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Abstract

U.S. policy makers are contemplating a dramatic overhaul of corporate taxes. Currently, the U.S. has one of the highest corporate tax rates in the world, and a very low tax base. Congress is considering a different approach to corporate taxes – the destination-based cash-flow tax (DBCFT). Corporations will be taxed on their cash flow – revenue from domestic sales minus labor costs and domestically produced intermediate input costs. (Auerbach 2010, Auerbach et al. 2017 and Martin 2017).  The tax will be destination-based so only goods sold in the U.S. (domestically produced goods and imports) will be taxed; exports will be exempt. To implement the destination-based component of the tax, there will be an implicit Border Adjustment Tax (BAT), since firms will view imports as being effectively taxed since they are not deductible from the tax base of sales. Since the BAT will affect all imported goods at the same rate as the tax rate applied to domestic commodities, it will not protect domestic industries against imports—it operates like a sales tax (Auerbach and Holtz-Eakin  2016 and Freund, 2017). Furthermore, from the perspective of the firm, since exports are not taxed, they will appear to have a subsidy compared to domestic sales. The result will be that the nominal exchange rate appreciates, offsetting the effect of the BAT on incentives to import and export. As Auerbach et al. (2017, p.4) notes, The DBCFT, “is equivalent in its economic impact to introducing a broad-based, uniform rate Value Added Tax (VAT) – or achieving the same effect through an existing VAT – and making a corresponding adjustment in taxes on wages and salaries.” It is essentially a VAT system plus a wage subsidy.

In the proposal, tax instruments are implicit, no taxes are collected by the government at the border, the government does not collect a tax on domestic sales in commodity markets, and also does not provide an explicit wage subsidy. Instead, the corporation operates as if it faces these tax wedges because it knows that the taxes affect its tax base. (Auerbach and Holtz-Eakin 2016). The implicit tax instruments, therefore, should affect behavior at the margin, affecting profit-maximizing behavior by firms and demand in commodity markets. 

Alternatively, one might view the corporation as treating the tax “like” the corporate income tax, but on an odd base: corporate domestic income (domestic sales minus labor expenses and domestic intermediate input costs). After all, it is calculated and collected in a lump sum at the end of the tax year. With no visible price wedges affecting the cost of imports, domestic goods and labor costs, the firm may ignore the implicit wedges (e.g., not passing the commodity and implicit tariff forward to commodity markets), and there would be no signal for consumers to adjust spending patterns and for firms to adjust input decisions. To economists, this view is unlikely to be correct—we tend to assume that firms correctly evaluate the incentive effects of all taxes they face, implicit or visible. A problem, however, is that implicit taxes are not visible and will not show up in any market data collected by a government. It will be difficult, if not impossible, to measure how the system of implicit taxes/subsidies is actually operating. The lack of visibility of these instruments in commodity markets is a major reason that they are not assumed to be neutral by WTO rules. 

We analyze the economy-wide implications of the proposed tax reform, assuming that the implicit instruments affect market behavior and prices, using a stylized computable general equilibrium (CGE) model of the U.S. economy. First we consider the effect of changing the tax base to reflect the DBCFT; we compute the corporate tax rate necessary to maintain the base level amount of corporate taxes collected. Next, we consider the effect of a DBCFT with implicit taxes on imports and domestic sales. The corporate tax rate is reduced to account for the revenue collected. We consider different assumptions about the exchange rate (fixed vs. flexible), adjustment of the trade balance, and the role of different numeraires (which can be seen as different “anchor” price indices). 

We find that adjustment of the real exchange rate depends on price signals – firms must behave as if there are implicit taxes in the system. Furthermore, if the nominal exchange rate does not adjust, there are potentially large changes in domestic prices and wages to establish the equilibrium, trade neutral, real exchange rate. When the BAT fails to work properly (e.g., rigidities cause the BAT not to operate to achieve trade neutrality), then the final equilibrium is trade distorting and protectionist—both imports and exports fall. If, in addition, the trade balance changes in reaction to price changes with a relatively fixed nominal exchange rate, we observe a mercantilist result: exports increase and imports decline. The result is lower aggregate real consumption and welfare loss. In both cases, there is a major violation of WTO trade rules. 

[bookmark: _GoBack]We use a stylized model to illustrate the price linkages with implicit taxes. Then we use a more detailed model of the US economy to describe the impact of the new system on the sectoral incidence of corporate/enterprise taxes. 
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