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  The Value-Added Tax And 
Border Adjustment Tax 
Debate: Enough Is Enough 
 by Paul Tadros, Schwartz International 

 Introduction 

 Th e purpose of this article is to  explain, in 
layperson's terms, the operation of a val-
ue-added tax  system ("VAT") and dispel the notion that a tariff  / border adjustment  tax ("BAT") 
/ "reciprocal" tax (whatever that means) is similar to  a typical VAT system. 

 Th e notion that the proposed BAT and  VAT are similar and the intent is to level the "playing 
fi eld" is,  bluntly, utter nonsense. Furthermore, what's disturbing is an apparent  lack of under-
standing of some of the fundamentals, and there must  be a more informed and logical dialogue 
about the key issues. 

 Let's get one thing clear: Th e VAT  is a  consumption  tax and the income generated by  all sales (ex-
port and domestic) is still subject to income tax in  the country of residence of the seller. 1  

 Th e other nonsensical notion is that  a US-based seller exporting its goods (or services) to a coun-
try with  a VAT system is the one who is subject to the VAT and, therefore,  being treated unfairly. 
(As an aside, if the exporter is paying the  VAT and not recovering it, it needs to get better advice 
very quickly.) 

 For the purposes of this article,  we refer to a foreign-based manufacturer as FCo and a US-based 
exporter  as USCo. 

 VAT System: Introduction 

 Assumption: Purchases/sales of raw  materials and fi nished products are  not  exempt from  VAT. 

 Th e basic premise of a VAT system  is that the ultimate burden is borne by the last person in the 
supply  chain,  i.e. , the fi nal consumer. 
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   Example:  FCo  purchases materials to be used in the manufacturing of product X.  
Whether the input materials are imported or not, FCo will pay the  VAT (if imported, 
the VAT is paid at the port-of-entry to Customs;  if locally, seller charges the VAT and 
remits to the government).  FCo must maintain records of VAT it paid and VAT col-
lected from its  customers. 

 On the sale of product  X to, say, a local retailer, FCo charges VAT on the selling price;  
nets the VAT collected against the VAT it paid (referred to as "input  credits"); and re-
mits the net amount to the government. On the sale  of product X by the local retailer 
to the consumer, the consumer is  charged VAT on the selling price. Th e retailer goes 
through the same  process as FCo  vis-à-vis  record keeping and  remitting to the govern-
ment. Again FCo has the administrative headache  of dealing with the VAT, but is not 
a  net  VAT taxpayer. 2   

 Th is can be further illustrated by  the following numerical examples: 

VAT Example: Rate of 20 percent
1. FCo purchases materials for 100
2. FCo sells to wholesaler fi nished 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

FCo Wholesaler Retailer Consumer
Purchases 100 150 170 200
VAT on initial purchase of materials by FCo 20
VAT on value added through the supply chain:
FCo 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]

 VAT System: Imports Into A Country Imposing A VAT 

 Generally, when USCo sells to a customer  ("A") in, say, Germany and A is the importer of record, 
it's A which  will pay any import duties and the VAT,  not  USCo.  If A buys from another German 
company, the only item it will not pay  is the import duty – it still has to pay the VAT. Th erefore,  
if USCo is competing with another seller, the VAT part is totally  irrelevant. 
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 ( Note:  Absent any  free trade agreement, the import duty on the same product purchased  will be 
the same irrespective of the country of the seller. Obviously  if A, in our example, sources locally 
there won't be an import nor  a potential duty.) 

 On USCo's sales, title often passes  outside the US to ensure foreign source income, and that is 
why USCo  will generally not need to handle VAT. However, alternative situations  exist. How 
about USCo selling via amazon.co.uk where USCo owns consumibles  stored in UK warehouses? 
USCo generally is the importer of record  and subject to VAT upon import. As a VAT taxpayer, 
USCo should register  for VAT, collect VAT on the sale (likely via amazon.co.uk) and, again,  does 
 not  bear the VAT's economic burden. 3  

 VAT System: Exports From A Country Imposing A VAT 

 Where FCo exports product X, the sale  is often classifi ed as a "zero-rated" transaction for the 
purposes  of determining the net amount of the VAT it is obligated to collect  and remit to the 
government. Two important points to note: 

  1.  FCo is still  subject to local income tax on the income from the export sales ;  and 
 2. FCo's government forgoes  VAT on the sale (based on the premise that consumption 

occurs elsewhere). 
 
 Th e country of export cedes the right  to apply VAT ( not the right to tax the income ) to  the coun-
try in which the purchaser resides. For example, a Germany-based  entity sells to a customer in 
Canada, which also imposes a goods and  services tax ("GST", which functions in the same way as 
a VAT), Germany  cedes the right to the VAT to Canada. Th e fact that Canada's GST rate  may be 
lower than Germany's VAT rate is irrelevant. Th e ceding of  the consumption tax, via the zero-rate 
mechanism, is  not  dependent  on whether the importing country imposes a VAT or not. 

 Conclusion 

 If there is a "disadvantage" to a  US-based exporter, it defi nitely does not arise from the VAT. Th e  
disadvantage will arise from the following: 

  1. Th e strength of the  US dollar  vis-à-vis  a non-US competitor's  currency in relation to the 
purchaser's currency; 

 2. Th e import duty to the extent USCo's  duty is higher than its competitor, perhaps due 
to a free trade agreement;  and 
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 3. Of course, the pre-tax  price of the product (for example, USCo's price is USD1,200 
while  the competitor's price is USD1,000). 

 
 While some may posit, as justifi cation  for the BAT, that VAT is subject to abuse (or in some cases, 
fraud),  such a position/argument deviates from the debate. Th e BAT provides  an income tax ex-
emption for export sales and disallows a deduction  (again, for income tax purposes) for imports. 

 States within the US exempt export  sales from sales/use tax. If a tangible good is sold by FCo to 
a buyer  in, say, California on which sales/use tax is imposed, should FCo's  country contend that 
this is an unfair practice? 

 So let's get the facts straight and  have an informed debate. 

 ENDNOTES

   1  While there may be some jurisdictions providing  an income tax exemption for specifi c activities, this 

article focuses  on the general rules and it is doubtful such exemptions will be found  in developed 

countries given that they will be in violation of WTO  rules.  

   2  We realize there are specifi c  circumstances where FCo might be a net payer, but those are generally  

the exception, such as when certain items might be subject to a 0  percent VAT  versus  being VAT-

exempt. Such details  are beyond the scope of this article.  

   3  Yes, we understand there could be  a time value of money argument on the cash fl ow, but let's keep 

the  big picture in perspective. Here are two quick e-commerce-related  items – Non-US sellers on 

amazon.com, Shopify and other US e-commerce  companies where goods are stored in the US have a 

frustrating time  because many need to register for state  sales  tax,  even though there might not be a 

US trade or business or Permanent  Establishment at the federal level or income tax nexus at the state  

level. Flip the situation for a moment where USCo sells via amazon.co.uk  and doesn't understand that 

the sales price a buyer sees  includes  VAT,  meaning that price is  not  USCo's revenue but the  VAT plus 

revenue. USCo blames the VAT for its losses, but the real  problem might simply be poor pricing and/or 

ineffi ciency. We call  that "user error" by not hiring the right advisors in the fi rst place.   
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