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ABSTRACT 

Current US proposals for destination-based corporate taxes that effectively combine a value-added tax 
(VAT) and a wage subsidy raise important policy questions for countries considering them, and for their 
trading partners. This tax/subsidy package would not create trade barriers or export subsidies, and any 
changes in trade would result from the measures’ distributional consequences or short-run impacts on 
output. The package would leave business profits and rents untaxed, placing the burden of the tax entirely 
on consumers, with no offset from exchange rate appreciation. If anything, its introduction could cause a 
short-run real exchange rate depreciation. A key concern regarding this package is its small, volatile, and 
vulnerable revenue yield. At current US consumption and labor shares of gross domestic product (GDP), 
a 20 percent corporate cash-flow tax with a wage subsidy would generate only around 2 percent of GDP 
in revenues, a result that could be obtained with much less volatility from a 2.8 percent tax without the 
wage subsidy. Under the tax/subsidy regime, revenues would become negative if consumption and labor 
shares returned to their historical norms, requiring increases in other taxes. A 20 percent tax would raise 
consumer prices by up to 27 percent, taking into account state sales taxes, sharply cutting the living 
standards of people on fixed incomes. The average combined consumption tax rate of 33 percent would 
be the highest in the world and more than double the world-average VAT rate, creating incentives for 
avoidance and evasion. 

Keywords: value-added tax, VAT, corporate tax, cash-flow taxation, GST, social VAT 

JEL Codes: F13, F41, H22, H25, H26. 



 
 

vi 
 

ACKNOWLEDGMENTS 

This work was undertaken as part of, and partially funded by, the CGIAR Research Program on Policies, 
Institutions, and Markets (PIM), which is led by the International Food Policy Research Institute (IFPRI) 
and funded by CGIAR Fund Donors. Many friends and colleagues provided valuable comments on earlier 
drafts of this paper, especially: Abdullah al-Mamun, Christophe Gouel, Joe Glauber, David Laborde, 
Keith Maskus and Tess Lallemant. The opinions expressed here belong to the author, and do not 
necessarily reflect those of PIM, IFPRI, or CGIAR. Responsibility for any remaining errors is the 
author’s. 
 

http://www.cgiar.org/who-we-are/cgiar-fund/fund-donors-2/


 
 

1 

1.  INTRODUCTION 

Proposals for destination-based corporate taxation (Auerbach 2010; Auerbach and Holtz-Eakin 2016) 
have moved with stunning speed from an academic curiosum to active policy proposals in the United 
States (Ways and Means Committee 2016; Hufbauer and Lu 2017; Summers 2017). These measures 
would be a radical change from traditional approaches to corporate income tax. Proponents have argued 
that they do not distort trade, but rather shift the basis of taxation from the origin of production to its 
destination, converting a corporate tax into a tax on consumption (Auerbach and Holtz-Eakin 2016). 
However, many external observers have raised concerns about these measures’ potential implications for 
trade and for financial stability (Cline 2017; Jean 2017). 

Surprisingly, many questions remain about the impacts of such taxes. One key question is the 
nature of the tax base from which their revenue is derived. They are widely seen as transferring the 
burden of taxation from production to consumption. However, they are sometimes also described as 
taxing economic rents (Auerbach, Devereux, and Simpson 2010, 841; Patel and McClelland 2017).  

A second key question is whether they provide protection to domestic industries or are non-trade-
distorting, and hence should be allowed under World Trade Organization (WTO) rules. The imposition of 
border tax adjustments on imported goods and the exemption for imports suggest that such a tax might 
favor domestic production over imports. However, the analogy with the border tax adjustments under a 
value-added tax (VAT) (Auerbach and Holtz-Eakin 2016) suggests that such a tax might well be non-
trade-distorting.  

A third key question is whether these measures are likely to cause an appreciation of the 
exchange rate. In many treatments of the issue, an initial improvement in competitiveness is expected to 
be offset by an appreciation of the exchange rate, which is seen as reducing the burden of the tax on 
consumers (Auerbach and Holtz-Eakin 2016; Feldstein 2017). Opponents raise concerns that such an 
appreciation may cause competitiveness problems (for example, Eichengreen 2017) and/or increase the 
risk of default by foreign debtors (Summers 2017). But is there any reason to expect a currency 
appreciation at all? 

A final set of questions for countries introducing such a package of measures is the relationship 
between the tax rates needed—and hence the incentives for avoidance and evasion—and the revenue 
yield, the stability and reliability of that revenue yield, and whether there are any transitional challenges. 

The questions addressed in this paper are important for policy makers in several contexts: (1) in 
countries considering such measures, (2) in trading partners trying to assess impacts of other countries’ 
use of such measures, and (3) in assessments of these measures’ compatibility with international trade 
rules. This paper was motivated by interest in the potential implications of border tax adjustments on the 
trade opportunities of partner countries, but broadened when it became clear that answering this question 
would require a fuller impact analysis. 

Since the extent to which business activities would be covered by such a tax does not yet appear 
to have been clearly defined, the first part of this paper makes the simplifying assumption that the tax net 
covers all business activities. Section 2 outlines the key features of the proposals. Section 3 examines the 
direct impacts on domestic prices of goods. Section 4 looks at the resulting impacts on corporate 
revenues. Section 5 looks specifically at the impact of the wage subsidy element of the proposals. With 
this as background, section 6 analyzes whether the measures create trade distortions. Section 7 discusses 
the real exchange rate impacts. Section 8 examines the tax base, the rates, and the redistribution resulting 
from the proposals. Section 9 considers the impact of having some business activity outside the tax net. 
The final section concludes. 
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2.  KEY FEATURES OF THE PROPOSALS 

Economists and policy makers have put forward various proposals for destination-based corporate 
taxation systems. In an influential contribution, Auerbach (2010, Table 1) proposes a corporate tax system 
that includes 

1. taxes on domestic sales, offset by deductions for domestic expenses on inputs and wages 
and salaries, and  

2. immediate deductibility of investment expenditures on domestic goods and of domestic 
interest expenses. 

More recent proposals (for example, Auerbach and Holtz-Eakin 2016; Ways and Means Committee 2016) 
do not allow deductibility of interest expenses but do provide for full deductibility of all investment 
spending.  

A key feature of these proposals is border tax adjustments like those found in VAT systems. 
These adjustments would impose the tax on imports—perhaps by directly levying the tax at the border, as 
in the case of a destination VAT, or by disallowing a deduction for these goods—and exclude export sales 
from taxation. Some proposals, such as Auerbach’s (2010) build from the traditional corporate sector, 
which, as Merrill (2010, 626) notes, accounted for 71 percent of US business taxable income in 1987 but 
only 48 percent in 2007. The measures themselves could, in principle, cover business structures other than 
traditional limited liability companies, and this appears to be the intent of some key proposals (Ways and 
Means 2016).  

As described by Auerbach (2010) and Auerbach and Holtz-Eakin (2016), these proposals 
incorporate two independent components: 

1. a cash-flow tax on output, with deductions for intermediate inputs and investment goods, 
and border tax adjustments, and 

2. a subsidy on wages paid or, equivalently, a reduction in net payroll taxes. 
As noted by Auerbach and Holtz-Eakin (2016), the first of these is equivalent to a destination-based VAT 
or goods and services tax (GST) (Benge, Pallot, and Slack 2017) and is levied by a subtraction method 
rather than through the more usual invoice-receipt method. It is useful to consider first the impact of the 
quasi-VAT and then to turn to the wage subsidy. 



 
 

3 

3.  IMPACTS OF THE QUASI-VAT ON GOODS PRICES 

A critical issue in answering all the questions addressed in this paper is the impact that the tax has on 
consumer and producer prices of goods. Three cases need to be considered: importables, exportables, and 
nontraded goods. The impact on importable goods is perhaps the easiest to see.  

As noted by Feldstein (2017), if the border tax adjustment is imposed by disallowing a deduction 
for purchases of imports, an importer who imports a good valued at $1 must raise her selling price to 
$1.25 to pay the tax incurred on sale of the good to cover the costs imposed by a 20 percent cash flow tax. 
If the border tax adjustment is levied at the border, as under a standard VAT regime, then a tariff of 25 
percent would be applied, raising the consumer price of the good by 25 percent. A corporate purchaser 
buying the good as an input would receive a 20 percent tax deduction, lowering its cost back to $1, while 
a final consumer would not receive a deduction and so would pay the full $1.25. 

A producer of an exportable good has the choice of selling the good on the domestic or export 
market. If she chooses to export, no tax is liable on her output, and she continues to receive the initial 
price of, say, $1 per unit. With a 20 percent tax, she needs a domestic price of $1.25 to keep the $1 net 
return she could have obtained from the export market. This arbitrage opportunity suggests that domestic 
consumer prices of exportables will rise by 25 percent following the imposition of a cash-flow tax at 20 
percent.1 Importantly, net producer prices have not changed. Oddly, this impact of the border measure on 
the domestic prices of exportables is rarely considered in the analysis of the cash-flow tax. 

In the case of nontraded goods, prices are not determined by arbitrage conditions in the same way 
as for traded goods. A partial equilibrium approach might suggest that the levy on output would be split 
between the producer and the consumer, depending upon the relative slopes of the supply and demand 
curves. However, the key determinant of prices for nontraded goods in this economywide case is the zero 
profit condition (Mussa 1979). In an open economy, factor returns are determined by the producer prices 
of traded goods and the production technology. Since the producer prices of traded goods have not 
changed, factor prices would not be expected to change. This implies that the net producer price for 
nontraded goods should not change. In this case, the imposition of a 20 percent tax on the output of 
nontraded goods can be expected to raise the consumer prices of these goods by 25 percent, while leaving 
net unit returns to the producer unchanged.  

These theory-based propositions that broad-based VATs fall on consumers are confirmed by a 
recent econometric study of VAT changes in a panel of Eurozone countries. In this study, Benedek et al. 
(2015) find that 100 percent of any change in standard VAT rates is passed through to consumers.  

                                                      
1 More generally, consumer prices will rise by a factor of  1

(1−𝑡𝑡)
, where t is the proportional tax rate applied under the cash-

flow tax. 
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4.  IMPACTS OF GOODS PRICE CHANGES ON RETURNS 

To make clear what is going on, it is useful to begin by considering the costs and returns of a hypothetical 
company before and after the introduction of key elements of the proposed tax. The components of output 
value prior to imposition of any tax are given in Table 4.1, where the firm has gross output value of 
$1,000, imported inputs of $250, and domestic inputs of $250, and hence generates value added of $500. 
This value added includes wages of $300, capital depreciation of $100, and a residual return to capital of 
$100 before traditional corporation tax, and $90 after tax.2 The firm is assumed to be selling on the 
domestic market, as the export case is much simpler. 

Table 4.1 Impacts of a quasi-VAT on firm costs and returns 

Variable Pre-reform ($) With Quasi-VAT ($) Comment 
Consumer cost 1,000 1,250  

Tax markup  250  

Gross output 1,000 1,000  

Net tax  0 Tax markup - Dedn 

Domestic inputs 250 250  

Net tax  0 BTA - Dedn 

Imported inputs 250 250  

Depreciation 100 100  

Corp. income tax 10 0  

Return on capital 90 100  
    
Labor return 300 300  

Total 1,000 1,000  
Source:  Illustrative data. 
Note:  BTA = border tax adjustment; Dedn = deduction; GST = goods and services tax; VAT = value-added tax. 

The direct impacts of a move from a traditional corporation income tax to a quasi-VAT are shown 
in Column 2 of Table 4.1. As discussed in the previous section, the GST-type tax on output at 20 percent 
raises the producer’s selling price for a good sold domestically from $1 to $1.25. If the good were 
exported, there would be no change in the price received, and gross output value would remain $1,000. 
Importantly, however, the introduction of this tax would not change the net price received by either 
producer, or the net return of $1,000. As discussed more fully in a subsequent section, the quantity 
consumed would not change—there are no substitution effects since all prices change together, and there 
are no income effects in a static model if all revenues are redistributed to consumers. The example 
presented in Table 4.1 shows another important point: that this tax is borne entirely by final consumers, 
just as with a VAT. The cost of the good to consumers is now $1,250 rather than $1,000.  

The impacts on input costs are shown as zero in Column 2. For domestically sourced inputs, this 
reflects the fact that producers mark up their prices by 25 percent in order to cover the costs of the tax on 
their output. This is offset to the firm in Table 4.1 by the deductibility of this input cost against the tax, 
leaving a zero impact (Tax markup - Dedn in Table 4.1) on the costs of domestically sourced inputs. Just 
as with domestic inputs, the net cost of the imported input to the using firm in Table 4.1 remains 

                                                      
2 Returns to labor are set at 60 percent of GDP based on a recent ILO and OECD (2015) finding that the US labor share has 

trended down from its long-term trend value of 65 to 60 percent in the last 20 years. Setting corporate tax at 2 percent of value 
added follows the Tax Policy Center (2017). 
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unchanged at $250, with the cost-raising impact of the border tax adjustment offset by the cost-lowering 
impact of its deductibility once the border tax adjustment has been imposed.  

The points made using the numerical example can be made a little more generally using the 
markup identified in footnote 1. Before the tax, producers sought to maximize the profit function: 

π = po.qo  - Σ pi.qi – w.L 

where po and qo are output prices and quantities; pi and qi are input prices and quantities, and w and L are 
the wage rate and labor employed. As explained in the previous section, the quasi-VAT causes the prices 
of all goods to be marked up to by a factor  1

(1−𝑡𝑡) which, in this case, is 1.25 for a 20 percent tax.  
After introduction of the tax, the profit function for a firm selling domestically is: 

𝜋𝜋 = (1 − 𝑡𝑡). ( 1
(1−𝑡𝑡) .𝑝𝑝𝑜𝑜 . 𝑞𝑞𝑜𝑜 − ∑ 1

(1−𝑡𝑡) .𝑝𝑝𝑖𝑖𝑞𝑞𝑖𝑖) – w.L =   po.qo  - Σ pi.qi – w.L 

This shows that the increase in the price received from consumers is cancelled exactly by the tax, while 
the benefit of the tax deduction for inputs is cancelled by the markup in the prices of intermediate inputs 
so the producer is maximizing the same profit function—and will behave in the same way as she would in 
the absence of the quasi-VAT.  

For an exporting firm, no tax is levied on export sales, but the firm is unable to mark up the price 
received so the firm profit function is:  

𝜋𝜋 =  𝑝𝑝𝑜𝑜. 𝑞𝑞𝑜𝑜 − (1 − 𝑡𝑡)∑ 1
(1−𝑡𝑡) . 𝑝𝑝𝑖𝑖𝑞𝑞𝑖𝑖 – w.L =   po.qo  - Σ pi.qi – w.L 

Again, this quasi-VAT operates just like a normal VAT, leaving the profits of exporting firms unchanged, 
just as for those selling on the domestic market. 

The omission of the price-raising impacts of the tax on intermediate inputs is an important reason 
that many analyses of the tax conclude that the border tax adjustment acts as an export subsidy. Feldstein 
(2017), for example, concludes that a 20 percent cash-flow tax would reduce the costs of exporters by 20 
percent because of the deductibility of all production costs. As we have seen, if the prices of intermediates 
are raised by 25 percent by the tax, any possible subsidy to exports must be less than 20 percent, with that 
assistance coming from possible reductions in employers’ wage costs, to which we now turn.  
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5.  IMPACTS OF THE WAGE SUBSIDY ON WAGES AND EMPLOYMENT 

The wage subsidy element of the proposals arises from the deductibility of wages from corporate cash-
flow tax returns. As noted by Auerbach (2010), this is what distinguishes the proposed tax package from a 
standard destination VAT, for which only intermediate inputs and investment goods are deductible. To 
assess the impact of the wage subsidy element of the reform, it is useful to consider two cases. The first is 
a long-run situation of near-full employment in which changes in aggregate demand for labor are assumed 
for expositional purposes to not change employment levels, but rather to be reflected in wages. The 
second is a shorter-run situation in which wages are sticky, labor is not fully employed, and changes in 
the demand for labor affect employment. The introduction of the wage subsidy is shown in the long-run 
case by the move from D0 to D1 in Figure 5.1. The second case is represented by the move from D2 to D3.  

Figure 5.1 Labor market impacts of the wage subsidy 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source:  Author. 

In the first (full-employment) case, the reduction in the cost of labor to employers, represented by 
the upward shift in the demand-for-labor curve from D0 to D1, causes an equiproportional increase in the 
nominal wage rate received by workers. As a consequence, the wage subsidy does not benefit employers 
and does not increase employment. Nor does it create the differential impacts on labor-intensive and 
capital-intensive firms feared by Freund (2017). This full-employment, neoclassical model is consistent 
with the original Salter (1959) model of the real exchange rate. 

The second case, in which the nominal employee wage is fixed, underlies the examples discussed 
by Freund (2017) and Feldstein (2017) in which nominal wages are fixed. It is consistent with the 
analysis by de Mooij and Keen (2012) of “fiscal devaluation” within the Eurozone achieved by raising the 
VAT and reducing social security contributions. This model also has much in common with Swan’s 
(1968) model of internal and external balance with price rigidities and an income-expenditure balance 
determined by policy. A key feature of all these models is some form of nominal price rigidity that causes 
output to be below the full-employment level. If it is, for instance, nominal wage rigidity, then a nominal 
devaluation would raise the domestic price of foreign goods, stimulate demand for domestic output, and 
reduce unemployment. 

D2 
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In this case, the wage subsidy component of the policy, as represented by the shift of the labor demand 
curve from D2 to D3, would raise the demand for labor and employment, rather than the wage rate to 
employees. Until the transition to the new level of employment is complete, it would also increase 
producer profits through a gap between the marginal value product of labor and the wage. As in 
Feldstein’s (2017) analysis, such an increase in employment would increase output. However, it would 
not discriminate in favor of exports. It would likely also discourage imports by increasing the supply of 
domestically produced goods. But, contrary to the suggestions of Auerbach (2010) and Feldstein (2017), 
it does not seem likely that it would generate an appreciation of the nominal exchange rate, as would be 
required to restore the balance between expenditure and income (which has changed in any event because 
of this intervention). A major reason that models of this type have less than full employment is that the 
exchange rate is—for some reason—unable to adjust to reduce the wage in foreign currency terms enough 
to create full employment. In addition to being nonautomatic in such a situation, a nominal appreciation 
would, in fact, be highly undesirable, as it would unwind the beneficial impact of the reduction in wage 
costs to employers and hence cause a reduction in employment and output. 

The long-run analysis with which this section began seems much more appropriate to the 
investigation of a long-run measure such as a change in the corporate tax system, which would be the first 
such major change since 1986 in the United States. It seems particularly appropriate when considering 
this reform in an economy that is believed to be nearing its full-employment level.  

Of course, in the long run, the supply curve for labor is actually responsive to the real wage, 
rather than perfectly inelastic as shown in the vertical portion of the labor supply schedule in Figure 5.1. 
The relevant elasticities of supply are broadly the compensated elasticities, reflecting substitution rather 
than income effects, since the revenue from the tax is returned to consumers through mechanisms such as 
the wage subsidy or (hopefully) is used to fund government activities valued by their recipients. A 
literature survey for the United States (McClelland and Mok 2012) puts the average value of these 
compensated elasticities at around 0.3 for income overall, with higher-than-average supply elasticities for 
married women and for the relatively poor. These elasticities are relevant for measuring the marginal cost 
of funds for the part of the tax that is used to pay for the provision of public goods (see Anderson and 
Martin 2011). However, as we will see, the overwhelming majority of the quasi-VAT revenues are 
needed to fund the wage subsidy, and the increases in the rate that are needed to do so increase the 
nominal wage and the cost of living in equal proportion. For these increases in the tax rate, there is no 
change in the employee real wage, and hence no need to take into account the elasticity of labor supply. 
The vertical labor supply curve used for expositional purposes in Figure 5.1 is therefore a realistic 
representation of the impact of this increase in the tax rate. 
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6.  TRADE DISTORTIONS 

Many commentators argue that, by imposing a border tax adjustment, a VAT imposes protection against 
imports. This is understood by analysts such as Auerbach (2010) and Viard (2009) to be incorrect. Like a 
conventional VAT, the core quasi-VAT element of the proposals currently under discussion is similarly 
nondistorting. As shown in Table 4.1, the net prices received by producers, and the net prices they pay for 
their inputs, are left unchanged whether the producer is supplying the domestic or the export market. 
Consumer prices rise, but by the same proportion across sectors, resulting in no distortions to 
consumption patterns. It also seems difficult to view the uniform wage subsidy as providing protection in 
the long run. The only long-run impact of these policies on imports would come through their impact on 
the distribution of income, which Summers (2017) argues would be substantial. 

In the short-run case with sticky prices, there would be impacts on the level of output, and hence 
on trade. If the real devaluation created by the wage subsidy increased output, the country would become 
more competitive in its export markets. Whether imports would increase in line with exports would 
depend on whether expenditures rose in line with income. As shown in Swan (1968), the goal of 
government policy in such a model is to achieve both internal and external balance by combining 
expenditure-switching policies such as changes in the nominal exchange rate with changes in the income-
expenditure balance. It seems difficult to apply this model to the United States, with its flexible exchange 
rate, relatively flexible wages, and limited ability to make discretionary changes in the fiscal policy 
stance. 

Because of the shift from taxing income to taxing consumption, these proposals would certainly 
have long-term consequences for the capital stock and for wages. Altig et al. (2001) estimate that a move 
to a pure consumption tax would raise the capital stock by 25 percent and national income by 9 percent 
over 135 years. If a tax with sectoral exceptions were introduced, its impacts could be analyzed using 
dynamic multisectoral models (see McKibbin et al. 2015). Either way, such long-run impacts of a tax 
change seem unlikely to be viewed as creating trade policy distortions.  

The absence of an economic protective effect does not necessarily mean that this type of measure 
would automatically be regarded as compatible with rules such as the WTO rules on border tax 
adjustments (Bown 2017). However, it does seem likely to be helpful in establishing compatibility with 
existing rules or, in the long run, in writing rules consistent with the desired economic outcomes. 
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7.  REAL EXCHANGE RATE IMPACTS 

The finding above that the proposed policy package does not change relative prices for either producers or 
consumers is strongly suggestive that the move to such a policy would not require changes in the real 
exchange rate. But any analysis of the real exchange rate, as the price of nontraded goods relative to 
traded goods (Salter 1959; Dornbusch 1980, 1988), requires an economywide model. Before beginning 
the analysis, it is probably useful to recall the relationship between the real exchange rate and the nominal 
exchange rate, since the currency appreciation which is widely claimed to reduce the burden of the tax on 
consumers is typically discussed in terms of changes in the nominal rate. The real exchange rate R=𝑝𝑝𝑛𝑛

𝑝𝑝𝑡𝑡
 

where pn is the price of nontraded goods and 𝑝𝑝𝑡𝑡  the domestic price of traded goods may be rewritten R = 
𝑝𝑝𝑛𝑛
𝑒𝑒.𝑝𝑝𝑡𝑡∗

 where e is the nominal exchange rate ($/unit of foreign currency) and 𝑝𝑝𝑡𝑡∗ is the foreign price of traded 

goods. If the price of nontraded goods is held constant, then a nominal appreciation (fall in e) causes a 
real exchange rate appreciation, indicated (in this case) by a rise R. Alternatively, a real exchange rate 
appreciation may come about through a fixed nominal exchange rate and a rise in the price of nontraded 
goods. 

As in the wage rate discussion, it is simpler to begin with the long-run case in which employment 
is as close to full as is sustainable without igniting inflation. A simple model that allows discussion of real 
exchange rate impacts is provided by Devarajan, Lewis, and Robinson (1990) and represented graphically 
in Figure 7.1. This model extends the neoclassical Salter (1959) model, which contains nontraded goods 
and only one traded good, into a model including the three goods—nontraded goods, importables, and 
exportables—that are needed for the analysis. Like the Salter model, it is based on an assumption of a 
constant level of employment, and so is consistent with the vertical labor supply curve analysis in the 
section on wage rates and employment. 

Imposition of the VAT-type measure would raise the consumer prices of both the imported good 
and the nontraded good by the same amount, 25 percent in our example. The increase in the price of the 
imported good would result from the border tax adjustment. The increase in the price of the nontraded 
good would result from the imposition of the cash-flow tax on its production and the consequent rise in its 
price. Imposition of this tax causes each unit of X and N produced to transform into a smaller number of 
the consumer versions of these goods, as shown by the rotation of the tot line3 to (1-t).tot and the 
nontraded goods exchange line to (1-t).N. Without redistribution of the revenues collected by the 
government from this tax system, the consumption possibility line would move inwards in parallel 
fashion to CPC´. Redistribution of the revenues back to the consumer would move it back out to its 
original position, CPC, leaving all real variables unchanged in this simple representative-consumer 
model.  

In this simple model, consumption takes place at point a in Figure 5.1 both before and after the 
imposition of the tariff. The choice of this point is guided by the relative consumer price of nontraded and 
imported goods, rerc, which is unchanged by the imposition of the tax on consumer prices of both goods. 
Similarly, the choice of production point b is guided by the relative producer price of exports and 
nontraded goods, rerp. Importantly, both of these relative prices are unchanged by the imposition of the 
quasi-VAT plus wage subsidy.  
   
  

                                                      
3 The tot line for the United States should be concave because it is a large country. However, making it a straight line makes 

the diagram easier to understand and does not change the result for this particular application since the final level of trade is 
unchanged. 
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Figure 7.1 A simple model of real exchange rate determination 

 
Source:  Based on Devarajan, Lewis and Robinson (1990). 
Note:  CIC = community indifference curve; CPC = consumption possibility curve; PPF = production possibility frontier. 

As shown above, the imposition of this tax would not change either a measure of the real 
exchange rate based on the producer price of nontraded goods relative to the producer price of either 
traded good. Nor would it generate a change in a real exchange rate indicator based on the relative 
consumer prices of imports and nontraded goods. Importantly, there is no indication in this framework of 
an initial stimulus to the trade balance needing to be offset by a real exchange rate appreciation as 
envisaged by Auerbach (2010) and Viard (2009). The tax would generate an apparent change in real 
exchange rate measures based on nominal exchange rates adjusted for domestic and external consumer 
price indexes.  While these indexes are useful for many policy questions, such as deviations from 
purchasing power parity, they require careful interpretation if they are to be used for analysis of this 
shock.4 

                                                      
4 A real exchange rate index of this type is given by R = e.CPIi / CPI*, where e converts domestic prices into foreign 

currency and CPI* is an index of foreign prices. Since the CPIi is a weighted average of nontraded and imported goods prices, 
which are both multiplied by the common markup rate 1

(1−𝑡𝑡) when a VAT is introduced, an equiproportional change in this index 
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The key reason that there is no real exchange rate effect in this analysis is that there is no export 
subsidy. As shown in Table 4.1, the deductibility of input costs does not reduce the costs of an exporting 
firm relative to the pretax case, but rather offsets the cost-increasing impact of the quasi-VAT, leaving the 
input costs of firms unchanged, whether they are producing for domestic or export markets. By contrast, 
Feldstein (2017) ignores the initial cost-increasing impact of the quasi-VAT and therefore concludes that 
the deductibility of costs generates an export subsidy that needs to be countered by a real exchange rate 
appreciation. It is true that, if there were an export subsidy there would be a rise in the price of nontraded 
goods, and hence an appreciation of the real exchange rate in the framework used in this section. There 
would be a welfare loss associated with the distortion between exported and nontraded goods and, in the 
large country case, welfare losses due to terms-of-trade deterioration as overexpanded exports pushed 
down export prices and increased imports pushed up import prices. The primary burden of the tax would 
still fall on domestic consumers, with the prices of both imported and nontraded goods rising in equal 
proportion relative to their pretax prices. But since there is no export subsidy, this is not really relevant. 

Real exchange rate analysis in the short-run case with a fixed nominal wage is quite different 
from this long-run case. In particular, models used to analyze this question frequently involve only two 
goods—domestic and foreign—making the terms of trade the same as the real exchange rate. The increase 
in output resulting from the cut in the producer real wage would result in a decline in the price of the 
domestic good relative to the foreign good, or a real exchange rate change in this model. However, as 
previously noted, this real devaluation would not be offset by a subsequent automatic nominal 
appreciation because the initial real exchange rate was out of equilibrium and, in fact, causing the 
suboptimal level of output. Given the lesser importance of this short-run model to the analysis of the 
proposed change in the long-run tax structure, it is not treated in the same detail as the long-run model 
discussed above.  

                                                      
following the introduction of a VAT (as in Freund and Gagnon 2017) means that the domestic CPI rose in response to the tax, 
and that this effect was not offset by a nominal exchange rate appreciation. 
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8.  THE TAX BASE, RATES, AND REDISTRIBUTION 

The tax base for the VAT component of the proposal is final consumption rather than the apparent base of 
total final absorption.5 While the tax would raise the prices of goods sold for investment, these 
expenditures are generally allowed as a deduction under VAT systems (with some exceptions, such as 
China) to prevent the tax from raising the cost of investment, and so no revenues are raised on this 
component of final expenditures. The cost of final consumption goods purchased by governments would 
also rise, with revenues collected by the government, but these revenues are a transfer from the 
government to itself and yield no net revenues. The tax base for the proposed VAT would currently 
therefore be around 68 percent of GDP (BEA 2017), with revenue collections of 0.25 * 68 = 17 percent of 
GDP.  

The deductibility of labor costs would create a tax expenditure of 20 percent of labor costs, 
including the estimated hours worked by the self-employed. In the long run, these costs would be grossed 
up because of the deductibility of wages, as shown in Figure 5.1. Thus, the deductibility of wage costs 
would cost 25 percent of the current wage bill. With returns to labor accounting for 60 percent of GDP 
(ILO and OECD 2015), this deduction would cost 0.25 * 60 = 15 percent of GDP.  

A few simple calculations make clear that the proposed combination of a VAT and a wage 
subsidy would yield a small, volatile, and vulnerable source of fiscal revenue. At current GDP shares, it 
would raise only 2 percent of GDP, barely enough to cover the cost of the abolition of traditional 
corporation income tax brought about by this proposal. Its revenue yield would be highly volatile because 
both the consumption share and the labor share of GDP are volatile, suggesting that their residual would 
be particularly volatile. As is evident from Figure 8.1, the share of labor in GDP can change radically 
over a few years. It rose, for example, by almost four percentage points between 1995 and 2001. Both 
series also show considerable variation from year to year.  

The long-run vulnerability of the revenue from this tax is similarly clear, especially given the 
likely need to reduce the consumption share of GDP if the current account is to return closer to balance. If 
the labor share returned to its level of around 65 percent of GDP, as seen in the 1960s and 1970s, the net 
revenues from the package would fall to around 0.75 percent of GDP. If the consumption share of GDP 
also fell to its 1990s share of 65 percent, there would be no net revenues. If the consumption share fell to 
the 60 percent range observed in the 1970s, and the labor share rose to 64 percent as in the early 1970s, 
the package would generate revenue losses of 1 percent of GDP, which would need to be made up by 
raising other taxes. In almost a quarter of the years covered by Figure 8.2, the revenue yield would have 
been negative, with the tax expenditures associated with the wage subsidy more than offsetting the 
income raised from the quasi-VAT. This figure also highlights the annual volatility of the net revenue 
yield, which would create difficulties for budgeting. 

                                                      
5 While VAT is described as a tax on value added, it is actually a tax on goods used for final consumption, investment, and 

government consumption. The total of these three items equals final absorption, which exceeds GDP in an economy running a 
current account deficit. 
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Figure 8.1 The consumption share and the labor share of US GDP, % 

 
Source:  BEA (2017)  
Note: The labor share was estimated as the average of Gollin’s (2002, 470) Adjustment 1 and Adjustment 2 estimates of labor 
shares to allow for an increase in reported labor by workers in unincorporated enterprises in response to its tax deductibility.  
GDP = gross domestic product.  

Figure 8.2 The revenue implications of the tax package, % of GDP 

 
Source:  BEA (2017).  
Note:  GDP = gross domestic product. Estimated as (the consumption share of GDP- the labor share of GDP) * 25%.  
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Even at current consumption and labor shares, the inclusion of the wage tax deduction with the VAT 
dramatically raises the tax rate required to achieve any revenue objective. At the current, historically 
favorable shares, the inclusion of the wage subsidy raises the tax rate needed to raise any given revenue 
seven-fold. The net revenue of 2 percent of GDP from the proposed package could, for example, be 
generated by a VAT that raised prices by 2.95 percent or, equivalently, a corporate cash-flow tax 
excluding the wage deduction at a rate of 2.84 percent.  

As noted by Jean (2017), the consumer tax rates resulting from a 20 percent corporate cash-flow 
tax would be extremely high by international standards. The 25 percent rise in all prices resulting from 
this package would be compounded by state sales taxes that in 2015 averaged 6.4 percent and reached as 
high as 9.45 percent in Tennessee (Tax Foundation 2017). This implies a combined consumer tax rate of 
33 percent on average, and a peak of 37 percent in Tennessee. The average combined tax rate of 33 
percent is more than twice the average VAT rate of 16 percent in the EY sample of 110 countries (EY 
2017) and 1.7 times the average VAT rate of 19 percent in Organization for Economic Co-operation and 
Development member countries (OECD 2016). The average combined tax rate is 6 percentage points 
above the highest VAT rate reported in the EY sample (27 percent in Hungary), while the highest state 
combined rate, 37 percent, is 10 percentage points above this rate.  

It is not obvious that there are good reasons to favor the high tax rate, large-deduction approach 
over the traditional economists’ preference for a low rate, low-deduction approach. Deducting wages and 
choosing a higher VAT rate generates no benefit, for example, to workers who spend all their income. For 
those just starting their working lives, the effect of the higher wage rate with the wage subsidy is to raise 
the cost of their consumption and their wages equiproportionately throughout their careers, leaving them 
indifferent between the low-tax option and the high-tax option with the wage subsidy. Given that the 
returns to capital would be unaffected by the tax package, as seen in section 4, the real returns to capital 
would also fall substantially (Laborde 2017).  

However, all those who were partway or completely through their working lives at the time the 
package was introduced would lose by having worked under the low-wage pretax regime during part or 
all of the accumulation period for their retirement savings. This problem would be most acute for those 
who had finished their working lives at the time the measure was introduced. A retiree living on a fixed 
income would face living costs almost 27 percent higher in the average state, and hence experience a 27 
percent drop in living standards, with no benefit from the introduction of the tax package. This 
distributional problem is in addition to the concerns raised by Summers (2017) regarding the adverse 
distributional consequences of increasing consumption taxes. 
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9.  NONCOVERED SECTORS 

A cash-flow tax on corporations would face some practical challenges in dealing with noncovered sectors. 
These problems are similar to those arising in destination VAT systems, except that the VAT net typically 
covers all business enterprises above a modest revenue threshold. In the case we consider, a great deal 
also depends on whether the border tax adjustments are literally imposed at the border, or whether they 
are imposed by not allowing deductions for corporate taxes on imported intermediates. If a border tax 
adjustment were imposed by not allowing a deduction, the presence of a noncorporate sector would open 
up enormous scope for tax avoidance. An importer not covered by the cash-flow tax could import a good 
and sell it without paying the cash-flow tax. Its corporate competitor, by contrast, would need to pay the 
tax on its sales while not benefitting from a deduction on the cost of the import. The current proposals 
(Ways and Means 2016) appear to envisage imposing the tax on all business enterprises and creating an 
incentive for business owners to participate through a very low income tax rate on their personal earnings. 
However, even a low tax rate on earnings would seem unlikely to provide sufficient incentive to 
participate, given the enormous profits available to enterprises not subject to the tax competing with 
corporate importers subject to the tax. 

Even if the border tax adjustment system precluded such practical administrative problems, 
noncovered enterprises such as sole traders could sometimes gain from the VAT element of a corporate 
cash-flow tax (see Martin and Liu [2017] for agricultural examples). One obvious case is where 
noncorporate actors compete with larger corporate suppliers in the production of importable goods. If the 
domestic price of the importable good is determined by the tax-inclusive selling price of the corporate 
suppliers, noncovered enterprises would gain from higher output prices. If their input prices were not 
affected by the border tax adjustment system, then this gain on the output side would be uncompensated 
by any costs on the input side. Where the border tax adjustment system raises the price of intermediate 
inputs, however, these gains will be diluted by the inability to deduct input costs. 

Noncovered producers of exportable goods are much less likely to gain from such a tax. Their 
output price does not rise and, being outside the tax net, they are unable to deduct the costs imposed by 
the tax. As shown by Martin and Liu (2017), these producers would almost certainly be made worse off. 
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10.  CONCLUSIONS 

The purpose of this paper is to enhance understanding of the major impacts on trade and other key 
economic variables of current proposals for reforming corporation tax in the United States. These 
proposals include two quite independent policy elements: (1) a consumption tax akin to a VAT that taxes 
final output and allows deductions for inputs and investment, and (2) a subsidy on wages. In addition, 
they have the effect of abolishing the tax on corporate income. Moving to a consumption tax results in the 
elimination of the tax on returns to capital and overcomes many of the concerns that motivated these 
proposals, such as the disincentive for locating in the host country created by origin-based corporate 
taxes. The subsidy on wages is potentially desirable, but that desirability needs to be weighed against its 
fiscal cost.  

This paper finds that the proposed measures do not appear to generate trade distortions if the 
entire economy is covered by the tax. While they would raise consumer prices, they change the prices of 
both domestic and imported goods in the same proportion. So, in a static model where all the tax revenues 
are redistributed to consumers, there is no reason for them to reduce trade flows. They do not generate 
either trade barriers or export subsidies, although many authors have suggested that they would.  

In a short-run context, this reform could create a devaluation of the real exchange rate if the 
exchange rate is initially rigid and out of equilibrium. Given the assumed rigidity of the exchange rate in 
this situation, there seems no reason to suppose that such a devaluation would be offset by a subsequent 
appreciation, as envisaged by Auerbach (2010), and, in any event, such a revaluation would have 
undesirable consequences for employment. With a long-run, full-employment model in which revenues 
are fully redistributed to consumers, there is no reason for appropriately measured real exchange rates—
defined as the relative price of nontraded goods to traded goods—to change for either producers or 
consumers. This means that the burden of the increase in consumer prices created by the tax would not be 
reduced by a currency appreciation, and the full burden of the tax would fall on consumers. 

A key problem with the proposal to combine a VAT and a wage subsidy at the same rate is the 
tiny, volatile, and vulnerable net tax base. At current consumption shares and labor shares of GDP, a 
destination-based corporate cash-flow tax would raise only 2 percent of GDP in revenue. The quasi-VAT 
element of the reform with a 2.8 percent tax rate would raise the same revenue as the proposed 20 percent 
tax with the wage subsidy, and raise this revenue with much less volatility and without the risk of 
revenues turning negative.  

The proposed 20 percent tax would raise prices by an average of 27 percent, and even more in 
states with high sales taxes, creating strong incentives for evasion and potentially very serious real income 
losses for people who have started their working lives, and especially for retirees living on fixed incomes. 
Despite the minuscule tax revenue yield, the resulting combined taxes on consumption would catapult the 
United States to having what would appear to be the highest consumption tax rate in the world, at 33 
percent on average, far outstripping the highest VAT rate currently seen—of 27 percent in Hungary. 

A key implementation issue is the relationship between the covered and noncovered sectors. With 
a 20 percent cash-flow tax imposed by denying deductibility to imports, there would be an overwhelming 
incentive for entities not covered by the tax to be importers, allowing them to avoid paying the border tax 
while selling to entities covered by the tax in a “domestic” transaction that would provide a deduction. 
Noncovered import-competing sectors are likely to benefit from higher output prices but have this gain 
offset by the inability to deduct taxes paid on intermediate inputs. Noncovered export-oriented sectors 
would lose because they would not benefit from higher output prices and would be unable to claim 
deductions for the tax-induced costs on their intermediate inputs. 
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