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Preliminary Comments On 
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by Paul Tadros, Marc Schwartz and 
Richard Hartnig, Schwartz International

Schwartz International is a boutique international 
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Contact: ptadros@schwartzintl.com,  
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Introduction

There's been a lot of talk over the past several weeks about potential tax and trade reform in the 
US, ranging from an income tax overhaul, to border adjustment taxes and broad tariffs. This ar-
ticle has three goals:

(1) Explain a VAT in layperson's terms;
(2) Dispel the notion that a VAT and tariff/border adjustment tax are similar; and
(3) Assess the proposed tariff and border tax adjustment systems.

Keeping in mind that the tax proposals are designed, in part, to encourage increased US manufactur-
ing, it is important to note that, since the late 1980s/early 1990s, the US economy was already shift-
ing away from a primarily manufacturing economy to a services one. High-end specialized equipment 
manufacturing is still carried out in the US, while low-end manufacturing of primarily consumer 
goods (e.g., refrigerators, washing machines, etc.) has been sourced out to lower-cost jurisdictions.

This article refers to a foreign-based manufacturer as FC. USC is a US importer or exporter.

VAT System

As there is talk about a border adjustment tax being analogous to a value-added tax ("VAT") we 
thought it might be useful to describe a typical VAT and compare it to one of the current pro-
posals. In extremely broad terms, think of VAT as analogous to a sales tax. The basic premise of 
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a VAT system is that the ultimate burden is borne by the last person in the supply chain, i.e., the 
final consumer. For example:

1.  FC purchases raw materials to manufacture product X. FC pays VAT to the seller, 
manufactures X and is ready to sell.

2.   FC sells X and charges and collects VAT from the buyer.
3.  FC then nets VAT collected from its customer against VAT that FC paid when it 

purchased the raw materials (referred to as "input credits") and remits the net amount 
to the government.

4.  Suppose FC sells X to a retailer. The retailer credits the VAT it paid FC versus the VAT 
collected from the end-user customer, who does not get a VAT credit.

This can be further illustrated by the following numerical examples:

VAT Example: Rate of 20 percent
1. FC purchases materials for 100

2. FC sells to wholesaler finished product for 150

3. Wholesaler sells to retailer for 170

4. Retailer sells to consumer for 200

The total VAT will be 40 (20 percent of 200) totally borne by the consumer

FC Wholesaler Retailer Consumer

Purchases 100 150 170 200

VAT on initial purchase of materials by FC 20

VAT on value added through the supply chain:

   FC to Wholesaler 10 [20 percent of (150 – 100)]

   Wholesaler to Retailer 4 [20 percent of (170 – 150)]

   Retailer to Consumer 6 [20 percent of (200 – 170)]

VAT paid by Consumer 40 [20 percent of 200]

(Note: There are varying VAT rules for import and export. For instance, when FC buys the raw 
materials, FC pays VAT regardless of whether it imports the raw materials. If imported, FC pays 
VAT at the port-of-entry to Customs or via a separate self-assessment mechanism. Many coun-
tries have a 0 percent VAT tax rate on exports.)
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Regardless of whether FC exports X, FC is still subject to full corporate income tax on the income 
from the export sales. Furthermore, when FC exports and there is a 0 percent VAT on exports, FC's 
country of residency does not collect VAT, meaning the government of the exporting country is 
the one forgoing the revenue. This is important as some question whether any of the proposed 
US tax ideas create a subsidy for US companies that might lead to objections in the World Trade 
Organization (WTO). The typical VAT described above is not a subsidy, particularly as shown 
that the home country that exports foregoes VAT revenue, not income tax revenue. Is the forgone 
VAT a subsidy? Doubtful when put into the following context: USC manufactures in, say, Cali-
fornia and such sales are normally subject to sales/use tax; if USC exports its finished products to, 
say, the UK, it does not charge the sales/use tax.

Border Adjustment Tax ("BAT")

Introduction/Assumption

The limited written guidance 1 provides changes to the income tax where the: (1) cost of imports 
would not be deductible notwithstanding that domestic sales of those products will be taxable; 
and (2) income from exports would be tax-exempt. As mentioned, these two items could face 
scrutiny by the WTO. Separate from the BAT but as part of the tax reform, both the Republican-
led Congress and the Trump Administration desire to reduce corporate and individual tax rates.

Imports Not Deductible

Suppose USC imports finished goods to resell in the US. Currently, USC can deduct the cost 
of the imported goods. Under the BAT proposal, the income is taxable but its material expense 
(the imported goods) is not deductible, resulting in tax on essentially gross income. USC will 
likely need to raise prices or suffer material economic and cash losses, above and beyond facing 
increased shareholder pressure. In any case, US consumers may suffer due to higher prices, USC 
may suffer if it cannot fully increase prices and, in such case, is the US better off?

We commend the Trump Administration for a goal of increasing simplicity in the tax code, so 
let's hope that the rules created to track relevant items are user-friendly. For instance, what if 
USC's total costs are split 50/50 between domestic/import expenses and its sales are split 80/20 
between domestic/exports. Will there be a significant administrative burden?
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Exports Excluded From Taxable Income

Invariably, if export sales gross revenue is excluded, then the associated costs (including overheads) 
must also be excluded, not only due to world trade rule considerations, but also in the fairness of 
the tax system and revenue neutrality.

Remember that most US manufacturing is for high-end items, requiring skilled labor. If USC 
primarily exports, it and its shareholders have gained a substantive tax advantage over domestic 
enterprises. Will we see a reduction (or a smaller increase) in new enterprises manufacturing for 
the US market and likely hiring US workers?

If USC's markets are both export and domestic, given that it will be taxed on domestic sales while 
not being able to deduct the costs associated with export sales, it may need to increase its price 
to domestic purchasers.

Separately, implementing a VAT on imports and still allowing an income tax deduction for import costs 
is something that may be a compromise minimizing some of the potential negative results from the BAT.

Tariffs

The Trump Administration hopes that imposing tariffs will increase US manufacturing. The 
theory is that tariffs increase costs for US importers, increasing the attractiveness of US produc-
tion. Tariffs also raise prices for the end-consumer, particularly if US trading partners respond 
in kind. So, even if the US implements tariffs, consumers across the globe will pay the cost 
– US consumers included. Price increases are likely to lead to wage pressure, both fueling infla-
tion. One of the sectors the Administration is trying to protect, the blue collar middle class, 
may get hit the hardest.

It is unclear what tariffs may do vis-à-vis the US dollar's value, given the uncertainty of what other 
countries may do. For instance, in Mexico for recent meetings, we learned that Mexico and other 
trading partners are making alternative import/export plans in case the US imposes tariffs. Thus, 
we do not believe pure tariffs are necessarily a positive alternative, as indicated in the conclusions.

Conclusions/Observations

There seems to be a misperception that the dollar will become stronger, thus reducing the nega-
tive effects due to the tariffs on imports/non-deductibility of imported goods. Some questions:
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1.  Has consideration been given to the potential damage to exports by becoming more 
expensive and negatively impacting competitiveness?

2.  What will be the effect on foreign direct investment in the US? Will it be decreased if 
our trading partners see a more unfriendly environment?

3.  Will tourism to the US be negatively impacted by a possibly stronger US dollar?
4.  What about business conferences, etc.? Venues in other countries may be sought instead.
5.  The record keeping and administrative burdens on business and the IRS will increase. Is 

the Code being simplified or are we just replacing one set of complex rules with another?

ENDNOTES

1 A Better Way: Our Vision for a Confident America, Tax, June 24, 2016, better.gop – a 35-page document 

outlining tax reform proposals and background.
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