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ECONOMIC ANALYSIS

Unlike VAT, Cash Flow Tax
Helps Exports, Hits Imports
by Martin A. Sullivan —
martysullivan@comcast.net

House Republicans are pushing for a radical
overhaul of the taxation of business income that
includes replacement of the corporate income tax
with a destination-based cash flow tax. This could
have a significant positive effect on U.S. trade
competitiveness. It also might conflict with interna-
tional trade agreements in a way replacing the U.S.
corporate tax with a VAT would not.

Because the appreciation of the dollar should
exactly offset border tax adjustments on exports
and imports, a U.S. VAT would have no effect on
the balance of trade. But a destination-based cash
flow tax like that described in the House Republi-
can blueprint does subsidize exports and penalize
imports. Nevertheless, in principle, the House
GOP’s destination-based cash flow tax should be
considered compliant with WTO rules prohibiting
trade subsidies and penalties — at least, according
to the findings of a recent paper by Alan Auerbach
and Douglas Holtz-Eakin (‘‘The Role of Border
Adjustments in International Taxation,’’ Dec. 2,
2016).

This article elaborates and extends the analysis of
Auerbach and Holtz-Eakin. To illustrate the main
points, we use three simple examples from that
paper.

Example 1 — All domestic transactions and produc-
tion. A company has domestic sales of 80, wages of
15, expensing of capital purchases of 20, and pur-
chases of domestic inputs of 30. (This is from Table
3 of Auerbach and Holtz-Eakin.)

Example 2 — Some exports. The same as Example
1 except 10 of sales are to customers in a foreign
country. The remaining 70 of sales are still domestic.
(Table 4 of Auerbach and Holtz-Eakin.)

Example 3 — Some imports. The same as Example
1 except 10 of inputs are purchased from foreign
sellers. The remaining 20 of inputs are domestic.
(Table 5 of Auerbach and Holtz-Eakin.)

Setting the Stage

The starting point for understanding a
destination-based cash flow tax is understanding
the destination-based VATs that are common
throughout the world. A destination-based VAT
equals the VAT rate times the difference between
domestic sales and the sum of capital expenditures
and domestic purchases of inputs (excluding labor).
Exports are not taxable. Imports are not deductible.

Table 1 shows the effects of a 20 percent U.S. VAT
for the three examples described above. For Ex-
ample 1, the VAT base is 30 — that is, domestic sales
(80) minus capital purchases (20) minus other do-
mestic purchases (30). For Example 2 with 10 of
exports, the VAT base falls to 20 because 10 of
exports are excluded from the tax base. For Ex-
ample 3 with 10 of imports, the VAT base grows
from 30 in the all-domestic case to 40 because 10 of
imports are excluded from deductible expenses.

Exchange rate adjustments that offset border tax
adjustments are central to the assertion that border
tax adjustments have no effect on trade. As de-
scribed by Auerbach and Holtz-Eakin, with a 20
percent tax rate, the offsetting appreciation of the
dollar will reduce the value of 10 of exports (in
dollars) to 8, and similarly, the cost of 10 of foreign
inputs to 8.

Exchange rate adjustments that offset
border tax adjustments are central to
the assertion that border tax
adjustments have no effect on trade.

In Example 2 of Table 1, this reduces before-tax
cash flows from 15 to 13. This reduction of 2 offsets
the 2 of reduced taxes because of the border tax
adjustment on exports. This leaves no advantage to
the company from exporting. With a VAT of 4,
after-tax cash flows are 9 (and remain at 9 no matter
what percentage of sales are exports because ex-
pected currency appreciation always offsets a bor-
der tax adjustment). In foreign markets, U.S.
exporters get no competitive advantage vis-à-vis
foreign producers because the price in foreign cur-
rency remains unchanged and there is no U.S. tax
imposed on exports.
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Example 3 with imports is the mirror image of
Example 2 with exports. In Example 3, the reduc-
tion in cost of imports from 10 to 8 (in dollars)
because of the exchange rate adjustment increases
before-tax cash flows from 15 to 17. This increase of
2 offsets the increase in taxes from the border tax
adjustment on imports. There is no penalty to the
company due to importing. With a VAT of 8,
after-tax cash flows are 9. In domestic markets, the
importing company is not penalized by the VAT
because the extra tax cost of imports is offset by the
reduction of cost (in dollars) due to appreciation.

Trade neutrality is lost without dollar apprecia-
tion. As shown at the bottom of Table 1, without
currency appreciation there is no offset to the re-
duced tax on exports. In this case, the VAT provides
a subsidy for exports in Example 2. With a VAT,
after-tax cash flows are 11. Conversely, with no
dollar appreciation the VAT is a penalty for imports
in Example 3. With a VAT, after-tax cash flows are 7.

Whether or not appreciation of the dollar would
occur after imposition of a U.S. VAT is the subject of
considerable debate. Reflecting the nearly unani-
mous view of academic economists, Auerbach and
Holtz-Eakin state that ‘‘exchange rates should react
immediately.’’ Others argue that the exchange rate
adjustment would occur slowly, would be only
partial, or might not occur at all. (See, for example,

Avi-Yonah and Clausing (2016) and Mericle, Phil-
lips, and Struyven (2016). Full citations are at the
end of this article.)

Centrality of Wage Deduction
A destination-based cash flow tax is computed

identically to a destination-based VAT except the
cash flow tax allows wages to be deducted. The
border tax adjustments under a VAT and a cash
flow tax are exactly the same. The expected cur-
rency appreciation is also the same.

The left side of Table 2A computes a 20 percent
destination-based cash flow tax for all three ex-
amples. As with the VAT in Table 1, with currency
appreciation the after-tax cash flow is the same in
all cases. Without appreciation, trade neutrality
would be lost. Border tax adjustments increase
after-tax cash flow (in Example 2) because of export
exclusions from tax and reduce after-tax cash flow
(in Example 3) because of nondeductibility of im-
ports.

The right side of Table 2A computes a 20 percent
VAT and an equal rate wage tax for all three
examples. It illustrates the equivalence of a cash
flow tax to a VAT with a reduction in wage taxes (or
to a VAT with a wage credit). This equivalency
holds in all cases with or without currency appre-
ciation.

Table 1. VAT With Border Tax Adjustments
Example 1 Example 2 Example 3

Total revenue $80 $80 $80
Exports $0 $10 $0
Domestic sales $80 $70 $80
Wages $15 $15 $15
Capital purchases $20 $20 $20
Other purchases $30 $30 $30
Import purchases $0 $0 $10
Domestic purchases $30 $30 $20
VAT base $30 $20 $40
20% VAT $6 $4 $8
CF before VAT and appreciation $15 $15 $15
Effects with appreciation:
Exports $0 $8 $0
Total sales $80 $78 $80
Imports $0 $0 $8
Total purchases $30 $30 $28
CF before VAT $15 $13 $17
CF after VAT $9 $9 $9
Effects with no appreciation:
Exports $0 $10 $0
Total sales $80 $80 $80
Imports $0 $0 $10
Total purchases $30 $30 $30
CF before VAT $15 $15 $15
CF after VAT $9 $11 $7
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In Example 2, the cash flow tax would provide an
advantage to U.S. goods because, in addition to
zeroing out the U.S. VAT, exports (like domestically
sold products) would also receive a subsidy (a wage
tax cut) unavailable to non-U.S. firms competing in
foreign markets. In Example 3, the cash flow tax
would provide an advantage to domestically pro-
duced goods that receive a wage tax cut not avail-
able to foreign-produced goods.

The amount of export subsidy and import pen-
alty is proportional to wages. This is illustrated in
Table 2B in which wages are equal to 25 instead of
15 (as in Table 2A). The wage subsidy provided to
exports and the subsidy for domestic production
not provided to imports is now 5 (instead of 3).

Auerbach and Holtz-Eakin do not deny that the
wage tax relief provided by a destination-based
cash flow tax has positive effects on the domestic

economy. A wage tax cut ‘‘would indeed encourage
domestic production and employment to the extent
that it lowered production costs.’’ These benefits are
not available to foreign companies competing with
U.S. exports in foreign markets or to importers
competing with U.S. companies in the U.S market.
How can Auerbach and Holtz-Eakin then argue that
it is compliant with WTO rules?

The answer lies in the equivalence of a cash flow
tax to a VAT combined with wage tax relief. There is
no question that a destination-based VAT is WTO-
compliant. And if Congress enacts a wage tax
reduction (or a wage credit) or, for that matter,
reduces taxes (or subsidizes) any tax on U.S. costs of
production (for example, an investment tax credit),
there would be no conflict with the WTO rules. So,
if separately a VAT and a wage tax cut are not in
violation of WTO rules, it is hard to see how doing

Table 2A. Destination-Based Cash Flow Tax Compared With VAT Less Wage Tax (wages = 15)
Destination-Based Cash Flow Tax VAT Less Wage Tax
Example

1
Example

2
Example

3
Example

1
Example

2
Example

3
Total revenue $80 $80 $80 $80 $80 $80
Exports $0 $10 $0 $0 $10 $0
Domestic sales $80 $70 $80 $80 $70 $80
Wages $15 $15 $15 $15 $15 $15
Capital purchases $20 $20 $20 $20 $20 $20
Other purchases $30 $30 $30 $30 $30 $30
Import purchases $0 $0 $10 $0 $0 $10
Domestic purchases $30 $30 $20 $30 $30 $20
Tax base (DBCFT or VAT) $15 $5 $25 $30 $20 $40
20% tax (DBCFT or VAT) $3 $1 $5 $6 $4 $8
CF before tax and appreciation $15 $15 $15 $15 $15 $15
Effects with appreciation:
Exports $0 $8 $0 $0 $8 $0
Total sales $80 $78 $80 $80 $78 $80
Imports $0 $0 $8 $0 $0 $8
Total purchases $30 $30 $28 $30 $30 $28
CF before tax $15 $13 $17 $15 $13 $17
CF after tax $12 $12 $12 $9 $9 $9
Subtract 20% wage tax $3 $3 $3
Total tax (DBCFT or VAT-wage tax) $3 $1 $5 $3 $1 $5
CF after total tax $12 $12 $12 $12 $12 $12
Effects with no appreciation:
Exports $0 $10 $0 $0 $10 $0
Total sales $80 $80 $80 $80 $80 $80
Imports $0 $0 $10 $0 $0 $10
Total purchases $30 $30 $30 $30 $30 $30
CF before tax $15 $15 $15 $15 $15 $15
CF after tax $12 $14 $10 $9 $11 $7
Subtract 20% wage tax $3 $3 $3
Total tax (DBCFT or VAT-wage tax) $3 $1 $5 $3 $1 $5
CF after total tax $12 $14 $10 $12 $14 $10
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both in combination by enacting a destination-
based cash flow tax should not also be compliant
with WTO rules.

Although the logic seems irrefutable, probably a
majority of commentators have argued to the con-
trary. For arguments why the cash flow tax violates
WTO rules, see papers authored by Cui (2016),
Schön (2016), and Shay (2016), and coauthored by
Avi-Yonah and Clausing (2016). Although empha-
sizing different points, the basic argument shared
by these authors is that because a destination-based
cash flow tax allows a deduction for labor costs
incurred in the United States that is not available to
foreign producers, it does indeed provide a subsidy
for exports and a penalty on imports that is likely to
make it noncompliant with VAT rules.

A Modified Cash Flow Tax
What if a destination-based cash flow tax was

modified to allow only a partial deduction for
wages? The left side of Table 3 calculates a modified

tax that allows a deduction for only 40 percent of
wages. The right side of Table 3 shows that this tax
would be equivalent to a VAT with a wage tax
reduction (or wage credit) with a rate equal to 40
percent of the cash flow tax rate. In this case, with a
20 percent cash flow tax, the wage tax rate would be
8 percent. Lawmakers can make the blueprint tax
more VAT-like by reducing the percentage of wages
that can be deducted.

In all cases, whether the United States imposes a
VAT, a destination-based cash flow tax, or a modi-
fied version, exchange rate adjustments can offset
the effects of border tax adjustments. Also, in all
cases there is no incentive to adjust transfer prices
to reduce U.S. taxes because sales to foreign subsid-
iaries (as exports) and purchases from foreign sub-
sidiaries (as imports) simply do not enter the tax
calculation. If the foreign country has a tax on
profits, there will in fact be an incentive to manipu-
late transfer prices to shift profits into the United

Table 2B. Destination-Based Cash Flow Tax Compared With VAT Less Wage Tax (wages = 25)
Destination-Based Cash Flow Tax VAT Less Wage Tax
Example

1
Example

2
Example

3
Example

1
Example

2
Example

3
Total revenue $80 $80 $80 $80 $80 $80
Exports $0 $10 $0 $0 $10 $0
Domestic sales $80 $70 $80 $80 $70 $80
Wages $15 $15 $15 $15 $15 $15
Capital purchases $20 $20 $20 $20 $20 $20
Other purchases $30 $30 $30 $30 $30 $30
Import purchases $0 $0 $10 $0 $0 $10
Domestic purchases $30 $30 $20 $30 $30 $20
Tax base (DBCFT or VAT) $15 $5 $25 $30 $20 $40
20% tax (DBCFT or VAT) $3 $1 $5 $6 $4 $8
CF before tax and appreciation $15 $15 $15 $15 $15 $15
Effects with appreciation:
Exports $0 $8 $0 $0 $8 $0
Total sales $80 $78 $80 $80 $78 $80
Imports $0 $0 $8 $0 $0 $8
Total purchases $30 $30 $28 $30 $30 $28
CF before tax $15 $13 $17 $15 $13 $17
CF after tax $12 $12 $12 $9 $9 $9
Subtract 20% wage tax 3 $3 $3
Total tax (DBCFT or VAT-wage tax) $3 $1 $5 $3 $1 $5
CF after total tax $12 $12 $12 $12 $12 $12
Effects with no appreciation:
Exports $0 $10 $0 $0 $10 $0
Total sales $80 $80 $80 $80 $80 $80
Imports $0 $0 $10 $0 $0 $10
Total purchases $30 $30 $30 $30 $30 $30
CF before tax $15 $15 $15 $15 $15 $15
CF after tax $12 $14 $10 $9 $11 $7
Subtract 20% wage tax $3 $3 $3
Total tax (CFT or VAT-wage tax) $3 $1 $5 $3 $1 $5
CF after total tax $12 $14 $10 $12 $14 $10
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States. Although transfer pricing manipulation does
not affect the new U.S. tax, it still affects foreign
profit taxes.

Finally, in all cases replacement of the corporate
tax with one of these taxes removes the incentive to
relocate production out of the United States, but the
incentive for cross-border relocation will vary to the
extent wages are deductible. In the case of the
destination-based VAT (which allows no wage de-
duction), tax liability only varies with the location
of sales so a U.S. VAT (unlike the U.S. corporate tax)
is neutral regarding the location of production. But
with a zero U.S. tax on profits and positive foreign
tax on profits, companies can reduce overall taxes
by moving production into the United States.

To the extent wages are deductible, either com-
pletely (under the House blueprint) or partially

(under a modified version of the cash flow tax),
there is an extra incentive (over and above that
provided by a switch from a corporate tax to a VAT)
to produce domestically. This is because the com-
ponent of a destination-based cash flow tax that is a
subsidy for wages is only available for U.S. produc-
tion.

Competitiveness vs. VAT-Phobia

If, as seems clear, the cash flow tax is economi-
cally equivalent to a VAT combined with a wage tax
reduction, one might rightfully ask why the WTO,
for whatever technical reasons, does not allow such
a tax. On the other hand, one might also ask, if the
WTO must rule that a cash flow tax is not compliant
with WTO rules, why Congress would stubbornly
insist on maintaining a destination-based cash flow

Table 3. Modified Destination-Based Cash Flow Tax Compared With VAT Less Reduced Rate Wage Tax
(wages = 15, wages 40% deductible, wage tax rate = 8%)

Modified Destination-Based
Cash Flow Tax

VAT Lesss Reduced
Rate Wage Tax

Example
1

Example
2

Example
3

Example
1

Example
2

Example
3

Total revenue $80 $80 $80 $80 $80 $80
Exports $0 $10 $0 $0 $10 $0
Domestic sales $80 $70 $80 $80 $70 $80
Wages $15 $15 $15 $15 $15 $15
Deductible wages (40%) $6 $6 $6
Capital purchases $20 $20 $20 $20 $20 $20
Other purchases $30 $30 $30 $30 $30 $30
Import purchases $0 $0 $10 $0 $0 $10
Domestic purchases $30 $30 $20 $30 $30 $20
Tax base (DBCFT or VAT) $24 $14 $34 $30 $20 $40
20% tax (DBCFT or VAT) $4.8 $2.8 $6.8 $6 $4 $8
CF before tax and appreciation $15 $15 $15 $15 $15 $15
Effects with appreciation:
Exports $0 $8 $0 $0 $8 $0
Total sales $80 $78 $80 $80 $78 $80
Imports $0 $0 $8 $0 $0 $8
Total purchases $30 $30 $28 $30 $30 $28
CF before tax $15 $13 $17 $15 $13 $17
CF after tax $10.2 $10.2 $10.2 $9 $9 $9
Subtract 8% wage tax $1.2 $1.2 $1.2
Total tax (DBCFT or VAT-wage tax) $4.8 $2.8 $6.8 $4.8 $2.8 $6.8
CF after total tax $10.2 $10.2 $10.2 $10.2 $10.2 $10.2
Effects with no appreciation:
Exports $0 $10 $0 $0 $10 $0
Total sales $80 $80 $80 $80 $80 $80
Imports $0 $0 $10 $0 $0 $10
Total purchases $30 $30 $30 $30 $30 $30
CF before tax $15 $15 $15 $15 $15 $15
CF after tax $10.2 $12.2 $8.2 $9 $11 $7
Subtract 20% wage tax $3 $3 $3
Total tax (CFT or VAT-wage tax) $4.8 $2.8 $6.8 $3 $1 $5
CF after total tax $10.2 $12.2 $8.2 $12 $14 $10
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tax and not in its place just enact a VAT and wage
tax reduction and get the exact same economic
outcome.

The answer has little to do with logic and every-
thing to do with politics. After decades of opposi-
tion to VATs by both Democrats and Republicans,
the United States has a bad case of VAT-phobia. This
irrational fear is unfortunate, because adoption of a
VAT in combination with a wage tax reduction (to
reduce regressivity) is probably the most powerful
tax stimulus Congress can provide to the U.S.
economy. A tax package like that proposed by
President-elect Donald Trump that is not
destination-based and that only allows expensing
and a reduced rate on tax on profits doesn’t pack
the same punch.
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ECONOMIC ANALYSIS

Basic Cash Flow Taxation
Of Financial Institutions
by Martin A. Sullivan —
martysullivan@comcast.net

Many services provided by banks and other
financial institutions are exempt from credit-invoice
VATs in place throughout the world. This approach
is not policy-driven, but there is no easy way to
observe the prices necessary to calculate VAT on the
financial institution selling these services and the
VAT rebates that should be available to the pur-
chaser. Because of the particular way a credit-
invoice system works, this creates the serious
problems of undertaxation of financial services pro-
vided to households and overtaxation of financial
services provided to businesses.

Ignoring business-to-business
transactions can in many cases result
in an economically equivalent result
to full taxation.

A subtraction method VAT (which does not allow
deductions for wages) and a business cash flow tax
(with wage deductions) like that proposed in the
House blueprint have many properties similar to a
credit-invoice VAT. One of them is that the exemp-
tion of products sold to retail consumers will result
in undertaxation of those products and services. But
under a subtraction method VAT and a cash flow
tax, the exemption of products and services sold to
businesses when it is accompanied by a disallow-
ance of deduction for the business purchasing those
products and services has less serious implications
than exemption does under a credit-invoice VAT. In
fact, ignoring business-to-business transactions can
lead to a result that is economically equivalent to
full taxation. This is especially important for the
provision of hard-to-value financial services be-
cause it means the correct result can be achieved
without valuing those services.

Financial Services to Business
Suppose, for example, lumber used to build

houses is exempt from a cash flow tax. The lumber
company would pay no tax on its sales of lumber to
a construction company, but it would get a deduc-
tion for the inputs used to supply the lumber. This
puts the lumber company in a very favorable tax
position. But if exemption of the sale of lumber is
accompanied by disallowance of a deduction for the
construction company purchasing the lumber, and
both parties in the transaction have the same tax

rate, the construction company pays higher taxes
exactly equal to the lower tax burden imposed on
the lumber company as a result of the special
treatment of lumber.

Similarly, suppose financial services provided by
a bank are exempt from tax. The bank would pay no
tax on the provision of financial services, but it
would get a deduction for the inputs used to
provide the services. This puts the bank in a very
favorable tax position. But if the business customer
purchasing financial services from the bank cannot
deduct its costs, the business customer pays higher
taxes exactly equal to the reduction of tax burden
imposed on the bank.

In both cases, as a result of the exemption to the
seller and disallowance of deduction to the buyer,
the government collects the same overall amount of
net revenue on business-to-business sales — zero —
as if the sales were not exempt and purchases were
deductible. What is different is that the statutory
burden of the tax shifts. In the first case, the lumber
company pays less tax and the construction com-
pany pays more. In the second case, the bank pays
less tax and the business customer pays more. But
this is no cause for concern. Market forces will shift
the economic burden of the tax, as we can expect the
before-tax price of lumber and before-tax bank
deposit rates (assuming the business customer is a
depositor) to be reduced to restore the same after-
tax costs on both buyer and seller.

This line of reasoning has led several commenta-
tors to suggest the solution to the problem of
measuring financial services provided by financial
institutions to businesses as simply to ignore those
services in the calculation of tax. This approach has
the attractive feature of simplicity in the extreme
because the difficulties in estimating the value of
many types of financial services can be avoided. But
because the approach only works for business cus-
tomers, care must be taken to keep bank transac-
tions with businesses separate from bank
transactions with nonbusiness customers (just as
under current sales taxes, retailers must be able to
identify business customers who are exempt from
that tax).

Retail Finance
Under a subtraction method VAT or cash flow tax

(as under a credit-invoice VAT), exemption of sales
to nonbusiness households results in undertaxation
of those sales. For a hardware store selling lumber
to retail customers, the problem is easily solved by
simply taxing the sales price of lumber and continu-
ing to allow deductions for the hardware store’s
costs associated with lumber sales — that is, by
eliminating the exemption.

But for financial institutions providing implicit
services to retail customers, there is no easy way to
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collect the correct tax because the price of those
services is unknown. These services are called im-
plicit because there are no explicit fees charged (as
there might be for a safety deposit box). They are
ancillary to the borrowing and investing by custom-
ers and are paid for by the adjustment to interest
rates charged and paid by the bank. For example,
there may be no explicit charge for many of the
services provided by a bank for a mortgage loan,
but the bank will charge a higher rate of interest to
cover the cost and earn a profit on those services.
Similarly, a bank may have no explicit charge for
checking services provided to a depositor, but will
pay a lower interest rate than it would if it charged
an explicit fee for that service.

The method most often discussed by
economists is to tax a financial
institution’s positive cash flows
contemporaneously with receipt of
cash from households and allow
deductions for negative cash flows at
the time they are disbursed.

Unlike with financial services provided to busi-
nesses, there is no simple solution to the correct
treatment of financial services provided to house-
holds under a cash flow tax. Ignoring implicit
financial services provided to households will re-
sult in undertaxation of those services. But not all
hope is lost. Economists have devised a way to
estimate the value of financial services based on the
observable cash flows between a financial institu-
tion and a customer. If the cash flows between a
taxable financial institution and retail customer are
adjusted for the time value of money, the sum of
those adjusted cash flows equals the value of ser-
vices provided. (If no services are provided, includ-
ing the assumption of risk, the sum of these
adjusted cash flows will be zero.) Over the course of
the transaction, revenue could be collected at any
point in time by adjusting previously untaxed net
cash flows with a risk-free rate of interest.

Alternatively, the method most often discussed
by economists is to tax a financial institution’s
positive cash flows contemporaneously with receipt
of cash from households and allow deductions for
negative cash flows at the time they are disbursed
to households. These calculations are complex and
unfamiliar to practitioners schooled in income taxa-
tion, but they all could be done by the financial
institution that pays the tax. The retail consumer
has no interface with the tax collector and makes no
tax payments.

Conclusion
This brief article is meant to give readers unfa-

miliar with the highly specialized topic of the
consumption tax treatment of financial transactions
some basic background by describing one of the
more prominent of several possible approaches to
taxing implicit services provided by financial insti-
tutions. The method discussed in this article —
ignoring financial transactions between financial
institutions and taxable businesses combined with
taxation of net cash flows paid to financial institu-
tions by retail customers — is analogous to methods
discussed in greater detail by Merrill (1997), Huiz-
inga (2002), Carroll and Viard (2012), and Auerbach,
Devereux, Keen, and Vella (2017).

At least five prior proposals have included meth-
ods of taxing financial institutions that could pro-
vide useful points of reference in drafting rules for
the taxation of financial institutions in the House
blueprint. These are: (1) the flat tax, originally
proposed in 1985 by Robert Hall and Alvin Ra-
bushka, which included a cash flow tax on business;
(2) the business transfer tax, introduced as S. 2160 in
1994 by former Sens. Daniel Boren and John Dan-
forth, which included a subtraction method VAT; (3)
the unlimited savings allowance (USA) tax, intro-
duced in 1995 as S. 722 by former Sens. Pete
Domenici and Sam Nunn, which also included a
subtraction method VAT; (4) the cash flow tax on
business in the growth and investment tax plan
reported by the President’s Advisory Panel on
Federal Tax Reform in 2005; and (5) the cash flow
tax in H.R. 4377, The American Business Competi-
tiveness Act of 2015, introduced by Rep. David
Nunes, R-Calif. Of these five plans, the two with the
most complete and complex rules for financial
institutions are the USA tax, which has separate
rules for each of four categories of financial institu-
tions and the Nunes bill, which includes an ap-
proach for taxation of financial institutions similar
to the one described in this article. (Prior analysis of
the USA Tax: Tax Notes, Nov. 11, 1996, p. 733.)
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Introduction

The destination-based cash flow tax has been
supported by some brilliant economists and aca-
demics, and this support has played a role in its
adoption by the House Republican leadership.
These economists and academics have included
among their arguments, however, that it would
eliminate the need for certain transfer pricing, allo-

cation, and apportionment rules.1 This was doubt-
less intended as a limited observation, but it has
been translated into a purported advantage of prac-
tical simplicity that now permeates the general
discourse on the subject.2 A recent summary of the

1See, e.g., David A. Weisbach, ‘‘A Guide to the GOP Tax Plan
— The Way to a Better Way,’’ Coase-Sandor Institute for Law
and Economics Working Paper No. 788, at 18 (Jan. 17, 2017)
(‘‘The core administrative advantage of a destination-based
system is that a destination-based tax does not need transfer
pricing rules while an origin-based system does.’’); and Alan J.
Auerbach, ‘‘A Modern Corporate Tax,’’ Center for American
Progress and the Hamilton Project, at 11 (Dec. 2010) (‘‘While a
simple territorial system would worsen the transfer-pricing
problem because it would encourage companies to shift the
reported location of activity from the United States to low-tax
countries, the two stages together [destination-based tax plus
territoriality] would actually alleviate the problem, because
such shifting would no longer be possible. . . . Note also the
simplicity of this proposed approach to international activities
compared to that of the current tax system or a territorial
system. The United States currently requires companies to
allocate expenses for domestic interest and research and devel-
opment costs. . . . Under the proposed approach, there would be
no need to decide how to allocate such activities.’’).

2According to Tax Notes, Howard Gleckman of the Urban-
Brookings Tax Policy Center told Tax Analysts that the purpose

David P. Hariton
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In this report, Hariton ex-
plains why he thinks the bor-
der adjustments proposed by
the House Republicans’ blue-

print will be much more complicated to implement
than many people realize. He considers some of the
difficult real-world questions that will need to be
answered consistently across taxpayers, presumably
by reference to fact-specific characterization and
sourcing rules. He also considers the ways in which
businesses are likely to maximize the proposed ex-
clusion of export proceeds, avoid the offsetting im-
port tax, and ‘‘sell’’ the resulting net operating loss
carryforwards to each other. He notes in this regard
that the proposed export exclusion is very large. It
doesn’t exempt net income but rather excludes gross
sale proceeds, and it therefore gives rise to large net

tax losses on a stand-alone basis. He concludes that
in order to defend the revised tax base properly, the
government will need to rely on a familiar panoply
of cross-border antiabuse rules — including transfer
pricing, deemed payment, characterization, and re-
characterization rules — as well as new procedural
and substantive rules governing the tax treatment of
goods crossing the border.

Notwithstanding these concerns, the proposed
border adjustments may well be worth implement-
ing, for setting currency arguments aside, they
should greatly increase the incentive for businesses
to organize their operations inside the United States
(regardless of where their products are being con-
sumed) and so increase exports, decrease imports,
and increase economic growth (assuming that other
countries don’t border-adjust their own income
taxes). In light of the implementation problems ref-
erenced above, however, proposing border adjust-
ments cannot still make sense to the extent that the
blueprint’s own proponents no longer believe in its
stated rationale and think that offsetting currency
adjustments would prevent border adjustments from
having these beneficial effects.

(Footnote continued on next page.)
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proposal in Tax Notes International, for example,
noted that ‘‘proponents of the destination-based
cash flow tax argue that it would be simpler to
administer because it would eliminate the need for
complex transfer pricing analyses and the need to
determine the true location of economic activity.’’3
Indeed, House Ways and Means Committee Chair
Kevin Brady, R-Texas, most recently described the
border adjustment plan as ‘‘stunningly simple.’’4
Alas, based on my own 32 years of practical expe-
rience, I would beg to differ.

For those of you who may not have time to read
the rest of this report, the big picture is this: Setting
currency arguments aside, border adjustments
should greatly increase the incentive for businesses
to organize their operations inside the United States
(regardless of where their goods are consumed) and
so should serve to increase exports, decrease im-
ports, and increase economic growth. Just as it is
easier to spend money than to earn it, however, it is
easier to grant an exclusion of export proceeds than
it is to collect a corresponding import tax. Taxpayers
will likely prove more energetic in their pursuit of
the exclusion than they will in their efforts to pay
the import tax. Indeed, common sense suggests that
they will actively seek out the former and avoid the
latter, and relevant rules must be written to accom-
modate this fact. Moreover, the export proceeds
exclusion that we will be granting does much more
than exempt an exporter’s net income from tax. It
excludes the exporter’s gross sales proceeds while
allowing deductions for all of the offsetting costs of
production or acquisition, thereby giving rise to
very large net tax losses on a stand-alone basis.

This report therefore begins the task of examin-
ing, from a practitioner’s perspective, what sorts of

rules and regulations the government would need
in order to defend its revised tax base properly. I say
‘‘begins’’ because I’m sure that it barely scratches
the surface of what would be required. But this is an
exercise that must be undertaken sooner rather than
later. For if the rules that govern our border adjust-
ments are relatively wooden and lacking in fact and
situation-specific detail, then maximizing the ex-
port proceeds exclusion will be a matter of routine
tax planning, while much of the purportedly offset-
ting import tax will slip through the government’s
fingers. But if the rules are detailed and complex
enough to allow the government to defend its
revised tax base adequately, then they will be at
least as complicated to apply in practice as our
current cross-border rules — and they most defi-
nitely will include complex transfer pricing analyses
and a need to determine the true location of eco-
nomic activity. Moreover, given the proposal’s nov-
elty, Treasury and the IRS will need to double their
resources and their focus to quickly cover a lot of
new ground.

The Size and Effect of Border Adjustments
Under the blueprint’s proposed border adjust-

ments, we would (1) not allow any business deduc-
tions or cost basis for assets purchased from outside
the United States, (2) likewise impose tax in respect
of a direct purchase by nonbusiness consumers of
foreign goods and services,5 and (3) most signifi-
cantly, allow a U.S. exporter to exclude from income
the entire gross proceeds from the sale of the
exported property while still deducting all of the
costs of producing or acquiring the property. The
export sale would therefore result in a reduction of
the exporter’s net income (that is, would result in a
tax loss on a stand-alone basis) equal to the entire
amount of the proceeds of the sale. (Conversely, in
the case of imports, neither deductions nor cost
basis would be allowed for any of the costs of
acquisition, and the importer’s net taxable income
would therefore be increased by an amount equal to
the entire purchase price of the import.)

I note in this regard that there is still some
confusion as to how the proposed export proceeds
exclusion would interact with deductions and tax
basis under the blueprint.6 The blueprint expressly

of border adjustments would be to ‘‘prevent gaming by multi-
national corporations, to simplify things, and to create a level
tax playing field between imports and exports.’’ Dylan F.
Moroses et al., ‘‘Trump Eyeing Mexican Import Tax to Fund
Border Wall,’’ Tax Notes, Jan. 30, 2017, p. 523. A recent report by
the Treasury Office of Tax Analysis asserts the following: ‘‘Our
findings, coupled with the potential advantages that a cash flow
tax provides in terms of simplicity, incentives for growth,
potential progressivity, and fewer distortions on firm location
choices, lead us to conclude that this style of reform is promis-
ing.’’ Moroses and Stephen K. Cooper, ‘‘Treasury Finds Value in
Border Adjustment, but Questions Remain,’’ Tax Notes, Jan. 30,
2017, p. 522. Most recently, Martin A. Sullivan had this to say in
Tax Notes: ‘‘For U.S. tax purposes, there would no longer be a
need for the IRS to police the location of profit, and there would
be no gain to taxpayers to artificial profit shifting.’’ Sullivan,
‘‘The Finance Industry Under a Cash Flow Tax,’’ Tax Notes, Feb.
6, 2017, p. 651.

3Mindy Herzfeld, ‘‘Reality Check on a Destination-Based
Cash Flow Tax in 2017,’’ Tax Notes Int’l, Dec. 5, 2016, p. 874.

4David van den Berg, ‘‘Brady Says Border Adjustment Plan
Only Comparable to a VAT,’’ Tax Notes Int’l, Jan. 30, 2017, p. 442.

5We could either deny businesses cost basis or a deduction
for the purchase of imported goods or require them (or their
sellers) to pay tax in respect of such a purchase (as in the case of
a purchase of foreign goods by individuals), but we would
presumably not do both.

6The blueprint proposes to allow businesses to ‘‘deduct
investments’’ up front, but it does not say what constitutes an
investment (other than making it clear that it includes amounts
paid by manufacturers to construct, purchase, or develop
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states, however, that it is proposing border adjust-
ments in order to create parity with the border
adjustments that are allowed by other countries
under their VATs.7 Presumably, then, exporters
would be entitled to separately deduct all of their
costs associated with their manufacture or acquisi-

tion of the exported property while simultaneously
excluding the proceeds of the sale.

For example, suppose that a U.S. exporter pur-
chases goods from a U.S. manufacturer for $100
million and sells them to foreign consumers for
$100 million. If a typical credit-style VAT were in
force at a rate of 20 percent of the VAT-inclusive
proceeds,8 the exporter’s $100 million purchase
price would have included $20 million of VAT. The
exporter would have received a refund of this $20
million of VAT from the government, but it would
not have had to collect or remit any VAT in respect
of its sale of the goods.9 Thus, its $20 million of cash
profit would have come directly from the govern-
ment.

It follows that under the blueprint’s proposed
border adjustments (which would implement an
economically equivalent “subtraction-style” ap-
proach at a rate of 20 percent), the exporter would
be entitled to separately deduct the $100 million
that it paid for the exported goods (which is eco-
nomically equivalent to receiving a $20 million tax
refund) and then exclude from gross income the
entire $100 million of proceeds from the sale of the
goods (which is economically equivalent to not
having to collect and remit $20 million of VAT on
the export). This would allow the exporter to book
a $100 million net loss for tax purposes (notwith-
standing that it had no loss as an economic matter),
which it could then likewise monetize (if not by
reducing its own otherwise tax liability by $20
million, or by receiving a $20 million check directly
from the government, then by effectively selling the
tax loss to other taxpayers — more on this later).

plants, equipment, and intellectual property). Moreover, the
blueprint would ‘‘preserve the [last-in, first-out] method of
accounting for inventory,’’ which suggests that wholesalers and
retailers might be required to capitalize the price for which they
purchased their goods into the basis of their inventory, and that
even manufacturers might be required to do this to some extent
(since manufacturers capitalize such costs as labor and overhead
into the cost of goods sold under the LIFO method of account-
ing). Would this mean that when exporters were deemed to sell
goods to foreigners for $0, they would have a capital loss in
respect of such capitalized basis? Presumably not, for the reason
explained in the accompanying text — i.e., that the blueprint is
seeking to provide parity with border adjustments under a VAT.

7The blueprint states:
Today, all of our major trading partners raise a significant
portion of their tax revenues through value-added taxes
(VATs). These VATs include ‘‘border adjustability’’ as a
key feature. This means that the tax is rebated when a
product is exported to a foreign country and is imposed
when a product is imported from a foreign country. These
border adjustments reduce the costs borne by exported
products and increase the costs borne by imported prod-
ucts. When the country is trading with another country
that similarly imposes a border-adjustable VAT, the ef-
fects in both directions are offsetting and the tax costs
borne by exports and imports are in relative balance.
However, that balance does not exist when the trading
partner is the United States. In the absence of border
adjustments, exports from the United States implicitly
bear the cost of the U.S. income tax while imports into the
United States do not bear any U.S. income tax cost. This
amounts to a self-imposed unilateral penalty on U.S.
exports and a self-imposed unilateral proceeds exclusion
for U.S. imports. Because this blueprint reflects a move
toward a cash-flow tax approach for businesses, which
reflects a consumption-based tax, the United States will
be able to compete on a level playing field by applying
border adjustments within the context of our transformed
business and corporate tax system. For the first time ever,
the United States will be able to counter the border
adjustments that our trading partners apply in their VATs.
The cash-flow based approach that will replace our
current income-based approach for taxing both corporate
and non-corporate businesses will be applied on a desti-
nation basis. This means that products, services and
intangibles that are exported outside the United States
will not be subject to U.S. tax regardless of where they are
produced. It also means that products, services and
intangibles that are imported into the United States will
be subject to U.S. tax regardless of where they are
produced. This will eliminate the incentives created by
our current tax system to move or locate operations
outside the United States. It also will allow U.S. products,
services, and intangibles to compete on a more equal
footing in both the U.S. market and the global market.

Tax Reform Task Force, ‘‘A Better Way: Our Vision for a
Confident America,’’ at 26-27 (June 24, 2016).

8For those of you who are familiar with VAT, this is actually
imposing VAT at a 25 percent rate, since VAT rates are normally
described as being imposed on the VAT-exclusive consideration.
For the sake of clarity, however, I am using the subtraction-style
language of the blueprint.

9Some portion of the resulting $20 million of ‘‘tax profits’’
would arguably be passed back to the manufacturer and its
suppliers in the form of higher purchase prices. If there were no
VAT refund, the exporter could not afford to pay as much to the
manufacturer, as it would need to make an economic profit to
stay in business. Thus, the manufacturer and its suppliers could
be said to be deriving some additional profit by reason of the
VAT refund that the exporter receives. But how much would be
produced for export if the VAT refund were eliminated, what
would be paid for those goods by foreign purchasers, and what
price could then be demanded by the manufacturer and its
suppliers are all rather complicated questions. Moreover, the
forces of supply and demand in the domestic market would
partly determine what the manufacturer could demand for its
goods, and in a much larger domestic market like ours, they
might often be the prime determinants, in which case the
exporter would retain most of the benefit.
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Thus the exporter (like the exporter under a VAT)
would receive all of its $20 million of profit from the
government.

This is to be contrasted with the case in which an
exporter purchases goods for, say, $90 million, sells
them to foreign persons for $100 million, and the tax
law allows the exporter to exclude its resulting $10
million of profit from income (a tax benefit worth $2
million rather than $20 million). The ‘‘leverage’’
associated with allowing full-cost deductions while
excluding gross sales proceeds results in a tax
benefit that is much, much greater.

The relatively large size of the resulting tax
benefit plays a key role in the discussion below. But
allow me to start by making an important point.
Numerous commentators have asserted that the
proposed border adjustments would create ‘‘tax
parity’’ by eliminating the incentive for U.S. corpo-
rations to organize their operations outside the
United States. As compared with current law (and
setting currency arguments aside), however, they
would in fact create a very large incentive in the
opposite direction — that is, to produce goods
inside the United States regardless of where they
were ultimately consumed.

Consider the following example: A corporation
(whether U.S. or foreign) currently manufactures
corkscrews in Spain and sells them to people who
live in Spain. The corkscrews cost $90 million to
manufacture in Spain, and they are sold there for
$100 million. (The manufacturer pays $2 million of
Spanish income tax on its economic profit, and it
also collects $25 million of VAT from the purchasers
of its corkscrews and remits it all to the Spanish
government.10) Under the blueprint’s proposal, if
the manufacturer moves its plant to the United
States and exports the corkscrews to Spain, it doesn’t
just avoid $2 million of Spanish income tax. It also
deducts its $90 million of manufacturing costs for
U.S. tax purposes while excluding the $100 million
of sales proceeds. The resulting $90 million tax loss
can either be used to offset $18 million of tax that
would otherwise be paid by a U.S. affiliate or
effectively be sold to other taxable U.S. persons for
more than $10 million, thereby more than doubling
the manufacturer’s profit (more on this later). That’s
quite an incentive.

It is true that the manufacturer would still have
to collect an additional $25 million of Spanish VAT
from its Spanish customers and remit it all to the

Spanish government.11 But this would not negate
the effect of the U.S. export proceeds exclusion, for
Spain would require the manufacturer to do this
regardless of where the manufacturing took place
and regardless of whether the United States offered
the manufacturer an export proceeds exclusion. It is
also true that the wages and prices paid by the
relocated manufacturer to its U.S. employees and
suppliers would reflect the fact that they were
subject to U.S. income tax. But Spain also imposes
an income tax on its employees and suppliers, at
rates similar to the rates proposed by the blue-
print.12

Conversely, suppose that a business currently
manufactures corkscrews in Spain for $90 million
and sells them in the United States for $100 million.
It is true that Spain refunds all of its VAT when the
corkscrews are exported to the United States. But
there is no refund of the Spanish income tax, which
is imposed at a rate similar to the rate proposed by
the blueprint and which therefore already places
the Spanish manufacturer in an economic position
equivalent to that of a U.S. domestic producer that
has been required to pay U.S. income tax (at the
corporate and individual levels, taking account of
the tax paid by its employees and suppliers) on all
of the value added by its U.S. production of cork-
screws. The additional imposition of a U.S. border-
adjustment import tax would therefore serve to
impose U.S. income tax on the manufacturer’s value
added in addition to Spanish income tax.13 To use
the numbers set out above, the manufacturer’s $10
million of profit would become a $10 million loss
after imposition of a $20 million U.S. import tax.
The manufacturer would therefore be forced to
relocate its operations to the United States in order
to pay only one income tax, and the relevant tax
base would therefore shift from Spain to the United
States.

In other words, if we set aside the argument that
all border adjustments are offset by currency adjust-
ments anyway (in which case it’s not clear why
anyone would be proposing them), the border
adjustments proposed by the blueprint would con-
stitute a very large incentive (as compared with

10Further up the supply chain, VAT payments made to the
government by the manufacturer’s suppliers are offset by VAT
credits obtained by the purchaser of the supply, so that as a
matter of cash flow, the government collects its entire tax at the
point of sale to the consumer, just as in a retail sales tax.

11The way this actually works is that the manufacturer
would pay $22.5 million of the Spanish VAT itself when it
imported the goods into Spain (so that it was placed in the same
position as other Spanish manufacturers), and then it would
credit this payment against its receipt of $25 million of VAT from
Spanish consumers, so that it in effect sent only $2.5 million
more to the Spanish government and retained the remainder as
a refund of the $22.5 million of Spanish VAT that it paid upon
import.

12Of course, parity might be restored if Spain likewise
border-adjusted its income tax.

13Id.
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current law) for producing within the United States
goods and services to be consumed all over the
world. What the blueprint asserts is not that the
effects of this incentive would be offset by currency
adjustments, but rather that this incentive would
put us on an even footing with other countries that
impose border-adjusted VATs.

Meanwhile, the blueprint’s conclusion that bor-
der adjustments would raise a considerable amount
of revenue appears to be based on the fact that
current imports exceed current exports, and so
import tax collections should exceed export pro-
ceeds exclusions. It doesn’t take into account how
businesses would react to these very large tax
incentives (currency theories notwithstanding). But
in theory the resulting inbound relocation of manu-
facturing for export shouldn’t increase tax collec-
tions, because the export proceeds exclusion would
give up the resulting increase in tax; and conversely,
the resulting inbound relocation of manufacturing
for import shouldn’t decrease tax collections, be-
cause the resulting loss of import tax should effec-
tively be replaced by increased income tax
collections at the corporate and individual levels.
Before we start counting our money, however, we
must first address a very important practical ques-
tion: How — having granted a large export pro-
ceeds exclusion to any business that structures its
affairs to meet its requirements — are we actually
going to collect the offsetting import tax?

The Location of Tangible Goods
One thing that leaps out at you as you begin to

consider the practical implications of such border
adjustments is that they make the most sense when
applied to physical goods that are actually crossing
the border. It is reasonable, for example, to allow a
manufacturer to exclude all of its proceeds from the
sale of flat-screen televisions that it puts on a ship
setting sail for Spain (where the purchaser, a Span-
ish corporation, will presumably distribute them to
individuals who actually reside in Spain). And it is
probably likewise reasonable to assume in such a
case that the revenue lost by granting so large an
export proceeds exclusion will be made up for by
revenue gained from imposing tax on the import of
similar physical goods coming from China and
arriving in U.S. ports or airports.

It is probably not a good idea, however, to allow
a U.S. manufacturer (or wholesaler) to exclude
proceeds from the sale of such televisions to a
Spanish corporation that is planning to store them
in a warehouse in New York. Why? For the obvious
reason that the Spanish corporation will probably
distribute those televisions to U.S. wholesalers, re-
tailers, or consumers, and those U.S. wholesalers,
retailers, or consumers will probably not realize that

they are now ‘‘importing’’ goods as a technical
matter (notwithstanding that the goods say ‘‘made
in the USA’’) and so deny themselves a tax deduc-
tion in respect of their purchases (or in the case of
consumers, pay an import duty). It seems unlikely,
moreover, that the government would have the
resources required to pursue such U.S. wholesalers,
retailers, and consumers as a practical matter and
recoup the manufacturer’s (or wholesaler’s) very
large export proceeds exclusion through the en-
forcement of a corresponding import-related tax.

Most VATs deal with this practical concern by
incorporating such concepts as the ‘‘place of sup-
ply’’ of the relevant merchandise. If the place of
supply of the televisions to the Spanish corporation
is in the United States, then it is not yet ripe to grant
anyone a refund of VAT. The Spanish corporation
can claim such a refund if and when it finally loads
the televisions onto a ship that actually sets sail for
Spain. Bear in mind that the stakes here are enor-
mous, because the seller gets to exclude all of the
proceeds of the sale of the property while deducting
all of the costs of manufacturing it. Thus, if the
seller spends $900 million to manufacture televi-
sions and sells them for $1 billion, the proposed
export proceeds exclusion doesn’t just allow it to
avoid tax on its $100 million of economic profit.
Rather, it allows it to report a $900 million loss for
tax purposes — a loss that it may be able to
‘‘monetize’’ in the marketplace for as much as $150
million in cash. With incentives so high, could you
blame the U.S. manufacturer for always selling the
goods in question to a technically foreign purchaser
(if that were all that the law required to obtain the
export proceeds exclusion)?

A similar practical point can be made about the
import of goods that are actually produced outside
the United States. If smartphones produced in
China are physically entering the United States, it
will be possible for import agents to inspect and
register them and require that the importer pay an
import tax (else the goods will not be released). The
Coast Guard can search for and seize any goods that
importers are attempting to land on isolated
beaches, and if we do build a wall on our southern
border, it can serve to keep untaxed goods out of the
United States in addition to untaxed people. To the
extent that we are planning to forgo such an import
tax on the grounds that a business purchaser of the
goods will not be entitled to any cost basis in
respect of the amount paid for its purchase, we had
better be sure that we know who the purchaser is
and that we can rely on that purchaser to actually
pay a lot of tax later on when it sells the goods in
question and then files a U.S. tax return. This may
require a fair amount of the IRS in terms of new
rules for compliance and enforcement.
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Suppose that the importer, a Chinese corpora-
tion, does not identify any purchaser, explaining
that it has not yet sold any of the goods. It is merely
bringing the goods into the United States to store in
its own warehouse located in San Francisco. Can we
rely on the Chinese corporation to tell its ultimate
U.S. purchasers that they are ‘‘importing’’ the goods
and must therefore not include any amount that
they pay for them in cost basis (or, if they are
consumers, that they must file a form and pay an
import tax)? Even if we can, can we further rely on
those U.S. purchasers to follow through? Probably
not. It would therefore seem wiser to treat a U.S.
branch of the Chinese corporation as having pur-
chased the goods from its own foreign branch,
thereby requiring the Chinese corporation (rather
than its U.S. customers) to pay U.S. tax when it sells
the goods (given that it would be denied either a
cost basis or a deduction for its deemed import
purchase). As mentioned above in footnote 11, this
is how a VAT would deal with such a case. (The
Chinese corporation would pay VAT on its own
import and then credit that payment against the
VAT it received from its ultimate customers.)

But even assuming we do that, can we rely on
this deemed U.S. branch of the Chinese corporation
to actually file a U.S. tax return and pay a lot of tax
when it later sells the goods to U.S. wholesalers,
retailers, or consumers? If the Chinese corporation
is big enough, and if its U.S. presence is large
enough, the answer could well be yes. But in many
cases it will be wiser to collect the tax at the dock
and hold the goods up until it has been paid. This is
likewise how a VAT would deal with such imports.
VAT customs officers would refuse to allow the
goods into general circulation until someone had
paid the import VAT. This may likewise require a
fair amount in terms of new substantive and pro-
cedural rules from the IRS.

In thinking through these sorts of practical issues
and problems, there are a few things that we should
bear in mind. The first is that we should probably not
be relying primarily on consumers to help us enforce
the import tax. Many consumers will not voluntarily
pay an import tax, and it will not be easy to force
them to do so. We might consider as a model here the
job that the 50 states have done in enforcing and
collecting the ‘‘use tax’’ that most of them purport to
impose on their residents when they import goods
and services from out of state. According to a study
done by Copenhagen Economics in 2016 (commis-
sioned by UPS), ‘‘shipments sent via national postal
operators resulted in a lack of payment of VAT and
import duties to the national authorities for more
than 60 percent of items purchased online. . . . The

resulting loss of public income [for Denmark] is es-
timated at up to 1.3 billion euros annually.’’14

But even if they wanted to comply, most U.S.
consumers would have little way of knowing that
they had purchased their goods from a technically
foreign seller, and they would certainly have no
way of knowing this where the goods they had
purchased said ‘‘Made in the USA.’’ And U.S.
retailers might not be in a very different position.
Could we really hold to account all of the whole-
salers and retailers in the United States and success-
fully require them to determine whether they had
purchased their goods from a technically foreign
seller (because someone in the supply chain had
obtained an export exclusion)?

In short, imposing and enforcing a destination-
based tax in respect of even the most simple tan-
gible goods will require a considerable amount of
practical forethought followed by the implementa-
tion of detailed substantive and procedural rules,
and it will require much more in the case of
intangible goods and services, as we shall shortly
see.

Transfer Pricing and Recharacterization Rules
There is another reason to limit the export pro-

ceeds exclusion to cases where goods physically
leave the United States. It is that otherwise, it will
be especially easy for taxpayers to sell their NOL
carryforwards to other taxpayers. The intention
under the blueprint’s proposed cash flow tax is that
when one business sells assets or goods to another,
the buyer deducts the purchase price and the seller
includes it in income. But the parties could instead
‘‘elect’’ to do neither if the export proceeds exclu-
sion was not so limited. The seller would simply
sell the goods to a foreign corporation (which might
be an affiliate of the seller, an affiliate of the buyer,
or an independent accommodation party) for ‘‘ex-
port,’’ and the buyer would then ‘‘import’’ them
from this foreign intermediary. Thus, the seller
would exclude the proceeds of the sale, and the
buyer would forgo its purchase deduction. Need-
less to say, the seller would be currently taxable,
while the buyer would have an NOL carryforward
(because it was a net exporter) and so would not
have been able to use the forgone deduction any-
way.

This point is part of a much broader picture,
however, that it might be better to introduce now,
before we move on to the harder cases of intan-
gibles and services. As I noted earlier, ‘‘Proponents

14Bruno Basalisco, Julia Wahl, and Henrik Okholm, ‘‘E-
Commerce Imports Into Europe: VAT and Customs Treatment,’’
Copenhagen Economics (May 4, 2016).
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of the destination-based cash flow tax argue that it
would be simpler to administer because it would
eliminate the need for complex transfer pricing
analyses and the need to determine the true location
of economic activity.’’15 But if we actually do elimi-
nate these things, then ‘‘selling’’ NOL carryfor-
wards to taxable business partners will be like
taking candy from a baby.

Let’s start with the simple case in which one U.S.
corporation (the buyer) makes a payment to an-
other U.S. corporation (the seller) in exchange for a
transfer of goods from the seller’s foreign subsid-
iary to the buyer’s foreign subsidiary. Arguably, the
payment should have been made from the buyer’s
foreign subsidiary to the seller’s foreign subsidiary,
where the payment would have been completely
outside the U.S. tax system. (The blueprint proposes
a territorial system under which profits derived
outside the United States by foreign subsidiaries
would be exempt from U.S. tax unless and until
their goods were imported into the United States.)
However, the ‘‘misplacement’’ of the payment al-
lows the buyer’s U.S. parent to fully deduct the
amount of the payment for U.S. tax purposes. True,
the misplacement also results in a corresponding
income inclusion for the seller’s U.S. parent, but the
seller’s U.S. parent has an NOL carryforward avail-
able to offset the income inclusion.

An equivalent result obtains in the opposite case,
where the goods are transferred from one U.S.
parent to the other but the payment is booked
between their foreign affiliates (which are outside
the U.S. tax system). Here the U.S. buyer has NOL
carryforwards (and therefore couldn’t have used its
forgone purchase deduction), while the U.S. seller is
currently taxable (and therefore benefits from the
fact that it needn’t include any sales proceeds in
income, even though it has already deducted all of
the cost of producing or acquiring the goods that it
transferred to the U.S. buyer).

An equivalent result also obtains if the above
U.S. seller directs the U.S. buyer to make the
payment to one of the U.S. seller’s foreign subsid-
iaries. In that case, the U.S. seller likewise gets to
exclude the sales proceeds from income (even
though it has already deducted all the costs of
producing or acquiring the goods in question),
whereas the U.S. buyer doesn’t care that it is denied
a deduction for its resulting ‘‘import,’’ because it
has NOL carryforwards. And an equivalent result
also obtains in the opposite case where goods are
transferred from one foreign subsidiary to another
but the parties direct that the payment to the selling

foreign affiliate be made by the buyer’s U.S. parent.
No doubt there are many more variations on this
theme.

Surely, then, we do not intend to allow mere cash
flows to govern the availability of export exclusions
without any economic inquiry into the nature of the
transactions that gave rise to them. For if we are
going to allow taxpayers to sell their NOLs to each
other in this manner without making any effort to
stop them, then we might as well allow them to sell
them directly to the government (that is, give
taxpayers a direct cash payment each year in re-
spect of their NOLs), so that we at least don’t
experience the transaction costs, economic distor-
tions, and dead-weight loss associated with requir-
ing them to sell their losses to each other.

But one reason why we don’t do the latter is that
we fear (and rightfully so) that if we did, there
might then be a considerable amount of export-
related fraud, given the very large size of the tax
benefits that we are proposing to grant to exporters.
In Europe, the most common tax fraud involves an
exporter that claims a VAT rebate and an associated
importer that disappears without paying the in-
bound VAT due. The relevant goods (which tend to
be popular high-value goods, such as mobile
phones) go round in a circle, which is why this is
commonly known as ‘‘carousel fraud.’’ HM Rev-
enue & Customs’ estimate of the amount of this
fraud in the United Kingdom for the tax year
2005-2006 was between £3.5 billion and £4.75 bil-
lion.16 As noted above, we for this reason need a
concept of place of supply, so that merchandisers
don’t routinely transfer their goods to a foreign
intermediary and let the government worry about
how to collect the offsetting import tax. But even
with such a concept, one worries that some mer-
chandisers might purport to send their goods off on
a ship only to have them find their way onto the
black market for untaxed goods, along with the
many smartphones that really had been produced
in China but were merely evading the import tax.

This fraud might not be greatly reduced if rather
than rebating net losses directly, we allowed tax-
payers to monetize them at will by mispricing or
misplacing their transactions with taxable parties in
the market. It seems to me, therefore, that we must
be willing to at least make some effort to audit
taxpayers and enquire into the nature of their
payments to each other and the economic transac-
tions to which they relate. And if those payments
are misplaced or mispriced, then we must have at

15See supra note 3.

16HMRC, ‘‘Measuring Indirect Tax Losses — 2006’’ (Dec.
2006).
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our disposal adequate transfer pricing and rechar-
acterization rules that would allow the IRS to ignore
payments between U.S. companies, or deem them
to exist, as appropriate in light of the economic
reality. And we had better be planning, in this
regard, to beef up our audit and enforcement re-
sources.

The Location of Intangibles
This leads us to the consideration of two impor-

tant questions: First, how are we planning to deal
with intangibles, such as enormously valuable
rights to license computer software, to manufacture
drugs, or to distribute electronic music, film, and
television entertainment? Obviously, these rights do
not take a physical form, and they do not enter or
leave the United States in such a form — and more
importantly, nothing stops them from entering or
leaving the United States undetected by govern-
ment agents. It is therefore difficult to see how we
are going to allow, enforce, and defend border
adjustments on a very large scale in respect of the
import or export of such rights.

How, for example, are we going to collect an
import tax when U.S. consumers download video
games off the internet from suppliers with no
physical location or address? Are we going to chase
noncomplying suppliers around cyberspace and
attack them with avatars? Or are we going to burst
physically into the homes of consumers and de-
mand that they share with us the contents of their
clouds? (Lest you think I’m being silly, European
revenue agents attempting to enforce a VAT on
physical goods routinely follow customers out of
clothing stores and demand that they show them
their VAT receipts.)

One might therefore conclude that we should not
apply border adjustments to intangible goods. But
it’s not clear that we have the political option to do
that. American retailers slapped with a complete
disallowance of either cost basis or deductions for
the goods that they import from China may not
understand why retailers are not subject to the same
disallowance when they import Japanese video
games. And President Trump — who said ‘‘Buy
American’’ in his inaugural address — might not
understand why either. Likewise, software manu-
facturers may complain that when hardworking
Americans produce a new video game on a Silicon
Valley campus and export it to excited adolescents
around the world, they should be entitled to as
much of an export proceeds exclusion as any other
hardworking American.

That said, it seems to me essential that we limit
the application of an exclusion for the export of
computer software or electronic entertainment to
cases where foreign individuals or businesses are

employing them for their own personal use. We
mustn’t grant a large export proceeds exclusion for
selling the wholesale right to license computer
software, for if we do, we are bound to discover that
such software is ultimately being consumed partly
or primarily in the United States, and an offsetting
import tax will be impossible to collect. This means
that we must also keep all of our rules under
sections 367 and 482 in place that deal with the
outbound transfer of intangible rights. If such rights
are transferred to foreign subsidiaries, they must
still be taxed at their fair market values, because we
cannot prevent the intangible products they give
rise to from reentering the United States on a
tax-free basis.

The same logic might not hold true, however, in
the case of a sale for export of the right to manu-
facture drugs outside the United States. The drugs
themselves are presumably in physical form, and
given that the manufacture and dissemination of
drugs is (hopefully) a highly regulated industry,
perhaps we can have some confidence in our ability
to (1) tax such drugs when they enter our country in
physical form, and (2) prevent foreign owners of the
license from relicensing it (through intermediaries)
to U.S. manufacturers without paying an import
duty. If that is the case, then we may need a
different rule for exporting rights to license drugs
than for exporting rights to license software. In-
deed, it may turn out before we are done that we
need lots of different rules for lots of different rights
— and sorry experience may have to be one of our
guides in this regard.

The Location of Services
The second (and sister) question is whether we

intend to extend border adjustments to the perfor-
mance of services. This is another case where one
might normally expect the answer to be no, for the
benefits would hardly be worth the complexity.
After all, most services that are performed in the
United States are performed for the benefit of
people in the United States, and most services
performed outside the United States are performed
for the benefit of people outside the United States.
But the president made it clear in his inaugural
address that the order of the day is not only to buy
American, but to hire American. And in that con-
text, it might be difficult as a political matter to
disallow deductions for purchasing goods from
India but not for outsourcing services to India.

But if we really are going to border-adjust cross-
border payments for the performance of services,
we are going to have to promulgate a lot of new
rules and deal with a lot of new practical problems.
Let’s start with the difficulty of determining both
the place where services are supplied and the place
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where they are consumed. Suppose, for example,
that a U.S. credit card issuer issues a credit card to
a German corporation because the German corpo-
ration has a customer relationship with the U.S.
credit card issuer’s German subsidiary, and the card
is used by one of the German corporation’s officers
to buy dinner in New York, and then in Germany.
First we must ask whether interchange fees are in
fact received in exchange for providing a service,
and whether they should therefore be border-
adjusted. If so, we must next ask whether these
particular interchange fees are received by the U.S.
credit card issuer in exchange for exporting this
service.

In order to answer that question, we must first
determine which company rendered the inter-
change service. Do we determine this by reference
to the company that issued the credit card or the
company that had the relationship with the cus-
tomer? Next we must determine where the service
was rendered. Do we determine this by reference to
the issuing company’s location, to the customer’s
location, or to the location where the card was
used? Next we must determine where the service
was consumed. Do we determine this by reference
to the customer’s location, to the officer’s location,
or to the location where the card was used?

According to HMRC’s VAT manual dealing with
the place of supply of services (VATPOSS05000),
here are some of the factors that VAT collectors need
to take into account in determining where services
are supplied or received:

• how the particular services are provided;
• the significance of the activities carried out at

each establishment in contributing to the ser-
vices provided;

• where the necessary human and technical re-
sources (for example, the database, technical
equipment, office equipment, and telephones)
for actually providing the services are perma-
nently based;

• which establishment appears on the relevant
contracts, correspondence, and invoices;

• where the directors or other personnel who
entered into the contract are permanently
based;

• where decisions are taken and controls are
exercised over the performance of the con-
tracts;

• whether reference to the preferred establish-
ment leads to a more appropriate or rational
result for tax purposes;

• the contract(s) between the supplier and cus-
tomer;

• when a business supplies services on behalf of
an overseas business as the latter’s fixed estab-
lishment, the contract(s) between those busi-

nesses and the contract(s) between the
overseas business and its U.K. customers;

• when there are no written contracts, a written
account from the supplier that sets out in detail
its understanding of the oral contract;

• oral evidence (in written format) or witness
statements obtained from the supplier’s staff
and the staff of other businesses involved in
the supply chain;

• telephone bills, fax printouts, etc. (which may
demonstrate the extent of any day-to-day con-
tact with a particular establishment);

• letterheads (although this could indicate a
mere postal address rather than a business or
fixed establishment);

• invoices or payments for office rental;
• certificates of incorporation and other com-

pany details such as common directors;
• job descriptions, performance agreements, etc.

(which may be indicative both of the substance
and reality of work performed at a particular
establishment, and the nature of the supply);

• details of how the business fits into any larger
corporate structure;

• company minutes, reports, and other internal
correspondence; and

• evidence of any information obtained through
mutual assistance.

And this is for plain vanilla businesses.
Whatever the rules may ultimately prove to be

under U.S. law, how would both taxpayers and the
IRS obtain the necessary information and then
organize it to answer such questions? Would we
draft detailed allocation and apportionment rules?
Would they need to be supported by computer
printouts showing the activities that were under-
taken by particular employees at particular times of
the day? How would the U.S. corporation obtain
this information from the German corporation, and
how would we force the latter to comply? What
hypothetical payments would be proposed to deal
with the relevant mischaracterizations, and on the
basis of what specific regulatory authorities?

In any case, one thing is clear: There will need to
be detailed regulatory answers to these questions,
else every taxpayer (and ultimately every revenue
agent) will answer them differently. Moreover, the
answers will need to be different for different
industries and situations. The credit card case is but
one small example of what might arise in a modern
economy. Even then, the answers will often be
uncertain and inconsistent, and they will lead (as
they currently do in Europe) to a fair amount of
litigation. And compliance with these rules will in
any case require a considerable amount of energy,
effort, and focus on the part of both taxpayers and
the IRS.
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Now let us return to the problem of the potential
for mispricing or misplacing payments. Consider
the case of a U.S. parent corporation and a German
parent corporation, each of which has subsidiaries
around the world. The U.S. subsidiary of the Ger-
man parent corporation has substantial NOL carry-
forwards. The U.S. parent corporation therefore
engages it to provide the U.S. corporation and its
affiliates with telephone operator services, paying it
a fee of $10 million per month. Telephone operators
working for both the German corporation’s U.S.
subsidiary and its various affiliates around the
world provide help and information to the custom-
ers of the U.S. parent corporation and its affiliates
around the world. A centralized computer system
apportions incoming customer inquiries to the vari-
ous worldwide telephone service centers. As a
result, the location of the relevant telephone opera-
tors, and of the relevant customers, varies with
customer inquiry load and service operator avail-
ability.

All this sounds rather complicated, and the
destination-based cash flow tax is supposed to be
simple. We might therefore be tempted to simply
follow the cash flows and their nominal recipients.
The U.S. parent corporation would therefore be
entitled to deduct in full its monthly payment to the
German corporation’s U.S. subsidiary, and we
would ignore the fact that as an economic matter,
(1) much of what it was paying for would be for
services provided to its U.S. customers by telephone
operators residing in India, and (2) much of what it
was paying for would be for the provision of
services to customers of its foreign subsidiaries,
subsidiaries that would not be subject to any U.S.
tax. But bear in mind that if the shoe was on the
other foot, and it was the U.S. parent corporation
that had NOLs (and the U.S. subsidiary of the
German corporation that was fully taxable), then
the U.S. parent corporation would ‘‘import’’ the
relevant services from the German parent corpora-
tion by making payments to it directly, and we
would ignore the fact that sometimes the U.S.
subsidiary of the German corporation was provid-
ing services to U.S. customers of the U.S. parent
corporation, deducting the full cost of providing
these services but not including anything in income.

Nor would the mispricing problems be limited to
cases involving unrelated parties, for the blueprint
proposes to retain the rules of subpart F. Consider
the following case, which is doubtless one of many:
A U.S. corporation has an Indian subsidiary that is
earning subpart F income subject to U.S. tax. The
Indian subsidiary hires a chain of local telephone
operators and deducts their salaries, thereby lower-
ing its net earnings (and thus its subpart F inclu-
sions). The Indian telephone operators provide

services to the U.S. corporation for free. Obviously,
the IRS would have to apply transfer pricing rules
to impute a deemed payment for services from the
U.S. corporation to its Indian subsidiary (so that it
could then disallow the U.S. corporation’s deduc-
tion while still requiring the Indian subsidiary to
include the deemed receipt in its earnings). The
United Kingdom certainly relies on such rules to
protect its tax base from such mispricing.17

In short, promulgating and enforcing rules de-
signed to ensure that the sourcing of services giving
rise to border adjustments was consistent, accurate,
and in accordance with economic reality would be
arduous and complex. But the cost of our failure to
do so would be relatively high. We’d be better off
excluding services from border adjustment.

More on the Sale of Export Tax Benefits
As noted above, the blueprint expressly states

that its reason for introducing border adjustments
(notwithstanding the enforcement and base erosion
problems that they would raise) is to put the United
States on an equal footing with other countries that
border-adjust their VATs and so encourage exports
and discourage imports, as compared with not
having such adjustments.18 I agree with the blue-
print. If that is what border adjustments would
accomplish for us, then they probably would be
worth implementing. More recently, however, some
of the blueprint’s own proponents have been assert-
ing that the proposed border adjustments would not
have these effects because the proposed border
adjustments would be completely offset by changes
in currency valuations. If that were true, then the
blueprint’s proposal would be founded on a mis-
impression, for (1) there would be no need to obtain
parity with other countries that were border-
adjusting their VATs, since currencies do that auto-
matically, and (2) border-adjusting in response
wouldn’t accomplish anything anyway, since cur-
rency adjustments would reverse the accomplish-
ment.

But it does seem to me that this currency theory
is open to question.19 And more to the point, to the

17Value Added Tax Act 1994, Schedule 6, para. 1.
18See supra note 7.
19I am, of course, no economist, but in a nutshell, I think the

currency argument runs something like this: What goes into the
United States (i.e., cash proceeds from the sale of exports) must
in the long run come out of the United States (i.e., ultimately be
invested in imports), else we would in the long run be supply-
ing goods and services to other countries in exchange for
nothing. As a result, (1) the increased inducement to export
would be offset by the decreased inducement to import, (2) total
trade would therefore remain the same, and (3) the U.S. dollar
would merely increase in value (in relation to other foreign
currencies) to account for the resulting shift in the incidence of
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extent that the blueprint’s own proponents have
concluded that the theory is correct and that the
blueprint’s proposal for border adjustments there-
fore was based on a misimpression, then what is the
point of continuing to propose them, particularly in
light of the very real practical issues and concerns
set out above? I shall therefore continue to take the
blueprint at its word and assume for the remainder
of this report that increasing exports and decreasing
imports is indeed the objective of the proposal to
implement border adjustments, and that enacting
the proposal would indeed accomplish that objec-
tive, at least as compared with current law. I would
therefore like to express a concern that both requir-
ing and allowing taxpayers to sell their NOL carry-
forwards to each other could partly undermine that
objective.

Now, one of the principal tenets of any consump-
tion tax is that the government be willing to write
an annual check to taxpayers whose deductions
exceed their gross incomes under the rules in effect.
That is how a VAT works, and that is therefore how
refunds are implemented under a VAT. Thus, sup-
pose a U.K. exporter purchases goods from a U.K.
retailer for £100 and sells them to a U.S. buyer for
£100. Assuming that VAT is imposed at a rate of 20
percent, the U.K. exporter receives a check from the
Inland Revenue for £20 that purports to be ‘‘refund-
ing’’ the £20 of VAT that has previously been paid
on the goods by the U.K. retailer and its previous
suppliers (because VAT is not imposed on goods
that are ultimately exported).20

In a subtraction-style VAT (which is more analo-
gous to what the blueprint is proposing), the U.K.
supplier would not initially receive a £20 refund but
would rather be entitled to exclude from income the
£100 of proceeds that it received from the sale of the
goods to the U.S. buyer. Nevertheless, it would still
be entitled to deduct the £100 that it paid to the U.K.

retailer. As a result, it would have a tax loss of £100.
But here the government would step in and mail the
exporter a check for £20, because annual net losses
are refunded to the taxpayer at the relevant tax rate.

The blueprint is not proposing to mail any such
check to taxpayers. Rather, the blueprint is propos-
ing to require exporters to carry their net losses
forward indefinitely. But these losses will never
ultimately be used, because the exporter will pre-
sumably keep having more losses on account of
continuing to exclude the proceeds of their sales of
exports from income. In the language of the accoun-
tants, such losses would have a 100 percent ‘‘valu-
ation allowance.’’ Recall that the exporter is entitled
to deduct the entire cost of producing the exported
product notwithstanding that the proceeds of sale
are completely excluded, and so the resulting net
loss is very large, bearing no relation to economic
income. Like the U.K. exporter above, therefore, a
U.S. exporter would presumably be relying on
monetization of these losses as its principal means
of profit.

These exporters would therefore need to sell their
losses to other taxpayers — most particularly to
importers that had been denied any cost basis or
deductions for the cost of their imports. Let us
assume that the going rate for the sale of a net loss
is 50 cents on the dollar, meaning that if the
government should have written the exporter a
check for $20 under a properly functioning border-
adjusted tax, the exporter can instead sell its loss to
an importer for $10. We immediately see that the
benefit of border adjustments (in respect of encour-
aging exports and discouraging imports) is cut in
half. For the importer is not really paying a $20 tax
penalty when it imports $100 worth of goods, as it
can purchase a replacement for its lost tax deduc-
tion for only $10. And likewise, the exporter is not
really receiving a $20 export proceeds exclusion,
because it can only sell the export proceeds exclu-
sion for $10. And needless to say, in addition to the
reduction in import-export incentives, a lot of un-
wanted transaction costs accompany the sale of the
tax benefits, in the form of serious economic ineffi-
ciencies and endless fees for lawyers, accountants,
and bankers.

As noted above, the export rules would hope-
fully incorporate a doctrine of place of supply
designed to mitigate fraud. But that rule would not
prevent taxpayers from ‘‘renting out’’ each other’s
import or export status. Thus, suppose an importer
(Import Co.) that would otherwise be paying large
amounts of U.S. tax (because it cannot deduct its
own import purchases) enlists an exporter (Export
Co.) that would otherwise have large unusable
NOL carryforwards (because it constructs airplanes
and exports most of them) to help it to import

the tax (i.e., for the fact that importers would in effect be bearing
the exporter’s tax burden). See, e.g., Alan D. Viard, ‘‘Border
Adjustments Won’t Promote Competitiveness,’’ Tax Notes, Oct.
4, 2004, p. 122. There may, of course, be some responses. It
occurs to me, for example, that in the shorter run, an increase in
proceeds from national exports could be temporarily invested in
outbound savings (i.e., in foreign stocks, bonds, and real estate,
or in repaying inbound loans and repurchasing inbound foreign
investments in U.S. stock and real estate) rather than in more
imports. As John Maynard Keynes so aptly put it, in the long
run we are all dead. I’m therefore not sure why today’s
exchange rates must necessarily reflect offsetting purchases of
imports that would have to be made in the distant future. And
in any case, as everyone knows, the relative values of currencies
are influenced by many factors, and the market itself is enor-
mously speculative, reflecting current sentiment. Thus, the
currency theory, however thoughtful, might not bear out fully in
practice.

20See supra note 8.
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goods. Export Co. (at Import Co.’s direction) im-
ports large amounts of Chinese consumer goods
and then sells them to Import Co. As a result,
Import Co. is entitled to a deduction for its purchase
of the goods from Export Co., a U.S. person. (Export
Co. doesn’t mind losing a deduction for its import
purchases, since its large NOL carryforwards more
than cover its tax liability.)

Meanwhile, Import Co. purchases airplanes from
Export Co. and sells them to Export Co.’s custom-
ers, deducting the purchase cost while excluding
the sales proceeds. Import Co. suffers an economic
loss from these transactions, because it effectively
splits the value of its net tax deduction with Export
Co. by purchasing the planes from Export Co. for
more than it sells them for, but, of course, it has an
after-tax gain. Might the net tax benefits arising
from Import Co.’s export activities be disallowed
under the economic substance doctrine, the
substance-over-form doctrine, the recharacteriza-
tion doctrine, or some other common law concept?
If so, Import Co. and Export Co. would need to go
further. Import Co. could, for example, (at Export
Co.’s direction) invest directly in the construction of
airplanes (renting out Export Co.’s facilities for the
purpose) and export them to selected customers of
Export Co., paying Export Co. net management fees
that are substantially equivalent to the profit that
Export Co. would earn from constructing and sell-
ing the airplanes itself. Import Co. would have a
significant profit from these activities, as it would
be investing a large amount of capital and getting
what might approach a lender’s return. If the rel-
evant common law required that Import Co. take
more risk, then Import Co. would do so, accepting
the fact that sometimes it would make more money
than expected, and sometimes lose more money
than expected, and sometimes it wouldn’t know
who the buyer would be. This would merely in-
crease the transaction costs associated with Import
Co.’s purchase of tax benefits from Export Co. (to
everyone’s detriment, including the government),
but the value of the export proceeds exclusion is so
large that Export Co. would still have to sell its tax
losses (or risk going out of business, in light of its
competitors), and Import Co. would have to buy
them (or risk going out of business, in light of its
competitors).

Should the governing statutes nevertheless in-
clude rules designed to prevent these sorts of
transfers, and if so, what would they be? Would
they include a rule that ‘‘aggregated’’ Export Co.’s
imports and sales to Import Co. into a direct import
by Import Co., thereby disallowing Import Co.’s
deduction? Would the application of such aggrega-
tion turn on timing? Or would the rule rather have
something to do with the intent of the parties? And

how would such a rule be applied and enforced?
Even assuming that we did everything we could in
this regard, how would we stop larger transactions,
such as the merger of exporters with importers to
form a single consolidated tax group? It’s hard to
see how the government could really stay ahead of
the curve in terms of preventing exporters from
monetizing their export subsidies.

Other Kinds of Transactions
Presumably we need to consider de novo what the

rules would be for the sourcing of other kinds of
transactions. For example, under a VAT, real estate
is normally sourced by reference to its location, so
that sellers neither pay VAT nor receive VAT credits
in respect of real estate located outside the country.
Such real estate is completely outside the VAT
system.

What would this mean for U.S. businesses that
recognized economic gains or losses from transac-
tions in foreign real estate? Would they simply be
exempt from all taxation in respect of their sales? Or
would they be allowed to deduct their purchase
prices and required to include their sale proceeds?
And if the latter, would they be deemed to be
‘‘exporting’’ such real estate if they sold it to a
foreign person, and ‘‘importing’’ it when they
bought it from a foreign person?

It is worth considering, in this regard, all the
potential for revenue loss where goods are ex-
ported, as discussed above. Real estate is the most
valuable tangible property of all, and the ability to
‘‘export’’ it merely by passing title might therefore
prove problematic. It seems to me, therefore, that
even if real estate investments are taxed on a cash
flow basis, the place of supply concept should
dictate that it is never possible to export or import
real estate, because real estate doesn’t move.

As for financial transactions, which can be the
largest, most malleable and most potentially prob-
lematic of all, I deal with them in a separate article
and reach a similar conclusion.21 But a lot more
work needs to be done thinking through from a
practical perspective how border adjustments
should apply to commodities transactions, private
equity, and mergers and acquisitions.

Conclusion
I believe it makes sense to propose border adjust-

ments, provided we do in fact think that they would
serve to increase exports, reduce imports, and so
increase economic growth. In doing so, however,
there are several things that we should keep in

21David P. Hariton, ‘‘Financial Transactions and the Border-
Adjusted Cash Flow Tax,’’ Tax Notes, Jan. 9, 2017, p. 239.
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mind. First, they are liable to lose some amount of
revenue for practical reasons, and this should be
taken into account in any relevant revenue estimate.
Second, they are likely to involve a fair amount of
complexity in practice, and we should not be under
any misimpressions in this regard. Third, we should
at least consider offering taxpayers a refund in
respect of their net losses, weighing in this regard
the benefits of increased economic efficacy and
efficiency against the increased risk of tax fraud.

Finally, in light of these points, proposing border
adjustments cannot make sense if, based on cur-
rency theories, we no longer believe in the reasons
set out in the blueprint for proposing them. But
currency theories, however thoughtful, might not
bear out fully in practice.

This article originally appeared in Tax Notes, Feb. 20, 2017, p.
965.
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NEWS ANALYSIS

The Fashion for Tax Reform
by Lee A. Sheppard

First lady perfume?
Melania Trump is taking the job of being first

lady a little too seriously. In her $150 million libel
suit against The Daily Mail for calling her an escort,
she argued that the paper had deprived her of the
business opportunity of being a first lady. That is,
she planned to monetize her position by creating an
Ivanka-like empire of fashion products. The filing
was quickly amended and her spokesperson em-
phasized that she did not plan to do this while her
husband was in office.

Oh, thank you for clearing that up. Melania
sightings have become a thing. Her black suit at her
husband’s address to a joint session of Congress
was Michael Kors. Her red Alice Roi coatdress
inspired comparisons to Nancy Reagan. She wore a
black stretch crepe Roland Mouret cocktail dress
when the president entertained senators at the
White House in the hope of persuading them to
make a deal on Obamacare.

Meanwhile, Tom Ford, in a moment of clarity,
said that he understood that privileged liberals like
himself lost not just the presidential election, but
congressional and gubernatorial races all over the
country. After living in London for years, he’s
moving back to the United States because Donald
Trump’s election made him feel more patriotic. ‘‘It’s
a wake-up call that we’re not addressing a big part
of the country that does feel disenfranchised,’’ he
said. ‘‘The whole country is not like New York and
LA and the world I am used to living in.’’

President Trump, after unsuccessfully trying to
persuade recalcitrant House members to support
Obamacare lite, has stated that we should all move
on to tax reform, even though the revenue from
Medicaid cuts was to be counted toward corporate
tax cuts under congressional budget rules. His
failure to persuade represents a yuge political de-
feat, even though the bill was an old think-tank
wish list of Medicaid cuts. Moreover, businessmen-
cum-politicians often fail to understand that politi-
cal capital is limited and should not be squandered.

The Obamacare failure is best understood not
merely as a contest between the modified status quo
and full repeal, but also as a contest between Trump
and the Kochs, who are the main bankrollers of the
House Freedom Caucus, heirs to the Tea Party. The
latter don’t want to spend on anything except
perhaps weapons. Obamacare lite wasn’t stingy
enough for these purists. They truly don’t under-
stand that the government creates money and
pushes it out into the economy through spending

and tax cuts. But the bill was so bad they might
have done the party a favor.

So another problem tax reform faces is Koch
opposition to the border adjustment contained in
the House Ways and Means Committee blueprint.
House Speaker Paul D. Ryan, R-Wis., whom the
president blamed for the Obamacare debacle, ad-
mitted that the defeat made tax reform more diffi-
cult. But there will be tinkering with the tax law,
and it will be called reform. And some interesting
technical problems have been identified in the blue-
print.

In Europe, there is a VAT and a VAT directive that
everyone uses. The average rate for VAT is around
20 percent. VAT is not broken out of prices of goods
except when tourists get partial refunds. Moreover,
there is not a lot of consumption on the part of
average people. They don’t go to the mall every
weekend. Europe’s small, exposed economies de-
pend on exports, and VAT helps that, or is at least
neutral.

A few large U.S. exporters want a territorial deal,
and found a receptive audience among House Re-
publicans, who proposed a border-adjusted corpo-
rate tax. As television ads are already reminding
those who haven’t been paying attention, the House
Republican destination-based cash flow tax
(DBCFT) would whack consumption. Now, con-
sumption is 70 percent of U.S. economic activity —
the United States being the world’s consumer of last
resort. And the income tax operates on a consump-
tion base for all but the few who are able to exhaust
its savings incentives.

The House Republican blueprint would repeal
the corporate alternative minimum tax and reduce
the 35 percent rack rate to 20 percent, the current
AMT rate. The corporate income tax would permit
expensing of capital investment. Intellectual prop-
erty could be expensed, but land could not. Net
interest would be nondeductible. There would be a
territorial system using the mechanism of a full
dividend exemption. The manufacturing deduction
and other unspecified goodies would be repealed.

The blueprint’s controversial border adjustment
would be the combination of a foreign income
exclusion, a wage deduction from domestic income,
and a 20 percent tax on income from imports,
against which no expenses could be deducted. After
those changes, the corporate tax might no longer be
an income tax at all, raising treaty questions. It
would look like a VAT, but it wouldn’t be one — the
worst of both worlds from the standpoint of inter-
national agreements.

‘‘It’s a beautiful thing, but it’s not going to work
in practice,’’ sighed Rosanne Altschuler of Rutgers
University, a veteran of the George W. Bush admin-
istration growth and investment tax, which the
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DBCFT resembles. ‘‘Let’s be wary of utopian solu-
tions, but let’s not be too pessimistic either,’’ said
David Schizer, dean emeritus of Columbia Law
School, at the recent 17th Annual NYU/KPMG Tax
Symposium on tax reform.

Let’s face it, the DBCFT is more fun to talk about
than a VAT — which is an endless argument about
the tax exemption of cookies versus the taxability of
cookie tins. ‘‘This is the greatest intellectual toy I
have ever encountered in my career,’’ said H. David
Rosenbloom of Caplin & Drysdale.

Michael J. Graetz of Columbia Law School advo-
cates a VAT to replace the corporate income tax, and
even persuaded Sen. Benjamin L. Cardin, D-Md., to
introduce a bill to that effect (S. 3005). ‘‘Everybody
gets an income tax cut, but they’ll pay consumption
taxes,’’ Graetz said. He admitted that his scheme
would return the income tax to the class tax that it
was before World War II, but he wants the United
States to be a lower-tax country (it already is a
low-tax country). (See Graetz, 100 Million Unneces-
sary Returns: A Simple, Fair, and Competitive Tax Plan
for the United States, Yale University Press (2008).)

This article does not discuss how financial insti-
tutions would be treated under a cash flow tax. That
will be the subject of discussion at the International
Tax Institute on April 13. State tax ramifications will
be discussed in a separate article.

Import Taxes
The DBCFT contemplates no change in behavior

on the part of U.S. companies that import goods
and sell them in the United States. Instead, it counts
on getting a lot of revenue from imports — as much
as $1 trillion over 10 years. Indeed, behavioral
changes may be impossible even if importers were
willing to make them to reduce taxes. Robert Alex-
ander of Ralph Lauren wondered whether his com-
pany would have to domesticate its manufacturing,
asking rhetorically, ‘‘When was the last time anyone
saw a sewing machine in the United States?’’

The denial of a deduction for costs of goods sold
would effectively be a 20 percent tax on imports,
which might literally have to be collected as though
it were an excise tax. How would the government
collect the tax on imports? Schizer suggested that it
might have to institute a formal excise tax on
imports.

Ron Dabrowski of KPMG posed other ideas. He
wondered whether purchasers would have to with-
hold tax. ‘‘We will not be withholding agents,’’ he
said, meaning consumers. ‘‘The consumption we
are focused on is actually end consumption.’’ An-
other approach would be to require intermediaries
like banks and delivery services to withhold tax.

Alternatively, the United States could expand its
permanent establishment definition by making
changes to the effectively connected income rules,

so that remote sellers could be required to file U.S.
tax returns. U.S. negotiators declined even the mild-
est expansion of the PE concept in the OECD base
erosion and profit-shifting negotiations. But if the
DBCFT were not considered an income tax, PE
definitional protections would not apply to import-
ers, so the United States would be able to force them
to file returns.

‘When was the last time anyone saw a
sewing machine in the United States?’
Alexander asked.

There could be blowback. Double tax relief
would not be available to U.S. exporters if the
DBCFT were not considered an income tax. ‘‘There
is a legitimate concern that we would lose some of
our tax treaties,’’ Patrick Jackman of KPMG re-
marked. But the good news is that transfer pricing
would become a dead letter in the United States,
although other countries would still have an incen-
tive to enforce those rules.

Even though the DBCFT would look like a
subtraction-method VAT, Paul Oosterhuis of Skad-
den Arps suggested that the border adjustment
could be modeled after the VAT credit-invoice sys-
tem. Importers could sign up for the system, or all
importers could be require to file U.S. returns. The
drafters are thinking about a return requirement for
all importers.

‘‘That’s a huge extension of our taxing jurisdic-
tion,’’ Oosterhuis acknowledged. Congress can
override treaties, but the other side can demand
mandatory arbitration of their treaty override ques-
tions, such as deemed PE for importers, he ob-
served.

Alternatively, shippers and financial intermedi-
aries could be required to collect tax, which would
be an enormous compliance burden for them. In
countries with VAT, shippers are liable to collect tax
but payments processors are not. ‘‘You actually
make Federal Express liable for the tax,’’ said Oost-
erhuis. ‘‘You should be able to get the documenta-
tion to be as feasible as it is with a VAT.’’ He
admitted that electronic sales would be the most
difficult, requiring extensive information reporting
and matching.

David P. Hariton of Sullivan & Cromwell LLP
suggested that the system would be vulnerable to
fraud, like VAT experiences, such as carousel fraud
(also called missing trader fraud). ‘‘That’s some-
thing even Tony Soprano is going to be interested
in,’’ he said.

The European Union has no customs enforce-
ment at its internal borders, which has made a mess
of VAT enforcement. Rosenbloom argued in these
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pages that the strength of a VAT is that the govern-
ment collects and refunds tax on exports (Tax Notes,
Mar. 13, 2017, p. 1425). Whereas the idea that the
government would fail to collect at the front end is
a central weakness of the DBCFT. He predicted that
foreign suppliers would sell directly to tax-
indifferent U.S. counterparties, including indi-
vidual consumers. The drafters are aware of this
problem.

‘If you have a warehouse in the
United States, you’re going to be a
U.S. person,’ Oosterhuis noted.

Hariton predicted a huge fraud problem if an
exporter need only show an invoice furnished to a
foreign purchaser without proof that the goods had
left the country. He argued that proof of outbound
shipment should be required as a condition of an
exporter’s refund and that auditing should be com-
mensurately increased. (Prior analysis: Tax Notes,
Feb. 20, 2017, p. 965.)

Under the DBCFT, an export of imported goods
would still be an export. Schizer suggested that
importers would sell goods to foreign affiliates to
recover their costs, and then use foreign agents to
sell the goods back into the United States. Schizer
asked what constitutes an export. Would services
rendered to a foreign company be an export? Would
Greenwich-based management of a Cayman hedge
fund be an exported service?

In VAT countries, there is considerable leakage.
Small businesses (defined by revenue) are exempt
from VAT collection responsibility. Oosterhuis ac-
knowledged that there would be fraud on the part
of small businesses, just as there is in VAT now.
Hariton pointed out that exported software could
be smuggled into the United States by parties the
software developer could not control. Oosterhuis
acknowledged that large, visible businesses would
comply, as they do in VAT systems.

For export sales, there would have to be registra-
tion of any U.S. presence and certification of export
sales, Oosterhuis noted. ‘‘If you have a warehouse
in the United States, you’re going to be a U.S.
person.’’ He was alluding to the VAT practice of
treating unsold goods shipped to a warehouse as
purchased by a deemed branch of the shipper.

Readers, we’re sure those small-government Re-
publicans will want to create a Customs bureau-
cracy or expand the IRS to deal with documentation
and tracking of exports and imports. Bureaucratic
jobs may not be the kind of job creation they have in
mind.

Structural NOLs
Under the DBCFT, exporters would have struc-

tural net operating losses that may never be soaked
up by positive income. Leaving aside the obvious
headline risk, only a handful of companies would
benefit from the border adjustment. Other major
U.S. exporters already pay little or no tax because of
their accounting methods — farmers (section 1301)
and arms makers (section 451).

Oosterhuis observed that there could be literally
trillions of dollars of NOLs. Hariton explained that
the DBCFT essentially would entitle an exporter to
a refund of all of the income tax imposed on its
suppliers. And won’t those suppliers want a cut of
the tax savings? The system would not look back to
suppliers, but would merely adjust at the exporter
level by excluding all of its revenues — more than
its gross income — from tax.

Exports and expensing would combine to pro-
duce the NOLs. Expensing NOLs would be tempo-
ral. Export NOLs would be structural. Interest
would be paid on NOLs in perpetuity, but for some
exporters the losses might never be recoverable.
‘‘NOLs with an interest-rate return are not going to
solve their problems, except to the extent that they
can engage in self-help,’’ Oosterhuis argued, refer-
ring to exporters. But the interest paid on NOLs
would compensate for expensing, he noted, sug-
gesting that taxpayers be entitled to a commercial
interest rate rather than the government rate.

The inutility of exporters’ NOLs suggests that the
government should enable exporters to monetize
them, according to Oosterhuis, who reported that
the DBCFT drafters were looking for ways to do
that. There are discussions about taxable purchases
to handle trapped losses with some of the tax
benefit being passed back to suppliers.

What form might monetization take? Because the
DBCFT would allow expensing of purchases of
business assets, each new purchase would create
temporal NOLs. As in a VAT, a sale of shares could
be treated as a sale of assets if the issuer has a trade
or business. An election to treat such a purchase as
nontaxable could effectively monetize losses with-
out the government issuing a refund check.

Oosterhuis suggested that the parties could be
permitted to elect to treat the sale as taxable or not
taxable. Suppose an exporter bought an importer. If
the purchase is taxable and expensed as a purchase
of business assets, it would increase the exporter’s
total NOLs. The future income of the purchased
business would soak up NOLs, but the exporter
could be on a hamster wheel of constant purchases.

So the alternative would be to allow the exporter
to elect to treat the purchase of business assets as
nontaxable. The purchase would not increase
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NOLs, but the exporter would still be allowed to
use the income from the purchased business to soak
up its existing NOLs.

‘‘If Boeing has to buy Wal-Mart, that will happen.
So why not just have a system that just acknowl-
edges that, and do it the easy way?’’ Oosterhuis
commented about exporters recovering their losses.
‘‘We have to allow these losses to be used. They
have to be used, one way or the other.’’ This being
New York, several of the speakers were M&A
specialists.

‘‘The political side is the issue,’’ Hariton ob-
served, alluding to safe harbor leasing. Rules ensur-
ing that exports were really exported would not
prevent taxpayers from ‘‘renting out’’ each other’s
import or export status, he argued. Moreover, im-
porters and exporters making real investments in
each other could defeat economic substance argu-
ments. (Prior analysis: Tax Notes, Jan. 30, 2017, p.
515.)

Oosterhuis responded that he preferred direct
refunds, arguing that the system has to face the
question and should congratulate exporters for
helping the country. He suggested that there be a
three-year waiting period for refunds, on the view
that fraudsters won’t wait that long for their money,
and the IRS would have time to audit refund claims.

Otherwise, business-to-business transactions —
think Boeing becoming an oil importer — should be
left alone by the tax system, Oosterhuis argued.
Boeing should be able to elect to treat an otherwise
deductible purchase as nondeductible and nontax-
able, with a price adjustment for the suppliers.
Hariton added that companies will do any transac-
tion necessary to recover losses so that accountants
would not apply a large valuation allowance to
their deferred tax assets.

‘There will be two prices in this
system — one for tax paid and one
for tax exempt,’ Oosterhuis said.

‘‘There will be two prices in this system — one
for tax paid and one for tax exempt,’’ Oosterhuis
said.

Exporters will become tax accommodation par-
ties, David Miller of Proskauer Rose suggests in a
forthcoming Tax Notes article. They will merge with
other companies, buy passive assets, and buy and
resell imported products. They will buy commercial
real estate and lease it back to the sellers. They will
buy foreign-made goods and resell them to import-
ers, which may be their own affiliates. Miller even
suggests that importers and exporters could form
partnerships to allocate losses to partners that could
use them.

But what about dollar appreciation? Oosterhuis
worried that Boeing might not have pricing power.
Schizer fretted that the currency adjustment would
not discriminate among business sectors. Rosen-
bloom worried about emerging-market sovereign
debt denominated in dollars. ‘‘Do we really want
not just one Greece but 90 of them?’’ he asked.
Nonetheless, the border adjustment mechanism
may survive tax reform negotiations in a milder
form.

WTO Problems
The DBCFT ‘‘will be challenged and will be

found inconsistent with WTO rules,’’ said Matthew
Yeo of Steptoe & Johnson, who defends govern-
ments in WTO cases. Yeo is likely to be hired to
represent the European Union in its case against the
DBCFT.

The DBCFT would lose two separate challenges
under the WTO’s Agreement on Subsidies and
Countervailing Measures (the SCM agreement),
which was part of the 1994 Uruguay Round. The
deduction for wages on domestic production would
be an export subsidy. The lack of any deduction for
costs of producing imports would be a tariff. The
two would not be evaluated as a package.

The House Republicans believe that the cash
flow tax would be considered an income tax for
purposes of treaties but that it would be a border-
adjustable consumption tax for purposes of trade
agreements. Ain’t gonna happen. It doesn’t matter
what the economic effect of the DBCFT would be.
‘‘These types of arguments do not cut it at the
WTO,’’ said Yeo.

Yeo explained that the WTO analysis is highly
formalized, text-based treaty interpretation. It’s all
about words used in the context of the negotiating
history and the understanding at the time. Border
adjustment is permitted only for indirect taxes. For
this case, the 1970 GATT working party report on
border adjustments, which viewed VAT as neutral,
would be relevant. The WTO, which sits in Geneva,
will not be influenced by economic equivalence
arguments, ‘‘nor will they care about or appreciate
the effects,’’ Yeo said.

The import tax would fail because it would be
larger than the tax break given to exporters. Article
3 of the SCM agreement prohibits import tariffs,
directly or indirectly imposed. It prohibits internal
taxes and internal charges on products by the
country of importation. Article 3 prohibits treating
imports less favorably than domestically produced
items for domestic consumption. But it is perfectly
acceptable to subject an import to the same con-
sumption taxes as domestic goods, like local sales
tax and VAT.

The export tax break would be an illegal direct
tax subsidy. ‘‘You’re basically getting money from

PERSPECTIVES ON COMPREHENSIVE TAX REFORM

TAX ANALYSTS 29

For more Tax Notes content, please visit www.taxnotes.com.

(C
) T

ax A
nalysts 2017. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



the government for exporting,’’ Yeo characterized
the latter. Article 1 of the SCM agreement prohibits
any subsidy, direct or indirect, to increase exports or
decrease imports, including income or price
supports. Subsidy includes government financial
contributions or forgone revenue. VAT is accommo-
dated in a footnote that permits exemption of
exports from taxes imposed on products for domes-
tic consumption.

‘You’re basically getting money from
the government for exporting,’ Yeo
said.

Well, why not just enact the DBCFT and enjoy the
trade advantage for a few years until the WTO
catches up with it? The punishment will be WTO
permission for trading partners to institute retalia-
tory tariffs — the amount of which is determined by
arbitration — if the loser doesn’t remove noncom-
pliant provisions. Losing governments usually
comply. Yeo noted that when the United States lost
the foreign sales corporation case, the EU was
authorized to impose tariffs of $4 billion per year.

‘‘There’s a lot of very bad atmospherics for the
United States,’’ said Yeo, citing protectionist state-
ments made by advocates of the DBCFT. Well, The
Donald doesn’t think much of the WTO; what if the
United States pulled out? The result would be ‘‘a
completely unbridled trade war,’’ according to Yeo.
The multilateral trading system would be under-
mined, and unilateral acts by other countries would
be encouraged. Enormous retaliation would be pos-
sible for the DBCFT.

Repatriation
‘‘I won’t be fighting with my treasurer about

bringing cash home,’’ said Harris Horowitz of
BlackRock. ‘‘We’re dusting off our old syndication
models,’’ said Dene Dobensky of KPMG, predicting
that companies would buy real estate with repatri-
ated earnings. Even if the DBCFT dies, any legisla-
tive action labeled tax reform will include a deemed
repatriation because the short-term revenue pickup
can be counted toward corporate rate cuts.

In the blueprint and the Trump campaign plan,
there would be deemed repatriation of deferred
foreign earnings at a higher rate for cash than for
earnings not represented by cash. Practitioners look
to the draft from former Ways and Means Commit-
tee Chair Dave Camp for operational details. Like
we keep saying, readers, learn the parts of the
Camp draft that are pertinent to your clients. Wash-
ington has a bias in favor of proposals that have
been drafted and priced.

Under the Camp draft, earnings of 10/50 com-
panies in addition to controlled foreign corpora-

tions would be deemed repatriated. Technically, all
accumulated deferred foreign income would be
included using a subpart F income mechanism, and
taxed pro rata to each U.S. shareholder for all
specified foreign corporations held (section 951).
Accumulated deferred foreign income would be
defined to include all undistributed foreign earn-
ings and profits not attributable to effectively con-
nected income, previously taxed subpart F income
(PTI), or what would be excess distributions of
passive foreign investment corporations.

A U.S. shareholder’s income inclusion would be
reduced by E&P deficits of other specified foreign
corporations in which that person is a U.S. share-
holder. Then a dividends received deduction
mechanism would apply to reduce the tax rate to
the special repatriation rate. But when 75 percent
(cash) or 90 percent (not cash) of a dividend is
deducted, the associated foreign tax credits would
be proportionally disallowed, as was previously the
case (section 965). (See the Joint Committee on
Taxation technical explanation of the Camp foreign
income proposals (JCX-15-14).)

Oosterhuis and Jackman wondered whether for-
eign tax credits of CFCs with E&P deficits could be
used against a U.S. shareholder’s repatriated de-
ferred foreign income. The Camp draft did not
address this problem. But its shareholder-specific
regime of the Camp draft would group specified
foreign corporations by U.S. shareholder, so why
not their attributes?

‘‘Attributes across CFCs have to be dealt with in
a consistent manner,’’ Oosterhuis said. As a practi-
cal matter, CFCs have to be consolidated in some
way. Maybe the drafters should put them all on the
same tax year, which should match the parent’s
year, he observed (section 989). He advised those
who would take advantage of a CFC’s different tax
year to get their planning done in 2017, but warned
the drafters are looking for a single measurement
date for all attributes.

Camp would have repealed section 902 consis-
tent with its 95 percent foreign dividend exemption.
The Camp draft would have haircut high-rate for-
eign tax credit pools while preserving credits. But
the blueprint promises a 100 percent dividend ex-
emption, so there would be no point in preserving
excess foreign tax credits, because there would be
nothing to use them against. Preservation would
make taxpayers happy and preserve old deferred
tax assets.

Would excess foreign tax credits expire in tax
reform, or turn into some other attribute? Jackman
asked. Excess foreign tax credits would have been
converted to general business credits in the Ameri-
can Business Competitiveness Act, H.R. 4377, intro-
duced by Ways and Means Committee member

PERSPECTIVES ON COMPREHENSIVE TAX REFORM

30 TAX ANALYSTS

For more Tax Notes content, please visit www.taxnotes.com.

(C
) T

ax A
nalysts 2017. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



Devin Nunes, R-Calif. Oosterhuis said that the
drafters are thinking about the treatment of excess
foreign tax credits, perhaps with methods such as
that used in the case of overall domestic losses
(section 904(g)).

Oosterhuis and Seth Green of KPMG advised
groups to work to minimize the E&P of their CFCs
in advance of enactment of the DBCFT, particularly
by repatriating earnings from high-rate foreign tax
credit pools. Green wanted rules for CFCs with
multiple minority unrelated investors so that for-
eign tax credits would be preserved. Taxpayers
should start bringing back high-tax pools of E&P.

‘You want to play defense. A lot of
these things can be addressed by
defense. Don’t assume it’s going to
be addressed by Congress on your
behalf,’ Green said.

‘‘A safe bet is that foreign tax credits are worth
less tomorrow than they are today,’’ Green warned.
So much money is at stake that whether excess
credits could shelter repatriated earnings could be a
revenue measurement issue — drafters are count-
ing on the bump of deemed repatriation to pay for
corporate tax cuts.

No section 902 credit would mean that there
would be fewer excuses for poor planning by the
tax department when the United States effectively
instituted capital import neutrality. ‘‘Foreign tax
credits cover up multiple sins,’’ said Saul Rosen of
Citigroup. ‘‘You won’t have that anymore.’’ He
suggested that taxpayers will have to hire better tax
people in foreign countries.

Green advised taxpayers to get rid of cash, noting
that there would be an antiabuse rule applicable to
schemes to reduce cash. The Camp draft would
reach back to the year before the distribution date to
determine cash subject to deemed repatriation.

It would have defined cash to include cash
equivalents, foreign currency, short-term receiv-
ables, CDs, commercial paper, government securi-
ties, and whatever else Treasury felt like including.
It counted short-term receivables as cash, even
though they may not be terribly liquid. Oosterhuis
commented that there might have to be an ordering
rule for deemed repatriation.

If a group repatriated PTI, would that also be
considered a reduction of cash available for deemed
repatriation? Taxpayers are arguing that PTI should
reduce both E&P and cash for purposes of deemed
repatriation, according to Oosterhuis. If a distribu-
tion would not reduce cash available for a deemed
repatriation, taxpayers should pay down foreign
debt instead, Green advised. Oosterhuis argued that
outstanding third-party debt should be netted
against cash.

‘‘You want to play defense. A lot of these things
can be addressed by defense. Don’t assume it’s
going to be addressed by Congress on your behalf,’’
Green said.

Nearly every corporate income tax reform plan
of the past few years would have reduced corporate
interest deductions. The blueprint would disallow
net interest deductions. So taxpayers should delay
new investments, refinance debt, and accelerate
deductions. Horowitz suggested that private equity
would have to use less debt and place it in countries
with looser rules. Oosterhuis commented that there
should be a phaseout for interest deductions.

It is not clear that the DBCFT would respect the
separate legal existence of corporations in a taxpay-
er’s group or that it should. Green wondered
whether the system would even need consolidated
returns. ‘‘Our group rules are written for a particu-
lar tax base,’’ he said.

This article originally appeared in Tax Notes, Apr. 3, 2017, p.
7.
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The Brady-Ryan Plan: Potential and Pitfalls
by Alan D. Viard

On June 24, 2016, the House Republican Tax
Reform Task Force released its tax reform blueprint.
The plan, which is commonly associated with
House Ways and Means Committee Chair Kevin
Brady, R-Texas, and House Speaker Paul D. Ryan,
R-Wis., would move the tax system to a hybrid of an
income tax and a Bradford X tax, a type of progres-
sive consumption tax.1 The partial shift to con-
sumption taxation would significantly reduce the
tax penalty on saving and investment, paving the
way for increased economic growth.

Nevertheless, the Brady-Ryan plan has limita-
tions. The tax rates on business cash flow are
unnecessarily low, which reduces revenue and pro-
gressivity and creates an incentive to convert wages
into business cash flow. The plan also denies ex-
pensing to inventories, thereby overtaxing them
relative to other types of capital. Issues concerning
the design of the plan’s border adjustment must
also be addressed. Whether to keep the border
adjustment in the plan is a thorny question; remov-
ing the border adjustment would negate some of
the plan’s economic advantages, but it would pre-
serve many of its advantages and avert some diffi-

culties. If the border adjustment is retained, it may
be desirable to relabel the business cash flow tax as
a VAT.

A. Key Provisions
The Brady-Ryan plan would combine the 10

percent and 15 percent brackets into a 12 percent
bracket, merge the 28 percent bracket into the 25
percent bracket, and consolidate the top three
brackets into a 33 percent bracket. The individual
alternative minimum tax would be repealed. Half of
interest income, dividends, and capital gains would
be included in taxable income, effectively taxing
those types of income at rates of 6 percent, 12.5
percent, and 16.5 percent. The blueprint does not
specify whether short-term capital gains and non-
qualified dividends would receive the preferential
treatment.

The standard deduction would be increased to
$12,000 for singles, $18,000 for heads of household,
and $24,000 for married couples. It would continue
to be indexed for inflation. The additional standard
deduction for blind and elderly taxpayers would be
eliminated. The personal exemption would be re-
placed by a new nonrefundable $500 credit for
dependents. The $1,000 child tax credit would be
retained.

The itemized deductions for mortgage interest
and charitable contributions would be retained. The
blueprint states that the Ways and Means Commit-
tee will ‘‘evaluate options for making the current-
law mortgage interest provision a more effective
and efficient incentive for helping families achieve
the dream of homeownership,’’ but pledges that
any changes would not affect existing mortgages.
The blueprint offers a similar commitment to ‘‘de-
velop options to ensure the tax code continues to
encourage donations, while simplifying compliance
and record-keeping and making the tax benefit
effective and efficient.’’ Other itemized deductions,
including the deduction for state and local taxes,
investment interest expense, employee business ex-
penses, medical and dental expenses, theft and
casualty losses, and gambling losses, would be
eliminated.

The earned income tax credit would be retained.
Tax incentives for higher education and tax-
preferred savings accounts would be consolidated
and simplified in an unspecified manner. The child
and dependent care credit would be eliminated.

The corporate tax rate would be reduced to 20
percent and the corporate AMT would be repealed.
Passthrough business income would be taxed at a

1Tax Reform Task Force, ‘‘A Better Way: Our Vision for a
Confident America’’ (June 24, 2016) (blueprint). In some impor-
tant ways, the plan resembles H.R. 4377, the American Business
Competiveness Act, introduced by Rep. Devin Nunes, R-Calif.,
on January 13, 2016. Disclosure: I met with Nunes and his staff
on numerous occasions to discuss that bill and offered advice
about its provisions and statutory language.

Alan D. Viard
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maximum 25 percent rate. The research tax credit
would be maintained, but the section 199 domestic
production deduction and other unspecified tax
preferences would be repealed.

The blueprint sets forth the general rule that
expensing ‘‘will apply to both investments in tan-
gible property (such as equipment and buildings)
and intangible assets (such as intellectual prop-
erty),’’ but identifies two exceptions. The blueprint
states that expensing ‘‘will not apply to land’’ and
‘‘with respect to inventory, the Blueprint will pre-
serve the last-in-first-out (LIFO) method of account-
ing.’’ Businesses could deduct interest expense only
against interest income, with unlimited carryfor-
ward for net interest expense.

Business taxes would be border adjusted, placing
them on a destination basis. Businesses would not
be allowed to deduct the costs of imported business
inputs. Businesses would exclude receipts from
export sales while claiming the same expense de-
ductions that would apply for domestic sales.

The blueprint says that the estate tax would be
repealed, but it does not specify whether the gift tax
and the section 1014 basis step-up provision would
be retained. The blueprint envisions that the taxes
adopted by the Affordable Care Act, including the
3.8 percent net investment income tax, would be
repealed as part of a separate health policy initia-
tive.

The blueprint offers no details about transition
provisions, merely stating that ‘‘a smooth transition
from the current system to the new system will be
necessary’’ and promising to ‘‘craft clear rules to
serve as an appropriate bridge from the current tax
system to the new system.’’

B. Partial Move to Bradford X Tax
The Brady-Ryan plan’s tax system can be de-

scribed as a hybrid of an income tax and a modified
form of the Bradford X tax. The X tax is a modifi-
cation of the Hall-Rabushka flat tax, which, in turn,
is a modification of the VAT.

Under a VAT, each business remits taxes based on
its value added, which is its sales to other busi-
nesses and to consumers minus its purchases from
other businesses. Because purchases from other
businesses are immediately deducted, investment is
expensed under a VAT. Because total value added in
the economy is equal to consumer spending, a VAT
is a consumption tax.

Robert Hall and Alvin Rabushka proposed split-
ting a VAT into a business cash flow tax and a
household wage tax and referred to the combina-
tion of the two taxes as a flat tax. Businesses would
be allowed to deduct their wage payments, so that
they would pay tax on value added minus wages,
which is referred to as business cash flow. A busi-
ness cash flow tax is therefore equivalent to a VAT

(administered using the subtraction method rather
than the credit-invoice method used by nearly all
VATs2) with a wage deduction. Households would
be taxed on their wages. Because the combined tax
base for each business and its workers would equal
the value added by the business, the aggregate
national tax base would remain equal to consumer
spending under the Hall-Rabushka flat tax.

Aggregate consumer spending is equal to aggre-
gate wages plus aggregate business cash flow. Fu-
ture consumer spending can be financed from
future wages, above-normal returns on future in-
vestments, and existing wealth. Above-normal re-
turns, also called inframarginal returns, economic
profits, and pure rents, are returns that are not
available on marginal investments. Normal returns
on future investments are not a source of future
consumer spending because the consumer spend-
ing generated by the investments’ payoffs are offset,
in present discounted value, by the consumer
spending sacrificed to make the investments. Under
the Hall-Rabushka flat tax, the consumer spending
financed by future wages is taxed by the household
wage tax, and the consumer spending financed by
future above-normal returns and existing wealth is
taxed by the business cash flow tax.

Under the Hall-Rabushka flat tax, businesses
would be taxed at a flat rate on business cash flow
and households would be taxed at the same rate on
wages, but only above an exemption amount. To
raise the same revenue as a VAT, which does not
include a wage exemption, the flat tax would re-
quire a higher tax rate. The wage exemption would
make the flat tax less regressive than a VAT by
lowering the tax burden on workers, particularly
low-paid workers. Consumer spending financed by
lower-paid workers’ wages would be exempt while
consumer spending financed by higher-paid work-
ers’ wages, existing wealth, and above-normal re-
turns would be taxed.

To further promote progressivity, David Bradford
proposed modifying the Hall-Rabushka flat tax to
feature a full set of graduated rates on wages and
possibly refundable tax credits. The top wage tax
rate would equal the flat tax rate imposed on
business cash flow. Bradford referred to this tax as
the X tax. To raise the same revenue, the top tax rate
under the X tax would need to be higher than the
single tax rate under a flat tax. Compared with the
flat tax, the X tax would reduce the tax burden on

2Under the subtraction method, a business deducts pur-
chases made from other businesses, even if those businesses did
not pay tax on the sale. Under the credit-invoice method, the
deduction is replaced by a credit that can be claimed only if the
selling business provides an invoice demonstrating that it paid
tax on the sale.
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consumption financed by moderate-paid workers’
wages while increasing the tax burden on consump-
tion financed by high-paid workers’ wages, existing
wealth, and above-normal returns. Robert Carroll
and I discussed the advantages of the X tax and the
best way to implement it in a 2012 book.3

Although the X tax appears similar to an income
tax system because it features a graduated rate tax
on households and a tax on businesses, it differs
from an income tax in two important ways. First,
the household tax applies only to wages, not to
investment income. Second, the business tax applies
to real cash flows rather than to net income, with
investment expensed rather than depreciated and
financial flows, including interest expense, disre-
garded.

Those two features ensure that the X tax imposes
no marginal tax burden on new investments with
normal returns. The household wage tax imposes
no burden on investment because capital income is
not subject to the tax. The business cash flow tax
also imposes no net burden on new normal return
investments because the immediate tax savings
from expensing offset, in present discounted value,
the taxes on investment payoffs. The business cash
flow tax is imposed only on existing wealth and
above-normal returns.

Under the flat tax and the X tax, the burden on
existing wealth would be imposed through a cash
flow tax collected at the business level. Because the
Federal Reserve would probably not change the
consumer price level in response to the introduction
of a cash flow tax,4 the real value of businesses’ debt
obligations would be unchanged, causing the entire
burden to be borne by equity holders as businesses’
residual claimants. For example, consider a busi-
ness that holds $100 of capital and has issued $30 of
debt, so that its equity is worth $70. The introduc-
tion of a 20 percent business cash flow tax without
transition relief would reduce the real value of the
business’s capital from $100 to $80. Because the
business would still owe $30 debt, the value of its
equity would fall from $70 to $50. Equity holders
would experience a 29 percent wealth reduction
and debt holders would escape unscathed.

The Brady-Ryan plan features a graduated rate
tax on wages, with a top rate of 33 percent. If that
wage tax was part of an X tax, there would be a 33

percent business cash flow tax and there would be
no household tax on capital income. The plan is
similar to the X tax design in some ways and
diverges from it in others.

The plan’s business tax would resemble a busi-
ness cash flow tax because most investment would
be expensed and interest expense would not be
deductible. However, land and inventories would
not be expensed and businesses would be taxed on
net interest income. The business cash flow tax rate
would also be significantly lower than the top tax
rate on wages. Further, the tax rate would differ
across C corporations and passthrough businesses
and the tax on passthrough businesses would be
collected at the owner level rather than the business
level. Also, households would be taxed on interest,
dividends, and capital gains.

Under a pure X tax, businesses would not deduct
interest expense and there would be no tax on
interest income. Because the Brady-Ryan plan main-
tains an individual tax on interest income, its denial
of a deduction for net interest expense raises addi-
tional issues. The denial of an interest deduction for
corporations ensures that debt and equity are
treated neutrally at the business level. Both types of
finance also trigger individual-level tax, which
would be imposed at preferential rates in each case.
The plan therefore takes a major step toward debt-
equity neutrality. However, the individual-level tax
on debt holders is heavier than the corresponding
tax on equity holders because equity holders can
defer taxes on capital gains until realization.

The plan’s denial of an interest deduction for
passthrough businesses would subject debt-
financed passthrough investment to a tax that
equity-financed passthrough investment would not
face. The denial of an interest deduction is moti-
vated by the presence of expensing. Because of
expensing, owners of passthrough investments
would face a zero effective marginal tax rate on
normal returns earned by passthrough businesses,
making passthrough equity tax-preferred relative to
holdings of debt or corporate stock. If interest was
deductible, there would be a tax incentive for
low-bracket individuals and tax-exempt entities to
lend to high-bracket individuals, enabling the latter,
who would obtain the greatest tax savings from
holding passthrough equity, to hold more
passthrough equity. The denial of an interest deduc-
tion would help curb the tax-motivated migration
of passthrough equity to top brackets, in the same
way that section 265’s denial of a deduction for
interest incurred to purchase tax-exempt municipal
bonds attempts (with limited success) to curb the
tax-motivated migration of municipal bonds to
high-bracket taxpayers. Alan J. Auerbach of the
University of California-Berkeley has provided a

3Carroll and Alan D. Viard, Progressive Consumption Taxation:
The X Tax Revisited (2012).

4See Viard, ‘‘Tax Increases and the Price Level,’’ Tax Notes,
Jan. 6, 2014, p. 115 (explaining that the Federal Reserve would
probably not increase the price level in response to taxes that do
not impose employer-level taxes on labor). Because of its wage
deduction, the business cash flow tax does not impose a tax on
labor.
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thorough analysis of the complicated economic
issues raised by the denial of interest deductions.5
Some members of the Ways and Means Committee
are considering modifying the plan to allow some
small businesses to deduct interest expense.6

The plan is somewhat similar to the 2005 Advi-
sory Panel’s Growth and Investment Tax plan. That
plan featured a graduated rate wage tax with a 30
percent top rate, a 30 percent business cash flow tax,
and a 15 percent flat rate household tax on capital
income.7

C. Growth, Revenue, and Distribution
The blueprint describes the Brady-Ryan plan as

‘‘a 21st century tax system built for growth.’’ It also
promises a ‘‘tax system under which no income
group will see an increase in its federal tax burden’’
and ‘‘tax reform that is revenue neutral.’’ The blue-
print states that revenue neutrality will be mea-
sured relative to a baseline in which the tax
provisions expiring at the end of 2016 have been
permanently extended and in which the tax in-
creases included in the ACA have been repealed. It
also states that revenue feedback resulting from
macroeconomic effects will be included.8

It is unclear, however, if the plan is revenue
neutral or if it maintains progressivity. The plan has
been analyzed by the Urban-Brookings Tax Policy
Center (TPC), the Tax Foundation, and my Ameri-
can Enterprise Institute colleague Alex Brill.9 The
analysts made assumptions to fill in details missing
in the blueprint.

The TPC estimated that, in the absence of mac-
roeconomic feedback effects, the plan would reduce
revenue by $3.1 trillion in 2016 through 2026 and
$2.2 trillion during the following decade.10 Using
the Penn-Wharton Budget Model, the TPC esti-
mated that the plan would increase average GDP by

1 percent during the first decade, primarily from
increases in labor supply. The TPC estimated that
the plan would lower average GDP by 0.2 percent
during the second decade as the larger deficits
crowded out private investment. With those macro-
economic feedbacks, the TPC estimated that the
plan would lose $2.5 trillion in 2016 through 2026
and $1.9 trillion during the following decade. The
TPC noted that the GDP effects depend upon the
openness of the economy to international capital
flows. The GDP effects are more favorable if the
economy is more open to international capital
flows; in that case, the plan’s favorable treatment of
investment draws more capital to the United States
and deficits crowd out less investment because
foreign capital inflows can replace the savings
soaked up by deficits. Conversely, the GDP effects
are less favorable if the economy is less open to
international capital flows.

The Tax Foundation estimated that, in the ab-
sence of macroeconomic feedback effects, the plan
would reduce revenue by $2.4 trillion in 2016
through 2025, but would have smaller revenue
losses in subsequent decades. Using its Taxes and
Growth Model, the foundation estimated that the
plan would reduce revenue by only $200 billion in
2016 through 2025. The foundation estimated that
the plan would increase the capital stock by 28
percent and would increase GDP by 9.1 percent in
the long run. The estimated GDP effects are highly
favorable because the Taxes and Growth Model
assumes that the U.S. economy is very open to
international capital flows.

Using the Open Source Policy Calculator, Brill
found that the plan’s individual income tax provi-
sions reduced revenue by $227 billion from 2017
through 2026, relative to a baseline that includes the
revenue from the 3.8 percent net investment income
surtax. Revenue losses were declining at the end of
the 10-year budget window, indicating that the
plan’s individual income tax provisions were close
to revenue neutral in the long run. Brill’s analysis
did not include the corporate tax changes, the
allowance of expensing for passthrough businesses,
or the repeal of the estate and gift tax. His estimates
assumed that taxable income and capital gains
realizations are moderately sensitive to marginal
tax rates.

All three analyses found that the Brady-Ryan
plan would make the tax system less progressive.
TPC estimated that, in 2025, after-tax income would
increase by 0.1 to 0.5 percent for the bottom three

5Auerbach, ‘‘Should Interest Deductions Be Limited?’’ in
Uneasy Compromise: Problems of a Hybrid Income-Consumption Tax
195-230 (1988).

6Dylan F. Moroses, ‘‘GOP Blueprint May Preserve Interest
Deduction for Some,’’ Tax Notes, Feb. 20, 2017, p. 926.

7President’s Advisory Panel on Federal Tax Reform, ‘‘Simple,
Fair, and Pro-Growth: Proposals to Fix America’s Tax System,’’
at 151-182 (Nov. 2005).

8Blueprint, supra note 1, at 15-16.
9Jim Nunns et al., ‘‘An Analysis of the House GOP Tax Plan,’’

Urban-Brookings Tax Policy Center (Sept. 16, 2016); Kyle Po-
merleau, ‘‘Details and Analysis of the 2016 House Republican
Tax Reform Plan,’’ Tax Foundation Fiscal Fact No. 516 (July
2016); Alex Brill, ‘‘Tax Reform: Brady-Ryan Is a Better Way,’’ AEI
Economic Perspectives, American Enterprise Institute (Oct.
2016).

10In its analysis, the TPC assumed that the preferential rate
would not apply to nonqualified dividends; the gift tax would
be repealed; basis step-up would be limited to the first $1.3
million of a decedent’s assets; businesses could continue to
claim depreciation deductions on existing capital, could use

prior-law credit, and net operating loss carryforwards; and the
repeal of the deduction for net interest expense would not apply
to existing debt.
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quintiles, would fall 0.2 percent for the fourth
quintile, and would fall 1.1 percent for the ninth
decile and the bottom half of the top decile. After-
tax income would increase by 1.4 percent for the
95th to the 99th percentiles, 10.6 percent for the top
percentile, and 13.5 percent for the top 0.1 percent of
the income distribution. The Tax Foundation found
that after-tax incomes would rise 0.2 to 0.5 percent
for the bottom four quintiles and would rise 1
percent for the top quintile, with a 1.5 percent
increase for the top decile and a 5.3 percent for the
top percentile. Brill found that the plan would give
small tax cuts to the bottom four quintiles of the
income distribution. Taxpayers in the top quintile
would receive larger tax cuts relative to current law,
although they would pay more taxes than if the
high-income provisions of the 2001 and 2003 tax
cuts had been made permanent. Brill noted that the
income levels at which individual income tax liabil-
ity becomes positive are slightly higher under the
plan than under current law for married and un-
married taxpayers with no children, one child, or
two children who claim the standard deduction.

The plan would reduce the fraction of taxpayers
that itemized deductions from about 30 percent to
about 5 percent because the standard deduction
would be increased and most itemized deductions
would be repealed.11 Taxpayers at the same income
level would be affected differently by the plan,
depending on the amount of itemized deductions
they claim and other factors. Tax increases would be
likely for taxpayers who have mortgage interest
costs and charitable deductions exceeding the
plan’s standard deduction amounts and who would
therefore continue to itemize deductions under the
new plan. Because those taxpayers would continue
to itemize, they would not benefit from the increase
in the standard deduction and they would lose their
other itemized deductions, including the deduction
for state and local taxes. They would also lose the
personal exemption, with only a partial offset from
the new dependent tax credit. Hudson Institute
senior fellow Jeffrey H. Anderson has described the
plan’s impact on those taxpayers, presenting an
example of a family of four earning $130,000 that
would face a tax increase of almost $3,000.12

D. Selected Design Issues
The Brady-Ryan plan raises many issues that are

not considered in this article. The plan could intro-
duce financial accounting complications because it
is not clear how the business cash flow tax would be

classified under accounting rules. The plan would
put pressure on states to reconfigure their corporate
income taxes to conform to the new federal cash
flow tax. Some aspects of the interaction between
the business and individual tax systems remain
unclear, including the determination of basis in
passthrough businesses and the definition of earn-
ings and profits used to determine the taxability of
dividends. Also, the cash flow tax would not fit
easily into the United States’ bilateral tax treaties. I
set aside those questions and many others.

1. Simplification. The Brady-Ryan plan would offer
significant simplification along many dimensions.
The sharp reduction in the number of taxpayers
who itemize deductions would reduce compliance
and administration costs.

The blueprint claims that its tax system ‘‘will be
simple enough to fit on a postcard for most Ameri-
cans.’’13 The postcard displayed on page 18 of the
blueprint should suffice for most taxpayers, but
some taxpayers would need to file a longer form to
address situations not covered by the postcard.
Most strikingly, the postcard does not include a line
to report income from passthrough businesses or
offer any way to claim the 25 percent maximum rate
that the plan would apply to such income. It also
does not include lines on which to report withdraw-
als from tax-preferred savings accounts or gambling
winnings or to claim the foreign tax credit.

The zeal to simplify the individual income tax by
repealing deductions and credits resulted in a few
dubious policy decisions. The repeal of the child
and dependent care credit would deny tax relief for
significant work-related costs.14 The repeal of the
deductions for employee business expenses and
moving expenses would raise similar concerns,
although to a lesser extent. The plan’s repeal of the
tax deduction for investment interest expense15

would penalize taxpayers who borrow from one
party to lend to another. The repeal of the tax
deduction for gambling losses would be problem-
atic if gambling winnings remained taxable.16

11Blueprint, supra note 1, at 19; Nunns et al., supra note 9, at
5; Brill, supra note 9, at 7.

12Anderson, ‘‘House GOP Tax Plan: Great for Growth, Bad
for Homeowners,’’ Hudson Institute (Aug. 22, 2016).

13Blueprint, supra note 1, at 15.
14For discussion of the appropriate tax treatment of child

care costs, see Viard, ‘‘The Child Care Tax Credit: Not Just
Another Middle-Income Tax Break,’’ Tax Notes, Sept. 27, 2010, p.
1397.

15Section 163(d)(1) allows investment interest expense to be
deducted, up to the amount of the taxpayer’s net investment
income. Section 163(d)(2) allows excess investment interest
expense to be carried forward to future years without limit, but
it does not allow it to be carried back to earlier years.

16Section 165(d) allows gambling losses to be deducted up to
the amount of gambling winnings. Net gambling losses may not
be carried over to other years.
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The plan would reduce the tax advantages for
owner-occupied housing and charitable contribu-
tions because many fewer taxpayers would claim
itemized deductions, although the taxpayers who
continued to itemize would be those with the
largest charitable contributions and mortgage inter-
est costs. The reduction in marginal tax rates would
also reduce the tax savings from claiming the de-
ductions; a taxpayer in the top bracket would save
only $33 for each $100 of charitable contributions
and mortgage interest costs, down from $39.60
today. Economists would generally welcome the
curtailment of tax breaks for owner-occupied hous-
ing. Even if there are valid reasons for the tax
system to promote homeownership, the current tax
preferences are ill suited for that goal. However, the
reduction in incentives for charitable giving would
raise significant policy concerns.
2. Negative cash flows. A business cash flow tax
imposes a zero effective marginal tax rate on a
marginal new investment only if the expensing
deduction provides tax savings equal in present
value to the taxes imposed on the investment’s
future cash flows. Problems arise if businesses with
negative cash flows are not accorded refundability
or equally generous treatment. Without such treat-
ment, a business that is in negative-cash-flow status
when making an investment and positive-cash-flow
status when it receives the investment’s payoffs
would face a positive effective marginal tax rate on
the investment.

Along one important dimension, the plan would
offer more favorable treatment for negative cash
flows than a pure X tax would. Under the plan, cash
flows from passthrough businesses would be
flowed through to individual owners, allowing an
owner with stakes in multiple businesses to net
negative cash flows from one business against posi-
tive cash flows from another business. Such netting
is not possible under a pure X tax, which taxes cash
flows at the business level.17

In other ways, however, the plan’s provisions are
inadequate. On a positive note, the plan provides
that negative cash flows will ‘‘be carried forward
indefinitely and will be increased by an interest
factor that compensates for inflation and a real
return on capital to maintain the value of amounts
that are carried forward.’’ However, the plan under-
cuts those provisions by barring carrybacks and
limiting the carryforward used in each year to 90
percent of that year’s net cash flow.18 The cash flow
tax would function more effectively if more gener-

ous treatment were provided for negative cash
flows. Carroll and Viard recommended five to 10
years of carryback, as well as carryforwards with
interest.19 The plan’s provisions for negative cash
flows would be even more inadequate for export-
ers, as discussed below.

E. Taxation of Financial Assets
The Brady-Ryan plan would tax businesses on

their net interest income and presumably on other
forms of financial income. Although a pure X tax
ignores businesses’ financial transactions, the plan’s
hybrid system cannot do so. Under the plan, indi-
viduals holding financial assets directly would pay
tax, at a top rate of 16.5 percent, on the income
generated by the assets. That tax could be avoided
or deferred if businesses were not taxed on their
income from financial assets. Financial income re-
ceived by a C corporation would add to its value,
but if that value increase did not result in additional
dividend payments, it would escape tax until and
unless the shareholders realized the resulting capi-
tal gains. Similarly, financial income received by a
passthrough business would add to its value, but
would not be taxed until the owner sold her stake in
the business.

Financial institutions are the largest category of
businesses with net financial income. Part of their
financial income constitutes disguised fees for pro-
viding services for which the institutions do not
charge explicit fees. The blueprint appears to recog-
nize the need to tax those disguised fees, stating
that the Ways and Means Committee ‘‘will work to
develop special rules with respect to interest ex-
pense for financial services companies, such as
banks, insurance, and leasing, that will take into
account the role of interest income and interest
expense in their business models.’’20

Special rules will be needed because the taxation
of net interest income is not a viable way of taxing
the disguised fees. At first glance, it may appear to
resemble the interest-spread method sometimes
proposed as a way to tax disguised fees, but it
differs significantly from that method.21

Consider a bank that has $10,000 of deposits and
makes $8,000 of loans. Suppose that the risk-free
rate of return is 3 percent and that the bank pays 1
percent on its deposits and earns 6 percent on its
loans (net of any defaults). Because the bank pays
$100 to its depositors and collects $480 from its
borrowers, it has $380 net interest income. Under
the interest-spread method, the bank is viewed as

17Carroll and Viard, supra note 3, at 78-79, discuss the lack of
netting under an X tax.

18Blueprint, supra note 1, at 26.

19Carroll and Viard, supra note 3, at 80.
20Blueprint, supra note 1, at 26.
21Carroll and Viard, supra note 3, at 88-92, discuss the

interest-spread method.
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charging a 2 percent disguised fee to its depositors
by paying them a 1 percent interest rate, which is 2
percentage points below the 3 percent market rate.
Similarly, the bank is viewed as charging its bor-
rowers a 3 percent disguised fee by collecting from
them a 6 percent interest rate, which is 3 percentage
points above the market rate. Depositors presum-
ably accept below-market interest rates and bor-
rowers presumably accept above-market interest
rates because they value the services provided by
the bank, such as record keeping, safe storage of
deposits, and facilitation of transactions. Under the
interest spread method, the bank’s real cash flows
are deemed to include $200 of disguised fees col-
lected on the $10,000 of deposits and $240 of
disguised fees on the $8,000 of loans, for a total of
$440.

The $440 amount taxed by the interest-spread
method is somewhat close to the bank’s $380 net
interest income. (The amount taxed by the interest-
spread method would match the bank’s net interest
income if the amount of deposits and loans were
equal; in that case, there would also be no need to
specify the safe interest rate used in the calcula-
tions.) If all of the depositors and borrowers were
households, the amounts might be close enough.

Severe problems arise, however, if some of the
depositors or borrowers are businesses. If the bank
is taxed on the disguised fees that it charges its
business customers, the customers must be allowed
an offsetting deduction for the disguised fees. The
financial services for which those fees are paid are
used to generate the business customers’ own tax-
able output and should be deducted in the same
manner as other costs of producing taxable output.
Unfortunately, the plan does not allow the business
depositors and borrowers to deduct the disguised
fees. Because most of those businesses would pre-
sumably have net interest expenses, which would
be nondeductible, they would receive no tax relief
for the below-market interest rates they receive on
their bank deposits or the above-market interest
rates they pay on their bank loans.

The final version of the plan will therefore need
to develop a separate regime for taxing financial
institutions. Disguised fees for services financial
institutions provide to businesses should be de-
ducted by the business customers or should be
exempt from tax.

F. Business Cash Flow Tax Rates
The statutory tax rates on business cash flow in

the Brady-Ryan plan are lower than those in other
proposals. The 2005 Advisory Panel’s Growth and
Investment Tax plan featured a 30 percent business
cash flow tax rate, along with a 15 percent house-
hold tax rate on investment income. The panel also
described, but did not recommend, a progressive

consumption tax plan that featured a 35 percent
business cash flow tax rate with no household tax
on capital income.22 In our discussion of the X tax,
Carroll and I assumed a 38.8 percent business cash
flow tax rate, for illustrative purposes.23

Proposed statutory tax rates have fallen as cash
flow tax proposals have moved closer to the legis-
lative process. The Nunes bill would have taxed the
cash flow of C corporations at 25 percent (above the
first $50,000) and would have taxed the cash flow of
passthrough businesses at the owners’ ordinary tax
rates, with a maximum 25 percent tax rate. The
Brady-Ryan plan follows the Nunes bill, except that
it lowers the tax rate on C corporations’ cash flow to
20 percent.

The business cash flow tax has relatively few
distortions. As explained above, it is a tax on the
capital in existence when the plan is implemented
and on above-normal returns. Moreover, the cash
flow tax falls on equity holders, an affluent group. If
the cash flow tax had no border adjustment, it
would discourage investments with above-normal
returns from being located in the United States and
would encourage income shifting. As I discuss
below, however, the border adjustment removes
those concerns.

To be sure, business cash flow taxes have some
distortions, which increase as the tax rate rises. At
higher rates, it becomes more attractive to evade tax
by failing to report sales, fabricating expenses,
disguising personal expenses as business expenses,
and deducting hobby losses. Some of the Brady-
Ryan plan’s problems, including the limited tax
relief for negative cash flows and the inventory tax
discussed below, would become more severe at
higher tax rates. Also, the disruptions from moving
to the new system (for example, the disruption
associated with the dollar appreciation caused by
the border adjustment) would be greater at higher
tax rates.

The blueprint’s justification for the low cash flow
tax rate conflates the cash flow tax with a corporate
income tax. ‘‘This Blueprint will lower the corporate
tax rate to a flat rate of 20 percent. This represents
the largest corporate tax rate cut in U.S. his-
tory. . . . Economists at the OECD and elsewhere
have identified the corporate income tax as the most
harmful of all forms of taxation in terms of the
adverse effect on growth. This dramatic reduction
in the corporate tax rate will mean a dramatic
reduction in the drag on American economic
growth that results from the corporate income

22Advisory Panel on Federal Tax Reform, supra note 7, at 183.
23Carroll and Viard, supra note 3, at 42.
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tax.’’24 The blueprint’s statement that high corpo-
rate tax rates are economically harmful is correct,
but has no relevance for the appropriate tax rate for
the plan’s business cash flow tax.

The plan would reduce the corporate income tax
rate to zero, thereby eliminating its economic drag,
and replace it with a cash flow tax. The appropriate
rate for the new cash flow tax depends on its
economic properties, not the properties of the cor-
porate income tax that it replaced. The blueprint
states that the cash flow tax is desirable because it
has few distortions. It also implies that the rate of
the tax must be kept as low as possible because it
has so many distortions. Logic guarantees that one
of those propositions must be incorrect. Economic
analysis identifies the second proposition as the
culprit.

The low tax rates on business cash flow would
also create significant incentives to convert wages
into cash flow. Businesses that are organized as
passthrough businesses under current law and in
which owners perform work would have an incen-
tive to understate wages and overstate cash flow.
Also, individuals now working as employees
would have an incentive to organize as passthrough
businesses and become independent contractors.
The blueprint says, ‘‘Sole proprietorships and
passthrough businesses will pay or be treated as
having paid reasonable compensation to their
owner-operators. Such compensation will be de-
ductible by the business and will be subject to tax at
the graduated rates for families and individuals.’’25

It is not clear that reasonable-compensation rules
would be effective in preventing conversion of
wages into business cash flow.

Because business cash flow is a more progressive,
and less distortionary, tax base than wages, the tax
rate on cash flow should be at least as high as the
tax rate on wages. An argument could be made for
taxing cash flow at a higher tax rate, although it
would then be necessary to combat the conversion
of cash flow into wages. An incentive to convert
cash flow into wages would be a smaller problem
than the opposite incentive because the numerous
Americans working as employees under current
law would have no incentive to change their status.
Instead, the smaller set of Americans who are
business owners would have an incentive to be-
come employees or to report more of their cash flow
as wages.26

For current purposes, however, I assume that the
appropriate goal is neutrality between wages and
cash flow. Under the Brady-Ryan plan, neutrality
could be achieved by taxing passthrough business
cash flow at the same rate as wages under the
individual income tax and subjecting all
passthrough business cash flow to self-employment
tax. The top tax rate on passthrough cash flow
would then be just under 36 percent, reflecting 33
percent individual income tax and 2.9 percent
Medicare self-employment tax (under the blue-
print’s assumption that the additional 0.9 percent
payroll and self-employment tax introduced by the
ACA would be repealed).

It is more difficult to set a comparable level of the
corporate cash flow tax rate because corporate cash
flow would be subjected to a second layer of tax at
the shareholder level. Although dividends paid to
top-bracket shareholders would face an effective tax
rate of 16.5 percent, the effective tax rate on capital
gains resulting from undistributed cash flows
would be lower because capital gains taxation
would continue to be deferred until realization. If
the effective shareholder-level tax rate was around
12 percent, setting the business tax rate at 27 percent
would yield a combined effective tax rate around 36
percent, resulting in approximate parity between
wages and business cash flow for shareholder-
employees.

G. The Inventory Tax
Under current law, inventory costs can be recov-

ered using either the first-in, first-out method or the
LIFO method. Although the use of LIFO lowers tax
liabilities, section 472(c) imposes a conformity re-
quirement, forbidding taxpayers to use LIFO on
their tax returns unless they use it in their financial
statements.

Six paragraphs after setting forth the general rule
that tangible and intangible assets will be expensed,
the blueprint abruptly backtracks on that principle,
saying, ‘‘With respect to inventory, the Blueprint
will preserve the last-in-first-out (LIFO) method of
accounting.’’27 The next sentence reveals unease
about the denial of expensing, stating that the Ways
and Means Committee ‘‘will continue to evaluate
options for making the treatment of inventory more
effective and efficient in the context of this new tax
system.’’ No intricate evaluation is required to
identify the effective and efficient treatment of

24Blueprint, supra note 1, at 25.
25Id. at 23.
26The X tax faces that challenge to a limited extent because

individuals who are not in the top bracket face a wage tax rate
lower than the flat tax rate on cash flow (which equals the top

wage tax rate). The conversion incentive is self-limiting because
disguising cash flow as wages ceases to offer a tax advantage
once the individual reaches the top wage tax bracket. Carroll
and Viard, supra note 3, at 73-74, recommend reasonable com-
pensation rules to address the challenge.

27Blueprint, supra note 1, at 25-26.
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inventories under the new system — inventories
should be expensed on the same terms as other
capital.

The Brady-Ryan plan’s intended treatment of
inventories is unclear. The blueprint does not say
that the entire inventory accounting system would
be preserved, but only that LIFO would be pre-
served. One possible interpretation is that the con-
formity requirement would be repealed, making
LIFO freely available for all inventories.

The blueprint does not explain why inventories,
unlike all other types of capital, would be denied
expensing.28 Inventories are often subjected to dis-
criminatory treatment because of a superstition that
views them as unproductive.29 In reality, invento-
ries, structures, and equipment are all forms of
productive capital, each of which requires an in-
vestment and each of which generates a return in
the form of increased revenue or cost reductions.
Businesses hold inventories for the same reason that
they hold structures and equipment, to make their
operations more profitable. Although inventories
do not physically produce new goods, they are
productive because they allow firms to better meet
consumer needs at lower cost by ensuring that
items are on hand when consumers order them. The
ultimate goal of economic activity is to meet con-
sumer needs, not to increase physical production.

The IRS displayed a partial understanding of the
economic function of inventories in a 2010 technical
advice memorandum, which concluded that inven-
tories constituted ‘‘property held for productive use
in a trade or business’’ for purposes of section
1033(h)(2), which allows tax deferral for property
destroyed in a disaster area. Despite an initial
assertion that ‘‘inventory does not ‘produce’ prop-
erty or services within the plain meaning of that
term,’’ the memorandum ultimately concluded, af-
ter surveying other statutory provisions and legis-
lative history, that inventories are held for
‘‘productive use’’ in the relevant sense.30

For businesses with inventories that grow
steadily over time, the use of LIFO results in an
effective marginal tax rate equal to the statutory tax
rate.31 For those businesses, the use of FIFO effec-

tively applies the statutory tax rate to both the real
return on inventories and the inflationary apprecia-
tion of inventories, resulting in a marginal effective
tax rate above the statutory tax rate.32

Assume that businesses demand a 4 percent real
return, net of business-level tax, on investments and
that the inflation rate is 2 percent. Under the current
tax system, C corporations using LIFO face a 35
percent effective tax rate on inventories. They hold
inventories only up to the point at which they yield
a real before-tax return (in terms of expense reduc-
tions) equal to 6.15 percent, incurring a tax burden
of 2.15 percent, 35 percent of the 6.15 percent. C
corporations using FIFO because of the conformity
requirement hold inventories only up to the point at
which they yield a real before-tax return equal to
7.23 percent, incurring a 3.23 percent annual tax
burden, 35 percent of the 9.23 percent nominal
before-tax return. Because the 3.23 percent annual
tax burden is 45 percent of the 7.23 percent real
before-tax return, the effective tax rate is 45 percent.
The effective tax rate would be even higher at
higher inflation rates. Those simple calculations
explain why inventories are more heavily taxed
than other types of capital under current law.

Although the Brady-Ryan plan would tax inven-
tories more heavily than other types of capital, it
would tax them more lightly than under current
law. If the blueprint were interpreted to mean that
LIFO would be extended to all inventories with no

28Land, which would also be denied expensing, is not a form
of capital. Although it would be preferable to expense land, the
failure to do so is less troubling because the supply of land is
fixed.

29For further discussion, see Viard, ‘‘Why LIFO Repeal Is Not
the Way to Go,’’ Tax Notes, Nov. 6, 2006, p. 574.

30TAM 201111004. For further discussion of the memoran-
dum, see Viard, ‘‘IRS Says Inventories Are Productive —
Someone Tell the White House,’’ AEIdeas blog (Mar. 25, 2011).

31Under LIFO, if inventories steadily grow each year, the
cost-of-goods-sold deduction for all sales each year are based on

the current year’s production cost; part of each year’s output is
deemed to be sold and the remainder is deemed to be perma-
nently added to inventory. The marginal effective tax rate on
inventories can be determined by tracing out the tax implica-
tions of a one-year increase in inventory holdings. Suppose that
a business produces one additional widget in year 1 and one
less widget in year 2, with no change in sales, thereby increasing
its inventory holdings by one widget during the intervening
year. The additional holdings yield cash flows (perhaps in the
form of reduced expenses of filling orders) that are taxed at 20
percent. The change in production does not alter the business’s
cost-of-goods-sold deduction in either year; its inventory per-
manently includes one fewer year-2 widget and one more year-1
widget.

32Under FIFO, if inventories steadily grow each year and are
always less than one year’s sales, the end-of-year inventory is
deemed to consist exclusively of part of the current year’s
output. Each year’s sales are deemed to come partly from the
preceding year’s output and partly from the current year’s
output. Again consider the production of one additional widget
in year 1 and one less widget in year 2, with no change in sales.
The business pays 20 percent tax on the cash flows generated by
the additional inventory holdings and also pays a further tax
because of a reduction in its cost-of-goods-sold deduction. In
year 2, the business loses a deduction for the costs of the year-2
widget that was not produced and gains a deduction for the
costs of the additional year-1 widget. The business’s cost-of-
goods-sold deduction therefore falls by an amount equal to the
inflation in widget costs from year 1 to year 2 and the business
pays tax equal to 20 percent of that amount.
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conformity requirement, the effective business-level
tax rate on inventories would fall to 20 percent for
all C corporations. Corporations would hold inven-
tories up to the point at which they yielded a 5
percent real return, with an annual tax burden of 1
percent (20 percent of the real return).

If the blueprint were interpreted as maintaining
the conformity requirement, C corporations using
FIFO would hold inventories up to the point at
which the before-tax real return was 5.5 percent,
with an annual tax burden of 1.5 percent per year
(20 percent of the 7.5 percent nominal return).
Because the tax burden would be 27 percent of the
5.5 percent before-tax real return, the business-level
effective marginal tax rate on inventories would be
27 percent.

The Brady-Ryan plan would therefore reduce the
business-level effective marginal tax rate on inven-
tories held by C corporations from a mix of 35
percent and 45 percent to 20 percent or to a mix of
20 percent and 27 percent, depending on how the
blueprint is interpreted. (The reduction in effective
marginal tax rates would be smaller if the corporate
cash flow tax rate was increased to 27 percent, as
discussed in section F.) Despite the improvement
from current law, however, there is no justification
for imposing an effective tax rate on inventories
higher than the zero rate given to all other forms of
capital. Astonishingly, the LIFO Coalition, which
has been the leading advocate for inventories, pro-
fessed to welcome the plan’s discrimination against
inventories, stating, ‘‘As long as inventories are
required by the tax code, keeping LIFO is the right
policy.’’33 No doubt, but why should the tax code
require inventories under a business cash flow tax?

The plan’s inventory tax would distort the allo-
cation of capital by inefficiently discouraging inven-
tory investment. It would also complicate the tax
code by maintaining the complexities of inventory
accounting and rejecting the elegant simplicity of
expensing. Moreover, the inclusion of the inventory
tax suggests that tax treatment should vary across
different types of capital based on superstitions
about the production process. The next step could
be to deny expensing to structures based on the
superstition that they are unproductive because
they just sit there.

H. The Border Adjustment
The plan’s border adjustment has received more

attention than its other features. In an earlier article,
I discussed the economic effects of a border adjust-

ment.34 I briefly review and clarify that analysis and
then discuss design issues that the plan needs to
address.
1. Simple model. In a simple model, an immediate
permanent uniform border adjustment has no real
effects. The simple model assumes perfectly func-
tioning markets, no investments with above-normal
returns, and no cross-border asset holdings when
the border adjustment is introduced. In the simple
model, exports and imports must be equal in pres-
ent discounted value.

A border adjustment is uniform if the import tax
applies at a uniform rate to all imports, the export
subsidy applies at a uniform rate to all exports, and
the import tax rate is equal to the export subsidy
rate when each rate is expressed as a fraction of
border prices. The border prices are the net pay-
ments crossing international borders, namely the
before-tax price of imports and the after-subsidy
price of exports. Imports include all sales by for-
eigners to Americans and exports include all sales
by Americans to foreigners.

In the simple model, an immediate permanent
uniform border adjustment would immediately and
permanently increase the prices (including wages)
paid and received by Americans relative to the
prices paid and received by foreigners, when those
prices are measured in any common currency. De-
pending on monetary policy, the relative price
increase could occur through an increase in the
dollar value of prices and wages in the United
States, an increase in the foreign currency value of
prices and wages in foreign countries, or an increase
in the nominal value of the dollar relative to foreign
currencies. Because the Federal Reserve would
probably not change the U.S. price level in response
to a border adjustment and most foreign central
banks would probably not change foreign price
levels, the most likely outcome would be an appre-
ciation of the dollar. However, the neutrality result
would still hold under monetary policies that
caused the U.S. price level or foreign price levels,
rather than the exchange rate, to change.

In the simple model, the immediate permanent
uniform border adjustment would have no effect on
trade investment, output, or real wages. The change
in Americans’ and foreigners’ relative prices would
offset the boost to exports and the reduction in
imports that would otherwise occur. Imports would
not become more expensive and exports would not
become more lucrative. It is fortunate that the
border adjustment would not permanently increase

33‘‘The LIFO Coalition Commends Preservation of Account-
ing Method in GOP Tax Blueprint,’’ Save Life Coalition (June 27,
2016).

34Viard, ‘‘The Economic Effects of Border Adjustments,’’ Tax
Notes, Feb. 20, 2017, p. 1029.
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exports and permanently reduce imports. Ameri-
cans’ living standards would be lowered if they
forever worked to produce more goods to send
abroad for others to enjoy and forever received
fewer goods back in return.

The trade neutrality of the immediate permanent
uniform border adjustment does not depend upon
how the import tax and export subsidy compare
with the taxes on domestic products. An immediate
permanent uniform export subsidy offsets an im-
mediate permanent uniform import tax imposed at
the same rate, regardless of what the rest of the tax
system looks like.

The immediate permanent uniform border ad-
justment would not affect investment in the simple
model. Foreigners purchasing U.S. assets would
incur higher real costs, but would also receive
higher real payoffs. Americans purchasing foreign
assets would incur lower real costs, but would also
receive lower real payoffs. The impact on costs and
payoffs would offset each other for investments
with normal returns, which are the only invest-
ments that exist in the simple model.

In the simple model, the immediate permanent
uniform border adjustment would raise zero rev-
enue in present discounted value because taxed
imports are equal to subsidized exports in present
discounted value. Because the border adjustment
would not alter the economy’s equilibrium, it
would not harm or help anyone and therefore
would not impose taxes on, or make transfer pay-
ments to, any persons. To be sure, the border
adjustment would raise revenue in years with trade
deficits and reduce revenue in years with trade
surpluses. Those revenue effects would arise be-
cause, in line with the effects described in the
preceding paragraph, the government would effec-
tively borrow from foreigners as they bought U.S.
assets (repaying them as they received payoffs on
the assets) and would effectively lend to Americans
as they bought foreign assets (collecting repayment
from them as they received payoffs on the assets).

In the simple model, an immediate uniform
permanent border adjustment would have no real
effects. There would therefore be no reason to
support, and no reason to oppose, that policy.

The use of the simple model is not intended to
suggest that a border adjustment would actually
have no real effects. Instead, the simple model
serves two purposes. First, it explains why the
border adjustment, contrary to the claims of some of
its supporters, would not permanently boost ex-
ports and permanently reduce imports. Second, it
reveals that a border adjustment’s real effects must
be attributable to its impact on above-normal-return
investments, initial cross-border asset holdings, or
market imperfections (none of which were present

in the simple model) or must be attributable to a
lack of immediacy, permanence, or uniformity.
2. General model. In a general model that includes
above-normal returns and initial cross-border asset
holdings, trade need not balance in present dis-
counted value. Instead, the present discounted
value of U.S. trade deficits equals the value of
Americans’ initial holdings of foreign assets plus
the present discounted value of Americans’ future
above-normal returns from foreign investments mi-
nus the value of foreigners’ initial holdings of U.S.
assets minus the present discounted value of for-
eigners’ future above-normal returns from U.S. in-
vestments.

In the general model, an immediate permanent
uniform border adjustment could have positive or
negative revenue effects, in present discounted
value, depending on the values of initial cross-
border asset holdings and cross-border above-
normal returns. Foreigners’ holdings of U.S. assets
exceed Americans’ holdings of U.S. assets, indicat-
ing that the border adjustment would likely lose
revenue in present discounted value. However, part
of that revenue loss would be offset by the tendency
of Americans to earn (or report) greater above-
normal returns abroad than foreigners earn (or
report) in the United States.

In computing the revenue effect of adding a
border adjustment to a non-border-adjusted busi-
ness cash flow tax, the relevant above-normal re-
turns to use in the calculations are those that would
have been reported under the non-border-adjusted
tax, regardless of where the returns were really
earned. The border-adjusted cash flow tax would
collect tax on all of Americans’ above-normal re-
turns while the non-border-adjusted cash flow tax
would collect tax only on the above-normal returns
booked in the United States. The border adjustment
therefore would raise revenue from the difference
between the two numbers, even if the latter number
were artificially low because of income shifting.35

The border adjustment would impose a tax on
above-normal returns that Americans earned on
foreign assets. It would also impose a tax on foreign
assets that Americans held when the border adjust-
ment was introduced. As previously described, the
border adjustment would reduce Americans’ real
payoffs on foreign assets. That reduction would not

35The revenue raised by adding a border adjustment to a
preexisting tax would therefore depend on the amount of
income shifting that occurred under that tax. For example, the
border adjustment would raise less revenue if it was added to a
tax system with highly successful transfer pricing rules. In
general, the revenue effect of adopting a tax provision almost
always depends on how it interacts with the preexisting tax
system.
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be fully offset by a reduction in the assets’ real costs,
either because the costs are smaller than the payoffs
in present discounted value (for assets with above-
normal returns) or because the costs were incurred
before the border adjustment was introduced (for
initial holdings).

Conversely, the border adjustment would pro-
vide a subsidy to above-normal returns that for-
eigners earned on U.S. assets. It would also provide
a subsidy to U.S. assets that foreigners held when
the border adjustment was introduced. As previ-
ously described, the border adjustment would in-
crease foreigners’ real payoffs on U.S. assets. That
increase would not be fully offset by an increase in
the assets’ real costs, either because the costs are
smaller than the payoffs in present discounted
value (for assets with above-normal returns) or
because the costs were incurred before the border
adjustment was introduced (for initial holdings).

To a first approximation, the interaction of a
border adjustment and a business cash flow tax can
be described as follows. A non-border-adjusted
business cash flow tax would be origin-based and
would therefore impose tax on above-normal re-
turns on U.S. assets earned by both Americans and
foreigners and on both groups’ initial holdings of
U.S. assets. Applying a uniform border adjustment,
with the same import tax rate and export subsidy
rate as the cash flow tax rate, would add Americans’
above-normal foreign returns and initial foreign
assets to the tax base and would remove foreigners’
above-normal U.S. returns and initial U.S. assets
from the tax base. The border-adjusted cash flow
tax would therefore impose a tax on all of Ameri-
cans’ above-normal returns and initial assets, mak-
ing it destination-based.

The above description is imprecise, however,
because it assumes that the incidence of a tax on
initial assets falls on those who will consume from
those assets. In general, however, the incidence
depends on the contractual terms of the assets,
which were negotiated before the tax took effect. If
the contractual terms depend on prices or nominal
exchange rates, monetary policy may affect the
incidence. For example, as discussed above, equity
holders are likely to bear the entire transitional
burden of a cash flow tax because debt holders have
a contractual right to fixed payments.

Consider the border adjustment’s revenue collec-
tion from Americans’ initial holdings of foreign
assets and maintain the standard monetary policy
assumption (the Federal Reserve and foreign cen-
tral banks keep price levels unchanged, so that the
dollar appreciates). Then, if the foreign assets had
fixed nominal values denominated in foreign cur-
rency, the American holders would bear the tax
burden through a reduction in real asset values.

However, if the foreign assets had fixed nominal
values denominated in U.S. dollars (perhaps be-
cause they were issued by developing countries
that found it necessary to borrow in dollars rather
than in their own currencies), the foreign issuers
would bear the tax burden through an increase in
the real value of their liabilities. Similarly, consider
the border adjustment’s revenue loss from foreign-
ers’ initial holdings of U.S. assets. Under the stan-
dard monetary policy assumption, the benefit of
that revenue loss would be captured by the foreign
holders through increased asset values if the U.S.
assets had fixed nominal values denominated in
U.S. dollars, but would be captured by the Ameri-
can issuers if the U.S. assets had fixed nominal
values denominated in foreign currencies.36 Other
outcomes would occur for different types of assets
(such as equity) or under different monetary policy
assumptions.

The border-adjusted cash flow tax, unlike the
non-border-adjusted cash flow tax, would not im-
pose a tax penalty on making above-normal-return
investments in the United States rather than abroad.
Americans would pay U.S. tax on above-normal
returns no matter where they were earned and
foreigners would be exempt from U.S. tax on above-
normal returns no matter where they were earned.
Similarly, the border-adjusted cash flow tax would
not provide a tax incentive to book above-normal
returns abroad through income shifting schemes.

In the general model, the border adjustment
would reduce the present discounted value of trade
deficits by increasing foreigners’ above-normal-
return investments in the United States and reduc-
ing Americans’ above-normal-return investments
abroad. Although the change in investment flows
would initially increase the trade deficit, the subse-
quent payoffs on the investments would reduce the
trade deficit. Because the present discounted value
of the payoffs on above-normal-return investments
exceeds the initial investment, the present value of
trade deficits would fall. The border adjustment
would also reduce the measured trade deficit by
encouraging above-normal returns to be booked in
the United States rather than abroad.
3. Anticipated, temporary, or nonuniform. A bor-
der adjustment would have important real effects if
it did not take effect immediately after announce-
ment, if it was expected to be temporary, or if it did
not apply uniformly to all imports and exports.

36Emmanuel Farhi, Gita Gopinath, and Oleg Itskhoki,
‘‘Trump’s Tax Plan and the Dollar,’’ Project Syndicate (Jan. 3,
2017) provide calculations of the wealth effects of a border
adjustment that reflect the currency denomination of U.S. assets
and liabilities).
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A border adjustment that was expected to be
temporary would reduce the trade deficit while it
was in effect and would cause a slight ongoing
increase in the trade deficit after it ended. A border
adjustment that applied to some products, but not
others, would reduce imports and increase exports
for the covered products, but would increase im-
ports and reduce exports for other products. A
border adjustment that imposed an import tax rate
higher than the export subsidy rate would be
equivalent to an import tariff.

After a border adjustment (or the possibility
thereof) was announced and before it took effect,
Americans would increase imports to avoid the
looming import tax and would reduce exports to
await the impending export subsidy, causing the
trade deficit to rise during that interval. The in-
creased trade deficit would be financed by larger
capital inflows, through an increase in Americans’
consumption and investment in the United States.37

The increased consumption and investment would
reduce the effective-date size of American-owned
foreign assets, which would be taxed by the border
adjustment, and would increase the effective-date
size of foreign-owned U.S. assets, which would be
subsidized by the border adjustment. However,
there would be no tax incentive for Americans and
foreigners to swap existing assets before the border
adjustment took effect because such swaps could
not increase foreign-owned U.S. assets without in-
creasing American-owned foreign assets.

Because of the increase in foreign-owned U.S.
assets and reduction in American-owned foreign
assets, there would be a slight ongoing reduction in
the trade deficit after the border adjustment took
effect, which would offset, in present discounted
value, the higher trade deficits before implementa-
tion. The dollar would begin to strengthen, or the
relative prices paid and received by Americans
would otherwise begin to rise, when the potential
border adjustment was announced.
4. Evolution of the debate. In past years, support-
ers of border adjustment primarily argued that it
would permanently increase exports and reduce
imports. When economists pointed out that those
alleged trade effects would be negated by an in-
crease in the relative prices paid and received by
Americans (probably manifested through an appre-
ciation of the dollar), they were viewed as opposing

the border adjustment. During the debate over the
Brady-Ryan plan, however, many supporters of
border adjustment have acknowledged the relative
price changes and even cited them when (correctly)
arguing that importers would not be harmed by the
border adjustment. Yet, many of those supporters
continue to argue that the border adjustment would
level the playing field for U.S. products in the face
of foreign VATs, an argument that is invalid because
it fails to recognize the change in relative prices.
Opponents are now more likely to argue that the
relative price changes would not occur.

In some ways the debate seems to be moving
closer to economic reality. More attention is being
paid to the border adjustment’s effects on income
shifting, the location of above-normal-return invest-
ments, and the treatment of initial cross-border
asset holdings.
5. VAT expertise. The border adjustment would
face many challenging design issues. For example,
it would be necessary to determine whether pur-
chasers were Americans or foreigners, which could
be difficult for purchasers of some services, and the
appropriate tax treatment of mergers and asset
acquisitions must be determined. In most cases,
however, it would not be necessary for the United
States to reinvent the wheel. More than 160 other
countries have border-adjusted VATs, many of
which have been in place for decades, and they
have found ways to resolve those issues.

To be sure, those countries’ VATs use the credit-
invoice method and do not provide a wage deduc-
tion. For many issues, however, those differences
are of limited importance. The danger is that Re-
publicans might fail to take advantage of the VAT
expertise out of an unwillingness to admit their
plan’s similarity to a VAT and needlessly seek to
reinvent the wheel.
6. Departures from uniformity. A highly simplified
representation of the Brady-Ryan plan’s border
adjustment treats it as imposing a tax at a 20 percent
tax-inclusive rate on imports and providing a sub-
sidy at a 20 percent subsidy-exclusive rate for
exports. (The representation assumes that all im-
ports and exports are done by C corporations.) The
import tax and the export subsidy would then be 25
percent of the border prices. An immediate perma-
nent border adjustment with this uniform rate
would increase the prices paid and received by
Americans by 25 percent relative to the prices paid
and received by foreigners. If the relative price
change occurred through a change in the exchange
rate, the dollar would strengthen by 25 percent
against foreign currencies.

In practice, numerous factors could prevent the
plan’s border adjustment from being completely
uniform. For example, some imports are purchased

37The anticipation of a non-border-adjusted cash flow tax
would reduce investment in the United States before it took
effect. Adding an anticipated border adjustment would offset
the investment disincentive and add a consumption incentive.
The anticipation of a border-adjusted cash flow tax would
therefore cause a reduction in consumption by Americans
before it took effect.
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directly by American consumers and would need to
be subjected to a separate tax, which might be
difficult to enforce.38 A separate tax would need to
be imposed on imports purchased by tax-exempt
entities, including state and local governments and
nonprofit organizations.

Like VATs around the world, the import tax
could not be applied to all purchases that Ameri-
cans made from foreigners and the export subsidy
could not be provided to all sales that Americans
make to foreigners. As my American Enterprise
Institute colleague Stan Veuger has noted, the ex-
port subsidy would probably not be provided to
foreign tourists’ purchases in the United States and
foreign students’ tuition payments to U.S. educa-
tional institutions.39 The border adjustment would
discourage those exports because they would face
the headwinds of a stronger dollar without any
offsetting subsidy.

Political pressure could lead to other departures
from uniformity. Proposals to exempt specific in-
dustries from the border adjustment, or to allow
businesses to elect whether to be subject to the
border adjustment, must be resisted at all costs.

Because C corporations would face a 20 percent
tax rate and passthrough businesses would face a
maximum 25 percent rate, the plan would create an
incentive for C corporations to engage in imports
and for passthrough businesses to engage in ex-
ports. Uniformity could be attained by applying the
border adjustment at a consistent 20 percent rate.
Passthrough businesses would receive a 20 percent
subsidy on exports, which would be less generous
than an exemption of export sales, and would pay a
20 percent tax on imports, which would be less
onerous than a denial of deduction for import costs.
If the tax rate on passthrough cash flow was raised
to 33 percent and the tax rate on corporate cash flow
was raised to 27 percent, as suggested in section F,
the border adjustment could be applied at a uni-
form 27 percent rate. An immediate permanent
uniform border adjustment applied at that rate
would cause the prices paid and received by Ameri-
cans to rise 37 percent relative to the prices paid and
received by foreigners.

A larger potential departure from uniformity
concerns the treatment of exporters’ negative tax

liabilities. Businesses with significant exports could
easily have negative tax liabilities. Suppose that a
business paid $50 of wages, bought $30 of items
from other domestic businesses, and made $100 of
sales. The business would have a negative tax
liability if more than $20 of its sales were exports.

If the negative tax liability were refunded in cash,
the exporter would face a 20 percent subsidy rate,
which would match the 20 percent import tax rate.
In the absence of cash refunds, however, the effec-
tive export subsidy rate would be smaller than the
tax rate on imports, which would cause the border
adjustment to impede trade. The excess of the
import tax rate over the effective export subsidy
rate would have the same economic effects as a
simple import tariff. Also, if the absence of cash
refunds affected some industries more severely
than other industries, additional departures from
uniformity, and additional distortions, would be
introduced because some exported products would
be favored over other exported products.

Because many exporters would have negative tax
liabilities in perpetuity, the problem could not be
corrected by carrybacks (which the plan would not
offer) or carryforwards (even carryforwards with
interest, as provided in the plan). A recent study by
Elena Patel and John McClelland of the Treasury
Department used data on a large sample of busi-
nesses to examine the magnitude of the problem.40

They estimated that a border-adjusted cash flow tax
would have had a $13.08 trillion cumulative base
for 2004 through 2013 if no tax relief were provided
for negative annual tax liabilities. With full refunds,
the cumulative tax base would fall to $9.44 trillion.
Allowing losses to be carried back and forward
without limit within the 2004-2013 period would
shrink the tax base to only $12.5 trillion. In other
words, carrybacks and carryforwards would allow
only $580 billion of the $3.64 trillion of negative
cash flows to be used. A large portion of the $3.06
trillion of unused negative cash flows would be
because of the border adjustment. Patel and McClel-
land found that a non-border-adjusted cash flow tax
would have only $1.76 trillion of unused negative
cash flows and that a stylized version of a business
income tax would have only $1.5 trillion of unused
losses.

Without refunds or a similar policy, exporters
would be driven to merge with other businesses,
whose positive tax liabilities could be used to offset
negative tax liabilities arising after the merger.
(Unless section 382 was amended, the merger

38In a textbook version of a border adjustment, the export
subsidy would apply to consumers who sold used property to
foreign buyers. Because the provision of a subsidy to those
consumers would pose administrative and compliance difficul-
ties and the subsidy’s absence would cause little inefficiency,
however, the subsidy should not be provided.

39Veuger, ‘‘How Border Adjustment Threatens the Educa-
tion, Real Estate, and Hospitality Industries,’’ AEIdeas blog (Jan.
11, 2017).

40Patel and McClelland, ‘‘What Would a Cash Flow Tax Look
Like? Historical Panel Lessons,’’ Tax Notes, Jan. 23, 2017, p. 439.
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would offer only limited ability to offset carryfor-
wards of negative tax liabilities arising before the
merger.) Importers would presumably be the most
attractive merger partners because they would have
large tax remittances. Such tax-motivated mergers
would be costly, would take time to arrange, and
would undermine efficient business allocation.
Moreover, many exporters might fail to find merger
partners and would not be able to fully monetize
their negative tax liabilities. Other possible arrange-
ments include having importers or other companies
serve as export brokers. Some export opportunities
might also shift from businesses with negative tax
liabilities to those with positive tax liabilities. All of
those responses would be limited and inefficient.
Moreover, legislative or regulatory steps might be
taken to curb some of those responses as abusive
tax practices.41

For the border adjustment to function properly,
exporters must be able to monetize their negative
tax liabilities. Under the 2005 Advisory Panel’s
Growth and Investment Tax plan, exporters would
have received refunds for their negative tax liabili-
ties, although other businesses with negative cash
flows would have received unlimited carryfor-
wards with interest.42 Patel and McClelland noted
that refunds are the ‘‘theoretically appropriate’’
response, but cautioned that non-legitimate busi-
nesses might seek relief for phantom losses. They
noted that refunds could be allowed against busi-
nesses’ payroll tax liabilities or their tax withhold-
ing payments, thereby ensuring that money is paid
only to claimants with actual business operations.43

Cash refunds might also encounter political ob-
stacles if they were perceived as corporate welfare.
In reality, cash refunds would merely compensate
for the reduction in exporters’ sale proceeds caused
by the stronger dollar. Export refunds are routinely
provided under VATs without controversy. The
provision of relief for exporters with negative tax
liabilities should be a high priority in the design of
the border adjustment.
7. Transitory revenue gain. Because the United
States is running a trade deficit, the border adjust-
ment would yield a short-term revenue gain. The
Tax Foundation estimated that the border adjust-
ment would raise $1.07 trillion during fiscal 2016
through 2025 on a static basis.44 The TPC estimated
that the border adjustment would raise $1.18 trillion

during fiscal 2017 through 2026 and another $1.69
trillion during fiscal 2027 through 2036.45 The net
revenue gain within the 10-year budget window
appears to account for much of the political support
for border adjustment.46

As discussed above, however, the revenue gain is
transitory. In the simple model, an immediate per-
manent uniform border adjustment would raise no
revenue in present discounted value. Patel and
McClelland aptly commented that ‘‘trade flows
must eventually balance. If the United States is
currently a net importer, in the longer run it would
be a net exporter. This implies that at some point in
the future, the border adjustments reduce the tax
base rather than increase it.’’47

The transitory revenue gain is not an unambigu-
ous political advantage because some critics mistak-
enly see the revenue as proof that the border
adjustment would impose a tax increase on Ameri-
can businesses that buy imported goods and their
American customers.48 Some supporters mistakenly
see the revenue as proof that the border adjustment
would impose a tax increase on foreign producers
of items sold in the United States.49 All of these
arguments are invalid because the border adjust-
ment would not change either the real prices that
Americans paid for imports or the real prices that
foreigners received for selling them.

As explained above, in the simple model, the
government’s financial inflows and outflows reflect
borrowing and lending on cross-border invest-
ments. Under the simple model’s assumption, the
transitory revenue gain should be excluded from
distributional analysis, just as the government’s
proceeds from borrowing are excluded.50

Although a theoretical case could be made for
also excluding the transitory revenue gain from the

41David P. Hariton, ‘‘Planning for Border Adjustments: A
Practical Analysis,’’ Tax Notes, Feb. 20, 2017, p. 965 (discussing
possible strategies that exporters could use and the possible
application of the economic substance doctrine).

42Advisory Panel on Federal Tax Reform, supra note 7, at 171.
43Patel and McClelland, supra note 40, at 449.
44Pomerleau, supra note 9, at 5-6.

45Nunns et al., supra note 9, at 9.
46Martin A. Sullivan, ‘‘The Real Attraction of Border Adjust-

ments,’’ Tax Notes, Feb. 20, 2017, p. 897, discusses the central role
that revenue considerations have played in building support for
the border adjustment.

47Patel and McClelland, supra note 40, at 14.
48Mindy Herzfeld, ‘‘Who Will Pay for Tax Reform?’’ Tax

Notes, Feb. 13, 2017, p. 775, discusses the debate about who is
supplying the revenue.

49On January 26 White House Press Secretary Sean Spicer
used this fallacious reasoning to suggest that the border adjust-
ment could make Mexican businesses that sell to Americans pay
for the wall that the Trump administration proposes to build on
the U.S.-Mexico border. For previous coverage, see Moroses et
al., ‘‘Trump Eyeing Mexican Import Tax to Fund Border Wall,’’
Tax Notes, Jan. 30, 2017, p. 523.

50Under the general model’s assumption, a distributional
analysis should include the burden on Americans holding initial
foreign assets or earning above-normal returns abroad and the
gains to foreigners holding initial U.S. assets or earning above-
normal returns in the United States.
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revenue estimate, that practice would be incompat-
ible with the treatment of other forms of disguised
borrowing and lending.51 For example, expensing
imposes zero net tax on a marginal business invest-
ment and raises zero net revenue, but features an
initial outflow of government funds followed by
subsequent inflows of funds. It is equivalent to the
government lending to the business when the in-
vestment is made and collecting repayments as the
investment’s payoffs occur. Yet, standard practice
includes the initial outflow as a revenue loss rather
than as lending. Symmetry requires inclusion of the
temporary revenue gains from border adjustment,
particularly when analyzing a plan that features
both expensing and border adjustment.
8. Trade policy implications. President Trump has
called for tariffs, which would undermine global
free trade and harm both the United States and its
trading partners. Some congressional Republicans
have expressed the hope that the border adjustment
could serve as a substitute for the tariffs advocated
by Trump.52 During a January 4 radio interview,
Ryan argued that tax reform that leveled the play-
ing field (an apparent reference to border adjust-
ments) would be preferable to tariffs.53 House
Majority Leader Kevin McCarthy, R-Calif., has simi-
larly argued that the Brady-Ryan tax plan is a
superior alternative to tariffs.54

Marketing a policy on specious grounds gener-
ally leads to bad outcomes. For example, Republi-
cans who marketed high-income marginal tax rate
reductions as a special benefit to small businesses
laid the groundwork for proposals that offered
distortionary subsidies to small businesses.55 Mar-
keting the border adjustment, to Trump or to any
other audience, as a protectionist measure would
only strengthen protectionist pressures by reinforc-
ing the widespread misperception that trade defi-
cits are inherently undesirable. If that premise were
accepted, it would leave no basis on which to argue
against tariffs.

Marketing the border adjustment as protectionist
would also make it harder to defend before the

World Trade Organization. Brady and Ways and
Means Tax Policy Subcommittee Chair Peter J.
Roskam, R-Ill., recently expressed confidence that
the border tax adjustment would be found to com-
ply with WTO rules,56 echoing a view expressed in
the blueprint.57 That view has won little support,
however. The TPC observes that many commenta-
tors believe that the border adjustment would be
found to violate WTO rules.58 The 2005 Advisory
Panel recognized the uncertainty over whether the
border adjustment would be allowed under inter-
national trade rules.59 Michael J. Graetz also argued
that the panel’s proposal would be inconsistent
with international trade agreements.60

Gary Clyde Hufbauer and Zhiyao (Lucy) Lu
recently provided a thorough analysis of the WTO
rules.61 Separate legal regimes apply to imports and
exports and to goods and services. Hufbauer and
Lu conclude that the tax on imported goods and the
subsidy to exported goods would clearly violate
WTO rules, but that the tax on imported services
might be permissible and the subsidy to exported
services would not run afoul of any restrictions.

Article III of the General Agreement on Trade
and Tariffs provides that imported goods may be
subjected to any tax that is imposed, to the same
extent, on domestic products. Hufbauer and Lu
note that it is unclear whether the WTO would
consider the cash flow tax to be a tax on products.
Although the WTO might view the cash flow tax as
not being a tax on products, which would categori-
cally preclude any border adjustment, it might
consider it sufficiently similar to a VAT to constitute
a tax on products. Nevertheless, Hufbauer and Lu
conclude that the tax on imported goods in the
Brady-Ryan plan would still be invalid because
imported goods would be taxed on their full market
value while domestic products would be taxed only
on their market value minus wage costs. Article
XVII of the General Agreement on Trade in Services
requires that imported services must receive ‘‘treat-
ment no less favorable’’ than the treatment of
domestic services. Hufbauer and Lu note that the
reference to treatment is more general than the
specific requirement that GATT imposes on goods.

51The 2005 Advisory Panel excluded the revenue gain from
its proposed border adjustment (estimated to be $775 billion
over 10 years) from its budgetary calculations, although its
rationale was the possibility that the border adjustment would
be disallowed under international trade rules; Advisory Panel
on Federal Tax Reform, supra note 7, at 172.

52Jonathan Curry, ‘‘Ryan Dismisses Tariff Talk and Plugs Tax
Reform,’’ Tax Notes, Jan. 9, 2017, p. 205.

53Id.
54Curry and Asha Glover, ‘‘McCarthy Prefers GOP Tax

Reform Plan to Trump’s Tariffs,’’ Tax Notes, Dec. 12, 2016, p.
1299.

55See Viard, ‘‘The Misdirected Debate and the Small Business
Stock Exclusion,’’ Tax Notes, Feb. 6, 2012, p. 737.

56Moroses and Stephen K. Cooper, ‘‘Brady and Roskam
Confident About WTO Compliance,’’ Tax Notes, Feb. 13, 2017, p.
798.

57Blueprint, supra note 1, at 28.
58TPC, supra note 9, at 6, 35 n.11.
59Advisory Panel on Federal Tax Reform, supra note 7, at 172.
60Graetz, 100 Million Unnecessary Returns: A Simple, Fair, and

Competitive Tax Plan for the United States 81, 124-125, 205 (2008).
61Hufbauer and Lu, ‘‘Border Tax Adjustments: Assessing

Risks and Rewards,’’ Peterson Institute for International Eco-
nomics Policy Brief 17-3, at 3-5 (Jan. 2017).
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They conclude that the Brady-Ryan plan’s tax on
imported services may be permissible because the
total taxes imposed on the production of domestic
services, including payroll taxes, may be similar to
the tax on imported services.

Annex I to the Agreement on Subsidies and
Countervailing Measures provides that direct taxes,
but not indirect taxes, may be rebated when goods
are exported. Hufbauer and Lu note that the cash
flow tax may be classified as an indirect tax, but that
the export subsidy would still be prohibited be-
cause the subsidy exceeds the amount of cash flow
tax imposed on the product. Hufbauer and Lu note
that no binding restrictions on subsidies for ex-
ported services have yet been adopted.

The validity of the subsidy to exported services
and the possible validity of the tax on imported
services offers little comfort. Because the neutrality
of the border adjustment requires that it be uniform,
the application of the border adjustment only to
services is not a viable option.

It would similarly be undesirable to impose an
import tax and provide an export subsidy that
approximates the tax on domestic products. The
import tax and export subsidy would no longer be
uniform across different products, destroying its
economic neutrality.

The WTO rules lack a solid economic foundation.
As I explained in my previous article,62 a uniform
import tax accompanied by a uniform export sub-
sidy at the same rate does not distort trade. Coun-
tries should therefore be allowed to adopt such
provisions, regardless of what domestic tax system,
if any, they may have. If the border adjustment is
permitted for a VAT, it should be permitted for a
VAT with a wage deduction.

Nevertheless, the United States must deal with
the WTO rules that exist, not those that would have
been adopted in a more perfect world. The Euro-
pean Union and other U.S. trading partners recently
began laying the groundwork for a WTO challenge
to the border adjustment. Chad Bown of the Peter-
son Institute estimates63 that an unfavorable ruling
could lead to $385 billion of annual trade retaliation
against the United States, far surpassing the scope
of the retaliation authorized in any previous WTO
case.64

9. Should it stay or should it go? A properly
designed border adjustment offers significant ad-
vantages by eliminating income shifting and at-

tracting above-normal-return investments to the
United States. Nevertheless, the border adjustment
has a severe disadvantage. As discussed above and
in my earlier article, it grants a large tax cut, at the
expense of the U.S. treasury, to foreigners holding
U.S. assets when the border adjustment is intro-
duced. The wealth effects have started to receive
more attention in the debate.65

Moreover, the difficulty of providing exporter
refunds suggests that the border adjustment might
not be properly implemented. The prospect of WTO
sanctions is another disadvantage. Moreover, rush-
ing through the border adjustment during a short
time period may complicate getting the design
issues right, particularly if Congress fails to tap the
expertise that other countries have developed with
VATs.

An alternative path would be to adopt a non-
border-adjusted cash flow tax, which would retain
many of the advantages of the border-adjusted cash
flow tax. The debt-equity distortion would still be
largely eliminated, the tax penalty on saving would
still be reduced, and the tax penalty on locating
normal-return investments in the United States
would still be eliminated through expensing. The
loss of the border adjustment’s transitory revenue
gain could be offset by higher tax rates on business
cash flow. Under the non-border-adjusted tax, how-
ever, there would be a tax penalty on locating
above-normal-return investments in the United
States and a tax incentive for income shifting.

The choice of whether to border adjust poses
difficult trade-offs. In 2012 Carroll and I recom-
mended against border adjusting the business cash
flow tax under an X tax, in order to avert the
windfall tax cut for foreigners holding U.S. assets.66

Our analysis may have given too little weight to the
border adjustment’s effects on above-normal-return
investments and income shifting and thereby un-
derstated its advantages. Nevertheless, the recent
debate has revealed significant political and imple-
mentation challenges that weigh against the border
adjustment. On balance, the case for the border
adjustment remains uncertain, at best. At a mini-
mum, it is clear that the overall tax reform effort
should not be held hostage to the border adjust-
ment.
10. The VAT alternative. If the border adjustment is
retained, it might be desirable to relabel the cash
flow tax as a VAT. Although the blueprint boasts

62Viard, supra note 34.
63Brown, ‘‘A Massive Retaliation in Trade?’’ Border Tax

Adjustment and Corporate Tax Reforms panel (Feb. 1, 2017).
64Shawn Donnan, Barney Jopsen, and Paul McClean, ‘‘Brus-

sels Gears Up for High-Stakes Challenge to U.S. Border Tax
Plan,’’ Financial Times, Feb. 14, 2017.

65Herzfeld, supra note 48, discusses the wealth effects of the
border adjustment. Catherine Rampell, ‘‘Trump Is Making
China Great Again,’’ The Washington Post, Feb. 17, 2017, correctly
notes that the Chinese central bank would reap gains on its
holdings of U.S. debt.

66Carroll and Viard, supra note 3, at 104.
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that it ‘‘does not include a value-added tax,’’67 the
plan can easily be rewritten to include a VAT, as I
discussed in my earlier article.

As explained above, an X tax is equivalent to a
VAT, modified to attain progressivity through sepa-
rate taxation of wages and business cash flow. A
consumption tax that completely replaces the in-
come tax system should be designed as an X tax
rather than a VAT to maintain the tax system’s
progressivity. But, that arrangement is unnecessary
if the plan retains a significant income tax compo-
nent, which can be used to attain progressivity. The
House plan keeps a tax, with a 16.5 percent top rate,
on interest, dividends, and capital gains.

The VAT alternative would have several advan-
tages. First, the border adjustment would clearly be
permissible under WTO rules. Second, the tax could
be implemented using the credit-invoice method,
which would yield enforcement advantages. Third,
the perceived problems associated with tax in-
creases on importers and windfalls for exporters
would disappear because the pattern of tax remit-
tances under a VAT appears to arouse little or no
political concern. Fourth, the price increase would
eliminate any need for the nominal exchange rate to
adjust, perhaps alleviating concern about whether
and when the exchange rate would respond. Fifth,

the increased price level would spread the transi-
tional burden evenly over equity holders and debt
holders, which might distribute the burden more
fairly among Americans and which would limit the
giveaway to foreigners, who are more likely to hold
debt.68 It is possible, however, that the relabeling
could spur the growth of government spending
because it would combine cash flow taxation and
wage taxation into a single large VAT.

I. Conclusion
The House plan could promote economic growth

by partially moving the tax system toward
a Bradford X tax, but some changes should be
made. Raising the tax rates on business cash flow
would help eliminate any revenue shortfall and
maintain progressivity. The plan’s discriminatory
inventory tax should be eliminated. Making mod-
est changes would allow the plan to fulfill its
growth potential.

This article originally appeared in Tax Notes, Apr. 10, 2017, p.
249.

67Blueprint, supra note 1, at 15.

68Ways and Means Committee member Kenny Marchant,
R-Texas, recently stated that retailers would prefer a VAT over a
border-adjusted cash flow tax because they’d prefer to ‘‘have the
government raising the prices’’ rather than them. Moroses and
Cooper, ‘‘Republicans Prep Big Tax Reforms as Democrats
Weigh a Fight,’’ Tax Notes, Dec. 19, 2016, p. 1402.
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A Slightly Better ‘Better Way’ Plan
by Stuart E. Leblang and Amy S. Elliott

Powerful interests, including major retailers, au-
tomobile dealers, and the Koch brothers, have spent
the last few weeks railing against the border-
adjusted tax in the hopes that they could sway
President Trump to reject what is a central compo-
nent of the business tax reform plan — called ‘‘A
Better Way’’ — championed by House Speaker Paul
D. Ryan, R-Wis., and Ways and Means Committee
Chair Kevin Brady, R-Texas.

The plan would effectively replace the corporate
income tax with what is called a destination-based
cash flow tax.1 Brady has indicated that he doesn’t
intend to implement it overnight but may use
transition rules to ensure that the currency adjust-
ment magic (that he claims will prevent net import-
ers from taking a hit and will protect consumers
from price increases) will actually come to pass.
Those assurances haven’t won over the critics who
see the border-adjusted tax as simply a 20 percent
tax on all imports that will most likely be passed on
to consumers.

Because of this growing opposition, it may be
prudent for Congress to consider a special backstop
— an alternative tax — for certain importers if the
currency adjustment integral to the Ryan-Brady
plan doesn’t come to pass right away, causing their
after-tax profits to decline.

A subset of businesses (including many retailers,
some oil refiners, and others whose historic costs
are made up of some threshold percentage of im-
ports — for example, 25 percent) could be allowed
to use an alternative tax calculation that is more
favorable than the Ryan-Brady plan in limited cir-
cumstances. This would not carve out any busi-
nesses or industries from the Ryan-Brady plan,
because the alternative tax result generally would
only be more favorable than the result under the
Ryan-Brady plan if the dollar does not sufficiently
appreciate.

Businesses eligible for the alternative tax calcu-
lation would generally be allowed to deduct nearly
all of their import costs from a tax base otherwise
like the Ryan-Brady plan (allowing for full expens-
ing, for example), and then would apply a tax rate
similar to the top rate under current law, for ex-
ample 35 percent.

Businesses using the alternative tax would get a
tax answer similar to current law. The alternative
tax calculation contains a design feature (described
in detail below) that would ensure that the only
way for a business to end up with a better after-tax
profit than what it has today would be for the
currency to appreciate or its import costs to other-
wise decrease and for it to be taxed under the
Ryan-Brady plan.

The alternative tax is insurance for importers that
fear they’ll be faced with taxes that are increasing
but costs that aren’t decreasing. Without it, the
skepticism about currency exchange rate adjust-
ments may prove to be insurmountable.

Other alternative solutions — including relief
tied to currency adjustment failures, trade distor-
tions, or price levels — are unworkable because
they are almost impossible to measure. Transition to
the border-adjusted tax by way of a four-year,
across-the-board phaseout of the import deduction
and phase-in of the export exemption should also
be rejected. It provides insufficient relief for import-
ers if the currency doesn’t adjust — and if the
currency adjusts more quickly in anticipation of the
phase-in, exporters would be harmed.

The alternative tax proposed here is designed to
help reassure those businesses that are afraid they
will be worse off under the Ryan-Brady plan. If the
dollar gets stronger relative to other currencies —
something it has done by 25 percent over a recent
30-month period without deleterious effect — im-
porters will be better off not using the alternative
tax calculation.

1The optimistic views and simplistic thinking in this article
are their own.

Stuart E. Leblang

Amy S. Elliott
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The Alternative Tax Calculation
We expect that the alternative tax would be

available only to a limited subset of businesses with
relatively high import costs (for example, those
with historic import costs of 25 percent compared
with total costs, although this could be refined to
remove the cliff effect).

The alternative tax calculation is like current law
in that eligible businesses will be allowed to deduct
most of their import costs. We expect the alternative
tax will have a rate similar to the top corporate
income tax rate under current law (somewhere
around 35 percent). However, the alternative tax
base will generally be smaller than it is under
current law for retailers. With the exception of the
import deduction, we expect it will look more like
the base in the Ryan-Brady plan.

While most import costs will be deductible under
the alternative tax, there will be a limitation. Import
costs attributable to related-party profit markup
will be disallowed. This limitation is necessary to
ensure that inverted companies and multinationals
won’t be able to use transfer pricing manipulations
to shield a portion of their profits from U.S. tax.

All unrelated-party import costs are deductible
in the alternative tax calculation. However, related-
party import costs can only be deducted as long as
they’re traceable to real expenditures such as costs
paid for parts and labor. If a related party marks up
an import purely for profit, that profit element
cannot be deducted in the alternative tax calcula-
tion. (Because this is a backstop, eligible businesses
will be held to higher documentation standards for
substantiating cost allocations to prevent abuse.)

The other caveat to the alternative tax is that it
will be adjusted in cases in which it causes the
business to achieve an after-tax U.S. operating profit
margin that is greater than that business’s historic
average (which could be calculated by averaging
the business’s top three annual after-tax U.S. oper-
ating profit margins out of the last five years). A
similar firm-by-firm baseline was contemplated in
2005 by the President’s Advisory Panel on Federal
Tax Reform as part of a transition to the growth and
investment tax, which is like the destination-based
cash flow tax.

To understand how it would work, imagine that
Congress enacted the Ryan-Brady plan with an
alternative tax available for certain import-oriented
businesses. A business with high import costs (Re-
tailCo) calculates what its tax would be under
Ryan-Brady and doesn’t like what it sees. Ryan-
Brady may cause RetailCo’s after-tax U.S. operating
profit margin to drop sharply or go negative (for
examples with numbers, see the appendix).

Instead, RetailCo pays the alternative tax, which
generally gives it a better after-tax U.S. operating

profit answer than the Ryan-Brady plan and a
similar tax answer (unless it has a lot of related-
party import profit markup) to what it has under
current law.

If at any time — and this will generally happen
when the currency adjusts and RetailCo’s import
costs go down — the alternative tax calculation
would cause the business to have a better after-tax
U.S. operating profit margin than its historic aver-
age, then the tax due is increased (or if it is designed
as a credit, the credit is decreased) to prevent such
a result. According to our estimates, in many cases
well before the dollar has appreciated by 25 percent
(for whatever reason), the business will find that it
is better off being taxed under the Ryan-Brady plan.

The alternative tax isn’t simple or perfect. Several
complications will have to be taken into account.
The use of a U.S. operating profit margin cap raises
various accounting considerations, and rules will
need to be established to provide uniformity and
prevent manipulation. Economic factors like a re-
cession could also affect the calculation, complicat-
ing the transition away from the alternative tax.

However, if a solution like this could actually be
designed to work, it could have a significant impact
on the debate because it would substantially ad-
dress many of the arguments levied against the
Ryan-Brady plan.

Insuring Against Currency Adjustment
Although the alternative tax will act as insurance

for importers if the currency doesn’t adjust, it
doesn’t remove the incentive for currency adjust-
ment. The alternative tax is designed so that if the
currency fully adjusts, businesses will always be
better off being taxed under the Ryan-Brady plan,
all else being equal. Because of this feature, we
think it shouldn’t significantly impede the currency
adjustment but should help feed into all of the
many market factors that will fuel the change.

As the dollar appreciates, the import cost deduc-
tions built into the alternative tax calculation be-
come less and less valuable. At some point — in
many cases well before the currency has appreci-
ated the full 25 percent anticipated under the
border-adjusted tax — businesses will want to be
taxed under a system that doesn’t cap their after-tax
U.S. operating profits and that offers a low 20
percent rate even though they’ll lose their import
deductions.

The revenue impact of the alternative tax will
depend on the alternative tax rate (we use 35
percent, but that is just to help show how the
numbers might work) and base and which busi-
nesses will be eligible.

However, we think those parameters can be
designed to ensure that on day 1, assuming no
currency adjustment, the government would get
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approximately the same amount of revenue from
alternative tax businesses as it receives from them
now under current law. Note that if the currency
doesn’t adjust over time, that presumably would
alter the trade balance, encouraging exports and
potentially resulting in a boost to the economy.

Although this alternative tax approach could
raise its own unique issues under the WTO’s anti-
discrimination rules, we think it could be designed
so that it is less problematic to implement than
some alternatives.

Threatening the Closed System
If the perfect world that economists envision

comes to pass and the Ryan-Brady plan causes the
dollar to appreciate enough to offset the border-
adjusted tax, few if any businesses will use the
alternative tax calculation because they generally
will have higher after-tax profits under Ryan-Brady.
If the dollar takes time to appreciate, then as that
happens — no matter how long that takes and no
matter why it is happening — the alternative tax
gives businesses more manageable after-tax U.S.
operating profit margins in the meantime, reducing
the chances that consumer prices will rise.

We know some economists will be adverse to the
idea of an alternative tax. They will argue that it
threatens the integrity of the Ryan-Brady plan. They
will say that any special rules for a limited group of
businesses will upset the balance of the border
adjustments and will undermine the appreciation of
the dollar. The alternative tax is simply a political
tool to generate support for the Ryan-Brady plan. If
the Ryan-Brady plan can’t get through Congress,
whether the currency will adjust in a perfect system
won’t even matter.

This is not an absolute carveout. Businesses that
pay the alternative tax would have to pay taxes
determined in part by a calculation that uses a
much higher tax rate than what is in the Ryan-
Brady plan. And currency adjustments are still
relevant to the calculation. It is a limited carveout
that could get the Ryan-Brady plan to the finish line
and is worth considering.

Americans who called for corporations to pay
their fair share should support the Ryan-Brady plan
with the alternative tax. It would help stop busi-
nesses from being able to achieve single-digit effec-
tive tax rates by putting their valuable intellectual
property in tax havens and playing games with
what their right hand is charging their left hand to
minimize the amount of income that is taxed in the
United States.

Retailers have some of the highest effective tax
rates (averaging close to the top rate of 35 percent)
and some of the lowest profit margins. There is a
perceived threat that the Ryan-Brady plan gone
wrong could harm retailers. Americans are con-
cerned that the border-adjusted tax could shrink
their wallets. In politics, those concerns are hard to
ignore.

The alternative tax helps to address these prob-
lems. Under the alternative tax, businesses will
effectively get to deduct more of their import costs
so there won’t be as much pressure to raise prices.

If the dollar does strengthen even a little relative
to other currencies, retailers will end up paying less
for their imports, which will still figure into the
alternative tax calculation, and their after-tax U.S.
operating profits will rise up to the cap. As the
dollar continues to strengthen, the low 20 percent
rate looks more appealing, and the freedom from
the after-tax U.S. operating profit margin cap will
make more and more businesses want to be taxed
under the Ryan-Brady plan.

The alternative tax makes the Ryan-Brady plan
more likely to be a win-win. It acts as insurance to
help prevent the kinds of catastrophic outcomes
feared by importers and consumers. A reform plan
that helps level the playing field for U.S. businesses
and helps end the transfer pricing games played by
inverted companies and some multinationals is
worth saving.

(Appendix appears on the following page.)
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Appendix. Taxing Importers Under the Alternative Tax
This table shows how the alternative tax would work for a variety of businesses. For a business to get a higher profit margin
than its historic average, import costs must go down enough for the business to want to be taxed under the Ryan-Brady plan.
This happens at different levels of appreciation (15 percent in Example 1, 8 percent in Example 2, 0 percent in Example 3) de-
pending on the specific profit margin and import cost profile of the business. Example 1 also shows why the profit margin cap
is needed.

After-Tax U.S. Operating Profit Margin
Example 1: High profit margin (20.3 percent), high import cost (93 percent) business
$125 U.S. receipts, $5 U.S. costs, $80 real import costs, $1 related-party import profit (import costs go down to $74.07 and 93
cents at 8 percent appreciation and $69.57 and 87 cents at 15 percent appreciation)
Assuming no decrease in import costs Current law 20.3%

Ryan-Brady 12.0%
Alternative tax 20.0%

Assuming 8 percent appreciation Ryan-Brady 16.8%
Alternative tax 23.1%*

Assuming 15 percent appreciation Ryan-Brady 20.4%
Example 2: High profit margin (22.9 percent), medium import cost (61.7 percent) business
$125 U.S. receipts, $30 U.S. costs, $50 real import costs, $1 related-party import profit (import costs go down to $46.30 and 93
cents at 8 percent appreciation)
Assuming no decrease in import costs Current law 22.9%

Ryan-Brady 20.0%
Alternative tax 22.6%

Assuming 8 percent appreciation Ryan-Brady 23.0%
Example 3: High profit margin (20.3 percent), low import cost (26.7 percent) business
$125 U.S. receipts, $62 U.S. costs, $23 real import costs, $1 related-party import profit
Assuming no decrease in import costs Current law 20.3%

Ryan-Brady 21.1%
Example 4: Medium profit margin (11.4 percent), high import cost (89.3 percent) business
$125 U.S. receipts, $10 U.S. costs, $92 real import costs, $1 related-party import profit (import costs go down to $76.67 and 83
cents at 20 percent appreciation)
Assuming no decrease in import costs Current law 11.4%

Ryan-Brady -0.8%
Alternative tax 11.2%

Assuming 20 percent appreciation Ryan-Brady 11.6%
Example 5: Medium profit margin (10.4 percent), medium import cost (64.8 percent) business
$125 U.S. receipts, $36 U.S. costs, $68 real import costs, $1 related-party import profit (import costs go down to $57.14 and 84
cents at 19 percent appreciation)
Assuming no decrease in import costs Current law 10.4%

Ryan-Brady 1.8%
Alternative tax 10.1%

Assuming 19 percent appreciation Ryan-Brady 10.6%
Example 6: Medium profit margin (9.9 percent), low import cost (26.4 percent) business
$125 U.S. receipts, $77 U.S. costs, $28 real import costs, $1 related-party import profit (import costs go down to $25 and 89
cents at 12 percent appreciation)
Assuming no decrease in import costs Current law 9.9%

Ryan-Brady 7.5%
Alternative tax 9.6%

Assuming 12 percent appreciation Ryan-Brady 10.0%
Example 7: Low profit margin (3.6 percent), high import cost (95.8 percent) business
$125 U.S. receipts, $4 U.S. costs, $113 real import costs, $1 related-party import profit (import costs go down to $91.13 and 81
cents at 24 percent appreciation)
Assuming no decrease in import costs Current law 3.6%

Ryan-Brady -13.8%
Alternative tax 3.4%

Assuming 24 percent appreciation Ryan-Brady 3.9%
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Appendix. Taxing Importers Under the Alternative Tax (continued)
After-Tax U.S. Operating Profit Margin

Example 8: Low profit margin (4.7 percent), medium import cost (62.1 percent) business
$125 U.S. receipts, $43 U.S. costs, $72 real import costs, $1 related-party import profit (import costs go down to $58.54 and 81
cents at 23 percent appreciation)
Assuming no decrease in import costs Current law 4.7%

Ryan-Brady -5.9%
Alternative tax 4.4%

Assuming 23 percent appreciation Ryan-Brady 5.0%
Example 9: Low profit margin (4.7 percent), low import cost (25.9 percent) business
$125 U.S. receipts, $85 U.S. costs, $30 real import costs, $1 related-party import profit (import costs go down to $25.21 and 84
cents at 19 percent appreciation)
Assuming no decrease in import costs Current law 4.7%

Ryan-Brady 0.8%
Alternative tax 4.4%

Assuming 19 percent appreciation Ryan-Brady 4.8%
*The profit margin cap is necessary because as import costs go down, the alternative tax calculation could result in a higher
after-tax U.S. operating profit margin (profit margin) than the Ryan-Brady plan.
The cap increases the business’s tax bill (but not its profit margin) to ensure that the only way such cost reductions will give
the business a better profit margin is when the business can achieve it by way of the Ryan-Brady plan. In Example 1 above,
the business will not have a profit margin of 23.1 percent assuming 8 percent appreciation but will have to pay extra tax so
that it will only have a profit margin of 20.3 percent.
The calculations for Example 1 are below. Note that we assumed only a small amount ($1) of related-party import profit in all
of the examples. Businesses will get worse answers from the alternative tax if they have larger amounts of this type of import
cost as it can be inflated to avoid tax under current law:

Current-law profit margin = $125 receipts - $5 U.S. costs - $80 real import costs - $1 related-party import profit =
$39 tax base x 35 percent tax rate = $13.65 tax; $39 pretax profit - $13.65 tax = $25.35 after-tax profit; and $25.35
after-tax profit / $125 receipts = 20.3 percent profit margin.
Ryan-Brady profit margin = $125 receipts - $5 U.S. costs = $120 tax base x 20 percent tax rate = $24 tax; $125
receipts - $5 U.S. costs - $80 real import costs - $1 related-party import profit = $39 pretax profit; $39 pretax profit
- $24 tax = $15 after-tax profits; and $15 after-tax profits / $125 receipts = 12 percent profit margin.
Alternative tax profit margin = $125 receipts - $5 U.S. costs - $80 real import costs = $40 tax base x 35 percent =
$14 tax; $39 pretax profit - $14 tax = $25 after-tax profit; and $25 after-tax profit / $125 receipts = 20 percent
profit margin.
To calculate how much tax is owed when the cap is triggered (when there has only been 8 percent appreciation,
for example), start with current-law profit margin. On $125 of receipts, a 20.3 percent profit margin means having
an after-tax profit of $25.35. For the tax due, subtract $25.35 from the pretax profit at 8 percent appreciation ($125
receipts - $5 U.S. costs - $74.07 real import costs - 93 cents related-party import profit = $45 pretax profit; and $45
pretax profit - $25.35 = $19.65 tax due).

Note that whether a business has receipts from exports is irrelevant, because under the Ryan-Brady base, receipts from non-
U.S. consumption aren’t taxed. These examples do not show the benefits of using a Ryan-Brady base, including any benefit
from immediate expensing. However, if a business using the alternative tax calculation benefits from that, the benefit will al-
ways be capped if it results in a higher profit margin than its historic average until it moves to being taxed under Ryan-
Brady.

This article originally appeared in Tax Notes, Mar. 6,, 2017, p. 1273.
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NEWS ANALYSIS

Revisiting Camp’s Repatriation
by Mindy Herzfeld

The controversy sparked by the more radical
aspects of the House Republicans’ tax reform blue-
print introduced last June — such as the border-
adjustment tax — has meant that other parts of the
proposal have tended to be overlooked. But even if
House Republicans are unable to pass a destination-
based cash flow tax, one proposal seems likely to
stick: mandatory deemed repatriation of U.S. mul-
tinationals’ foreign earnings.

When then-Ways and Means Committee Chair
Dave Camp proposed the Tax Reform Act of 2014,
the bill was poorly received — businesses opposed
it, and not a single one of his colleagues in the
House or Senate deigned to cosponsor it. But its
provision for a mandatory repatriation tax may end
up as its most important legacy.

The House blueprint, like Camp’s bill, contains a
mandatory deemed repatriation provision, but pro-
vides little detail of how such a tax would work. It
simply says that:

As part of the move to the modern territorial
approach to international taxation, this Blue-
print will provide rules that will allow foreign
earnings that have accumulated overseas un-
der the old system to be brought home. Accu-
mulated foreign earnings will be subject to tax
at 8.75 percent to the extent held in cash or
cash equivalents and otherwise will be subject
to tax at 3.5 percent (with companies able to
pay the resulting tax liability over an eight-
year period).

At the Federal Bar Association’s annual tax meet-
ing on March 3 in Washington, Barbara Angus,
Ways and Means majority chief tax counsel, was
asked what a repatriation provision might look like.
She said the best source for possible repatriation
rules was Camp’s 2014 bill, noting that a lot of work
went into drafting that provision. Another place to
look for guidance is the bill introduced by Ways and
Means member Devin Nunes, R-Calif. (H.R. 4377).

Interest groups have been vocal in their opposi-
tion to different parts of the blueprint. But opposi-
tion to the deemed repatriation tax has been muted.
Many U.S. multinationals would be happy to access
their foreign earnings at a rate much lower than the
current corporate statutory rate — although they
would likely be displeased about a mandatory tax
that could hurt financial statement earnings. And
few lawmakers can resist a proposal that provides a
large pool of new revenue.

Section 965
Section 965 was enacted as part of the American

Jobs Creation Act of 2004. The law provided domes-
tic companies with the ability to elect an 85 percent
dividends received deduction for dividends paid by
a controlled foreign corporation, if conditions were
met. The 85 percent deduction effectively reduced
the U.S. tax rate on eligible dividends from up to 35
percent to 5.25 percent.

Only extraordinary dividends — defined as divi-
dends that exceeded an average based on the prior
five-year period — qualified for the deduction. In
addition, the total amount eligible for the deduction
was limited to $500 million, and the repatriated
earnings had to be reinvested under a dividend
reinvestment plan intended to ensure that the funds
were used for worker hiring and training, infra-
structure, research and development, capital invest-
ments, or the financial stabilization of the company
for purposes of job retention.

Section 965 has been criticized by those who
claim that it failed to fulfill its stated intentions.
Critics have characterized the one-time tax holiday
as nothing more than a big corporate tax break.
Although it is intended to increase U.S. jobs and
investment, the data on whether it has done that are
ambiguous. A 2011 Senate report concluded that
there was no evidence that the repatriation provi-
sion increased U.S. jobs, and that it was impossible
to determine whether companies used the repatri-
ated funds to increase planned expenditures for
worker training and hiring in the United States.

Another problem was that the benefits of the tax
break were not shared evenly across industries.
Pharmaceutical and technology companies — and
just a handful of companies within these industries
— benefited the most. Finally, critics charged that in
making the repatriation holiday a one-time elective
event, Congress encouraged more future offshore
cash buildup, as the temporary law change gave
taxpayers hope that by simply holding on to off-
shore cash for a few years, another repatriation
holiday would eventually appear.

In enacting a second iteration of section 965,
Congress likely wants to avoid the mistakes — and
poor publicity — associated with the 2004 version.

A New Section 965
The Camp bill’s amendments to section 965 at-

tempt to correct many of the flaws in the 2004
repatriation law. For one, the repatriation tax would
now be mandatory. Another important difference is
that Camp’s proposed repatriation tax is not in-
tended as a one-time holiday, but as part of a
transition to a territorial system.

Whether a mandatory repatriation provision en-
acted now would be part of larger tax reform is
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uncertain. But it seems a safe bet that Congress will
not pass an elective repatriation law.

Among the key features of the Camp bill’s repa-
triation provision are:

• it characterizes as subpart F income all the
foreign earnings (the accumulated post-1986
deferred foreign income) of ‘‘deferred foreign
income corporations’’ in the last tax year in
which the provision is enacted;

• it allows U.S. taxpayers to deduct this inclu-
sion at a rate dependent on the amount of
foreign cash held by the relevant foreign cor-
poration, resulting in a 5 percent tax rate for
noncash earnings and 8.75 percent applicable
to earnings held in cash;

• it treats as subpart F income not just the foreign
earnings of majority-owned foreign compa-
nies, but of any foreign company with a 10
percent domestic corporate shareholder;

• it allows for aggregate foreign deficits to offset
accumulated earnings;

• it permits taxpayers to claim a pro rata share of
foreign tax credits, proportionately reduced;
and

• it allows for payment of the tax in backloaded
installments of up to eight years.

These provisions raise a number of technical and
policy questions, as well as administrative con-
cerns.

Inclusions From Non-CFCs
Despite characterizing the mandatory inclusion

of foreign earnings as subpart F income, proposed
section 965 casts a much wider net than the subpart
F rules. In general, subpart F inclusions are limited
to earnings of CFCs, or foreign companies in which
U.S. shareholders (owners of at least 10 percent of
the voting stock) own more than 50 percent of the
vote or value of the company’s shares.

But the inclusion under the Camp bill’s proposed
section 965 applies to the foreign earnings of any
‘‘deferred foreign income company,’’ defined to
mean a specified foreign corporation of a U.S.
shareholder. A specified foreign corporation in-
cludes both a CFC and a ‘‘section 902 corporation.’’
This term refers to current section 909(d)(5), which
generally defines a section 902 corporation as any
foreign corporation in which a domestic corpora-
tion owns at least 10 percent of the voting stock.

In short, mandatory inclusions under section 965
apply not just to U.S. shareholders of CFCs —
companies whose U.S. owners are more likely to be
aware of the looming possibility of a mandatory
deemed repatriation — but also to individual U.S.
shareholders (and partners in domestic partner-
ships) of foreign companies that happen to have a
10 percent domestic company shareholder. This

provision may come as a surprise for many U.S.
individuals. Foreign companies with only minority
U.S. shareholders may never have paid attention to
calculating their earnings and profits for U.S. tax
purposes because the possibility of inclusion under
U.S. tax law might never have been relevant.

Under section 965 as proposed by the Camp bill,
these companies would now need to go back to
1986 to calculate accumulated earnings, and minor-
ity U.S. shareholders could be looking at unex-
pected U.S. tax bills. The Nunes bill minimizes the
broader impact somewhat by limiting the inclusion
to U.S. corporate shareholders.

Foreign Cash
The Camp bill’s proposed section 965 provides

for a lower tax rate on foreign earnings that have
been invested in operational assets than on earnings
invested in cash. The bill goes to some lengths to
define what foreign cash means for this purpose,
and also provides rules to prevent abuse.

While the code uses the term ‘‘cash’’ frequently, it
is rarely defined. One definition is found in section
6867, which deals with cases when the owner of
large amounts of cash is not identified. In that
section and the interpreting regulations, cash is
defined to include foreign currency, any bearer
obligation, and any medium of exchange that is of a
type frequently used in illegal activities.

Proposed section 965 has a different definition. It
defines the aggregate foreign cash position of a
specified foreign company to include:

• cash and foreign currency;
• net accounts receivable; and
• the fair market value of actively traded per-

sonal property for which there is an estab-
lished financial market; commercial paper,
certificates of deposit, and the securities of the
federal government and of any state or foreign
government; any obligation with a term of less
than one year; and any asset identified by
Treasury as economically equivalent to any of
the above.

The definition contains an antiabuse rule that
says that if the Treasury secretary determines that
the principal purpose of any transaction was to
reduce a company’s aggregate foreign cash position
taken into account, the transaction shall be disre-
garded. But the definition of cash doesn’t work that
well in an affiliated group setting, where on-lending
of cash could artificially multiply the group’s cash
position.

Partnerships Treated as Corporations
In an odd twist to the foreign cash position

definition, proposed section 965 includes a provi-
sion that would treat partnerships as corporations
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for this purpose. Proposed section 965(c)(2)(E) says
that any foreign entity that would be a specified
foreign corporation of a U.S. shareholder if the
entity were a corporation will be treated as a
specified foreign corporation of that shareholder
when determining its aggregate foreign cash posi-
tion. It’s unclear what this provision is intended to
achieve, but it seems to introduce much potential
for confusion. If it’s intended to ensure aggregate
treatment of partnerships for purposes of calculat-
ing a company’s foreign cash position, it would
seem that a look-through rule — as drafted in many
other areas of the code — would have been simpler.

A Break for S Corps
In general, proposed section 965 would require

all U.S. shareholders — including partnerships and
corporations — to include as subpart F income the
accumulated foreign earnings of specified foreign
corporations. Current law defines (section 951(b)) a
U.S. shareholder as a U.S. person that owns 10
percent or more of the voting stock of a foreign
company (directly or by attribution), and the Camp
bill doesn’t propose to change that definition. Sec-
tion 7701(a)(30) defines a U.S. person to include a
U.S. citizen or resident of the United States, a
domestic partnership, and a domestic corporation.
But proposed section 965 specifically excludes S
corporation shareholders, allowing them to elect to
defer payment of any tax liability under section 965
until there is a triggering event concerning that
liability. A triggering event includes the company
ceasing to be an S corporation; a liquidation or sale
of substantially all of its assets; a cessation of
business; or a transfer or stock.

The policy rationale for giving S corporation
shareholders a pass is unclear.

Pro Rata Share
The Camp bill’s section 965 uses section 951 to

determine the amount of a U.S. shareholder’s inclu-
sion. It says that the determination of any U.S.
shareholder’s pro rata share of any amount with
respect to any specified foreign corporation is made
under rules similar to the rules of section 951(a)(2)
by treating that amount in the same manner as
subpart F income.

A complex set of regulations under section 951
address what a pro rata share means for a CFC with
multiple classes of stock. Taxpayers have struggled
to interpret these rules for decades. But the stakes
become inordinately higher when it’s not just sub-
part F income, but all of a foreign company’s
historic earnings, that are includable as U.S. taxable
income, and when the rules apply to shareholders
that have never previously had to calculate their
pro rata share of a foreign company’s earnings.

Tracking Earnings
The subpart F rules, while complicated, work

because they generally only require the inclusion of
a CFC’s current-year earnings. The rules become
much more complex when historical earnings must
also be tracked. These types of complications arise,
for example, in the rules of section 959, which apply
to track foreign earnings once a company has its
income included in its U.S. shareholder’s taxable
income under the subpart F rules. That code section
requires the creation of a special account — a
previously taxed income account — to ensure that
previously taxed earnings are not taxed again when
the company pays a dividend to its shareholders.

This concept raises numerous complexities in
application. It’s never been clear whether a previ-
ously taxed income account is a corporate-level
account or shareholder-level account, a distinction
that becomes relevant when shares are transferred
in the period between when the subpart F income
was earned and when a dividend is paid. Compli-
cations can also arise when a company has a deficit
in one year, subpart F income in another year and
pays a dividend in yet another year.

In 2006 the IRS issued proposed regulations
under section 959 (REG-121509-00). Ten years later,
it still has not managed to finalize them. An IRS
representative said in 2015 that the government was
working on it, acknowledging the confusion that
taxpayers face in attempting to apply the rules in a
coherent fashion. (Prior coverage: Tax Notes Int’l,
Mar. 16, 2015, P. 962.)

The mechanism that proposed section 965 intro-
duces for creating an inclusion for U.S. shareholders
implicates the same issues that the government has
been trying to address — unsuccessfully — for
years. The bill does not make clear what the time
period for determining accumulated foreign earn-
ings concerning any given U.S. shareholder is.
Presumably, it is limited to the time in which the
shareholder owned the stock, but that raises the
question whether, for example, prior-year deficits
can be used to offset earnings earned during that
time period, and how to determine that share when
the company’s capital and shares have shifted over
time.

Proposed section 965(b) provides for a reduction
in amounts included in the gross income of U.S.
shareholders of specified foreign corporations with
deficits in E&P. It says that for a taxpayer that is a
U.S. shareholder regarding at least one deferred
foreign income corporation and at least one com-
pany with an E&P deficit, the amount that would
otherwise be taken into account as a mandatory
deemed repatriation will be reduced by the amount
of the shareholder’s aggregate foreign E&P deficit.
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Because these rules also apply on an entity-by-
entity rather than affiliated group basis, it is likely
that numerous complications and planning oppor-
tunities could arise.

The After-Party
The Camp bill’s mandatory deemed repatriation

provision assumes that foreign E&P would in the
future generally be exempted from U.S. tax when
distributed. As such, tracking of previously taxed
income and foreign tax credits could become largely
irrelevant.

But whether larger tax reform that includes a
move toward a territorial system would be enacted
at the same time as a mandatory deemed repatria-
tion provision is questionable. As a result, previ-
ously taxed income accounts and foreign tax credit

pools may remain extremely relevant after a one-
time deemed mandatory repatriation.

A one-time deemed mandatory repatriation tax
raises larger concerns. None of the systemic issues
with the current tax system — those that create
incentives for moving operations offshore, and
those that introduce incentives for keeping foreign
cash offshore — would be solved by such an
approach. To the contrary, a one-time tax might
continue to encourage U.S. companies to hoard
offshore cash in what could be characterized as a
well-planned move to wait for the next time
Congress acts to reduce the tax rate on foreign
earnings.

This article originally appeared in Tax Notes Int’l, Mar. 20,
2017, p. 1042.
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NEWS ANALYSIS

States Consciously Uncoupling
From the Cash Flow Tax?
by Lee A. Sheppard

At least since the Reagan administration, partici-
pants in government at all levels and of both parties
have gone along with what economists told them
about how the world works. Economists think that
taxes are bad and reduce the supply of whatever is
taxed. The supply-side tax cutting revolution that
propelled President Reagan to the White House
started as a property tax revolt in Orange County.
California had the best state school system in the
country when Proposition 13 passed in 1978. It now
has one of the worst.

In a new book, Economism: Bad Economics and the
Rise of Inequality, James Kwak, a lawyer and profes-
sor at the University of Connecticut School of Law,
lays bare the damage that heeding advice from
economists has done to government and the
economy at all levels. Chapter 6 is devoted to taxes.
Kwak debunks the supply-side shibboleths that
investment is goosed by tax reductions and that
individual rates must be low to keep the rich
working. Nope, investors invest because they have
more money than they can consume. The working
rich work because they want to. Rational economic
man does not consult a tax professional before
getting out of bed in the morning.

As the coauthor of 13 Bankers with former IMF
chief economist Simon Johnson, Kwak understands
that the government can create money to spend on
whatever it wants — the way the Fed monetized the
losses on bank books. Kwak knows better than to
insist that taxes fund federal government programs.
Readers, taxes merely measure the cost of pro-
grams. Kwak understands that the tax cutters are
gunning for the social safety net, but the connection
goes the other way. Middle-class programs will stay
funded through the ballot box.

At the state level, however, it is true that taxes
and heavy borrowing fund government programs.
As California’s Proposition 13 and the recent
brushes with bankruptcy of several cities, including
Detroit, demonstrated, the federal government does
not come to the aid of insolvent state and municipal
government.

‘‘The states will not get the joke,’’ said H. David
Rosenbloom of Caplin & Drysdale Chtd. at the
recent 17th annual NYU/KPMG Tax Symposium
on tax reform, referring to the import tax currently
being discussed. Participants at that conference
voted to support a VAT. The House Republican
blueprint would install a destination-based cash

flow tax (DBCFT) that would not be a VAT, but
would require VAT mechanisms to enforce.

The DBCFT would not directly interfere with
state and local sales taxes. It would interfere with
state corporate income taxes, most of which key off
the federal corporate income tax. ‘‘Any significant
federal income tax reform is going to affect state
corporate income taxes bigly,’’ said Harley Duncan
of KPMG, former head of the Federation of Tax
Administrators and the Kansas Department of Rev-
enue, who spoke at the NYU conference. Duncan
promised that a new equilibrium would emerge,
but that getting there will be difficult and complex
— even though states got there first on some
questions.

States don’t have their own
currencies, and most have balanced
budget requirements. Many have
deficits, and the state share of
Medicaid accounts for one-quarter or
more of their budgets.

The House Republican blueprint would repeal
the corporate alternative minimum tax and reduce
the 35 percent rack rate to 20 percent, the current
AMT rate. The corporate income tax would permit
expensing of capital investment. Intellectual prop-
erty could be expensed, but land could not. Net
interest would be nondeductible. Expensing would
put the corporate income tax on a consumption
base.

The blueprint’s international changes would put
the federal government on a water’s-edge system.
There would be a territorial system using the
mechanism of a full dividend exemption. The
manufacturing deduction and other unspecified
goodies would be repealed. The border adjustment
would be the combination of a foreign income
exclusion, a wage deduction from domestic income,
and a 20 percent tax on income from imports in the
form of denial of deduction of costs of goods sold.

Well, gee, if we’re supposed to be congratulating
a handful of large exporters, shouldn’t states join in
the fun? States don’t have their own currencies, and
most have balanced budget requirements. Many
have deficits, and the state share of Medicaid ac-
counts for one-quarter or more of their budgets.

How It Works
States generally start the computation of their

corporate income tax base with line 28 (federal
taxable income) or 30 (net operating losses) on Form
1120 to determine the corporate income tax base.
Like Gwyneth Paltrow, states can consciously or
automatically couple or uncouple from the federal
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base. Duncan explained that there are two types of
linkage to the federal rules.

Static conformity means that the state legislature
must specifically adopt each change made to the
Internal Revenue Code. Duncan noted that most
static states update their tax laws regularly, and
generally adopt the federal changes. Nearly half the
states are static.

Another version of static conformity is fixed date
conformity, which says that the state adopts the
code as it was written on a certain date. That means
that taxpayers must redetermine their federal in-
come without federal changes made after that date
to get their starting base for state taxable income.
California has fixed date conformity, and updates
its tax law every legislative session.

Rolling conformity means that each change is
automatically incorporated, but the state retains the
option to reject a particular change. New York, New
Jersey, Pennsylvania, Illinois, and Tennessee have
rolling conformity. The other rolling conformity
states are breadbasket Midwestern states. Yet an-
other approach is specific conformity to only certain
sections of the code. Arkansas and Mississippi have
their own little club of specific adopters.

States often shy away from big-ticket federal
subsidies for obvious budgetary reasons. Duncan
explained that when 50 percent bonus depreciation
was enacted in Tax Increase Prevention Act 2014, 30
states, including Texas, California, New York, and
Illinois, decoupled from it. So if the federal income
tax were converted to a cash flow tax, many states
could be expected to get off the bus.

‘If you are having fun tracking your
NOLs across states and over time,
you’re going to have more fun,’
Duncan said.

But if the federal capital cost recovery structure is
gone, states would have to be able to administer old
rules on their own, Duncan explained, and would
have to put in the infrastructure to do that. ‘‘De-
grading performance of the IRS on account of
severe budget cuts would affect all conforming
states generally,’’ said James Wetzler, former com-
missioner of the New York State Department of
Taxation and Finance.

Indeed, as a general proposition, poor IRS per-
formance gives states less incentive to conform to
the federal system. Wetzler pointed out that federal
conformity is desirable not merely because it is
easier for state tax administrators and taxpayers,
but also because it causes states to conform to each
other, which they wouldn’t otherwise do. So a new

federal scheme that states don’t want to conform to
would tend to discourage desirable uniformity.

Peter L. Faber of McDermott Will & Emery
warned about the combination of expensing and
apportionment in these pages. Expensing is, of
course, deferral. But when expensing is combined
with apportionment results that could vary from
year to year, there could be distortions, especially if
some states adopt expensing and others do not.
Some income would be taxed twice and other
income would not be taxed at all (State Tax Notes,
Feb. 20, 2017, p.647).

States’ corporate income tax bases are generally
unaffected by federal rate reductions except to the
extent that they allow deductions for federal in-
come taxes, but lower federal rates may draw more
attention to state rates. The blueprint calls for
perpetual carryforward of NOLs, plus interest, and
no carryback of NOLs. NOL rules are a mess at the
state level, and can be expected to stay that way,
according to Duncan. ‘‘If you are having fun track-
ing your NOLs across states and over time, you’re
going to have more fun,’’ he said.

A Useful Experiment
The blueprint’s denial of a deduction for import-

ers’ costs of goods sold would effectively be a 20
percent tax on imports. The DBCFT dredges up a
thorny question with which states have wide expe-
rience and little luck — collecting tax from remote
sellers. ‘‘It is a piece of the system that is likely to
leak,’’ said Duncan in a gross understatement.

‘‘If you want to look for experience in how to
collect tax from foreign entities or entities that don’t
have an obligation to collect, don’t look to the
states,’’ Duncan joked. ‘‘That’s our remote selling
issue. States have been trying to work that issue for
50 years.’’ States are trying to work with interme-
diaries, payment processors, and delivery services.

Some states have, or have had, cash flow taxes.
The Michigan single business tax was a subtraction-
method consumption tax intended to make the auto
companies pay tax to support public services
whether they were profitable or not. It was repealed
because it was viewed as a tax on production in the
state. (Prior analysis: State Tax Notes, July 23, 2007,
p. 255.)

‘‘We’ve seen taxes like [the DBCFT] before,’’ said
Duncan, pointing to the Michigan business tax,
which was based on receipts from sales minus
purchases from other firms. The Texas margin tax is
about the same. Its base is gross receipts, from
which the taxpayer may choose to deduct one of
four items: cost of goods sold, compensation, 30
percent of the revenue or $1 million. ‘‘It’s not
unheard of at the state level to have something like
this.’’
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State cash flow taxes may not be income taxes for
some purposes, although financial accounting treats
them as such. The state of Texas argued before the
state’s highest court that its margin tax is not an
income tax subject to apportionment under the
Multistate Tax Compact because it is not imposed
on net income. The state’s argument that it could
apportion on a gross margin method prevailed on a
motion for summary judgment below (Graphic Pack-
aging Corp. v. Hegar, 471 S.W.3d 138 (Tex. App.
Austin 2015, pet. pending), No. 15-0669 (Tex. S.C.),
Doc 2017-30478).

Mechanically, moving off the income tax to the
cash flow tax would not be difficult for states, if the
federal government could do it. But states in the
posture of exporters of manufactured goods or
mineral resources would take an unwelcome hit to
their corporate tax base.

‘‘States have tried to move their corporate in-
come tax away from a tax on production, toward a
tax on consumption within the state,’’ Duncan
observed. States have double-weighted their sales
factor or adopted single-sales-factor apportion-
ment. Sales of personal property are sourced to
destination. In the last five years, apportionment of
services has become destination-based, using
market-based sourcing to where the service is used
or the customer resides. ‘‘There’s experience to
draw on.’’

The blueprint would necessarily deny deduction
of net interest expense. States would have every
reason to conform to that. They have been battling
interest deductions used for income stripping for-
ever.

Five states have no corporate income tax (a cash
flow tax being an income tax for this purpose).
Three of them, Nevada (commerce tax), Ohio (com-
mercial activity tax), and Washington (business and
occupation tax), have gross receipts taxes in lieu of
corporate income taxes, Duncan noted. The DBCFT
may drive other states in that direction, because a
gross receipts tax is simple, stable, and raises rev-
enue — despite being, in Duncan’s view, inelegant
and bad tax policy. And other complications of the
DBCFT may drive states toward gross income taxes,
according to Duncan.

Krafty
There could be a constitutional challenge to state

conformity to the DBCFT, according to Duncan and
other observers (Kraft General Foods Inc. v. Iowa
Department of Revenue, 505 U.S. 71 (1992)). A loss in
the courts would not be a certainty, but it might be
a risk states don’t want to take.

The issue in Kraft was treatment of foreign-source
dividends under the Iowa corporate income tax,
which permitted a dividends received deduction

for domestic dividends but not for foreign (alien)
dividends unless they represented domestic busi-
ness. Iowa had water’s-edge taxation but taxed
foreign dividends paid to the parent, with no for-
eign tax credit. The Supreme Court held that the
state could not discriminate against out-of-state
dividends, even if it was merely following federal
rules.

The U.S. government intervened on behalf of the
state, arguing that a subsidiary’s place of incorpo-
ration had nothing to do with where it does busi-
ness. So Iowa’s treatment of dividends did not
discriminate against foreign commerce. The parties,
however, had stipulated that Kraft’s foreign subsid-
iaries did business in foreign countries, so that the
flow of business between them and their U.S. parent
was foreign commerce, and the dividends them-
selves were foreign commerce. The Court did not
accept the argument that Kraft could use U.S.
subsidiaries to conduct its foreign business.

The treatment of dividends could discriminate
against foreign commerce even if domestic com-
merce were not affirmatively advantaged. ‘‘We
think that a State’s preference for domestic com-
merce over foreign commerce is inconsistent with
the Commerce Clause even if the State’s own
economy is not a direct beneficiary of the discrimi-
nation,’’ Justice John Paul Stevens wrote in Kraft.

The icing on the cake was the Court’s rejection of
Iowa’s argument that using the federal definition of
taxable income was administratively convenient.
Nope, said the Court, it’s facially discriminatory
even if it does make life easier for taxpayers too.
Kraft backed out foreign dividends when it filed its
return — as other states allowed — and then went
to court. ‘‘The adoption of the federal system in
whole or in part, however, cannot shield a state tax
statute from Commerce Clause scrutiny,’’ Stevens
wrote.

Chief Justice William Rehnquist and Justice
Harry Blackmun, the former tax lawyer, dissented,
arguing that Kraft did not meet its burden of
showing that under no set of circumstances could it
operate in a nondiscriminatory way (Japan Line Ltd.
v. County of Los Angeles, 441 U.S. 434 (1979)). The
taxpayer was domestic, and the U.S. government
intervened on behalf of the state (Container Corp. of
America v. Franchise Tax Board, 463 U.S. 159 (1983)).
‘‘The suggestion that Iowa’s tax has any real effect
on foreign commerce is absurd,’’ Rehnquist wrote,
rejecting the stipulation.

Kraft was a hair-trigger invocation of the foreign
commerce clause, but it is the law and poses con-
siderable risk for states. The DBCFT is intended to
discriminate against imports and favor U.S. com-
merce in the form of exports, even though it might
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be neutral in actual practice. So allowing a deduc-
tion of wages only for exports could raise a Kraft
issue for states adopting the DBCFT. That’d be fun
— it’d be a chance to go to the Court to get the silly
result in Kraft reversed.

As proposed, the blueprint’s export subsidy
would be implemented by excluding the exporter’s
revenues from income, which would cause havoc
with conforming state bases (as would the alterna-
tive, a deduction of export earnings from taxable
income). The import tax would be a disallowance of
importers’ cost of goods sold deductions. If the
DBCFT were implemented this way, Kraft would
mean that states that automatically conformed
would have a constitutional problem.

Faber pointed out that if the border adjustment
were to take the form of a tax credit against the
exporter’s corporate income tax liability, the effect
on federally conforming states would be mini-
mized. States would have to separately decide
whether to enact a similar credit, limited to tax on
export income apportioned to them, and subject to
Kraft.

Indeed, Duncan’s argument that states may be
driven toward gross income taxes rests on not just
revenue considerations, but also on the legislative
and administrative effort that would be necessary
to make a DBCFT-conforming tax constitutional
under Kraft. (Prior analysis: State Tax Notes, Mar. 6,
2017, p. 849.)

Moreover, the blueprint’s repatriation tax holi-
day would directly implicate Kraft, because repatri-
ated earnings would be foreign dividends. Most
states don’t tax foreign dividends, so if they did
nothing, this immediate income pickup would go
untaxed. Would they want to tax it? Conforming
states would have to apply a tax to domestic
dividends currently eligible for a dividends re-
ceived deduction. ‘‘A few states may make a run at
that,’’ Wetzler speculated.

Internal Consistency
The DBCFT would raise revenue through the

import tax, and most states are in an import pos-
ture, so conformity would be tempting from a
revenue standpoint, according to Wetzler. He didn’t
think that conformity would be a slam-dunk for-
eign commerce clause loss for the states because the
combination of export and import elements might
not be discriminatory (Comptroller of the Treasury v.
Wynne, 135 S. Ct. 1787 (2015)). However, he warned
that states couldn’t take the risk of having to pay
large refunds to importers if the import tax were
invalidated.

Wynne was a hugely important internal consis-
tency decision in which the Supreme Court held
that Maryland had to give resident individual tax-

payers a full credit for taxes paid to other states on
passive investment income. The taxpayers received
passthrough income from an out-of-state S corpo-
ration. They got a Maryland state tax credit for
out-of-state tax paid, but no credit against their
county portion of Maryland state taxes. Again the
U.S. government intervened on behalf of the state.

‘Congress ought to give the states the
ability to conform if they want to. The
states should be asking for that, and
Congress should give it to them,’ said
Wetzler.

Justice Samuel Alito, writing for the majority,
compared the failure to give a credit against the
county portion of the state tax to a tariff, applying
the counter-factual internal consistency test that
asks what would happen if every state failed to give
a credit. If every state failed to credit the county
portion of taxes, everyone earning interstate income
would be taxed at a higher rate.

‘‘Maryland could remedy the infirmity of its tax
scheme by offering, as most States do, a credit
against income taxes paid to other States. If it did,
Maryland’s tax scheme would survive the internal
consistency test,’’ Alito wrote.

Dissenting Justice Antonin Scalia scoffed at the
negative commerce clause doctrine, while Justice
Clarence Thomas doubted that it affirmatively re-
quired Maryland to grant full credits for other
states’ taxes. Dissenting Justice Ruth Bader Gins-
burg argued that a state is constitutionally permit-
ted to tax all the income of its residents, wherever
earned, regardless of what the source state does,
limited by what voters will tolerate. The Constitu-
tion doesn’t prohibit technical double taxation
(Shaffer v. Carter, 252 U.S. 37 (1920)).

In Wynne, Supreme Court accepted the economic
analysis, Wetzler noted. If courts accepted that
analysis, the DBCFT combination of export subsidy
and import penalty might not be discriminatory,
even if the elements don’t precisely offset each
other. In every state, a particular corporate taxpay-
er’s rate and apportionment fraction are going to be
different. In most cases, the export subsidy would
be lower than the import tariff, so the economic
analysis might nonetheless indicate that the DBCFT
combination was discriminatory.

Permission to Discriminate?
Alternatively, Congress could try to salvage the

DBCFT before the WTO by replacing the proposed
exporter wage deduction with a credit for wages or
payroll taxes. If the DBCFT export subsidy took the
form of a payroll tax credit instead, state taxable
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income would increase, but would states give a
credit for out-of-state employees? Probably not,
Wetzler noted. Business would not appreciate such
an expansion of the state tax base, but states con-
ceivably could credit apportioned tax only for in-
state employees. Under Wynne, a credit for in-state
employees against post-apportionment tax liability
would satisfy internal consistency.

What if the federal government paid explicit
refunds to exporters and installed a tariff to collect
tax on imports? In Wetzler’s view, there would be
no practical way for states to conform if the federal
government paid refunds and the import tax were
to take the form of a tariff or excise tax — which
would be the most practical way to collect it.

Given the headline risk of enormous refunds and
the impracticality of the import tax, a likely com-
promise might be exclusion of exporter revenues
coupled with an import tariff. That would be the
worst of both worlds for conforming states. The
corporate base for exporters would be hammered
for automatically conforming states, which could
not constitutionally impose tariffs on imports.
‘‘Conforming states could not take the risk of at-
tempting that,’’ said Wetzler, adding that importers
would file refund claims.

Congress could affirmatively give the states the
right to discriminate, under the commerce clause.
‘‘Congress ought to give the states the ability to
conform if they want to. The states should be asking
for that, and Congress should give it to them,’’ said
Wetzler.

The rarely enforced nondiscrimination clause in
U.S. treaties applies to the states as well as the

federal government. But Wetzler did not see much
possibility for a challenge, given that foreign com-
panies operate in U.S. states through subsidiaries so
they don’t take the risk that the parent would be
taxed. U.S. subsidiaries of a foreign company are
not protected by treaty. States could live with the
risk of a nondiscrimination clause case.

‘There’s a little bit of a pig-in-a-poke
issue that states are being asked to
accept with dynamic scoring,’ said
Duncan.

States also have a more prosaic problem of adop-
tion of the DBCFT, assuming an effective date of
January 2018, because some state legislatures meet
for only a few months per year, Duncan explained.
Blue states may want to increase their reliance on
the income tax. Other states may want to retain
their consumption taxes while using their income
taxes as benefits-based taxes.

‘‘It’s not all going to be 100 percent in sync with
what the Congress wants to do,’’ said Duncan,
noting that 30 states have deficits and are frightened
to death about Obamacare repeal. ‘‘There’s a little
bit of a pig-in-a-poke issue that states are being
asked to accept with dynamic scoring.’’ They may
not buy into dynamic scoring, and the use of static
scoring may make them reluctant to adopt the
DBCFT or reduce their rates.

This article originally appeared in State Tax Notes, Apr. 10,
2017, p. 131.
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How Would Federal Tax Reform
Affect the States?
by Valerie C. Dickerson, Matthew J. Ehinger,
Peter L. Faber, Lynn A. Gandhi, Billy Hamilton,
Helen Hecht, Janette M. Lohman,
Mark J. Richards, Arthur R. Rosen,
Mark F. Sommer, Sally Wallace,
Marilyn A. Wethekam, and Kathleen K. Wright

50 Directions of Tax Reform

Valerie C. Dickerson is
a tax partner and leads
Deloitte’s Washington
National Tax-Multistate
practice.

I like to joke with my
federal colleagues that
there are no fewer than 50
directions the states could
take with tax reform.

While I would expect
that ultimately a signifi-
cant majority of states
will conform to any tax
reform enacted by Con-

gress, the degree of conformity may vary widely
depending on the anticipated budget impact in each
state. For instance, a hypothetical state that is a
heavy export base may resist any type of income
exclusion for exports, if adopted. Similarly, states
with capital concentrations may refuse to conform
to full expensing if this is perceived as too expen-
sive. As a result, we may see broad decoupling from
such provisions despite other base-broadening
measures in place. We have witnessed similar de-
coupling across the state landscape before, notably
relative to bonus depreciation, and it is not unrea-
sonable to expect it here. This time around, the
principal business composition within the state may
well become one of the policy decision drivers of
the degree of acceptable conformity.

Of course, if nonconformity were to become a
prevailing theme in any particular state, I could see
a desire by some lawmakers to move to a gross
receipts tax for apparent greater simplicity and
stability. Yet the more likely path — or at least a
perceived less burdensome path in the short term —
may be to freeze conformity for a year or so in order
to see how the federal changes shake out, during
which time the necessary analysis can be conducted
to determine the impact.

Well-advised state lawmakers may also spend
time considering to what degree it is constitution-
ally permissible for a state to adopt any expense
disallowance provisions based on non-U.S. activi-
ties, but it’s probably too early to speculate, and I
would not expect this to take up much airtime in
the debates.

I am reminded of the public comments of Cali-
fornia tax reform activists to the Bush tax cuts in the
early 2000s,1 to the effect that since the federal
government was no longer collecting a ‘‘fair share’’
from the people, the state would be harmed, and
California should increase taxes to make up for the
shortfall. As possible current evidence that states
could diverge from federal action, Gov. Jerry Brown
(D) pointed out in his January State of the State
address that with the funding of ‘‘tens of billions of
federal dollars,’’ California ‘‘embraced the Afford-
able Care Act’’ with resulting coverage for ‘‘over
five million people.’’2 He then vowed and encour-
aged other governors, and presumably lawmakers,
to ‘‘do everything we can to protect the health care
of our people.’’3

Already in California, we can see some tension
brewing between a more territorial regime desired
by Congress and the administration, and an asser-
tion of worldwide combined reporting. S.B. 567
(Sen. Ricardo Lara (D)) was recently introduced,

1John M. Broder, ‘‘Budget Deficit Climbs Steeply in Califor-
nia,’’ The New York Times, Dec. 19, 2001. Comments took place at
the last California Tax Policy Conference funded by the Board of
Equalization and Franchise Tax Board when the California was
facing a fiscal 2001-2002 budget deficit of $4 billion. By fiscal
2011-2012, that deficit was nearly $27 billion. (Historical budget
data back to 2007.) California had been back ‘‘in the black’’ of
late but the governor’s 2017-2018 proposed budget predicts a $2
billion deficit.

2 ‘‘Governor Brown Delivers 2017 State of the State Address,’’
Jan. 24, 2017. ‘‘$1.9 Billion Error Adds to California Deficit
Projection,’’ The Mercury News, Jan. 18, 2017. The aforemen-
tioned projected budget deficit is reported as being related to
underestimated Medi-Cal costs.

3 Id. It is worth noting, however, that California lawmakers
remain constrained by the requirement of a two-thirds vote of
each house in order to enact a bill that increases tax for even one
taxpayer. Such an environment potentially makes any California
reaction to tax reform difficult, notably one that may result in an
expected tax increase.

In this second edition of Board Briefs, board
members were asked to weigh in on how they
believe federal tax reform will affect the states.

This publication is intended for general informa-
tion purposes only and does not and is not in-
tended to constitute legal advice.

The reader should consult with legal counsel to
determine how laws or decisions discussed herein
apply to the reader’s specific circumstances.
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which, among other things, would discontinue the
water’s-edge election for tax years beginning on or
after January 1, 2017, with existing electors unable
to elect water’s edge for tax years beginning on or
after January 1, 2023.

There has been some thought that repatriation
(assuming an effective repatriation of cash were
adopted) might lead states to up their game in
terms of competing for business investment
through enhanced statutory credits or incentive
programs. Looking again to California, the evidence
does not quite bear that out in terms of notable bills,
at least not yet. S.B. 337 (Sens. Patricia Bates (R) and
Janet Nguyen (R)) merely proposes special fund
allocation for any influx of revenue related to
repatriation. Notably S.B. 364 (Sen. John Moorlach
(R)) contains skeletal language to ‘‘address compre-
hensive tax reform.’’

Already in California, we can see
some tension brewing between a
more territorial regime desired by
Congress and the administration, and
an assertion of worldwide combined
reporting.

While it may be somewhat early to speculate on
what will be the state-by-state reaction to enacted
federal tax reform, it is not too early for taxpayers to
consider what may be necessitated by these
changes. Some of that may involve consideration of
accelerated deductions, though resources should
also be directed to managing the multiple and
potentially disparate necessary changes to systems
and processes to deal with staggered conformity,
partial conformity, and disconformity. In other
words, the more things change, the more they stay
the same.

Radical Changes Behind the Blueprint

Peter L. Faber is a part-
ner with McDermott Will
& Emery, New York.

Any discussion of fed-
eral tax reform must be
speculative because one
predicts what is going to
happen in Washington at
one’s peril. Nevertheless,
SALT professionals must
recognize that the federal
tax landscape may
change dramatically over
the next year and that
may have an impact on

the state and local tax landscape.4
Republicans have not controlled both houses of

Congress and the presidency for many years, so it
has been possible for them to come up with tax
reform ideas without having to put them into effect.
They will no longer have this luxury. This means
that they will have to zero in on the actual conse-
quences of those ideas, and we are already seeing
resistance beginning to develop to some concepts
that sound nice in principle but may be difficult to
apply in practice. It seems likely that there will be
significant cuts in corporate tax rates but, beyond
that, what will happen is anybody’s guess. The
states are, of course, not required to mirror federal
rate changes, but changes in the federal tax base
will automatically be incorporated into the laws of
most states unless the states affirmatively choose to
decouple from the federal changes.

President Trump would treat an investment fund
promoter’s income from a carried interest as busi-
ness income, not as investment income, even
though it represents the promoter’s share of the
fund’s investment income. The House Republican
blueprint contains no such provision. If this be-
comes law, promoters and managers of funds that
operate in states of which they are not residents
may find themselves taxed on their carried interest
income attributable to those states for the first time.

The blueprint and the Trump proposal would
radically change the treatment of assets used in a
business. The present system, under which the cost
of assets is deducted over a designated period,
would be replaced by a system in which the cost of
assets would be immediately deductible. The states
would have to decide whether to go along with

4 For a more extended discussion of these issues, see Peter L.
Faber, ‘‘The Impact of Federal Tax Reform on State and Local
Taxation,’’ State Tax Notes, Feb. 20, 2017, p. 647.
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such a system. States have often decoupled from
federal depreciation incentives, and full expensing
is a variation on the accelerated depreciation theme.

It is obvious that a full-expensing regime would
require some limitation on deducting interest. Oth-
erwise, companies could borrow money to pay for
capital investments and, in effect, get a double
deduction by deducting the cash paid for the in-
vestments as well as the interest on the loan.
Accordingly, both the blueprint and the Trump plan
provide for some limitations on the ability of busi-
nesses to deduct interest. States would have to
coordinate their approach to deducting interest
with their approach to expensing assets. One won-
ders whether state legislatures will have the sophis-
tication to make the connection between the two
provisions.

The House Republican blueprint provides for
‘‘border adjustability,’’ which, in effect, will amount
to a rebate of tax on products that are exported from
the U.S. to another country and a tax on products
that are imported. Trump has criticized this pro-
posal as being unduly complex, and its prospects
will obviously depend on Congress’s approach to
trade policy in general. Here, too, the states will
have to decide whether to incorporate these con-
cepts if they become part of the federal law. This
may depend, in part, on how they are implemented.
Obviously, if they are implemented through tax
deductions or additions to income, they will auto-
matically become a part of the laws of states that
conform to federal taxable income unless the states
choose to decouple.

The border adjustment proposal has proved to be
one of the most controversial proposals floating
around because of its complexity (for example, how
does one deal with a product that is exported but
that is made in part from imported components),
and because it may hurt as many U.S. companies as
it helps. My prediction is that it will fall by the
wayside when Congress starts to focus on it, but my
predictions have not always been accurate (I
thought that the Atlanta Falcons would win the
Super Bowl), so one should take this with more
than a few grains of salt.

Tax reform can be a good thing, but it can also
cause much mischief.5 We will see what happens
this time around.

Between a Rock and a Hard Place?

Lynn A. Gandhi is a
partner with Honigman
Miller Schwartz and
Cohn LLP, Detroit.

While federal tax re-
form is likely to affect
state tax revenue, I sus-
pect the states’ response
will be cautious for nu-
merous reasons. First,
states will need to ana-
lyze the federal tax re-
form package in full and
digest the key elements
that are most likely to re-

ceive support and pass into law. To do so, states will
need to model the future impact of the proposed
federal tax changes, diverting time, effort, and other
state resources from ongoing state budget activity
and pending state legislation.

Second, for those states that have only a part-
time legislature or only consider taxes on a biannual
basis, a special session may need to be called to
address the impact and response to federal tax
reform. This may be costly and distracting, particu-
larly if the federal tax reform package contains
items for which partisan lines will be drawn.

Third, the states will have to balance their current
budget needs and projects underway with the
trickle down effects of federal tax reform. Changes
to the federal code, which promote capital invest-
ment or the repatriation of overseas earnings, look
good on their face, but come with secondary affects.
Each state will need to gauge the impact to its
revenue, based on its particular tax environment,
industrial base, aspects of its population, etc. For
select elements of federal tax reform, it may be
apropos to continue conformity with the federal
code. For other elements, the cost or the policy may
be unpalatable. This could result in partisan bicker-
ing at the state level and affect passage of the
federal package. While unlikely to be a ‘‘chicken
before the egg’’ situation, the administration will
likely lead rather than listen first (as the brief
history of this administration has shown). It would
behoove federal tax reformers to conduct a ‘‘listen-
ing tour’’ of state treasurers and budget directors
before the formal rollout of the package. While
some items have been on the list for decades, others
will be new efforts to address modern issues, which
likely have not been thoroughly vetted. Again, the
state impact will need to be carefully forecasted
before valuable input can be provided as to the
effect on the states, and I suspect the time frame will
be too compressed to permit thoughtful reflection.

5 My son, Tom, in a paper written when he was in third
grade, described hell as ‘‘tax reforms being signed all around.’’
His description was later approved by a justice of the U.S.
Supreme Court.
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Fourth, the lessons learned from the Reagan era
reform were costly for the states in terms of an
increase in the complexity of tax administration.
The introduction of the accelerated cost recovery
system (ACRS) of depreciation forced many states
to decouple from these rules due to the reduction on
state taxable income that ACRS had on the states.
The states will again be faced with the decision of
whether decoupling will be necessary to preserve
the state’s fiscal health. This will require system
changes, which are time-consuming and costly to
implement. States may be in between a rock and a
hard place in deciding to increase complexity or
face a reduction in revenue. Not an enviable posi-
tion.

While unlikely to be a ‘chicken before
the egg’ situation, the administration
will likely lead rather than listen first.

In Michigan, we have numerous expensive ini-
tiatives underway: reform municipal employee
pensions, increase educational funding, replace out-
dated water and sewer infrastructure, and contin-
ued investment in roads. At the same time, the
Republican-led House has introduced H.B. 4001 to
phase out Michigan’s flat rate 4.25 percent income
tax. Federal tax reform comes at an inopportune
time and will be one more moving part in 2017.
Never a dull day at the office!

I Say It’s Spinach

Billy Hamilton is the
executive vice chancellor
and CFO of the Texas
A&M University System.

There’s an old gag that
originated in a New Yorker
cartoon in the 1920s. In it
a mother tries to per-
suade her daughter to eat
her vegetables. The
mother says: ‘‘It’s broc-
coli, dear.’’ The daughter
replies: ‘‘I say it’s spinach
and I say the hell with it.’’

That old joke still pops
up occasionally. I remember it being trotted out in
1990 when President George H.W. Bush revealed
that he didn’t like broccoli, a perfectly reasonable
position as far as I’m concerned but one that
touched off a mini-outcry of indignation.

My bet is that the states will be saying the same
thing in the near future about federal tax reform.
However nutritious it is (or isn’t), I suspect it will be
greeted in many states by a variation on the theme
of ‘‘I say it’s spinach, and I say to hell with it.’’

In a recent analysis, Anne Stauffer and Mark
Robyn of the Pew Charitable Trusts pointed out that
41 states and the District of Columbia have broad-
based personal income taxes that tie to the federal
tax code. ‘‘Changes to federal deductions and cred-
its could directly affect state tax systems, thus
affecting revenue, and could have indirect impacts
such as raising states’ borrowing costs,’’ they
wrote.6

The problem is not necessarily that the idea of
federal reform is bad. The problem is that it’s a huge
unknown that could help or hurt the states — or
help some and hurt others — and it’s impossible to
know for sure based on current proposals because
the end result inevitably will change, possibly dra-
matically, as it moves through the legislative meat
grinder.

Even then, the effects of federal reform might not
be clear. A cottage industry for consultants grew up
in the late 1980s built on the states’ utter confusion
about what the Tax Reform Act of 1986 would mean
for their tax systems.

You need only look at state tax reform efforts in
recent years to see why there’s more than a little

6 Ann Stauffer and Mark Robyn, ‘‘States Would Feel Impact
of Federal Tax Reform,’’ the Pew Charitable Trusts (Feb. 16,
2017).
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room for trepidation. Everyone is in favor of re-
forming the bad, old tax system until they see the
actual details. Tax reform — even revenue-neutral
reform — creates winners and losers. The winners
are happy; the losers hire lobbyists.

Look at recent history. Several states have pro-
posed income tax cuts accompanied by income or
sales tax base expansion. Often the result is that the
base expansion is opposed, while the tax cuts are
embraced. The outcome isn’t tax reform. It’s a big
tax cut that often leaves the state’s finances seri-
ously weakened.

The classic example of that unraveling is Kansas,
where the state’s Republican-led Legislature re-
cently voted to roll back deep income tax cuts
championed by Gov. Sam Brownback (R), setting up
a showdown the governor narrowly won when
lawmakers narrowly upheld his veto of the tax bill.

That’s a long way from 2012 when lawmakers, at
Brownback’s urging, cut individual tax rates by 25
percent and repealed the tax on sole proprietorships
and other passthrough businesses. Under Brown-
back’s original plan, the cuts would have been
offset, in part, by eliminating 23 deductions from
the tax code. The final bill included the tax cuts,
whittled down the list of deductions eliminated
sharply, and allowed a temporary sales tax rate
increase to expire. State revenue has never been the
same. To compound the problem, more tax cuts
were approved in 2013.

I’m not equating federal tax reform with Kansas
tax reform, but I am equating the common pitfalls
of tax reform regardless of who is working on it.
Federal tax reform may wind up decreasing state
revenue or preempting state and local tax powers. It
could raise the cost of borrowing by making cur-
rently tax-exempt bond interest taxable. Even if
base broadening works and state revenue is in-
creased, that will create challenges in these politi-
cally fraught times.

It’s not the goal of tax reform that should make
the states uneasy; it’s the fact that whatever is being
proposed right now may change radically and
unpredictably in a final bill once Congress and the
lobby start mucking around with the details. In this
game, the states are mice scurrying for cover while
the elephants dance.

If the states are lucky, maybe Congress and the
administration will pay more attention to their
concerns than state legislatures do to local govern-
ments when they decide to ‘‘fix’’ local taxes. Maybe
I’m unduly pessimistic, but I fear state and local
governments will be served a heaping helping of
spinach before this is all over.

Maybe Camus Was Right

Helen Hecht is general
counsel for the Multistate
Tax Commission.

Taxes may be as certain
as death, but tax reform,
most decidedly, is not.
Experts tell us that the
House tax reform pack-
age either will, or will
not, include select provi-
sions; may, or may not,
have the necessary Senate
votes; and can, or cannot,
get President Trump’s
support. But one thing is

certain — if enacted, it will definitely spur eco-
nomic growth, unless it sparks a recession. So, how
will federal tax reform affect the states? The answer
depends as much on one’s philosophical outlook as
on one’s choice of assumptions. A cynic, for ex-
ample, might observe that prior tax reform is what
gave us the current system.

I’m not the first to link philosophy with tax
reform — a task that’s been called Sisyphean after
the story made famous by Albert Camus, the French
philosopher. Sisyphus was fated to roll a giant
boulder up a mountain, just to have it roll back
down, day after day, year after year, for eternity. So
it’s an apt analogy. Camus, however, was not a
cynic. And he insisted: ‘‘One must imagine Sisy-
phus happy.’’7 But in case one finds that impossible,
then Camus also said this — ‘‘There is no fate that
cannot be overcome by scorn.’’8

States are apparently fated to have their income
taxes tied to federal law — a legacy of the Willis
committee. So, as my friend Jim Eads puts it,
‘‘Congress is driving the car and states are in the
back seat — except that it’s not a car, it’s a train —
and the states are not in the backseat, they’re in the
caboose.’’ As a result, no matter how significant the
effects of proposed federal tax reform may be, they
will always be overshadowed by the effects of
needed reforms. No surprise, then, that states treat
federal tax reform with a bit of scorn.

Take partnership taxation. Partnerships are the
fastest-growing form of business9 and include the
complex high-wealth private equity structures that

7 Albert Camus, ‘‘The Myth of Sisyphus,’’ (Hamish Hamil-
ton, in English, 1955) (Éditions Gallimard, in French, 1942).

8 Id.
9 Richard Prisinzano and Danny Yagen, ‘‘Business in the

United States: Who Owns It and How Much Tax Do They Pay?’’
U.S. Department of Treasury Working Paper 104 (Oct. 2015).
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are supplanting general public ownership of mid-
size companies.10 The rise of passthroughs has been
directly linked to much of the rise in income in-
equality over the last three decades.11 Federal re-
form proposals in this area include capping interest
expense deductions (relied on for leveraged asset
acquisitions) and eliminating the carried interest
rules (which allow equity fund managers to treat
fees as capital gains). These are certainly important
reforms, but I trust their potential effect on select
states is obvious.

Taxes may be as certain as death, but
tax reform, most decidedly, is not.

For most states, however, the potential effects of
these future reforms pale in comparison with the
very real and ongoing effects of inadequate past
reforms — rendering it virtually impossible to audit
large complicated partnerships. Nor is this a new
problem. The 1982 Tax Equity and Fiscal Responsi-
bility Act reforms were meant to address it, but
soon failed. For years there have been efforts to
reform the reform.12 Now Congress, through the
2015 Bipartisan Budget Act (BBA), has attempted to
solve the problem. I say attempted because experts
tell us that substantial technical corrections are still
required.13 So profound is the need for the BBA
audit reforms that the joint committee ‘‘scored’’ it as
generating $9.3 billion over 10 years.14 And the
effect on the states should also be obvious. But that
assumes, perhaps unsafely, that these reforms will
eventually be implemented. The goal of the states is
fairly modest — just to be able to assess any tax
resulting from the federal adjustments. But experts
advise that we must nevertheless wait for the IRS to
issue comprehensive regulations. And even then,
they caution, state conformity may pose significant
difficulties.

Tax reform — it’s enough to make one cynical.
But it doesn’t have to. Recently, I talked to the
primary sponsor of a state tax reform package —
the minority member of that state’s taxwriting
committee. I ran into him as he was standing,

surrounded and answering questions, in the lobby
of the state capitol. As he turned to leave, I asked
him how things were going. He said his package,
which he’s worked on for months, faced stiff oppo-
sition from all sides. But he was upbeat. He told me
that he was especially grateful for the endorsement
of specific majority leaders who, when he offered to
water down the reforms to give them political
cover, had responded — if you do, we’ll pull our
support. At that point, I looked over his shoulder
and joked that, yes, I could see everyone was ‘‘right
behind him.’’ And we both laughed. But he also
seemed genuinely happy. So, who knows, maybe
Camus was right.

10 ‘‘Private Equity: The Barbarian Establishment,’’ The Econo-
mist, Oct. 22-28, 2016.

11 Prisinzano and Yagen, supra note 9.
12 See Todd J. Gluth, ‘‘Building a Better BBA: A History of,

and Proposal for, Partnership Audit and Collection Rules,’’
Draft, Nov. 9, 2016.

13 Marie Sapirie, ‘‘News Analysis: What the Technical Cor-
rections Mean for Partnership Audits,’’ Tax Notes, Jan. 2, 2017, p.
50.

14 Joint Committee on Taxation, ‘‘Estimated Revenue Effects
of the Tax Provisions Contained in H.R. 1314,’’ JCX-135-15 (Oct.
28, 2015).
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All Good Tax Advice Improves With Age

Janette M. Lohman is a
partner with Thompson
Coburn LLP.

First of all, will mas-
sive federal tax reform re-
ally happen? I never
dreamed that President
Trump would be elected
as our commander-in-
chief and leader of the
free world, but despite all
of the polls and the odds,
he’s our president. I am
now a believer. If Trump
says there will be tax re-

form, I do not doubt it for a minute. That said,
however, when will it happen and what will it look
like? Although there are proposals floating around
Congress, Trump hasn’t released his plans but he
tweets that they’ll be published soon. And thereaf-
ter, those plans will have to take the form of
legislation that will have to make its way through
Congress before it is ready for his signature. All
good tax advice improves with age, so please take
the following comments for what they are — com-
ments on the effects of something that does not
currently exist.

How tax reform will affect any particular state
will depend on the state. Some states, such as
Nevada, South Dakota, and Wyoming, do not im-
pose taxes based on net income, so the federal
changes will probably have little or no impact on
their state tax collection, but still may affect the
amount of federal aid those states receive to imple-
ment federal and state programs. Other states, such
as Ohio, Texas, and Washington, have opted to
impose low-rate broad-based gross receipts taxes,
and their state tax collection may not be materially
affected, but again with the caveat that the avail-
ability of federal funding for federal and state
programs will remain neutral when that federal tax
reform is enacted and implemented.

Regarding the rest of the states, how the federal
changes affect a particular state will depend heavily
on the extent to which each state conforms to the
Internal Revenue Code. Many of the remaining
states conform to the current version of the code by
operation of state law, some of them conform to the
code in effect as of a specific date (which requires
legislation for updates including new federal tax
reform), and yet other states pick and choose the
extent to which some code provisions apply at the
state level. If the federal changes are either mon-
strously complicated or tend to reduce federal tax-
able income, many of the ‘‘total’’ conformity states

may choose to immediately ‘‘decouple’’ from the
code or otherwise opt for their own form of tax
reform (for example, abolish their tax on net income
and replace it with some form of gross receipts tax).
The rest of the states will have to grapple with
whether and how the new federal code changes will
affect their tax bases and act accordingly.

If the federal changes are either monstrously
complicated or tend to reduce federal taxable
income, many the ‘total’ conformity states may
choose to immediately ‘decouple’ from the
code or otherwise opt for their own form of tax
reform.

If federal reform is limited to reducing the federal
tax rates, only the very few states like Alabama,
Iowa, Louisiana, and Missouri (50 percent) that still
provide some deduction for federal income taxes
will be directly affected. Absent other changes,
those states would enjoy a windfall based on the
reduced federal income tax deduction for state
purposes. If a rate change is balanced with a
massive expansion of the federal tax base, all states
that conform to the federal tax base would enjoy
windfalls based on their state tax base correspond-
ingly increasing. If the federal tax base retracts,
however, so would their conforming state tax base.
To the extent that federal tax reform includes in-
creasing the tax base by eliminating the current
federal deductions for state income taxes, that will
clearly end the federal subsidy for such taxes and
will correspondingly increase political pressure on
the states to minimize their own state income tax
rates. Finally, if federal tax reform eliminates the
federal estate tax, it will have the effect of eliminat-
ing all of the piggyback state estate taxes that are
designed to absorb the current federal estate tax
deduction (subsidy) for them.

The lack of consistency among states regarding
whether and how their state tax codes conform to
the code already creates headaches for multistate
taxpayers (and states) that have to keep separate
federal and state tax records (or audit them) to
account for those differences. The potential for
increased decoupling will only exacerbate compli-
ance for both taxpayers and the states. Traditional
conformity states that choose to decouple from the
new federal provisions will have to start auditing
items that were formerly delegated to the IRS. That
is, if a state’s starting point is tied in some manner
to federal taxable income, that state’s auditors ac-
cept the federal determination of federal taxable
income and only have to audit state-imposed addi-
tions and subtractions and multistate
apportionment/combined reporting issues, etc.
Thus, if that situation changes, the compliance
burden for those states will necessarily increase.
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Other federal tinkering could ‘‘help’’ affected
states but have the effect of wiping out entire
industries. For instance, if Congress decides to
eliminate federal tax credits, many states with pig-
gyback credit programs would enjoy windfalls (that
is, if the federal credits disappear, so will the
coupled state credit programs). There would, how-
ever, be very serious repercussions for specific
industries such as low-income housing develop-
ment and historic restoration redevelopment con-
tractors. Those businesses have traditionally relied
heavily on monetizing the federal and state credits
for financing purposes, for the past five decades.
And what will happen to the public benefits those
programs foster — will restoring our historic trea-
sures now be too expensive and will it become
much more difficult for low-income people to find
decent and affordable places to live?

On a personal note, State Tax Notes subscribers
with children still in school might want to encour-
age them to become state tax professionals (except
for estate planning, of course). Regardless of how
the states and taxpayers are affected, as long federal
tax reform does occur, no matter what federal
reform occurs, it will provide additional job security
for all state tax professionals (except possibly for
estate planners) for years to come.

A Complex Form of Three-Dimensional Chess

Mark J. Richards and
Matthew J. Ehinger are
partners with Ice Miller
LLP.

Speculation abounds
on major federal tax re-
form in Washington, with
proposals ranging from
international (lower cor-
porate rates, a territorial
system, repatriation in-
centives, ‘‘border adjust-
ability,’’ etc.) to domestic
(simplification, lower
rates, expensing of capital

investments in lieu of interest deductions, etc.).
What could these potential changes mean at the
state level?

States set budgets (at least in most cases) taking
into account expected revenue and expenses. They
have to make tough choices on tax policy and
spending priorities. The recent trend of state tax
revenue falling short of budgeted expectations has
exacerbated the problem of state budget deficits.
Federal reforms could put further strain on state tax
policy decision-making.

Many states have state income taxes that start
with adjusted gross income or taxable income as
determined under the Internal Revenue Code. Any
federal reform that reduces that income (such as
with new or expanded deductions) will present a
choice between (a) retaining consistency with fed-
eral law and the resulting reduced state revenue
(applying a static analysis) or (b) decoupling with
federal law to avoid the revenue loss, but thereby
creating greater complexity for taxpayers and re-
duced attractiveness of that state’s tax climate.
However, a reduction in federal or reduced tax rates
on repatriated earnings might generate more tax-
able income, particularly if funded in part through
the elimination or reduction in current deductions,
and the flow-through might help state revenue. In
that case, the analysis of whether to decouple could
be much different. Each and every federal change
could have a positive, negative, or no discernable
impact on states. The magnitude of those impacts
will vary with each change, and the impact may
vary from state to state.

The international proposals present some of the
same policy issues, as well as other issues depend-
ing on what may be passed. A border adjustment
incentive for exports could take the form of a
deduction, which may pass through to the states
and reduce income absent decoupling, or it could
take the form of a credit, which may not pass
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through to the states. States might also need to
revisit how they tax foreign operations and divi-
dends, and adjust to federal law changes.

There are other proposals in Washington that are
not labeled as federal tax reform but may affect
state tax policy indirectly. Changes to the Afford-
able Care Act might shift some costs from the
federal government to the states, adding further
strain on state budgets and affect state tax policy
decisions. That shifting of costs could be true in
other areas of the federal government as well given
the focus on deregulation, such as with environ-
mental policies. Of course, if deregulation leads to
increased profitability (such as for financial institu-
tions), that may in turn increase state tax revenue.
However, the freeze on regulations in some cases,
such as with the new federal partnership audit
regulations, creates uncertainty for the states and
for taxpayers.

Aside from major federal income tax reform,
efforts are still being made to encourage Congress
to act on the remote seller sales tax nexus issues
(Main Street Fairness-type initiatives), as well as to
consider safe harbors for state income tax and
withholding tax nexus (BATSA-type initiatives).
There is much speculation as to the likelihood of
any action on these types of proposals, and it is
probably fair to say that these concerns do not
appear to be a current priority in Washington.
However, that could change and the passage of any
of these proposals could greatly affect the states.

One final note that appears outside the current
playbook is that from time to time there is talk of
replacing our federal income tax with a form of a
consumption tax, possibly like the value added tax.
It remains to be seen if that concept will be intro-
duced in this process, as predictability does not
appear to be the hallmark of today’s political envi-
ronment. A change of that nature could have tre-
mendous state tax implications.

The proverbial devil will be in the details of any
tax reform, and those details are not yet known.
Nevertheless, it is critically important for busi-
nesses and states alike to prepare to react to these
changes notwithstanding the multiple possibilities,
uncertainty, and lack of detail. Any changes need to
be considered at the state level both individually
and collectively. This will be a complex form of
three dimensional chess.

One outcome of major federal reform seems
certain. States will need to react and they will react
differently, and those divergent reactions will result
in a multitude of disputes with taxpayers.

Monitoring the Unknown

Arthur R. Rosen is a
partner in McDermott
Will & Emery’s Miami
and New York City of-
fices.

Attempting to identify
likely state and local tax
effects of federal tax re-
form is, obviously, very
difficult when the nature
and extent of federal tax
reform is unknown.
However, in today’s dra-
matically unique and
volatile political environ-

ment, attempting to do so isn’t difficult, it is almost
impossible. Nevertheless, we can give it our best
shot.

Increasing State Revenue
One amendment to the Internal Revenue Code

that has been the subject of much press, both
general and tax-technical, would eliminate the item-
ized deduction for state and local income taxes. I
recall attending a Senate Finance hearing a few
years ago during which virtually every senator who
spoke questioned why the federal government has
been so ‘‘generous’’ to give the states the ‘‘gift’’ of
this federal deduction. If, in fact, such an amend-
ment is enacted, and the economic burden on
individuals who pay state and local income taxes is
thus increased, one can expect greater pressure to
be placed on state legislatures to reduce income tax
rates (‘‘greater’’ since income taxes are already
known as one of two most disliked taxes, the other
being ad valorem property taxes). State govern-
ments, however, will want to maintain or increase
tax revenue since this seems to be a natural ten-
dency, which would only be exacerbated if the
federal government were to shift financial respon-
sibility for more programs from the federal govern-
ment to the states. What is the most likely source for
this additional tax revenue?

Although some politicians seem to believe that
they can get away with being both anti-business
and pro-jobs, there is not much fertile ground left in
the corporate income tax (or other direct/business
activity tax) area. Through economic nexus and
single sales factor with market-based sourcing, the
economic burden has already been shifted from a
state’s resident business to those outside the state’s
borders. The unpopularity of ad valorem property
taxes and their usual dedication to local govern-
ments means that such taxes are unlikely targets for
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generating greater revenue. That leaves sales and
use taxes as the likely target.

It is very reasonable to expect efforts to be
mounted to broaden the sales tax base to include
sales and purchases of digital goods and more
services. While there are respectable arguments to
support such expansion, the fundamental principle
in a consumption tax, such as the sales tax, is that
business inputs not be taxed will get lost in the
debate, as it has been for quite a while. Since the
sales tax is one of the least disliked taxes, such
expansion may occur, but one can still hope that it
will be done in a way that minimizes state-to-state
inconsistencies.

Decoupling
If the code is amended to alter the way capital

acquisitions are treated in computing net income
(for example, immediate expensing, short deprecia-
tion schedules, credits rather than deductions),
some states will surely decouple from such provi-
sions. Such decoupling has historically been based
on a state’s revenue needs rather than on a careful
investigation and consideration of (1) whether the
economic policy of a state is really that different
from the economic policy of the country as a whole,
and (2) whether decoupling has any economic
development effect on a state’s economy, especially
in light of the corporate income tax burden having
been largely shifted outside the state, as noted
above. While state officials have traditionally lob-
bied the congressional taxwriting committees in
attempts to minimize negative state revenue effects
of federal tax changes, members have traditionally
not been substantially swayed.

Other Changes
There has also been quite a bit of chatter about

major changes being made to the federal gift and
estate taxes. While such changes might have a
major impact only on a handful of states, it is
important for state tax practitioners to monitor this
area carefully. Of course, other possible changes,
such as increased import duties and Mexico border
wall tolls might cause radical changes in the na-
tion’s economy, and thus the economies of the
states, so everything we now know about state
taxes may no longer be valid (perhaps Al Yankovic
said that better).

Trump Tax Reform Effect on States

Mark F. Sommer is a
member of Frost Brown
Todd LLC in the Louis-
ville, Kentucky, office,
where he leads the firms
tax and incentives prac-
tices.

Since November 8,
2016, and frankly for
many, many months be-
fore, the business com-
munity in the U.S. has
seen firsthand the un-
precedented impact and
power of The Trump Ef-

fect — dozens of meetings with business leaders,
countless job announcements, material movement
in public company stock prices (individually, and in
an industry), regulatory changes that are pro-
business, and many more actions causing change
and uncertainty. Who knew?

What does it all mean in our world of SALT? One
rule of predictions: Prognosticating can be a dan-
gerous business — just ask the handler of Punx-
sutawney Phil about each time Phil is suddenly
awakened on February 2 to make his weather
prediction. These guys wear gloves, and not just
because it’s cold outside. Predictions of the Trump
Effect may be similar in consequence.

Let’s start with the basics. Trump wants to get
America back to working. Translation: new jobs, all
of which by definition will be at the local level. The
Trump Effect: increased state and local payroll
taxes, increased contributions to state unemploy-
ment funds, which are still near depletion in some
areas of the country, and increased dollars circulat-
ing in the local economies. Using a standard 2.5
economic impact multiplier for every new dollar in
a local economy, one can begin to see the Trump
Effect, and can begin to quantify it.

Next, let’s talk about repatriation of foreign-
based earnings held by U.S. nationals. Absent in-
creased stock repurchase plans and extraordinary
dividend payments, and coupled with continued
relatively lower interest rates, these funds will
likely be put to work through capital expenditures
or plant and new job expansion. The Trump Effect:
increased physical presence in local communities
through deployed capital will lead to an ever-
increasing share of business taxes through
expanded operations, yielding increased apportion-
ment numbers and local jobs created through con-
struction and installation, all of which means more
state and local tax revenue as a result.
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And what of Trump’s desire to significantly
accelerate federal income tax depreciation or in-
crease annual cost expensing dollar caps? The repa-
triation discussed above leading to increased capital
expenditure will lead to even more capital expen-
diture if cost recovery is significantly accelerated at
the federal level. The Trump Effect on the state and
local side: More states will not adopt the federal
changes, will keep in place their current deprecia-
tion or expensing provisions, or will decouple from
linking to the federal rules when presented with
this situation.

What about the Trump import and export policy?
A touchy area and one yet to be fully fleshed out by
the Trump administration, it could lead to dimin-
ished exports, which would lead to a negative
impact on those parts of the country that have
export-heavy businesses such as manufacturing
and production, significant agricultural products,
and more. The Trump Effect: possibly a slowdown
of production in those areas, causing a loss of state
and local tax revenue calculated considering the
above form of analysis.

Finally, Trump’s anti-regulatory, pro-business ap-
proach on government intrusion may well slow
down federal legislation designed to preempt state
and local tax or conform SALT taxing jurisdiction
across the country. But with the massive federal tax
reform-related changes he is proposing in such an
immediate and compressed time frame, it is certain
that Congress will require concessions in order to
facilitate and secure various constituencies’ sup-
port. The Trump Effect: Some of the federal pieces
of legislation that we have seen in D.C. over the last
five years may very well make it, not so much on
their merits, but rather being part of the price of the
deal needed for Trump to get what he wants.

Untangling the State and Local Implications of
Trump’s Tax Plan

Sally Wallace is associ-
ate dean for research and
strategic initiatives; pro-
fessor of economics; and
director of the Fiscal Re-
search Center, Andrew
Young School of Policy
Studies, Georgia State
University.

The potential for fed-
eral tax reform in the next
year or two is real — al-
though there is not yet a
full tax bill ready for de-
bate. The type of tax re-

form that President Trump presented as a candidate
in November aimed to: reduce the corporate in-
come tax rate and allow expensing for select types
of business investment; flatten the individual in-
come tax rate structure; and simplify income taxes
by increasing the standard deduction and eliminat-
ing a host of itemized deductions. A tax plan of this
flavor has numerous implications for state and local
taxes — but these are not easily untangled. It is
therefore, perhaps, unfair to highlight how one item
from potential tax reform can affect state and local
governments, but this note does just that by looking
at the implications of eliminating the state and local
tax deduction. Consider this one of many building
blocks toward understanding the big picture of tax
reform and the future for intergovernmental fiscal
relations.

Currently, taxpayers who itemize their federal
return may take a deduction for state and local
property taxes, state and local income taxes, or sales
tax paid. For each dollar of these state and local
taxes paid, the itemizing taxpayer deducts $1 from
federal taxable income. This reduces the taxpayer’s
federal liability by $1 times their marginal tax rate.
At a 28 percent tax rate, a $1 deduction reduces
federal taxes by $0.28. The deduction effectively
reduces the cost or price of state and local taxes by
28 percent in this example with the feds subsidizing
state and local governments by picking up part of
the tab. Nationally, the deduction for state and local
income tax comes with a large price tax — $84.4
billion (fiscal 2017) in terms of forgone federal
income tax revenue.15

15 ‘‘Tax Expenditures,’’ including ‘‘Non-business state and
local taxes other than on owner-occupied homes’’ plus ‘‘state
and local property tax on own-occupied homes.’’
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In 2014, 28.5 percent of taxpayers itemized their
tax returns.16 Taxpayers with adjusted gross income
greater than $100,000 accounted for 45 percent of
returns claiming the state and local tax deduction
and 82 percent of the state and local tax deduction
actually claimed. Elimination of this particular
itemized deduction will have its greatest impact on
taxpayers in the higher income groups. And not all
states are equal in terms of their use of these
deductible taxes. States with heavier reliance on
individual income and sales taxes face a larger
increase in their price for public goods. For ex-
ample, on average, states receive 29 percent of their
general revenue from sales and individual income
taxes. Connecticut, Minnesota, and Hawaii bring in
more than 40 percent of their general revenue from
these taxes and 14 additional states bring in at least
one third of their general revenue from these taxes.

A tax plan of this flavor has numerous
implications for state and local taxes
— but these are not easily untangled.

How would state and local governments be
affected and react to this type of change? Let’s
abstract from other federal tax changes, which
together, have a net impact on consumer and pro-
ducer behavior, levels of output and prices, and
reactions of state and local governments. Loss of the
state and local tax deduction hits taxpayers’ wallets
— the price of state and local public goods increase
if the deduction is lost. Generally, when prices go
up, demand goes down. For state and local govern-
ments, would there be a call by taxpayers to reduce
spending to keep their net tax bill unchanged? Can
state and local governments effectively reduce the
level of public spending to accommodate the in-
crease in net cost to the taxpayers?

The implications of a loss in the state and local
tax deduction are complicated by other possibilities
for federal tax reform. If, for example, the feds
reduced overall taxes, would taxpayers critically
separate their net federal tax bill from their net state
and local tax bill and react separately to the in-
creased net state and local tax bill? The evidence
from prior reforms is mixed, again complicated by
other changes in the tax system.17 There is increas-
ing evidence that tax changes need to be salient for

individuals to react.18 If taxpayers do not see and
feel a tax change, they do not necessarily react to the
change as traditional theory would predict.
Whether an increase in state and local tax price due
to a loss in federal deductibility is large and trans-
parent enough to be salient to taxpayers is an
empirical question not yet answered. No matter the
net impact, it is important to recognize the inherent
partnership of tax policy in the U.S. — intergovern-
mental impacts of federal tax changes are an impor-
tant consideration in the debate.

16 IRS, Statistics of Income, ‘‘Tax Stats.’’
17 Martin S. Feldstein and Gilbert E. Metcalf, ‘‘The Effect of

Federal Tax Deductibility on State and Local Taxes and Spend-
ing,’’ 95(4) J. of Pol. Econ. (1987); Edward M. Gramlich, ‘‘The
Deductibility of State and Local Taxes,’’ 38(4) Nat’l Tax J. (1985);
Bradley T. Heim and Yulianti Abbas, ‘‘Does Federal Deductibil-
ity Affect State and Local Revenue Sources?’’ 68(1) Nat’l Tax J.

(2015); Douglas Holtz-Eakin and Harvey Rosen, ‘‘Federal De-
ductibility and Local Property Tax Rates,’’ 27 J. of Urban Econ.
269 (1990); and Frank Sammartino and Kim Rueben, ‘‘Revisiting
the State and Local Tax Deduction,’’ Tax Policy Center, Wash-
ington, D.C. (2016).

18 Raj Chetty, Adam Looney, and Kory Kroft, ‘‘Salience and
Taxation: Theory and Evidence,’’ 99(4) Am. Econ. Rev. 1145-77
(2009).
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The Devil Is in the Details

Marilyn A. Wethekam
is a partner with Hor-
wood Marcus & Berk,
co-chairing the firm’s
multistate state and local
tax practice.

The devil is in the
details and currently the
federal tax reform pro-
posals are more theoreti-
cal than detailed.
However, the common
theme of the proposals
seems to be territorial,
taxing imports, encourag-

ing repatriation of foreign earnings by reducing the
rate of tax on those earnings, and stimulating the
expansion of domestic manufacturing by expensing
cost recovery. The proposals would cut the corpo-
rate tax rate to compensate for the expansion of the
federal tax base.

Most states conform to federal taxable income
and use it as the starting point for the calculation of
taxable business income subject to apportionment.
The manner in which the states conform generally
take one of three basic approaches:

• piggyback the Internal Revenue Code;
• take a static approach and adopt the code as of

a specific date; or
• adopt only specific provisions of the code.
The fundamental question is will the states adopt

some or all of the proposed changes, or decouple
from the changes as numerous states have done in
the past? In either instance, a state legislative effort
is likely to be required, which will allow local
interests to potentially influence the ultimate out-
come. What may prove beneficial for federal tax
purposes may not be beneficial at the state level.

The federal proposals broaden the tax base but
then offset some of the impact of that broader base
with a reduction in the corporate rates. At the state
level, the starting point in most cases would be the
broader tax base but there is no link between the
state corporate tax rate and the federal rate. As a
result, the states have the potential for a windfall
without a real incentive to reduce the state corpo-
rate rate. That windfall may be partially mitigated
by some unique state tax issues resulting from the
proposals. Drilling down into some of the actual
proposals gives rise to numerous issues at the state
level that may not have a federal counterpart. For
example, will the repatriation of foreign earnings be
characterized as dividends? At the federal level,
only in very limited circumstances would the funds
qualify for a dividends received deduction. The

various federal proposals would tax this income at
a significantly lower rate. The states, however, are
required to treat foreign and domestic dividends
the same. The repatriated funds, if characterized as
a dividend, should be subject to the state dividends
received deduction. The repatriation issue becomes
more complex in those states that allow or require a
worldwide combined return. To the extent the earn-
ings of the foreign entity have been included in the
worldwide return, those earnings have been in-
cluded in taxable income and taxed in a prior year.
As a result, a specific subtraction modification may
be required to avoid the potential for double taxa-
tion. Another example of the complexity that may
result from federal tax reform is the fact that at the
federal level there is no characterization of income.
However, for state corporate income tax purposes,
it must be determined if the income is apportion-
able business income or allocable nonbusiness in-
come, thus increasing or decreasing the state tax
base. The characterization of the income may not
only affect the computation of the state tax base but
also may affect the computation of the formula used
to apportion that tax base as well.

The destination-based cash flow tax (for ex-
ample, border adjustment) raises some interesting
issues with respect to the impact on existing tax
treaties, World Trade Organization requirements,
and the economic viability of a tax structure that
picks winners and losers. While the mechanism for
implementing this type of tax structure has not been
defined, it appears to place a significantly higher
tax on products, services, and intangibles that are
brought into the U.S. regardless of where they are
manufactured. From a state tax perspective, how
would this border tax adjustment be classified? Is
this a tax that is imposed or measured by net
income? Most states deny a deduction for income
taxes. However, if structured as an indirect tax that
is imposed for the privilege of importing goods,
services, or intangibles, it may be deductible for
state purposes. Yes, the devil is in the details.
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Federal Tax Reform — Consider the States

Kathleen K. Wright is
the director of the state
and local tax program in
the School of Taxation at
Golden Gate University,
San Francisco.

Everyone is anxiously
awaiting tax reform legis-
lation — including state
officials. On February 14
California Assembly
Revenue and Taxation
Committee Chair Sebas-
tian Ridley-Thomas (D)
hosted a town hall on the

impact of federal tax reform on California. All of the
participants seemed to agree that the fiscal impact
on the state’s budget would be the key consider-
ation regarding how lawmakers will react to tax
reform. California does not automatically follow
federal law on tax, although it is generally agreed
that keeping California’s tax laws somewhat in sync
with federal law facilitates compliance and tax
return preparation. California conforms to the In-
ternal Revenue Code as of January 1, 2015 (but has
been known to let conformity legislation languish
for six or seven years before the state catches up
with federal changes).

At the moment, California’s fiscal outlook seems
to be stable, but Democratic Gov. Jerry Brown’s
budget (unveiled January 10) was premised on the
fact that revenue growth is declining with the
possibility of a more than $1 billion deficit if the
current budget continues into the next fiscal year.
Therefore, the governor’s proposed budget limits
expense increases in the next fiscal year. So far, in
the first seven months of the fiscal year that began
in July, total revenue of $66.76 billion is $392.5
million below last summer’s budget estimates and
$115.5 million short of January’s revised fiscal year-
to-date projections. So, the governor’s cautious ap-
proach might be the best way to address tax reform.

So far, what we know about tax reform is that it
is a high priority for the Trump administration.
There is a brief outline of President Trump’s pro-
posed changes and a more detailed House of Rep-
resentatives Tax Reform Plan (a part of their ‘‘Better
Way’’ plan for the country). The question is how
many of those changes the states will be able to
afford in light of potential cuts in federal funding
for other programs (such as the Affordable Care Act
subsidies).

The balance of this article looks at selected pro-
visions from Trump’s and the House of Represen-
tatives’ tax plan and discusses how California
might view the change.

Individual Provisions

Individual Tax Rates
Both the Trump and House plans replace the

individual tax brackets with three tax brackets and
lower the maximum rate from 39.6 percent to 33
percent.

California has its own rate structure and in fact
just raised rates through the passage of Proposition
55 in the November election, which extended the
temporary tax increase through 2030 (the rate in-
crease was scheduled to expire in 2018). Because
that was done by proposition (a vote of the people),
it makes it much more difficult to repeal that action
by legislation.

Capital Gains
The Trump plan would keep the maximum capi-

tal gain rate of 20 percent, but would establish new
tax brackets. The House plan appears to eliminate
the capital gains rates and substitutes a 50 percent
exclusion from gross income of net capital gain,
dividends, and interest income.

California does not provide for a tax preference
for capital gains, so it appears unlikely that the state
would adopt whichever option is finally enacted
into law.

Personal and Dependent Exemptions
Both the Trump and House plans eliminate these

exemptions and replace them with a much higher
standard deduction. California’s personal and de-
pendency exemption is claimed as a credit. It could
be repealed if California decided to pick up the
higher standard deduction.

Standard Deduction
Both the Trump and House plans significantly

increase the standard deduction (the Trump plan
would allow $30,000 on a married filing jointly
return, and the House plan would allow $24,000).
California has its own standard deduction but
might conform if the numbers showed that the
repeal of the personal/dependency exemption pro-
vided a sufficient revenue increase to offset the
increased standard deduction.

Alternative Minimum Tax
Both the Trump and House plans eliminate the

individual alternative minimum tax. California has
the AMT, but it does not affect nearly as many
taxpayers on the state side as it does on the federal
side. There are three primary reasons for that result.
The first is that the state does not allow a state
income tax deduction on the regular tax return.
That is a big federal deduction for taxpayers who
itemize and file in high tax states. It is reversed for
AMT purposes, with the result being that many
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middle-income taxpayers fall into AMT at the fed-
eral level (but not the state level). Furthermore,
California’s AMT rate is 7 percent — significantly
less than the marginal rate for many middle-income
taxpayers who pay a regular tax which approxi-
mates 9.3 percent. That is not the case for federal
purposes, where the marginal AMT rate is 28 per-
cent, approximately the same marginal rate that
applies for regular tax purposes. Also, California
has always adjusted the AMT exemption for infla-
tion. Federal law was recently amended to adjust
the federal exemption for inflation, but for many
years the exemption was set by statute and did not
change. The simplification that comes with repeal
might gain so much taxpayer support that Califor-
nia would have difficulty justifying retention of the
unpopular tax.

Itemized Deductions
The Trump plan favors retention of all current

deductions but would cap the deductions at
$200,000 for married filing jointly (and $100,000 for
single). The House plan would eliminate all deduc-
tions except mortgage interest and charitable con-
tributions.

The Trump plan could be of interest to California
lawmakers. The House plan will not fare so favor-
ably in California, as it knocks out the state income
tax deduction on the federal return. That would
have a significant impact on many taxpayer returns
as California has the highest income tax rates in the
nation.

Filing Status
The Trump plan eliminates the head-of-

household filing status, while the House plan cre-
ates a new status for a single person with a child in
the household.

In a blue state (such as California), repeal of a
provision that indirectly provides benefits to single
moms is not going to be popular. I do not think
legislation like that could get through the Demo-
cratic Legislature.

Business Provisions

Tax Rates
The Trump plan wants to lower the corporate tax

rate to 15 percent, while the House plan wants to
lower it to 20 percent.

California has had a flat corporate tax rate of 8.84
percent for many years. I don’t think California is
likely to change.

Tax Rates for Schedule C Filers and
Flow-Through Entities

The Trump plan proposes a 15 percent rate on
flow-through entities and sole proprietors. The

House plan calls for a 25 percent maximum rate, but
emphasizes that flow-through entities and sole pro-
prietors must pay reasonable compensation.

California already has an elaborate tax scheme in
place for flow-through entities (and as most readers
know, it is quite different for S corporations, limited
liability companies, and limited partnerships). Cali-
fornia does not tax general partnerships or sole
proprietors and might find the federal plan appeal-
ing if it provides increased revenue and the state
continues to experience declining revenue growth.

Depreciation
The Trump plan proposes increasing the IRC

section 179 deduction to $1 million and would
allow manufacturers to elect to expense 100 percent
of equipment purchases. The House plan would
allow 100 percent expensing of all tangible and
intangible property purchases.

California has not historically followed federal
law in this area. California never conformed to
bonus depreciation or to the increased IRC section
179 election (retaining the $25,000 deduction
capped at expenditures of $200,000). Those provi-
sions were just too expensive for the state to incor-
porate in its budget. The outlook for conformity
here is probably not good.

Interest Expense
Both the Trump and House plans limit the de-

duction for interest expense as a trade-off for the
generous write-off for tangible property purchases
discussed above. The Trump plan would not allow
any deduction for interest for manufacturers that
elect 100 percent expensing, and the House plan
would only allow deduction for interest up to the
amount of interest income.

California would probably not conform to those
provisions if the state does not conform to the
enhanced write-off discussed under depreciation.

Repatriation of Corporate Profits
The Trump plan proposes to drop the tax rate to

10 percent if profits are repatriated back to the U.S.
The House plan has no similar provision.

California’s tax system is fundamentally different
from the federal system in that California uses
worldwide combined reporting for the worldwide
unitary group. So, foreign earnings apportioned to
California have already been taxed by the state
when earned. In general, dividends paid by a
member of the unitary group are eliminated in the
combined report.

Conclusion
Conformity to federal law simplifies the tax

return preparation process, and that is always a
consideration. However, California legislation is
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largely driven by the state of the economy. If the
state does experience declining revenue growth,
whatever stimulus package is enacted at the federal
level may not be of much interest to the state. If it
appears that the state is descending into a recession,

tax reform takes a back seat to all of the other
demands on the state’s limited resources.

This article originally appeared in State Tax Notes, Apr. 3,
2017, p. 47.
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