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VALUE ADDED TAX (VAT)

Q. How would a VAT be collected?

A. Most countries with a value-added tax employ the credit-invoice 
method. Under this method, businesses are taxed on their sales at 
each stage of production but obtain credits for the taxes they paid on 
inputs. 

CREDIT-INVOICE METHOD

Most countries with a value-added tax (VAT) employ the credit-invoice method. All sales by businesses are 
taxable, but sellers pass invoices on to the VAT-registered business taxpayers who purchase the sellers’ 
goods and services. These purchasers, in turn, claim a credit for taxes paid but then pay VAT on the full value 
of their sales. The result is that there are no net taxes on sales between registered VAT businesses, while the 
full value of the final sale to the consumer bears tax (table 1).

SUBTRACTION METHOD

Under a subtraction-method VAT, sometimes called a business transfer tax, businesses pay tax on the 
difference between the value of their sales and the value of their purchases from other businesses. As with 
the credit-invoice VAT, the sum of all the amounts subject to tax, without exemptions, is equal to the value of 
final sales. Japan uses a subtraction-method VAT, but it contains all the invoice requirements and rules of the 
credit-invoice method, so in practice it is not that different from the VATs used in other countries.

Production 
stage No tax Retail sales tax

Credit-invoice 
VAT

Subtraction method 
VAT

Farmer $300 $300 ($0) $330 ($30) $330 ($30)

Miller $700 $700 ($0) $770 ($70–$30) $770 ($40)

Baker $1,000 $1,100 ($100) $1,100 ($100-$70) $1,100 ($30)

Total tax $0 $100 $100 $100 

Source:  Toder and Rosenberg, 2010.

TABLE 1

Prices with Different Types of 10 Percent Sales Taxes
Taxes paid in parentheses
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