield ratio of 0.2.

These figures imply, after allowing for offsetting adjustments
in other taxes and the costs of either cash payments or narrowing
the base as described above, that a 10 percent VAT would raise
just over 2 percent of GDP in revenues.

Efficiency and Growth

A broad-based VAT that is levied uniformly on all goods and
services would not distort relative prices among consumption
goods. Similarly, a VAT with a constant tax rate over time would
not distort household saving choices. Nor would a VAT distort a
business’s choices regarding new investments, financing instru-
ments, or organizational form. Relative to higher income tax
rates — which would distort all of the choices noted above — the
VAT has much to offer in the way of incentives. Like the income
or payroll tax, however, the VAT would distort household
choices between work and leisure.

The VAT is border adjustable, meaning it would exempt
exports and tax imports. While this is sometimes touted as
providing economic benefits, it is actually a neutral treatment of
those items.

A substantial body of literature based on economic theory and
simulation models documents the potential efficiency gains from
substituting a broad-based consumption tax for an income tax
(Altig et al. 2001, Auerbach 1996, Fullerton and Rogers 1996).
These gains arise from a combination of broadening the tax base,
eliminating distortions in saving behavior, and imposing a
one-time tax on existing wealth.

The tax on existing wealth merits more discussion. As a tax on
consumption, the VAT can be regarded as a tax on the wealth and
income that households use to finance current and future con-
sumption: wealth that exists at the time of the transition to the
VAT, future wages, and extra-normal returns to capital (Hubbard
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and Gentry 1997).3 The tax on existing wealth is a lump sum tax,
since the wealth has already been accumulated. Lump sum taxes
are preferable to other forms of taxation on efficiency grounds,
since they do not distort economic choices. In fact, the lump sum
tax on existing wealth is a major component of the efficiency
gains because of the creation of a consumption tax.*

The efficiency and growth effects due to an add-on VAT would
include losses from the increased distortion of work/leisure
choices and the substantial gains noted above from the one-time
tax on existing wealth and from deficit reduction. While short-
term fiscal stimulus can boost an otherwise slack economy;, as it
has over the past year and a half, large and persistent deficits will
have deleterious effects that can materialize gradually or sud-
denly. The sudden scenario has been emphasized in the past (Ball
and Mankiw 1995, Rubin et al. 2004) under considerably better
fiscal conditions than exist today, and it has been highlighted
recently by Burman et al. (2010). Under this scenario, investors’
fears about future deficits can reach a tipping point and trigger a
financial crisis with potentially calamitous effects. Some analysts
cite this potential sudden impact as the most important reason to
avoid substantial ongoing budget deficits.

But even in the absence of a crisis, sustained deficits have
deleterious effects, as they translate into lower national savings,
higher interest rates, and increased indebtedness to foreign
investors, all of which serve to reduce future national income.
Gale and Orszag (2004a) estimate that a 1 percent of GDP
increase in the deficit will raise interest rates by 25 to 35 basis

°In a risk-free world, the normal return to capital is just the risk-free rate of return.
Earning the risk-free rate of return on saving does not raise the present value of
consumption a household can obtain; it simply affects the timing of the consumption.
Allowing for risk changes the normal return to a risk-adjusted return, but also changes
the rate at which consumption is discounted, so the result continues to be that earning
the normal return (adjusted for the risk) on capital does not affect the present value
(adjusted for risk) of consumption available to the household. In contrast, returns due to
rents affect the present value of consumption available to households and therefore
would be subject to a consumption tax.

*Altig et al. (2001) show that in the conversion to a flat tax, the taxation of old capital
accounts for more than 60 percent of the induced economic growth effect in the first five
years, with more than half the growth in the first decade, and about 40 percent of the
induced growth even after 50 years.

TAX ANALYSTS 69

Juau09 Aured paiyl o urewop a1gnd Aue ul 1ybuAdoo wreld 10u saop S1sAleuy xe| ‘panlasal S)ybu ||V "TT0zZ SisAleuy xe] (D)



GALE AND HARRIS THE VAT READER

points and reduce national saving by 0.5 to 0.8 percentage points
of GDP. Engen and Hubbard (2004) obtain similar results regard-
ing interest rates.

Thus, relative to a balanced budget, a deficit equal to 6 percent
of GDP would raise interest rates by at least 150 basis points and
reduce the national saving rate by at least 3 percent of GDP. The
IMF (2010) estimates that in advanced economies, an increase of
10 percentage points in the initial debt/GDP ratio reduces future
GDP growth rates by 0.15 percentage points. Hence, the projected
increase in the debt/GDP ratio from about 40 percent earlier in
the decade to 90 percent by 2020 (Auerbach and Gale 2010)
would be expected to reduce the growth rate by a whopping 0.75
percentage points. By cutting deficits, the VAT would help spur
economic growth.

Distributional Effects and Offsetting Policies

In theory, the distributional burden of the VAT depends cru-
cially on how household resources are measured. Typical distri-
butional analyses are made with respect to current income. The
VAT is regressive if households are classified by, and the tax
burden is measured as a share of, current income. Because the VAT
is a proportional tax on consumption, and because lower-income
households tend to spend a larger proportion of their income than
higher-income households, the VAT imposes higher burdens, as
a share of current income, on lower-income households.

However, several other perspectives are possible. The VAT is a
proportional tax if households are classified by current consump-
tion, since all households are taxed at the same rate on the
amount they consume. Likewise, to the extent that current
consumption mirrors average lifetime income, the VAT is also
proportional regarding lifetime income.

Empirical research broadly confirms those notions (Caspersen
and Metcalf 1994, Metcalf 1994, Toder and Rosenberg 2010).
However, empirical analysis is complicated by the fact that
alternative methods of distributing the burden of a consumption
tax — such as distributing the burden to consumption versus
wages and capital less investment — can produce drastically
different estimates of progressivity, even though they are equiva-
lent in theory (Burman et al. 2005).
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As mentioned earlier, the VAT would impose a one-time
burden on existing wealth, a feature that is desirable on efficiency
grounds but is more controversial with regard to fairness. We
believe a one-time tax on wealth would be fair, and in fact quite
progressive. There is concern that imposing a VAT would hurt
the elderly, a group that has high consumption relative to its
income. However, since Social Security and Medicare benefits are
effectively indexed for inflation, low-income elderly households
would be largely insulated from any VAT-induced increases in
the price of consumer goods or healthcare services.> High-income
elderly households, who receive much lower shares of their
income in the form of indexed government benefits, would need
to pay more in taxes but could afford to do so.

Concerns about the regressivity of the VAT are complex, but
they should not obstruct the creation of a VAT for two reasons.
First, while we accept the validity of distributional consider-
ations, what matters is the progressivity of the overall tax and
transfer system, not the distribution of any individual compo-
nent of that system. Clearly, the VAT can be one component of a
progressive system.

Second, it is straightforward to introduce policies that can
offset the impact of the VAT on low-income households. The
most efficient way to do this is simply to provide households
either refundable income tax credits or outright payments. For
example, if the VAT rate were 10 percent, a $3,000 demogrant
would equal VAT paid on the first $30,000 of a household’s
consumption. Households that spent exactly $30,000 on con-
sumption would pay no net tax. Those that spent less on
consumption would receive a net subsidy. Those that spent more
on consumption would, on net, pay a 10 percent VAT only on
their purchases above $30,000. Toder and Rosenberg (2010)
estimate that a VAT coupled with a fixed payment to families is
generally progressive, even regarding current income.

In contrast, many OECD governments and state governments
offer preferential or zero rates on items like healthcare or food to

SJohnson et al. (2004) show that for households in the bottom quintile and second
quintile of the income distribution for the elderly, 80 percent and 68 percent, respec-
tively, of their financial (i.e., non-Medicare) income comes from Social Security.
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increase progressivity. That approach is largely ineffective be-
cause the products in question are consumed in greater quanti-
ties by middle-income and wealthy taxpayers than by low-
income households.® It also creates complexity and invites tax
avoidance as consumers chose between tax-preferred and fully
taxable goods and policymakers struggle to characterize goods.
For example, if clothing were exempt from the VAT, Halloween
costumes classified as clothing would be exempt while costumes
classified as toys would not.

Administrative Issues

A broad-based VAT would cost less to administer than the
current income tax. For example, in the United Kingdom the
administrative costs of the VAT were less than half of those of the
income tax, measured as a share of revenue. Similarly, the New
Zealand revenue department was required to intervene in just 3
percent of VAT returns, compared with 25 percent of income tax
returns (GAO 2008).

The VAT has compliance advantages over a retail sales tax,
which is intended to collect all revenue at the point of sale from
a business to a household. Since revenue collection for the VAT is
spread across stages of production, with producers receiving a
credit against taxes paid as an incentive for compliance, the VAT
in practice is less likely to be evaded.”

Theory and evidence suggest that the compliance burden
would likely fall more heavily, as a percentage of sales, on
smaller businesses. Most countries address those concerns by
exempting small businesses from collecting the VAT. In 2007, 24
of the 29 OECD countries with a VAT exempted businesses with
gross receipts beneath specified thresholds, varying from $2,159
to $93,558 (OECD 2008).

The Congressional Budget Office (1992, p. xv) finds that “excluding necessities such
as food, housing, utilities, and health care would lessen the VAT’s regressivity only
slightly.” Toder and Rosenberg (2010) find that excluding housing, food consumed at
home, and private health expenditures from the consumption tax base can increase
pro;ressivity, but not as much as a per-person payment would.

Gale (2005) discusses administrative complications with a retail sales tax and the
changes in tax rate resulting from an erosion of the tax base due to evasion.
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Finally, to the extent that administrative costs are fixed with
respect to the VAT standard rate, the presence of those costs
suggests that the VAT should be set at a relatively higher rate
rather than a lower one.

The States

Some analysts fear a national VAT would impinge on states’
ability to administer their own sales taxes. In our view, a national
VAT could help states significantly. State retail sales taxes are
poorly designed; they exempt many goods and most services and
collect more than 40 percent of their revenue from business
purchases, which should be exempt.®

Converting their sales taxes to VATs and piggybacking on a
broad-based federal VAT would offer states several advantages.
First, they could raise substantial amounts of revenue in a less
distortionary manner than under current sales taxes. Second,
administrative costs, which now exceed 3 percent of state sales
tax revenue (PricewaterhouseCoopers 2006), would decline.
Many states link their income tax to the federal income tax base,
with obvious administrative and compliance advantages. Similar
savings would accrue from linking federal and state VAT bases.
Third, a national VAT would allow states and the federal
government to tax previously difficult-to-tax transactions, such
as interstate mail order and Internet sales. If the U.S. experience
followed Canada’s, the federal government could collect revenue
on behalf of states and relieve them of the cost of administering
consumption taxes altogether (Duncan and Sedon 2010).

In 2009 state and local sales tax revenue equaled 2 percent of
GDP (authors’ calculations based on U.S. Census Bureau 2010). If
the federal VAT had the broad base and demogrants described in
Table 1, and the states and localities piggybacked on that
structure, an average subnational VAT of about 6 percent would
raise the same revenue as existing state and local sales taxes.’

8See McLure (2002) for a description of the “nutty” world of state sales taxes. See
Mazerov (2009) for an estimate that most states could increase sales tax revenue by 20
to 40 percent if “feasibly taxed” services were added to the sales tax base. See Durner

and Bui (2010) for the share of sales taxes paid by businesses.
“This estimate is based on the yield ratio of 0.33 listed in Table 1. An alert reader may
question why a federal VAT would require a 10 percent rate to raise 2 percent of GDP,
(Footnote continued on next page.)
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Alternatively, states could maintain their sales taxes or create
their own VAT bases. Following the implementation of a federal
VAT in Canada, most provinces maintained their existing tax
codes for several years. Some provinces have yet to fully harmo-
nize with the federal VAT, while Quebec administers its own VAT
(Duncan and Sedon 2010).

VAT as Stimulus

Although a major tax increase wouldn’t be a good idea while
the economy is still recovering slowly from recession, the an-
nouncement of a future VAT could be stimulative in the current
period. Announcing that the price of consumption goods will be
raised in the future or gradually over time via a phased-in VAT
would encourage people to spend more now, when the economy
needs the stimulus. That effect may not be very big, but it is still
beneficial.

Fuel for Big Government?

The VAT has been called a “money machine” because of its
ability to raise substantial amounts of revenue. That is a helpful
feature if the revenues are used to close deficits, but it poses a
problem if the boost in revenue simply fuels further unsustain-
able growth in federal spending

Some analysts reject any source of extra revenue, including a
VAT, on the grounds that less government revenue leads to
smaller government. In general, this “starve the beast” theory
does not apply to most taxes, nor does it reflect recent experi-
ence.'” Romer and Romer (2009) find that tax cuts designed to
spur long-run growth do not lead to lower government spending
and that if anything, tax cuts lead to higher spending. This
finding is consistent with that of Gale and Orszag (2004b), who
argue that the experience of the last 30 years is more consistent

while a state and local VAT would require only a 6 percent rate to raise the same
revenue. The answer is that the federal VAT would be an add-on tax with partially
offsetting reductions in other revenue sources, as described above. In contrast, the state
and local VAT discussed here would substitute for existing sales taxes and therefore
would not create such offsets.

%Bartlett (2007) outlines the development of the “starve the beast” theory and shows
how it failed to apply during the George W. Bush administration.
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with a “coordinated fiscal discipline” view, in which tax cuts
were coupled with increased spending (as in the 1980s and 2000s)
and tax increases were coupled with contemporaneous spending
reductions (as in the 1990s). Given the widely recognized need
for both spending cuts and revenue increases to balance the
budget, it is likely that any new revenue stream would be
accompanied by reductions in spending.

Some observers argue that the VAT is such an efficient and
invisible tax that it has been and would be used to fuel govern-
ment spending increases through a gradually increasing rate.
Bartlett (2010a, 2010b) addresses this claim by noting that in-
creased VAT rates in OECD countries were common among early
adopters, who operated a VAT in the high-inflation environments
in the 1970s, but that they were far less common among countries
that adopted a VAT after 1975. Of the 17 countries that instituted
a VAT during the post-1975 period of relative price stability, four
have not changed their VAT rate and four have decreased it; the
average rate increase across all late adopters of the VAT is less
than 1 percentage point. The average VAT in OECD countries has
been roughly constant since 1984 at or just below 18 percent.

Transparency

A related concern about spending growth is the notion that the
VAT is hidden in overall prices. As a result, the argument goes,
taxpayers won't notice the VAT the way they do income, sales, or
payroll taxes, enabling Congress to increase the VAT rate without
much taxpayer resistance.

This is easily addressed. The VAT doesn’t have to be invisible.
For example, Canada simply requires that businesses print the
amount of VAT paid on a receipt with every consumer purchase.
This is essentially identical to the standard U.S. practice of
printing sales taxes paid on each receipt.!

"The growing literature on tax visibility offers mixed results. Mulligan et al. (2010)
find that the proportion of payroll taxes paid by employees has no significant effect on
the size of the public pension program. Finkelstein (2009) finds that the adoption of
electronic toll collection results in higher tax rates and reduced short-run elasticity of
driving with respect to toll rates. Similarly, Chetty et al. (2010) find that posting
tax-inclusive prices reduces demand for some goods.
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Another way to make the VAT transparent is to link VAT rates
and revenues with spending on particular goods. Aaron (1991)
and Burman (2009) propose a VAT related to health spending.
Under such a system, the additional health insurance coverage
would help offset the regressivity of a VAT and make the costs of
both the VAT and government spending more transparent.

Inflation

The creation of an add-on VAT will create pressure on prices.
(If instead the VAT were replacing a sales tax, there would be no
pressure or need to adjust the price level.) In our view, the Fed
should accommodate the one-time price rise inherent in the
creation of an add-on VAT. Not doing so would create significant
and unnecessary adjustment costs in terms of lost jobs and
wages.

But there is no theoretical or empirical reason to expect that the
VAT would cause continuing inflation. Indeed, the presence of an
additional revenue source would reduce the likelihood of the Fed
having to monetize the debt. Research has found only a weak
relationship between the VAT and continually increasing prices.
In a survey of 35 countries that introduced the VAT, Tait (1991)
found that 63 percent exhibited no increase in the consumer price
index (perhaps because they were replacing existing sales taxes)
and 20 percent had a one-time price rise. Among the remaining
17 percent, the introduction of the VAT coincided with ongoing
acceleration in consumer prices, but Tait believes it is unlikely
that the VAT caused the acceleration.

The Canadian VAT
In 1991 Canada implemented a 7 percent VAT at the national
level to replace a tax on sales by manufacturers. Many of the
concerns associated with a VAT in the United States can be
assuaged by examining the Canadian experience.!?
Canada addressed distributional concerns by applying a zero
rate to some necessities and adding a refundable tax credit in the

12This section is based on Sullivan (2010). Bird and Gendron (2009) and Duncan and
Sedon (2010) analyze the challenges of coordinating subnational consumption taxes
with a national VAT.
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income tax. As noted above, we prefer the latter method. The
Canadian VAT is completely transparent — it is listed separately
on receipts just like sales taxes are in the United States.

Perhaps because of the transparency, the Canadian VAT has
not led to significant growth of government spending. Federal
spending in Canada in fact gradually declined from 22.6 percent
of GDP in 1991 — when the VAT was implemented — to 14.9
percent in 2009. The standard VAT rate declined over time to 6
percent in 2006 and 5 percent in 2008. Federal tax revenue in
Canada fell from 17.6 percent of GDP in 1991 to 16.3 percent of
GDP in 2007 (and fell further to 14.6 percent during the 2009
recession). In terms of both revenues and expenditures, the size
of the Canadian federal government has shrunk significantly
since the VAT was introduced. Since 1991, inflation and economic
growth rates in Canada have been similar to those in the United
States.

Coordinating provincial sales taxes with the VAT has proven to
be challenging, but manageable. After the VAT was introduced,
provinces began to coordinate their sales taxes with the federal
VAT. By July 2010, 5 of the 10 provinces will have “harmonized”
VATs, making their provincial tax bases essentially identical to
the federal base. In these cases, the federal government admin-
isters the provincial tax on behalf of the province, and the
provincial governments set their own VAT rate. Quebec admin-
isters its own VAT, three provinces will administer their own
retail sales taxes. One province and the three territories have no
consumption tax. The U.S. could similarly accommodate a vari-
ety of state choices regarding consumption taxes.

An American VAT

The structure of an American VAT should include a very broad
base; rebates or income tax credits (rather than product exemp-
tions) to achieve progressivity; efforts to increase transparency
(for example, having VAT listed separately on receipts); and
explicit links to spending discipline.

While we are not wedded to a particular rate, we note that a 10
percent VAT with a broad base could raise about 2 percent of
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GDP in revenues, even after netting out the offsetting adjust-
ments in other taxes and the costs of compensating households
for VAT payments on a reasonable level of consumption.

Other than the resources used to provide the rebate, VAT
revenues should be used largely, if not completely, for deficit
reduction. Although tax and spending reform require continued
attention from policymakers, closing the fiscal gap is a top
priority. To the extent that VAT revenues are used for other
purposes, there will be fewer options left for balancing the
federal budget.

We believe the states would benefit from dropping their sales
taxes and rapidly harmonizing with a federal VAT. If all states
harmonized, and if the federal VAT rate were 10 percent, the
resulting combined VAT rate — including the state and federal
rate — would be on the order of 15 to 17 percent. That would still
be below the OECD average, but sufficient to close much of the
long-term fiscal gap and replace or improve state-level sales
taxes. It would also send a strong signal to consumers that public
policymakers are seeking to reduce consumption and increase
saving.

Given current economic challenges, the timing of a VAT is
important. Instituting a significant tax on consumption during a
recession would be counterproductive. The optimal time to
implement a VAT is after the economy has returned to full
employment.

A VAT is not the only tax or spending policy that can help
solve the fiscal problem, nor will it solve the problem by itself.
Nevertheless, to oppose the VAT is to argue either that: (1) there
is no fiscal gap, (2) ignoring the fiscal gap is better than imposing
a VAT, or (3) there are better ways than the VAT to make policy
sustainable. However, no one disputes the existence of a fiscal
gap, and the economic costs of fiscal unsustainability are enor-
mous. As to the notion that there are better ways to put fiscal
policy on a sustainable path, we would be excited to learn about
them. In the meantime, policymakers should not let a hypotheti-
cal ideal policy get in the way of the time-tested, more-than-
adequate VAT.
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