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How did the United States go from having the stemt@conomy in the world to facing
the most serious economic crisis since the Greptd3sion? What happened to an
American economy that once was driven primarilynignufacturing companies,
agriculture, small business entrepreneurs, and\arty middle class, but now is
dominated by Wall Street investment bankers arahfiral engineers? A country that
once prided herself on her strong manufacturing ipasducing good-paying jobs for
American workers has morphed into an economic systevhich American jobs are
"outsourced" overseas. Our manufacturing base éas bhollowed out, and middle-class
Americans are sliding downward economically.

Over the past decade, there has l@saprivate-sector job growth in the United States.
The only growth in jobs has been in government jargkctors—such as health care—in
which government is heavily implicated). Governmeritcourse, does not create jobs—
if by jobs we mean employment that contributehdverall production of an
economy—only the private sector does that.

Manufacturing was particularly hard hit during fivet decade of the twenty-first century.
From 2000 through 2010, the United States lostthird-of its manufacturing sector: 5.6
million American jobs were shipped overseas or $yrdpappeared. As business
economist David Hartman has pointed out, from 2000ugh 2008 the U.S.
manufacturing trade deficit subsequently amoure®bt4 trillion.

A central reason for the loss of our manufactubage, a no-growth private sector, and
massive trade deficits is a business tax systemdl@@mnong the most onerous in the
world, with its 35 percent income tax rate anditd percent employer portion of the
payroll tax (7.5 percent if you include Medicargds). Our current business tax system
rewards debt—because interest on debt is deduetiblgle punitively taxing the

engines of economic growth: capital investment, legrpent, and savings. The result has
been predictable: we have been exporting Americhs pverseas, and we have been
exporting prosperity.

Adding insult to injury, U.S.-based businesses kizate most of their plants and
employees in the U.S. are (on average) at an X&petax disadvantage to their trade



competitors. That helps explain why we are now mgtrade deficits with more than
ninety nations. Virtually every major trading connin the world—except for the United
States—provides a tax advantage for its domestiwifaaturers. As they have removed
tariffs over the past four decades, most natione Ipait into place a value-added tax
(VAT) that provides their companies with a sigrafint economic advantage over foreign
businesses. David Hartman has developed startiitegah the effects of a border-
adjusted VAT. Beginning with France in the mid-186Buropean countries adopted
border-adjusted VATs that now average 20.7 per@dhOrganisation for Economic Co-
Operation and Development (OECD) countries, othan the United States, have since
adopted VATSs or their equivalents, averaging 1&@et. As a result, U.S. goods for
export carry the full burden of U.S. federal, stated local taxes—plus an added tax
averaging 18 percent when they are shipped togomiarkets. Worse still, foreign
goods that are imported into the United Statesyemmo average, an 18 percent VAT
abatement, and yet are subject to none of the te@ssed on U.S. manufacturers. Small
wonder, then, that from 2004 to 2006, General Eleoicreased "its manufacturing base
outside the U.S. by nearly half."

Below are examples of the competitive tax disacag@that the U.S. faces with nations
that have adopted a border-adjusted VAT:

Country  Current Rate on Goods

UK 20%
France 19.6%
Germany 19%

EU 15 Averagé20.77%
Canadd 5% to 13%
China 17%
Mexico 16%

India 12.5%
Japafl 5%

Over time, this tax inequity has turned the traglsis that America once enjoyed into
an abysmal trade deficit—more than $500 billion yesar. Lately, all eyes have focused
on the federal government's budget deficit, whechartainly a serious concern. But the
U.S. trade deficit is arguably a broader measuta@bverall performance of the
American economy, and it indicates that we Amescaow consume too much and
produce too little. We are mortgaging our childsemtures for the sake of current
consumption.

The restructuring of the American economy away frduction over the past decade
surely is also a major reason for the abject faibfrthe Obama administration's program
of Keynesian stimulus: propping up U.S. "aggregimand” has little impact on U.S.
employment when so much of what Americans consgnpeaduced overseas. Hence, we
have our "jobless recovery," even as multinati@moaporate profits swell.



A promising policy approach to our deep-seated ecoo problems begins with the
recognition that whenever anything is taxed, thvtebe less of it. And conversely,
when taxes on anything are reduced or eliminatestetwill be more of it. The quickest
way to reduce our unsustainable trade deficitsrabdild our American manufacturing
base is therefore to reform our business tax sybteraplacing the corporate income tax
and the employer portion of the payroll tax with8percent, revenue neutral, border-
adjusted business consumption tax (a particulan fafrvalue-added tax). This proposal
was developed by David Hartman and so is knowhasiartman Plan—although a
similar plan can also be found in Representatiud Rgan's (R-Wisconsin) "Roadmap
for America's Future." Domestically, the effecttbie overall price level would in theory
be close to nil—the 8 percent business VAT woulged&om businesses the same tax
levy currently raised by the business income taad.etvhat would change are the tax
incentives for business with respect to various poments of domestic production.
Further, tax incentives with respect to imports ergorts would change. All goods and
services coming into the U.S. would be taxed aBtpercent rate, while all U.S.-based
companies exporting overseas would receive a qorebng tax credit, or tax abatement,
on their business consumption tax.

This change in tax policy would make the U.S. cotitige by removing the advantage
our trading partners now enjoy as a result of irelér-adjusted VAT systems they have
put in place to help their domestic companies. Tévenue-neutral change would also be
much less of a burden on the U.S. economy durppgri@d of higher budget and trade
deficits. In the long run, it would bring in morevenue than the taxes it would replace,
because the U.S. economy would grow much fastemdigd have a tax system that
would encourage companies to create jobs in theedi8tates and keep them here, while
leveling the playing field with our trading compets.

The United States' current business tax systenrea¥gards financial engineers for
loading up companies with debt and flipping them-echese debt is deductible under the
current system while capital investment, employmantl savings are punitively taxed.
Replacing the current system with a business copgamtax would reverse those
incentives, leading to healthier firms, less depenan debt. In a recent article fbax
Analysts former Reagan economic advisor Bruce Bartlettraanzes the conservative
case for a business consumption tax in this walge"VAT is probably the ideal tax from
a conservative point of view. As a broad-basedtagkonsumption, it creates less
economic distortion per dollar of revenue than ather tax—certainly much less than
the income tax>'With a consumption tax, business leaders make deeisions based on
real and undistorted economic opportunities ratih@n with an eye always fixed on tax
implications—in other words, the free market isuadly freer, and so, more productive.

One would think that conservative economists am$eovative political leaders would
be at the forefront of efforts to replace our cogte income tax system with a border-
adjusted business consumption tax. Unfortunateilsh $s not the case. Leading
opponents of a VAT include influential voices oe fRight such as Larry Kudlow of
CNBC and the editors of th&all Street JournalTo understand why this is so, some
distinctions must be made. First, there @aservative objectiorend then there are



objections made by conservativ@ast because a self-identified conservative state
objection to the VAT does not mean that his obgatts rooted in conservative principles.
There are alsprudential objectiongwe might call thespolitical objection$ and
objections on the merit3here can be an overlap in these two, but priglestijections

are focused on what shape a VAT might take givertrddeoffs that typically occur in

the American political process. Keeping in mindsehdistinctions will be helpful in

better understanding both the substance of thetdges, and why | believe they
ultimately should be rejected.

Most conservatives objecting to a business consomfax typically do not argue that
the VAT is itself at odds with conservative prifeig. Rather, their arguments against a
VAT are arguments against how a value-added taxdudkely be implemented. In

many cases, these arguments are premised on théhatehe VAT would be a new form
of taxation which would be added to all taxes alyeia existence. But that is not an
argument against a VAT; it is an argument agaimsteiasing the tax burden. It would
apply no less forcefully to a proposal that wouldrease income taxes, payroll taxes, or
corporate taxes without proposing a reduction ieotaxes. The key to the success of a
business consumption tax's objectives—i.e., gethiegorivate sector working again,
rebuilding the U.S. manufacturing base, reducimgtthde deficit, and bringing jobs
home to America—is to completely replace the curcemporate tax system with this
new approach to taxation.

This basic error—criticizing ideas that are tangeno the VAT as though it were the
VAT itself—is committed repeatedly by critics otWAT. Writing thirty years ago in
the libertarianCato Journal Charles W. Baird dealt with similar charges: "Tature of
the value-added tax and the argument that it isrsopto existing taxes stand apart from
the danger that the government will merely addit@present taxes. | don't believe we
should refrain from identifying a superior tax plaerely because politicians might treat
it as a supplement rather than an alternafive.”

Douglas Holtz-Eakin is another conservative cufi@ VAT. He is president of a newly
created think tank called the American Action Forama was a senior policy adviser to
Senator John McCain's presidential campaign. larade titled "The Case Against
VAT," Holtz-Eakin provides six reasons for conseiwves to oppose the tax. His number
one objection: "It does nothing to solve the reslat problem—excessive federal
spending.” Of course, that is a specious argument. True coatees, who believe in

the principles of limited government, understarat fiederal spending is now out of
control and must be reduced if we are to retutinalanced budgets, which were the norm
in our nation before 1940, other than in times af and depressidhSupporting or
opposing a business consumption tax to replacediporate income tax, however, is an
issue separate and apart from the necessity ohgeim federal spending.

To be fair, there certainly are many on the Lefowshpport a VAT precisely for the
purpose of creating an additional revenue streandbuld be used to address federal
deficits without having to get federal spending emncontrol? It is primarily with these
liberals in mind that Holtz-Eakin raises his fiodtjection. Conservative proponents of the



VAT are in agreement with Holtz-Eakin on the needaduce federal spending and
oppose liberal efforts to implement a VAT in ordeikeep government spending levels
high. But it is still odd for a self-proclaimed ®rvative to cite the failure of the VAT to
reduce spending as an argument to actively opphes@AT. After all, Holtz-Eakin's
explicit opposition to the VAT would seem to imphat there is something intrinsically
flawed with such a system of taxation. But thereathing intrinsic to the VAT that
requires higher levels of government spending.

Closely related to the objection that the VAT wodldtract from the task of cutting
spending is the argument that once institutedfetieral government would treat the
VAT as an ATM, always at the ready with cash foprapriators looking to fund new
programs or expand old ones. We can call thisfémd"the beast" argument. Jim Powell,
a senior fellow at the Cato Institute, argues that'VAT puts big spenders on steroids.
It generates lots of revenue, and because this wxbstantially hidden from consumers,
there's less political resistance to'ftth a paper published by the Heritage Foundation,
Daniel J. Mitchell wrote that the "VAT triggers neogovernment spending and higher
tax burdens™ Both scholars cite the experience of Europe ademde for their position.

Appeals to the anti-European sentiment of some Aaerconservatives is a popular
talking point for those opposed to the VAT Wall Street Journa¢ditorial opposing the
VAT was headlined, "The Tax That France Builf.And the Cato Institute's bloGato

at Liberty, warned: "The Value-Added Tax Must Be Stopped—Es1id/e Want America
to Become Greecé™According to this argument, once European natimtepted a VAT
there were significant increases in governmentdipgnas a share of those nations'
GDP—increases that far outpaced those of the Wushglthe same period. But the
merits of the VAT for the U.S. are no less real@yrbecause many European nations
began spending more money at the same time thatrtipfemented the VAT. The fact
that European governments are centralized and spenelon government services than
we have traditionally done is not an argument foagainst the business consumption tax
per se.

While these conservative critics point out how @an governments have increased
spending since the introduction of the VAT, theyirety ignore the trading advantage
these same nations have gained over the U.S. dilmengame period. With its 19 percent
tax advantage over us, Germany has maintaine@mrgstnanufacturing sector and enjoys
a trade surplus—even with very high labor costs—ewvthie U.S. is running massive
trade deficits.

Frequently, the "feed the beast" argument incliadelaim that the VAT is hidden from
consumers and will therefore be easier to raise titlaer taxes. Since the VAT is applied
to the sale of goods at each stage of productitticscargue that consumers are not
aware of its overall effect on the final price afogls. Thus, voters are less likely to resist
an increase in this tax.

There are two problems with this argument. Firsteoagain, this is an argument about
political considerations, not an argument agaimstrherits of a business consumption tax.



And this particular problem can be easily overcoRw.example, as mentioned
previously, Paul Ryan has proposed replacing tingocate income tax with an 8.5
percent business consumption tax in his "Roadmeprterica's Future In the bill

filed by Ryan, this tax rate cannot be raised withtbe approval of three-fifths of
Congress. It is highly unlikely that such a votewdogo unnoticed by the American
people. Members of Congress opposed to such ateease, trade associations
representing industries that would be harmed byenease, and the numerous watchdog
organizations that advocate against tax increaseddwnake sure that any vote would
receive substantial public attention. Represergd®yan's proposal shows that there is a
simple fix to the potential threat of secret takds. Second, arguing against the VAT for
being a "hidden" tax ignores the fact that manguwfexisting taxes are just as hidden.
Are most American workers conscious of the effaat the payroll tax has on their take-
home income? Are most American consumers awarewfrhuch of the cost for their
goods and services is the result of the 35 pe@pbrate income tax rate and the
employer portion of the payroll tax?

Finally, some conservative critics of a border-athd business consumption tax argue
that an 8 percent tax on all goods and servicesrgpimto the U.S. will increase prices

for American consumers. Yet what do U.S.-basednasses do now with their existing
array of income and payroll taxes? They pass thosts on in the prices charged
consumers. That is why C. Larry Pope, chief exgeutificer of Smithfield Foods, Inc.,
the largest pork processor and hog producer invthréd, advocates tax reform: "I
fundamentally don't understand the logic of corgmmacome taxes. If | have a 35 percent
tax, all I do is take that 35 percent tax and thsfar it into the price of bacon and the
price of pork chops,"” said Pope, who has more thiaty years of experience in the
industry™®

In summary, most of the criticisms of a businessscmption tax from the Right are
prudential and political; they are not matters afigervative principle. On the whole, the
objections are directed at a VAT that would be addeexisting taxes, not one used in a
revenue-neutral fashion to replace our existingo@te tax system. Of course, if the
Hartman Plan works, then the private sector caexipected to grow, which in turn
would result in increased government revenues.chioece then would be between
reducing budget deficits or increasing spending tihat is an issue separate and apart
from the question of the optimal business tax syste

It is true that all taxes, of whatever kind, inliprivate-sector economic growth.
Nevertheless, since governments require revenapédrate, some form of taxation is
necessary. Thus, the question becomes: which syst&éaration is the least harmful to
economic growth and job creation? Policies whiaemtivize consumption while
discouraging capital investment, employment, anihga are a recipe for a no-growth
economy—uwhich is what we have in America underetkisting business tax structure.
The prominent investment guru Mark Faber made daimoint recently in an interview
in Barron's "The government [has] continuously implementelicpes to boost
consumption, when everyone should know that anaogrwill grow in a sustainable
way only through the implementation of policiesttfuster capital formation:®



It is particularly noteworthy that many of the censtive critics of a VAT openly admit
that, in the abstract at least, a business consomiatx is superior to current methods of
taxation. Holtz-Eakin acknowledges that "in prideithe VAT has many desirable
characteristics." He compares the effects of an@ssi consumption tax to those of the
income tax, with the consumption tax coming outamn

As is well known, like the sales tax, a VAT is & tan consumption. This places tax
burdens on the amount that individuals take odhefeconomy. In contrast, an income
tax places the tax burden on the amount of labardy@ffort, skills, capital, and risk-
taking that individuals supply. To my eye at leétst, former is ethically superior . .

Also, a VAT (or at least the textbook version of MAT) taxes all goods and services at
the same rate, and hence does not distort deaisaking. In contrast, the existing
corporation and individual income taxes are rifehvpghaseouts, carve-outs, and other
distortions. The corporation tax is high relativetany of our competitors’, and the U.S.
remains unique in its anticompetitive dedicatiomaxing the worldwide income of its
multinationals. . . . The income tax system inlthnéted States desperately needs
fundamental reform’

Writing for the Heritage Foundation, Daniel J. Ntigtl says that it is true that "taxes on
consumption do less damage to the economy thas taxencome and production.” But
Mitchell waves away this point by claiming it "walbe relevant only if policymakers
were considering wholesale elimination of incometaand seeking an alternative
source of revenueé¥Mitchell makes a similar point in a column he veréor theNew
York Posthat was also published on the Cato Institute'ssiteld'The VAT has its
virtues: As a single-rate, consumption-based systench like the flat tax or national
sales tax, it would introduce far fewer economgtalitions than today's income tax—and
a heckuva lot less paperwork. That would be a pesrsa argument—if proponents
wanted a VAT to replace the Internal Revenue Cdd&/hat Mitchell suggests is
precisely what is being advocated here. When itesota tax reform, it would be a tragic
mistake for conservatives to allow liberals to sh#ge rhetorical arguments for such a
tax. We must be clear that an American business WAlTbe an alternative to the
existing tax system, not an addition.

Given our massive budget and trade deficits, tise éar a VAT will grow. Because

some liberals support a VAT is not a sound reasdretagainst this approach to taxation
as such. Rather, conservatives should see this egportunity to gather a consensus
behind a long overdue reform of our job-killing porate tax system. Most Americans
are concerned about the loss of good-paying Amejjmas to other nations and the
hollowing out of our manufacturing base. Implemerttee right way, the shift to a
business consumption tax would be a huge boo&etdimerican economy. A system of
taxation which rewards capital investment and sgis just the right medicine for an
ailing and stagnant private sector.

Our country needs an economic policy aimed atpy#imericans back to work. We
need to produce more and consume less. Replacimgnewous corporate tax system



with a border adjusted business consumption taXonilg jobs home to America and get
our economy moving again. That would be the re@hitdus” program.
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