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Destination-​Based Cash Flow Taxation 

This chapter1 presents, analyses, and further develops the idea of a Destination-​
Based Cash Flow Tax (DBCFT).2 The DBCFT has several highly attractive prop-
erties: in principle it does not distort the scale or location of investment, it assures 
neutral treatment of debt and equity as sources of finance, is robust against avoid-
ance through within-​business transactions, and provides long-​term stability due to 
its incentive compatibility combined with a resistance to tax competition amongst 
countries. The DBCFT thus addresses many of the ailments afflicting current tax 
regimes in both purely domestic and international settings.

On the other hand, the DBCFT raises a number of significant implementation 
issues—​both administrative and legal—​and requires substantial changes, both 
conceptually and in application, from current practice in the taxation of business 
profit. Neither of its two principal design features, a cash flow tax base and tax-
ation on a destination basis, are currently commonplace amongst existing business 
taxes.3

The purpose of this chapter is to describe the DBCFT, how it might work, what 
its effects would be, and the main challenges its implementation would face. We 
start in Section 1 by outlining how a DBCFT would work, and elaborating on its key 
elements, including the nature and role of border tax adjustments. We show that a 
tax reform with equivalent economic effects would be to introduce a broad-​based, 
uniform-​rate Value Added Tax (VAT)—​or to raise the rate of an existing broad-​
based VAT—​and making a corresponding reduction in taxes on wages and salaries. 
Section 2 then evaluates the DBCFT against our five criteria: economic efficiency, 
fairness, robustness to avoidance, ease of administration, and incentive compati-
bility. As with our analysis of the Residual Profit Allocation by Income (RPAI) in 
Chapter 6, in doing so we deal in turn with two settings: that in which all coun-
tries adopt a DBCFT (or its VAT-​based equivalent) and that in which adoption 

	 1	 An earlier version of this chapter was published as Auerbach et al (2017a).
	 2	 For earlier discussions of the DBCFT, see Bond and Devereux (2002); President’s Advisory Panel 
on Federal Tax Reform (2005); Devereux and Birch Sorensen (2006); European Economic Advisory 
Group (2007); Auerbach et al (2010); Auerbach (2010); Devereux (2012); and Auerbach and Devereux 
(2018). A version of the DBCFT was also advocated by the Ways and Means Committee of the House of 
Representatives (2016), which led to an extensive political debate in the US in 2016 and 2017.
	 3	 The only national level cash flow tax of which we are aware is the Mexican IETU, which operated (as 
a minimum tax) between 2007 and 2014, apparently without major technical difficulty. For a review of 
the use of cash flow taxes, see Ernst & Young (2015).
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268  Destination-based cash flow taxation

is unilateral. Section 3 then considers the treatment of financial flows, from both 
conceptual and practical perspectives. This is an important issue that has not pre-
viously been considered in detail. Section 4 takes up a range of implementation 
issues, though the chapter does not attempt a full treatment of all the issues that 
are likely to arise in practice (many of which are likely to be country-​specific). The 
chapter concludes in Section 5.

1.  The DBCFT in outline

The DBCFT has two distinct attributes: a cash flow tax base and a destination basis. 
A destination basis could be applied to a variety of tax bases, and arguments for 
cash flow taxation originally arose in a purely domestic setting. But there are ad-
vantages to combining the cash flow tax base and the destination basis. This section 
recalls the features of a cash flow tax operating in a single economy, explains what a 
destination basis would mean, and shows the economic equivalence of a DBCFT to 
the combination of a VAT and an offsetting subsidy to labour costs.

1.1  Cash flow taxation

Cash flow taxation in a single economy has been studied at length, and we have 
introduced the idea, and discussed its properties, in Chapter 2.4 As its name im-
plies, a cash flow tax applies to net receipts arising in the business. Receipts are 
included in the tax base when payment is received, and expenses are recognized 
when payment is paid.5 The tax base in any given period is the former less the latter. 
The most significant difference in the timing of the inclusion of receipts and ex-
penses in the base, compared to most existing taxes on business profit, is that under 
cash flow taxation even capital assets that are typically depreciated over time are 
instead immediately expensed (i.e. deducted in full upon purchase). There is there-
fore no need for complex depreciation rules that are typically found under current 
systems, and no need to differentiate between different types of assets. This also 
introduces a significant difference between the cash flow tax base and measures of 
profit in financial statements.

	 4	 The idea of the cash flow tax dates back to Brown (1948) and has since been the subject of 
an extensive literature including Kaldor (1955); Andrews (1974); US Treasury (1977); Meade 
Committee (1978); and Graetz (1979). Elements of cash flow taxation, including immediate ex-
pensing of capital goods, have been introduced in several countries, including the US and in a 
limited form in the UK.
	 5	 More precisely, the tax would naturally be based on an accruals basis so that, for example, receipts 
are recorded when the obligation to pay is incurred, rather than when cash is actually received. The 
accruals basis would also apply to purchases, including of capital assets. Similar arrangements are 
standard under the VAT.
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In the terminology of the Meade Committee (1978), a cash flow tax could be 
levied on a business on an R (real) base or an R+F (real plus financial) base. Under 
the R base, transactions involving financial assets and liabilities are ignored—​so, 
for example, interest receipts would not be taxed, and interest expenses would not 
be deductible. The R base is thus limited to the difference between real inflows 
(from the sale of products, services, and real assets) and real outflows (from the 
purchase of materials, products, services—​including labour—​and real assets). By 
contrast, under the R+F base, all cash inflows, including borrowing and the receipt 
of interest, would be taxable; all cash outflows, including lending, repaying bor-
rowing, and interest payments, would be subtracted in calculating the tax base. 
That is, the tax would apply to all net financial inflows related to borrowing, in-
cluding principal amounts, as well as to net real inflows.6 The choice between an R 
and an R+F base is discussed in detail below.

The properties of the cash flow tax have been set out in Chapter 2, so we will 
review them only briefly here. The starting point for understanding them is the 
usual assumption that an investor seeks to maximize the net present value (NPV) 
of an investment, defined as the sum of all discounted cash flows associated with 
it.7 In principle, if the discount rate is set at the investor’s opportunity cost of funds 
(which is also the minimum required rate of return) then it is worth undertaking 
any project with a NPV greater than zero; and it is not worth undertaking any pro-
ject with a NPV less than zero. The pre-​tax NPV for any project—​calculated over 
all periods in which any cash flow arises—​is also a measure of the economic rent 
that it generates. Any tax that falls only on economic rent (and has a rate between 
zero and 100%) has the property that the post-​tax NPV of an investment has the 
same sign (i.e. positive or negative) as the pre-​tax NPV. In this case, any investment 
worth undertaking in the absence of tax remains worth undertaking in the pres-
ence of tax, and vice versa. Hence the investment decision is independent of a tax 
on economic rent.

Intuitively, cash flow taxation is neutral with respect to decisions about the scale 
of investment because, in effect, the state contributes a proportion of all costs of the 
business (through giving tax relief for all costs when they are incurred) and takes 
the same proportion of all receipts. In effect, this is akin to the state becoming a 
shareholder in the business. Like other cases in which the ownership of shares in 
a business changes, this in itself has no effect on the profitability of the business, 

	 6	 The Meade committee discussed a third form: the ‘S’ base cash flow tax, levied on net distribu-
tions to shareholders. As a consequence of the identity between a firm’s sources and uses of funds, in a 
domestic context an S-​base tax is equivalent to an R+F-​based tax, except in terms of implementation.
	 7	 The discounting effectively adjusts for interest that might otherwise have been earned during 
the intervening period. For instance, in the example below, assuming a discount rate of 10%, a cash  
flow of 110 in one year’s time has a present value of 100. Since the discounting approach adjusts 
for a required rate of return on an investment, the NPV is a measure of the economic rent of an 
investment.
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or on marginal investment and financial decisions. By taxing all cash flows at the 
same rate, the state captures that same proportion of economic rent.8

The neutrality of cash flow taxation applies also to financial decision making. 
As seen in Chapters 2 and 3, the favourable treatment of debt provided by most ex-
isting taxes on business profit distorts the choice of financing between debt and eq-
uity financing, leading to leverage ratios that are higher than they would otherwise 
be.9 This is a significant concern: socially excessive levels of debt, especially in the 
financial sector, are widely seen as having played a role in triggering and deepening 
the financial crisis of 2007–​08.

By contrast, cash flow taxes, with either an R or an R+F base, do not distort the 
choice between debt and equity. This is easily seen in the case of an R base, since all 
financial flows are simply ignored, be they associated with debt or equity. But the 
same applies to the R+F base. We return to this issue in more detail below.

There are caveats to this general analysis. One is that cash flow taxes lose their 
neutrality if the tax rate is expected to change over time: a falling rate will en-
courage investment, for instance, since the cost is deducted at a higher rate than 
its subsequent income is taxed.10 Second, and of particular importance to the con-
cerns of this book, even cash flow taxes may distort the choice between mutually 
exclusive projects which face different tax rates; the classic case in which this could 
occur is in location choices among countries, as we discuss below, but it could also 
happen in a purely domestic context. Third, the analysis is based on the assump-
tion that a business will aim to maximize its value, summarized by the NPV. This 
may not necessarily be the case. One possibility, for example, is that managers with 
a short-​term horizon will seek to maximize current profit as recorded in financial 
statements; this is more likely, of course, if managers’ own remuneration depends 
on current financial earnings. In some cases, this may not be consistent with maxi-
mizing the NPV of the business. At various points in the discussion below we con-
sider this possibility.

It should also be recalled from Chapter 2 that cash flow taxation is not the only 
way to achieve neutrality in business taxation. The same economic effects can in 
principle be achieved by giving relief for the cost of depreciation of assets, instead 
of an immediate write-​off, and in addition giving relief for the cost of finance. In the 
case of debt finance, this cost is normally the interest payments that the business 
must make on its borrowing. For equity finance, it is an opportunity cost, reflecting 

	 8	 Complications may arise in practice. For example, this simple characterization assumes a sym-
metric tax system, in which the state collects tax when cash flows are positive, but effectively makes a tax 
rebate when cash flows are negative. The appropriate treatment of losses is discussed below in a number 
of different settings.
	 9	 For a survey on the impact of the tax incentive to use debt, see Graham (2003). More recent evi-
dence is provided by, amongst others, Devereux et al (2019); Doidge and Dyck (2015); Heider and 
Ljungqvist (2015); and, with a focus on distortions to bank leverage, de Mooij et al (2014) and de Mooij 
and Keen (2016).
	 10	 See Sandmo (1979).
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the return that the shareholder would have earned on some alternative asset of 
equivalent risk. These financial costs can be seen as reflecting a minimum rate of 
return that the providers of finance require on their investments in the business. 
Naturally, then, giving relief for these costs implies that only economic rent—​that 
is, profit over and above the minimum required rate of return—​is subject to tax.

Comparing this approach to cash flow treatment, relief for the opportunity cost of 
finance can also be seen as compensating for the lack of immediate expensing in the 
system. Giving relief only for the depreciation of capital assets in effect defers tax re-
lief on capital expenditure relative to a cash flow tax. Relief for the opportunity cost of 
capital compensates for this deferral. In fact, as the IFS Capital Taxes Group (1991) 
first showed, it is possible for a tax to fall on economic rent with any schedule of depre-
ciation allowances, as long as relief for the opportunity cost of capital is based on the 
difference between the initial cost of the asset and its tax-​depreciated value. The IFS 
Capital Taxes Group proposed an ‘Allowance for Corporate Equity’ (ACE) based on 
this principle, which would be a relief for the cost of equity finance in addition to relief 
for the cost of interest payments.11

The approach using an ACE has the advantage, relative to cash flow treatment, of 
being more similar to existing business taxes, in that it simply adds one additional re-
lief and leaves features like interest deductibility and capital allowances unaffected. It 
has the disadvantage of adding some complexity relative to the cash flow tax, since it 
requires the specification of a rate at which the allowance is applied, although this has 
been applied in practice in the context of ACE reliefs introduced in several countries.12

1.2  Destination basis

The international setting introduces the second dimension of the DBCFT, relating 
to how a country determines the component of the taxable profit of a multinational 
business which falls within its particular jurisdiction. A DBCFT would be based on 
sales of goods and services in the country less expenses incurred in the country: so 
receipts from exports are not included in taxable revenues and imports are taxed.13 
This ‘border adjustment’ is essentially the same treatment as is common under 

	 11	 The equivalence of expensing and a rate of return allowance was first shown by Boadway and Bruce 
(1984). Kleinbard (2007) proposed a related form of cost of capital allowance, with the same notional 
rate applied to debt as well as equity finance. Fane (1987) and Bond and Devereux (1995, 2003) analysed 
the properties of various such rate of return allowances in the presence of risk.
	 12	 For example, in Austria, Belgium, Brazil, Croatia, and Italy. Experience with the ACE is reviewed 
by Hebous and Klemm (2018); see also de Mooij (2012); Zangari (2014); IMF (2016a); and Devereux 
and Vella (2020). Something akin to a notional return would also need to be specified under cash flow 
taxation, however, if losses were not instantly refunded but the same effect in present value terms were 
to be achieved by instead carrying them forward.
	 13	 More precisely (and as discussed later):  imports by businesses liable to a DBCFT could either 
be taxed, with a deduction then available, or untaxed but not deductible; imports by final consumers 
would be taxed.
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VAT; we explore differences from, and similarities with, VAT below. In a sense, 
the DBCFT would tax inflows and outflows asymmetrically—​since income from 
sales are subject to tax in the place of the sale (the destination, or market, country), 
while expenses, including for labour, receive tax relief where they are incurred (the 
origin country). It thus combines both destination and origin elements.14 We stick, 
however, with the established terminology, with the term ‘destination’—​taken 
from the literature on VAT—​highlighting the role of border adjustment on pay-
ments and receipts.

A simple example makes the workings of the DBCFT clear (Table 7.1). Suppose 
a business produces goods in country A, employing labour at a cost of 60 and with 
costs of 40 on other domestic purchases. It sells goods to domestic consumers in 
A for 150, and also has exports of goods to country B of 150. It therefore has a total 
profit, in cash flow terms, of 200.

The DBCFT tax base in A is calculated as domestic sales of 150 less domestic 
cost of 100: a total of 50. The DBCFT tax base in B is simply the value of the imports 
into B: 150. If the tax rate in A is 20% and that in B is 30%, then the business’ tax li-
abilities are 10 in A and 45 in B.

The relevant ‘destination’ for the calculation of tax, it should be emphasized, is the 
location of the immediate purchaser, not (necessarily) that of the final consumer. 
For example, if a US manufacturer sells steel to a French automobile producer 
which uses the steel to produce automobiles sold back to the US, US application of 

	 14	 Note that if both sales and expenses were included on a destination basis, this would be equivalent 
to sales-​based formulary apportionment.

Table 7.1  Illustration of application of the DBCFT

Country A Country B Total

Tax rate 20% 30%
Labour costs 60 0 60
Other costs 40 0 40
Sales 150 150 300
DBCFT tax base 50 150 200
DBCFT charge 10 45 55
VAT tax base 110 150 260
VAT charge 22 45 67
Relief for labour costs –​12 0 –​12
VAT + relief for labour costs 10 45 55
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the DBCFT would not tax the sale of steel but would tax the automobile imports. 
And in France, the imports of steel would either be taxed at entry but treated, along 
with labour and other costs incurred there, as a deductible cost or simply excluded 
from tax (a choice we return to later). The export would not be taxed in France.

It is, however, the location of the final customer upon which the impact of 
the DBCFT ultimately turns. As will be seen more clearly below, the DBCFT is 
built on the intuition that taxing profit on the basis of something that is relatively 
immobile—​which, by and large, we take customers to be—​limits the scope for the 
gaming that—​as seen in Chapter 3—​has caused such difficulties within the existing 
international tax framework.

It should be noted too that forms of economic rent tax other than cash flow taxes 
could also be destination-​based. One could also implement border adjustments 
under an ACE, for example, though this would raise additional considerations.15

1.3  Equivalence between the DBCFT and a VAT with matching 
reduction in wage taxes

Before turning to an evaluation of the DBCFT, it is useful to compare the DBCFT 
with the combination of a VAT and reduced taxation of wages. In Chapter 2 we 
set out the equivalence of the combination of an R-​based cash flow tax plus a tax 
on labour income with a VAT (if all were levied at the same rate, and the VAT 
was a broad-​based tax). This equivalence continues to hold if both the cash flow 
tax and VAT are levied on a destination basis. In the example in Table 7.1, under 
the usual invoice–​credit method, at a tax rate of 20%, the business would remit  
VAT on the value of the domestic sale (30) net of the VAT already paid on the 
non-​labour input (8).16 The total VAT payment by the business in A would thus 
be 22. The VAT due in B, where there are only sales,17 would be the same as the 
DBCFT charge, 45.

	 15	 For a discussion of this option, see Hebous and Klemm (2018). A key issue in an international 
context, as noted above, is that a pure destination-​based ACE would not allow imports by businesses to 
be ignored for tax purposes. However, it would be possible to consider a hybrid, with an ACE used for 
domestic purchases of capital goods, and cash flow treatment being used for imports.
	 16	 The standard invoice-​credit method of collecting VAT keeps track of VAT on every transaction. 
A VAT-​registered business remits tax on its sales less a credit for the VAT it has already paid on its in-
puts. A subtraction-​method VAT is more akin to a corporation tax—​and the DBCFT—​in its operation 
with annual accounting of the sales less non-​labour costs made by the company. In this case, rather than 
a tax on sales less a credit for the tax paid on inputs, we can think of a tax on a base equal to sales less 
a deduction for the cost of the inputs. In the simple case in which there is a single VAT rate, these ap-
proaches result in the same tax base.
	 17	 Imports of 150 from the entity in country A would be subject to VAT, but a credit of exactly the 
same amount would be available against the VAT due on sales.
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The only difference in principle between the DBCFT and a VAT is in the treat-
ment of labour costs. In B, where no wage costs are incurred, the liability is the 
same under the DBCFT as under the VAT. In A, the difference in the DBCFT 
base and the VAT base is the 60 of labour costs incurred in A. The DBCFT is in-
tended to tax profit—​or more accurately, economic rent, given that the tax base is 
net cash inflows—​and so gives relief for labour costs. The VAT is intended to tax 
value added; this is equivalent to the sum of profit— again, more accurately, eco-
nomic rent—and the amount paid to labour, and so VAT does not give relief for 
labour costs. It follows that introducing a VAT (or increasing its rate)—​having in 
mind here an idealized VAT, levied at a single rate on a broad base18—​and reducing 
labour income taxes at the same rate would have equivalent economic effects to 
those of the DBCFT. This is shown in the last two lines of the table: giving relief for 
labour costs in A reduces the tax in A by 12, and the combination of the VAT and 
relief for labour costs yields the same tax base as the DBCFT.

Below we discuss in some detail the two options of (a) implementing a DBCFT 
as a reform to the taxation of business profit, and (b) an economically equivalent 
reform of introducing a VAT (or applying an increased rate to the generality of 
transactions under an existing VAT) combined with a matching reduction in taxes 
on wages and salaries.

1.4  Border adjustments

A key element for understanding both the incentive effects of a DBCFT and the 
incidence of a DBCFT is the role played by the border tax adjustment (BTA).19 By 
this is meant that exports would not be subject to the tax, but imports would be. 
The impact of BTA has been extensively studied in the literature on VAT, in par-
ticular the effects of shifting from an origin-​based system (exports taxed, imports 
untaxed) to a destination-​based system that is the norm (exports untaxed, imports 
taxed); we draw on that literature here.

The adoption of border adjustments might appear to make a country more com-
petitive in international trade. But any such effect is at most a temporary one.

To see this, consider first the hypothetical case in which there are no domestic 
taxes and in which the country has a freely floating exchange rate. Now consider 
the impact of the introduction of a DBCFT in that country only.20 Goods and serv-
ices that are produced domestically but exported would receive the benefit of a 

	 18	 This is a major qualification that, for brevity, we shall often omit below.
	 19	 See Auerbach and Holtz-​Eakin (2016) for an elaboration of, and examples illustrating, the argu-
ments in this subsection.
	 20	 If the DBFCT were introduced in several countries at once, then the effects identified would be 
replicated in each country. The extent of price and/​or exchange rate adjustments would depend on rela-
tive tax rates in the countries undertaking the reform.
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tax deduction for costs incurred (in the pure DBCFT, at least), but the income 
from sales would not be taxed. The reduction in net costs would allow the busi-
ness to sell the good or service more cheaply on world markets; this would create 
a stimulus to exports. By contrast, the domestic cost of imports purchased by final 
consumers would increase with the tax on imports; this would discourage im-
ports. Both of these effects would result in an increase in demand for the domestic 
currency, causing it to appreciate on world markets. This appreciation would 
counteract the initial effects of the tax by dampening the demand for exports, and 
stimulating the demand for imports. This effect on the exchange rate could occur 
quickly—​indeed, immediately on the introduction of the tax, or even in anticipa-
tion of its introduction.

In principle at least, a new equilibrium would be established only when the cur-
rency had appreciated far enough to restore the initial position. In this case, there 
would be no impact on trade or investment.21 There would be no adjustment to 
the nominal price level or wage rates in the domestic country, and so the domestic 
workforce would be unaffected. The government would collect revenue on an ag-
gregate tax base equal to the value of domestic sales less the costs of domestic pro-
duction. This tax base has two components: the economic rent earned by domestic 
businesses on their domestic production, plus net imports. Alternatively, the tax 
base could be seen as the value of domestic consumption out of non-​wage income. 
We discuss these issues further below.

What about the case in which there is a single common currency, or a fixed 
exchange rate? Introducing a DBCFT would again stimulate the demand for ex-
ports and reduce the demand for imports. With a fixed exchange rate, and sticky 
wages, both effects would induce a stimulus to domestic activity. This corresponds 
to the well-​known effect of such border adjustments, having the same impact 
as a currency devaluation—​that is, in making exports cheaper to non-​domestic 
consumers, and imports more expensive for domestic consumers. In the short 
run, this would generate a stimulus to domestic production relative to foreign 
production.

Over the longer run, however, we would expect prices to adjust. Expansion of 
domestic production would lead to an increase in the demand for labour. This 
would in turn push up the wage rate, and in consequence, push up the price of 
domestically produced goods and services. The effect of this rise in prices and 
wages would be to raise again the price of exports on the world market, and to 
raise the price of domestically produced goods relative to imports. When domestic 
prices and wages had risen far enough, the initial real equilibrium would again be 

	 21	 See Auerbach and Devereux (2018). This is an application of the Lerner Symmetry Theorem 
(Lerner, 1936) which establishes the equivalence between import tariffs and export taxes, and, in turn, 
the neutrality of any tax reform that increases both by the same amount. Costinot and Werning (2019) 
set out the precise conditions required for this to be true.
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re-​established. In this long run, there would again be no overall impact on trade, 
due to the price and wage adjustments.

The nature of the adjustment—​as between changes in domestic prices and 
wages, in the nominal exchange rate, and in the level of activity—​will thus depend 
in practice on which of these can adjust more rapidly. There is, it may be helpful 
to note, an important difference here between the adoption of a DBCFT and the 
adoption of a VAT. Under the latter, consumer prices rise relative to wages, an ef-
fect that cannot be accomplished simply by a change in the nominal exchange rate; 
with wages sticky, the expectation is that the effect will come largely through an 
increase in consumer prices. The DBCFT, however, leaves that relative price un-
changed, and so can be transmitted entirely through the exchange rate.

It should be noted too that whilst in the simplest models it is immaterial whether 
it is domestic prices or the nominal exchange rate that adjusts, this does matter for 
precisely who is affected by the BTA. For example, nominal exchange rate changes 
will have balance sheet effects for non-​residents with assets or liabilities (or con-
tracts) with prices fixed in the currency of the DBCFT-​adopter, which in some 
cases would be significant;22 domestic price changes, on the other hand, have no 
such effect. The incidence of the DBCFT is discussed more fully below.

All these (and other) qualifications mean that the adjustment to the introduc-
tion of a DBCFT in practice may well not be as simple—​even in the long run and 
leaving aside potentially significant short-​run effects—​as some combination of a 
rescaling of domestic prices and appreciation of the nominal exchange rate. The 
considerations raised by the basic features of the BTA just discussed are, nonethe-
less, likely to be the dominant ones in assessing the impact of practical reforms.

One might hope to be able to draw on past experiences to gauge the likely im-
pact of destination-​basis taxation. But there is, unfortunately, very little empirical 
evidence on the effects of BTA (or of significant tax changes more generally) on 
exchange rates—​largely because these are rarely fundamental enough, relative to 
all the other factors that buffet exchange rates, to create a reasonable prospect of 
being found in the data. There are, however, signs of effects along the lines just 
described in the work of de Mooij and Keen (2013) on ‘fiscal devaluations’. These 
are tax changes that combine an increase in VAT and a reduction in the employers’ 
social contributions23 on labour—​which is much the same thing as an increase in 
the rate of a DBCFT. This was advocated by some as a way to stimulate activity 
in the Eurozone, mimicking the effects of the devaluation that was unavailable to 
them, until offset by upward movements of prices and wages as described above. 

	 22	 For example, non-​residents with borrowing denominated in the currency of the DBCFT adopter 
could see a very significant increase in the local-​currency value of their debt. For estimates of the size of 
these effects if the US had introduced a DBCFT in 2017, see Greene (2017).
	 23	 The reason for focusing on the employers’ contribution is that wage stickiness is most likely 
to apply to the wage net of those contributions, so that a cut translates immediately into reduced 
employment costs.
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Considering thirty OECD countries between 1965 and 2009, what emerges is that 
tax shifts of this kind in Eurozone countries did indeed tend to boost net exports, 
at least in the short term. Outside the Eurozone, however, with exchange rates to 
some degree flexible, there was, as one might expect, no effect—​suggesting that ad-
justment to what resembles a DBCFT comes very quickly when the exchange rate 
is allowed to react. Where the exchange rate is fixed, recent evidence that increases 
in the standard rate of VAT are fully passed on to consumers fairly quickly—​in 
about six months24—​suggest that it is rigidity in nominal wages that is most likely 
to account for extended adjustment periods.

So far, we have analysed the case of a DBCFT being introduced unilaterally in a 
world without other taxation, or at least without any other changes to taxation. The 
point of this analysis is to argue that the DBCFT itself would have no impact on 
trade and investment—​at least in the long run in the case of a fixed exchange rate or 
common currency area. But in practice the DBCFT would be likely to replace ex-
isting taxes on business profit. To identify the impact of a switch to a border adjust-
ment, consider the likely impact of switching from an origin-​based cash flow tax 
(where there is no border tax adjustment) to a DBCFT. Now there is an additional 
effect in our analysis—​we also have to account for the effects of the abolition of the 
origin-​based tax.

There are conditions under which the shift from an origin to a destination basis 
will have no impact on the real equilibrium. These conditions have been exten-
sively studied in the VAT literature.25 And, since wages are deductible in both 
the origin-​ and destination-​based cash flow taxes, the results for switching from 
an origin-​based VAT to a destination-​based VAT also apply directly to the com-
parison between an origin-​ and destination-​based cash flow tax.

The conditions required for such an equivalence between a destination-​ and 
origin-​based cash flow tax, it should be stressed, are demanding. One necessary 
condition is that a uniform tax rate applies to all sectors: without this, adjusting 
only the exchange rate or simply rescaling prices by some common factor cannot 
re-​establish the pre-​reform pattern of relative prices. Equivalence is unlikely to 
hold, for instance, if there is a large untaxed sector, or significant variation in busi-
ness tax rates across sectors, or in respect of real-​world VATs for which rate dif-
ferentiation is commonly extensive.26 Nor does the equivalence result hold with 
imperfect competition.27

	 24	 Benedek et al (2020).
	 25	 A comprehensive analysis is provided by Lockwood (2001), synthesizing a number of earlier con-
tributions, including de Meza et al (1994) and Lockwood (1993).
	 26	 Feldstein and Krugman (1990) stress and explore the trade implications of departures from uni-
formity of the VAT. There is, however, little work on the quantitative extent to which plausible violations 
of uniformity are likely to cause departures from equivalence.
	 27	 The implications of imperfect competition for the comparison between origin and destination 
principles for indirect taxation are considered in Keen and Lahiri (1998).
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In general, then, the conditions required for equivalence do not generally hold 
in practice, and consequently we can expect that the abolition of an origin-​based 
cash flow tax would have real economic effects. As we have noted throughout, and 
especially in Chapters 2 and 3, existing taxes affect real business location decisions. 
This would be true of an origin-​based cash flow tax, but the abolition of existing 
origin-​based taxes would be likely to have an even greater impact, because such 
taxes apply not only to rents, but to normal returns to capital as well. Thus a switch 
from existing systems to a DBCFT would have real effects on location and invest-
ment. But these would generally be beneficial for the country introducing the 
DBCFT, since they would stem not from the introduction of the DBCFT, but from 
the abolition of existing, distorting, taxes.

Account also needs to be taken of the impact of BTA on revenue. For countries 
running a trade deficit—​imports exceeding exports—​the shift to a destination 
basis will generally increase tax revenue. If trade is balanced in the long run, how-
ever, and the tax rate is expected to remain unchanged, the revenue impact in pre-
sent value terms is zero, except to the extent of net imbalances prior to enactment. 
If consumers are sufficiently forward-​looking to recognize this, there will then be 
no real impact from this revenue effect. More generally (and plausibly), however, 
there may be an impact. Governments that are credit-​constrained, for example, 
will not be indifferent to the timing of their tax revenues; and consumers may not 
be—​though the nature of this effect is imponderable, depending, for instance, on 
the use made of the revenue and on consumers’ preferences. Perhaps more im-
portantly, if a country earns a higher rate of return on its investments abroad than 
foreigners earn on their investments within the country itself, then that country 
can run a persistent trade deficit.28 One potentially important explanation for 
such a pattern is that the profits of a country’s foreign subsidiaries may be in-
flated by the use of transfer pricing manipulation. Again, even if such behaviour is 
eliminated by the adoption of border adjustments, the revenue gain relative to the 
current system will relate to the projected path of trade deficits under the current 
system.29

There is one other important respect in which origin and destination taxation 
fundamentally differ. This is that origin-​based taxation, but not destination-​based 
taxation, is vulnerable to transfer pricing abuse, since the prices charged on cross-​
border intermediate transactions affect the overall tax liability under the former 
but not under the latter.30 Under origin-​based taxation, the seller is charged tax at 
the rate of the exporting country but the buyer deducts the cost at the tax rate of 

	 28	 See, for example, Blanchard and Furman (2017).
	 29	 See Auerbach (2017).
	 30	 The point is stressed by Auerbach and Devereux (2018) in the context of cash flow taxation; see 
also Genser and Schulze (1997) in the VAT context.
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the importing country; so if, for example, the rate charged on sales exceeds that on 
purchases, there is an incentive in transactions between related parties to set an ar-
tificially low price. Under destination-based taxation, in contrast, neither country 
charges tax on such sales. And so, as will be explained in more detail later, the BTA 
removes a wide range of avoidance possibilities.

2.  Evaluating the DBCFT

As with the RPAI in Chapter 6, we evaluate the properties of the DBCFT in two 
settings. The first is that in which the DBCFT is adopted by all countries, although 
not necessarily at the same rate. The second is that in which it is adopted by just 
one country, or a small group of countries. Our main discussion relates to the 
former case. Considering the properties of the DBCFT if introduced in a single 
country, or a small group of countries, is critical, however, for the issue of whether 
individual countries might find it in their own interest to adopt the DBCFT, or 
whether it could only be introduced by significant agreement between countries. 
This issue is important for its stability; for example, is there an incentive for an in-
dividual country to introduce the DBCFT if other countries have already adopted 
it; or are countries that have already adopted it likely to undermine it through 
some form of tax competition?

As throughout the book, we evaluate the DBCFT against our five criteria: eco-
nomic efficiency, fairness, robustness to avoidance, ease of administration, and 
incentive compatibility.

2.1  Universal adoption

2.1.1 � Economic efficiency
In principle, the DBCFT has remarkable properties in terms of economic efficiency. 
In particular, it should not distort the scale or location of investment, nor forms of fi-
nancing choices. We discuss each of these in turn.

2.1.1.1 � Location of investment
Whilst taxes on economic rent should not distort marginal investment deci-
sions in a domestic setting, once we move to an international setting such taxes 
can distort decisions as to the location of investment if imposed on an origin 
basis—​that is, broadly, where the economic activity or production, defined very 
widely, takes place. This decision would be distorted, for example, if the coun-
tries operating a tax on economic rents on an origin basis offer different tax rates 
on projects that can be implemented in any of them. Faced with the decision as 
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to where to locate their investment, the difference in tax rates may be so large 
as to induce multinationals to locate in the location which is less advantageous 
from a non-​tax perspective. More generally, a difference in average tax rates on 
different mutually exclusive options may induce distortions, even if the tax base 
is economic rent.31

That distortion does not arise, however, if taxes on economic rent are levied 
on a destination basis, as long as the ultimate consumer is immobile. To see this, 
we have to consider the tax levied on the income generated from sales and the 
tax relief available for expenses. A key factor in choosing a destination basis is 
that consumers are relatively immobile; they are unlikely to move in response to 
a higher rate of DBCFT. But it might be thought that there would be an advantage 
to locating expenses in a country with a high tax rate. By doing so firms would be 
able to deduct expenses from profits which would otherwise be taxed at a high 
rate of tax (or, if in loss positions, they would receive relief at this high rate of tax). 
This is true—​but the effect is negated by the impact of the border adjustments 
described above.

To see this, consider the example in Table 7.2. In Panel A, sales and costs in the 
two countries are the same as in Table 7.1, with the exchange rate between the two 
countries taken to be one-​for-​one. Initially, the two countries levy their DBCFTs 
at the same rate, 10%, which leaves the business with after-​tax profits of 180. From 
the point of view of the business, the situation is just as if it operated in a single 
economy with a single DBCFT of 10%. This means that the business’ investment 
(and financing) decisions should be wholly unaffected by the presence of the 
two taxes.

Suppose now that country B raises the rate of its DBCFT to 25%. If nothing else 
changes, this, as seen in Panel B, increases the business’ total tax charge by 22.5 
(i.e. an additional 15% of the base of 150 in country B), leaving it after-​tax profits 
of 157.5.

But, still assuming no other changes, the increased tax rate in B gives the 
business an incentive to shift its production there from A to B, since that higher 
tax rate means a larger deduction for costs. As shown in Panel C, shifting pro-
duction in this way reduces the firm’s total tax liability, and so increases its total 
after-​tax profit, by 15 (i.e. the difference in tax rates, 15%, multiplied by produc-
tion costs of 100).

If the tax rate change applied only to this business, which was just one among 
many, that would be the end of the story. But if it applies to the generality of 

	 31	 This assumes that the rent at issue is not specific to a particular location, as discussed in Chapter 2. 
See Devereux and Griffith (1998) for empirical evidence on the role of effective average tax rates on 
location decisions, and Auerbach and Devereux (2018) for a theoretical analysis.
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Table 7.2  Investment neutrality of the DBCFT with universal adoption

Country A Country B Total

Panel A
Tax rate 10% 10%
Labour costs 60 0 60
Other costs 40 0 40
Sales 150 150 300
DBCFT tax base 50 150 200
DBCFT charge 5 15 20
Net profit 45 135 180

Panel B
Tax rate 10% 25%
Labour costs 60 0 60
Other costs 40 0 40
Sales 150 150 300
DBCFT tax base 50 150 200
DBCFT charge 5 37.5 42.5
Net profit 45 112.5 157.5

Panel C
Tax rate 10% 25%
Labour costs 0 60 60
Other costs 0 40 40
Sales 150 150 300
DBCFT tax base 150 50 200
DBCFT charge 15 12.5 27.5
Net profit 135 37.5 172.5

Panel D
Tax rate 10% 25%
Labour costs 0 72 72
Other costs 0 48 48
Sales 150 180 330
DBCFT tax base 150 60 210
DBCFT charge 15 15 30
Net profit 135 45 180

Panel E
Tax rate 10% 25%
Labour costs 60 0 60

(continued)
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Table 7.2  Continued

businesses, things will change, along the lines discussed in Section 1.4. Following 
the rise in the tax rate in B, the demand of residents of B for imports from A will 
fall and the demand of residents of A for exports from B will rise. Both of these ef-
fects create upward pressure—​as described above—​on the value of B’s currency32 
(or on wages and prices in B, if A and B have a fixed exchange rate). This has the 
effect, shown in Panel D, of increasing the value of profits earned in B expressed in 
A’s currency, and rising by a factor (of 1.2 in this example)33 that reflects the differ-
ence in tax rates. Profit in B, expressed in A’s currency, rises to 60, which, after tax 
at 25%, exactly restores total after-​tax profit to the level before the tax change and 
when all production was in A. Moreover, as shown in Panel E, the rise in B’s prices 
also eliminates the business’s incentive to shift production to B, as maintaining 
production in A also results in total after-​tax profits of 180, rather than the 157.5 
shown in Panel C.

The idea that prices and/​or the exchange rate will adjust so as to exactly neu-
tralize differences in rates of DBCFT across countries, it should be stressed, is 
not fanciful or arbitrary. The point, as is clear from the earlier discussion of the 
border tax adjustment, is that if the initial situation is an equilibrium—​that is, a set 
of prices and allocation of activity such that no businesses or consumers wish to 
change their behaviour—​then so is that in which prices and/​or the exchange rate 
have adjusted as described.34

If the exchange rate is fixed or managed, however, or if wages or prices are sticky, 
this adjustment may not come about instantaneously. Without the appreciation of 

Country A Country B Total

Other costs 40 0 40
Sales 150 180 330
DBCFT tax base 50 180 230
DBCFT charge 5 45 50
Net profit 45 135 180

	 32	 One can also think of the incipient capital inflow into B described in the previous paragraph and 
the incipient net export surplus of B described here as implying an excess demand for B’s currency in the 
foreign exchange market that is eliminated by a nominal appreciation of B’s currency.
	 33	 Denoting the tax rate in country i by Ti, the adjustment required is (1–​TA)/​(1–​TB), which in this ex-
ample is (1–​0.1)/​(1–​0.25) = 1.2. Note that this adjustment does not depend on the firm’s costs, sales, or 
any other characteristics—​and hence offsets the tax change for all firms. What is required for neutrality, 
however, is that the same rate applies to all businesses within each country.
	 34	 Indeed unless there are some other equilibria, the adjustment must be of exactly this form.
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B’s exchange rate or an increase in prices and wages there, B’s exports will be cheap 
abroad and its imports expensive at home. Its net exports, and the level of activity, 
will therefore tend to rise. As the pressures on wages and prices this creates build 
up, however, the effect should be temporary. Eventually, wages and prices must rise 
in B to restore the equilibrium.

Note that this example also illustrates the incidence of the DBCFT. Due to the 
effect on the exchange rate—​or on prices and wages in B—​the business resident in 
A and exporting to B does not suffer any reduction in post-​tax profit (in A’s cur-
rency) as a result of the increase in the tax rate in B. The tax is instead borne by do-
mestic residents of B. However, since wages in B also rise by the same proportion as 
prices, it is not borne by those of B’s residents that consume out of labour income, 
but (in this example) only by those whose consumption is financed from economic 
rent. We discuss this further in Section 2.1.2.1.

2.1.1.2 � Scale of investment
That the level of investment is also undistorted when all countries apply a DBCFT, 
at whatever rate, follows from the arguments just given. We have just seen that the 
presence of a DBCFT in country B, at whatever rate, left the firm’s after-​tax profit 
exactly as it was when it faced a 10% DBCFT everywhere. But when it faces such a 
tax, then, by the general property of cash flow taxation set out in Chapter 2, its in-
vestment decision is entirely undistorted.

2.1.1.3 � Form of financing
Under an R-​based cash flow tax, whether origin-​ or destination-​based, financial 
flows simply do not enter the tax calculation and so are evidently left undistorted. 
The impact on financial flows under an R+F base is set out in detail in Section 
3. Broadly, however, treating the location of the borrower as the ‘destination’ im-
plies that a tax using the R+F base tax would be neutral with respect to financial 
flows and the location of lending and borrowing.

2.1.2 �  Fairness
What ultimately matters for the fairness of any tax system, of course, is how it af-
fects individuals. How we tax business profit has implications for the fairness with 
which the tax burden is shared, both within and across countries. This section 
looks at the DBCFT in this light, and at the particular question of the suitability, or 
not, of the DBCFT for developing countries.

2.1.2.1 � Incidence of the DBCFT
The effective incidence of the DBCFT—​who bears the burden of this tax—​can be 
most easily understood by recalling from Section 1.2 that the DBCFT is equivalent 
to a VAT plus a matching subsidy for wages and salaries. So the incidence of the 
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DBCFT will be the same as that of a tax on domestic consumption combined with 
a subsidy, at the same rate, to domestic wages. The effect of the subsidy would be to 
exactly offset the impact of the tax on consumption out of domestic wages, or more 
generally, labour income. As a result, the DBCFT is equivalent to a tax on domestic 
consumption financed by resources other than domestic wage and salary income. 
These resources will have two main components.

First, in a transitional period they will include returns to previous investments. 
Second, on an ongoing basis and in present value terms, they will reflect economic 
rent: the return on investments in excess of that needed to cover the normal return 
to capital. Note though, that the incidence is on consumption financed largely by 
economic rent accruing to domestic residents. As noted in the example in Table 7.2 
above, the tax is not borne by foreign owners of businesses that sell goods and serv-
ices in the jurisdiction of the DBCFT. Instead, the effects of the DBCFT on either 
exchange rate or on prices and wages have the consequence that the tax is borne by 
domestic residents.

In addition, these effects on the exchange rate or wages and prices will in-
volve shifts in the tax burden through changes in asset values.35 In the context of 
a country with a fixed exchange rate, introducing a DBCFT would tend to push 
up prices and wages. So domestic individuals holding assets fixed in nominal 
values, such as domestic bonds, will lose at the expense of issuers of the liabilities. 
Similarly, in this case, those earning an unadjusted minimum wage or in receipt of 
government transfer payments, would also lose. Neutralizing some of the possible 
adverse distributional effects may require indexing such payments, and any min-
imum wage, to consumer prices.

By contrast, in a country with a flexible exchange rate, nominal domestic prices 
would be less likely to be affected; their value would change relative to world prices 
through an appreciation of the exchange rate. In this case, residents holding do-
mestic assets fixed in nominal values would be unaffected, while non-​residents 
holding these assets would benefit and residents holding foreign assets would lose.

In general, a tax on consumption not financed by labour earnings would be ex-
pected to fall on the affected consumers, except to the extent that these consumers 
are able to avoid a tax on their consumption from non-​labour income by changing 
their behaviour.

For the DBCFT, however, there are few possible ways in which behaviour will 
change. In particular, because the cash flow tax base excludes the normal return to 
saving, there would be no incentive to save less. In addition, because of the destin-
ation basis used for the DBCFT, there would be no incentive for capital or business 
activity to move to other jurisdictions, as already discussed.

	 35	 See Viard (2017) for further discussion.
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One possible shift away from taxation that remains under the DBCFT would be 
through cross-​border shopping, if other nearby or accessible countries impose tax 
at a zero or lower rate.36 With few exceptions, however, significant cross-​border 
shopping has tended to be confined in practice to excisable goods: it has tended 
to be modest in response to general differences in rates of VAT. However, to the 
extent that cross-​border shopping reduces domestic demand, we would expect 
some of the tax to be borne on the supply side, for example by factors entering 
the production process, regardless of their location, such as the intangible assets a 
business owns.37

This analysis indicates an important point regarding the incidence of the 
DBCFT: it falls primarily on domestic residents receiving (and spending) eco-
nomic rent—​and since they tend to be in the upper part of the income distribu-
tion, the tax would be likely to be progressive. It would certainly be considerably 
more progressive than a broad-​based VAT, which falls on all domestic residents.38 
The comparison with a conventional tax on business profit is more complex, be-
cause a conventional tax is not only levied on an origin basis, but also falls on the 
normal return as well as on economic rent. As we discussed in Chapter 2 such 
a conventional tax is at least to some extent passed on in higher prices to con-
sumers and in lower wages to workers. By removing the normal return to capital 
from tax, a DBCFT is therefore likely to be more progressive (though not neces-
sarily so).39,40

	 36	 This depends on how the place of the sale is defined. In principle, we are searching for the least mo-
bile tax base—​which is probably the normal place of residence of the consumer, rather than the place of 
purchase. This would imply that a consumer that shops abroad should still be taxed at her domestic tax 
rate. But in practice this is unlikely to be feasible, certainly in all circumstances. See the discussion in de 
la Feria and Devereux (2014).
	 37	 An alternative approach to understanding the incidence of the DBCFT is to start with an origin-​
based cash flow tax, which would impose a tax on the cash flows of firms’ domestic operations. In gen-
eral, such a tax would fall on the owners of the business. The border adjustment included in the DBCFT 
would in effect convert the tax base from a tax on the cash flows received by owners of domestic firms 
to a tax on the cash flows received by domestic owners of firms worldwide. See Auerbach and Devereux 
(2018).
	 38	 VATs in practice of course often include reduced rates on some items precisely in order to im-
prove their progressivity. As is widely recognized, however, this is an extremely inefficient way in 
which to pursue distributional objectives, especially in advanced economies that have quite finely 
targeted income support measures available to them. The implication is that distributional im-
pact can be improved by moving to a single rate VAT while strengthening income support (see e.g. 
Crawford et al, 2010).
	 39	 The same would be true of any form of rent taxation.
	 40	 As we discuss in Chapter 2, a tax on the normal return to capital could be levied at a personal 
level, in the country of residence of the owner of the business. This is the approach, for instance, of 
the Business Enterprise Income Tax proposed by Kleinbard (2007), which combines a rent tax at the  
corporate level with a tax on the normal return at the personal level.
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2.1.2.2 � Inter-​nation equity
Taxing sales on a destination basis but giving relief for expenses on an origin basis 
can produce an allocation of profit amongst countries which might be considered 
to be inequitable. If a business produces goods in country A and exports to country 
B, then, under a DBCFT, A  would not receive any tax on the business’s profit. 
A system under which a government that potentially contributes significantly to 
the success of business operations by providing infrastructure, legal protection, 
and other goods and services, but receives no tax revenue—​while governments 
that contributed nothing happily pick up a cheque—​might be considered to be un-
fair, or at least inappropriate, violating a view of taxation as in part payment for the 
benefits provided by governments.

Recall, however, as argued in Chapter 2, that current taxes on business profit do 
not satisfy the prescriptions of the benefit principle either, as they can result in high 
taxation for businesses which derive very little value from publicly provided goods 
and services and no taxation for businesses which derive a great value. In other 
words, there is no necessary connection under current arrangements between 
benefits derived and taxes paid. Concern for the benefit principle would thus be 
better addressed through the adoption of fees based on a business’ footprint in a 
particular country. Such fees could be introduced alongside a DBCFT by coun-
tries wishing to do so, although, of course, this could affect the attractiveness of the 
country as a location for investment.

But this issue should in any case be viewed at a national rather than at an indi-
vidual business level. Under a DBCFT there will certainly be instances in which 
little or no tax is collected by countries from businesses which export a high per-
centage of their products or services. However, such countries will tax the profits 
of businesses which incurred their production costs in a different country. Viewed 
at a national level then, zero-​rating of exports and taxation of imports would net 
out in the aggregate tax base to the extent that there was a balance of trade, with 
exports equal to imports. Of course, net exporting states would find themselves on 
the wrong side of this balance. However, two factors militate against the conclusion 
that the DBCFT would not be right for such countries. First, net trade positions 
change over time, albeit extremely slowly in some cases, and net exporting states 
might find themselves closer to a balance of trade or even net importers in years to 
come. Second, countries which seek to tax on an origin basis because of the benefit 
principle might in time find themselves simply unable to do so. Competitive forces 
will continue driving down corporate tax rates under the current system and busi-
nesses will respond by moving their real activity.

More generally, apart from the shift to a destination basis, there would be several 
effects on the revenue generated from the DBCFT, relative to the revenue gener-
ated from the conventional tax. First, as noted above and elaborated on further 
below, the DBCFT should make it considerably harder to shift profit to low tax 
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jurisdictions. Second, the pressure to have a low rate of tax in order to compete 
with neighbouring countries disappears with the adoption of the DBCFT, since, 
as seen above, location decisions by business should be independent of the rate at 
which any country levies its DBCFT. Any country could therefore raise its tax rate 
without fearing an exodus of either real economic activity or taxable profit. On the 
other hand, moving to a cash flow tax might reduce the tax base relative to a con-
ventional tax, since the cash flow tax provides immediate expensing rather than 
traditional depreciation deductions; in the other direction, the conventional tax 
allows interest payments to be deducted, while the DBCFT would not. The net im-
pact of these two offsetting effects on the tax base is unclear and would depend on 
the initial circumstances in a particular country with respect to the generosity of 
existing depreciation schedules and the extent of leverage in business capital struc-
ture. While one cannot say for certain that these offsetting changes in the tax base, 
combined with less profit shifting, would lead to an overall broadening of the tax 
base, the opportunity to increase the tax rate without concern about cross-​border 
shifting at least offers the possibility of recovering any revenue lost even if these ef-
fects reduce the tax base.41

Hebous et al (2019) estimate the impact on government revenues of the hypo-
thetical use of the DBCFT. Using data primarily on forty-​eight countries over the 
period 2002–​11, they estimate the size of the DBCFT tax base using country level 
national accounts data, as non-​financial corporate gross operating surplus, less 
corporate investment, plus imports less exports. They apply the existing corpor-
ation tax rate to this tax base and compare the resulting revenue estimates with 
actual corporation tax collections in that period. Clearly, this can only be a rough 
approximation of the true DBCFT base in any country, and the authors acknow-
ledge a number of caveats in their estimation. Nevertheless, this approach can give 
a broad guide to the likely impact of using the DBCFT, subject to two important 
assumptions—​that business behaviour does not change and that the tax rate ap-
plied is that of the existing corporation tax.

In their main results they find that, on average across the sample, estimated rev-
enues from the DBCFT would be close to those actually obtained from current 
corporation taxes. However, this result hides considerable variation across coun-
tries: mostly depending on whether the trade balance is significantly negative or 

	 41	 Patel and McClelland (2017) examined some of the revenue consequences of introducing a 
DBCFT in the US, on the assumption of unchanged behaviour of businesses. They find that, over the 
period 2004–​13, if the US had had an origin-​based cash flow tax in place, the total tax base would have 
been almost the same as under the actual tax system in place at the time. Also the number of firms with 
tax losses, both unweighted and weighted by assets, would have been almost identical to that under the 
actual tax system. Because the US had a trade deficit during this period, moving from this to a DBCFT 
would have significantly increased the aggregate US tax base. The proportion of firms with tax losses 
would again have been barely unchanged on an unweighted basis, but would have been higher weighted 
by assets, reflecting the fact that firms which participate in cross-​border transactions tend to be larger.
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positive. Around a third of the sample would see a substantial gain in tax revenue, 
whilst another third would see a substantial reduction.

They find that, on average, developing countries that are not resource-​rich 
would be beneficiaries of a switch to the DBCFT. Natural resources are often largely 
exported, a major source of government revenue (especially in many low income 
countries) and a national asset. Governments of resource-​rich countries are un-
likely to be content to receive, as they would under a DBCFT, no revenue from 
their exploitation—​and even finding themselves paying large amounts to foreign 
extractive businesses.42 Moreover, while the DBCFT looks to the immobility of 
consumers, this is a case in which there is an immobility of the underlying asset—​
giving rise to rents that are specific to their location—​that can be exploited. As ex-
plained in Chapter 2, in such circumstances, there are powerful forces pointing to 
the retention of some element of origin-​based taxation of natural resources both as 
a political reality and a potentially efficient form of taxation.43

To take into account such special treatment of natural resources in estimating 
the impact of the introduction of a DBCFT on revenue, suppose a country cur-
rently has both a tax on natural resources and a conventional corporation tax, 
which applies both to natural resources and all other activities. Now suppose that 
the country continues to tax its natural resources at the same level—​including both 
existing sources of taxation. But for non-​resources, it border-​adjusts its corporate 
tax. Then, in aggregate, and abstracting from other factors affecting the tax base, 
the country would see a fall in its taxable income if its total imports were less than 
its exports from the non-​resource sector.

We are able to analyse the position of a large number of countries using data 
on balance of payments statistics from UNCTAD, with information on exports of 
natural resources from UNComtrade. We identify seventeen countries out of 181 
analysed for whom, over the period 1996–​2014, imports were less than exports 
excluding natural resources. These include Japan, China, Germany, Switzerland, 
and Sweden. Only one low income country (Nepal) and four lower middle income 
countries (East Timor, Uzbekistan, Bangladesh, and Philippines) were in this pos-
ition. If these countries continued to have such an imbalance of trade then moving 
to a destination basis would tend to reduce their tax base. However, for all other 
countries, if they maintained similar taxes on their natural resources, then these 
calculations suggest that moving to a DBCFT for non-​resource trade would tend to 
increase their tax base.

	 42	 Businesses that are primarily exporters could be in a permanent loss position.
	 43	 Efficiency would call for some form of resource rent taxation, though administrative consider-
ations may imply balancing this with royalties (charges on the volume or, more commonly, the value of 
output) which, though more distortionary, may be less vulnerable to avoidance through the manipula-
tion of costs: see Boadway and Keen (2010). Similar considerations would apply to other cases in which 
there are location specific rents that derive largely from exportation.
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2.1.2.3 � Developing countries
Business tax reform is a high stakes game for developing countries—​perhaps even 
more so than for advanced countries. They are in many cases heavily reliant on tax 
revenues from extractive industries, derive a somewhat larger proportion of their 
total revenue from taxes on business profit from the non-​resource sector than do 
higher income countries, and have fewer realistic alternative sources of revenue. 
While the results of Hebous et  al (2019) provide some comfort for developing 
countries on average, a switch to a DBCFT may be especially important for such 
countries. There are four main issues.

The first is the treatment of natural resources, which are an especially important 
source of revenue for many of them. As argued above, there is a strong case to re-
tain origin-​based taxes on these.

The second is the impact on the tax base. Broadly, moving from a traditional 
origin-​based tax to a DBCFT means—​assuming no change in behaviour—​losing 
revenue to the extent that exports exceed imports, and to the extent that the origin-​
based tax is levied on the normal return to capital.44 The likely extent of the latter, 
however, is hard to assess. While one could argue that this could in any event be 
recouped, at least in relation to domestic owners, by levying the tax at a personal 
level, experience on the taxation of capital income in low income countries is not 
encouraging.

A third consideration that is common to all countries but applies with particular 
force to many developing countries is non-​compliance. If (as seems plausible) the 
untaxed sector viewed on its own tends to have a trade deficit—​importing more 
than it exports—​then the view of the likely revenue impact set out above would 
be over-​optimistic. There is cause for more optimism, perhaps, on the impact of 
movement towards the DBCFT on compliance: all else being equal, remission of 
the tax on the normal return would make registration for this form of business 
taxation more attractive, while the wage deduction should also make the DBCFT 
more attractive to comply with than the VAT.

A fourth consideration is the greater weakness of tax administrations in devel-
oping countries. Here the heightened need to refund losses is a major concern. 
This remains a major issue under the VAT, and—​in whichever form adopted—​
would be amplified under a DBCFT or the equivalent VAT combined with a pay-
roll subsidy. Cross-​crediting of DBCFT losses against other positive tax liabilities 
(which we discuss further in Section 4.2.2) is more difficult in such countries, 
both because of the administrative challenges this implies and because there are 
fewer taxes against which credit might be taken: there are commonly no payroll 
contributions and only modest personal income taxes. Corruption and fraud 
are obvious concerns in the processing of refund claims (indeed credits more 

	 44	 There could also be some loss from the removal of withholding taxes on payments to non-​
residents, to the extent that these are not already undermined by treaty shopping.
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generally). But the greater difficulty with VAT refunds has commonly been not 
too many, but too few, as administrations either adopt strong safeguards or lack 
access to the funds to pay them.45

Against all this, however, one must weigh the weaknesses of current inter-
national tax arrangements. These, in many respects, have not served developing 
countries well: the evidence is that, relative to their GDP or total revenues, they 
lose more from BEPS-​type avoidance than do advanced economies.46 And they are 
exposed too to the rigours of aggressive international tax competition. The gains 
from escaping those (except in relation to natural resources) could, over the long 
haul, outweigh quite considerable shorter-​term difficulties.

2.1.3 � Robustness to avoidance
No tax system is perfectly robust to avoidance. However, when adopted univer-
sally, the DBCFT closes the most significant avoidance channels found under ex-
isting tax systems, cutting through the swathe of issues taken on in the OECD/​G20 
BEPS project described in Chapter 3.

When adopted in all countries, the DBCFT eliminates the shifting of profits 
to low tax countries through the three most important current channels: lending 
from a low tax country to a high tax country, manipulating transfer prices, and 
locating intangible assets that earn a royalty or licence payment in a low tax 
country.47

The most straightforward of these to explain is debt shifting. Under an R-​based 
cash flow tax, there is no tax relief for interest payments and there is no tax on 
interest received. So the debt shifting channel simply would not exist. Lending 
among affiliates of a multinational located in different countries would simply have 
no tax consequences. As we set out in Section 3, this channel would not exist under 
the R+F base either.

Profit shifting through the manipulation of intra-​group prices is also precluded 
by the DBCFT. To see this, consider the effect of a sale of a good by subsidiary A to 
another member of the same multinational group, subsidiary B, with the two sub-
sidiaries located in different countries. Under current arrangements, A pays tax 
on the sale of the good to B, but B receives tax relief on the purchase of the good as 
an input into its own activity. If A’s country has a higher tax rate, then there is an 
incentive to understate the true price of the good, shifting taxable profit from A to 
B, and reducing the overall tax liability. If A’s country has a lower tax rate, then the 
incentive is reversed; overall tax is lowered if the price is overstated.

	 45	 On the difficulties of managing VAT refunds in developing countries, see for instance IMF (2019).
	 46	 See, for example, Crivelli et al (2016) and Johannesen et al (2021).
	 47	 These effects are discussed in more detail in Auerbach et al (2017b). For a more comprehensive 
assessment of the DBCFT’s robustness to avoidance see Devereux and Vella (2018c).
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But under a DBCFT, A faces no domestic tax on its export. B does face a tax on 
its import,48 but as an input into whatever activity B is undertaking the cost of the 
good will also be deducted from B’s tax base. These two effects exactly cancel out, 
making the value of the import irrelevant for tax purposes.

An alternative approach to implementing this treatment of imports, as dis-
cussed in Auerbach (2010) and further below, would be simply to exclude imports 
by taxable businesses from the tax base altogether—​so that for them there is nei-
ther a tax on imports,49 nor a deduction for the cost of the imported good. In this 
case, the transaction between A and B is entirely free of tax. Under this alterna-
tive approach, it is particularly easy to see how the destination basis eliminates tax 
avoidance opportunities based on mispricing of within-​group cross-​border trans-
actions. Because cross-​border transactions would simply no longer affect the tax 
base for either of the parties to the transaction, a business could not influence its 
domestic tax liability by misstating revenues or expenses associated with cross-​
border transactions.

Table 7.3 illustrates this key point that—​given universal adoption of a DBCFT, 
even at different rates in different countries—​understating or overstating intra-​
group prices makes no difference to the overall tax liability under the DBCFT. The 
business imports the good from an affiliate in the same multinational group, and 

	 48	 There is a need to define an ‘import’. The key issue here is that all goods and services sold domestic-
ally should be subject to the tax. Broadly, in this case, an import would be a good or service purchased 
from an entity not subject to the domestic DBCFT (and also not a domestic entity excluded from it by 
virtue of size, as we discuss below in the context of the scope of the tax).
	 49	 Imports by final consumers would remain taxable.

Table 7.3  DBCFT liabilities in importing country, with different prices for imports

Price Tax liability: 
Method (a)

Tax liability: 
Method (b)

Import 100 25 0

Sale to domestic consumer 120 5 30

Total tax liability –​ 30 30

Import 0 0 0

Sale to domestic consumer 120 30 30

Total tax liability –​ 30 30

Import 120 30 0

Sale to domestic consumer 120 0 30

Total tax liability –​ 30 30



292  Destination-based cash flow taxation

then sells it to a domestic third party—​for example, a final consumer or an unre-
lated party—​for a price of 120. Both countries operate a DBCFT, and so there is 
no tax on the export in the exporting country. The tax in the importing country—​
assumed to be at 25%—​can be thought of in two ways, as described above. In 
column (a) the import is taxed, and the cost of the import set against the tax charge 
on the sale to the final consumer. In column (b), the import is ignored for both 
purposes.

Suppose that the price at which the good is imported is 100. Then under method 
(a), there is a tax charge on the import of 25. In addition, there is a tax charge on 
the profit of the importing business at 25% of sales less imports—​a tax liability 
of 5. Total tax is therefore 30. Under method (b), the import is simply ignored, 
and there is a tax charge on the total value of the sale to the domestic consumer, 
which also generates a total tax liability of 30. This shows the irrelevance of the im-
port price of the import for the total tax charge. As the other panels demonstrate, 
even if the price of the import were set to zero, or 120, the total tax charge would 
remain 30.

It is important to note that the netting out of business-​to-​business transactions 
through BTAs also makes the DBCFT robust to avoidance strategies used in the 
context of formulary apportionment systems which are based on the destination 
of sales.50 Under a formulary apportionment system, a highly profitable business 
could sell its products in a fully arm’s length transaction to a much less profitable 
retail distributor in a low tax jurisdiction. As a result, only the low rate of tax would 
be applied to the profitable business’s profits. The retail distributor could sell on 
the goods into a high tax country and face tax at a higher rate, but this would only 
apply to its relatively low profit. The overall tax liability may then be considerably 
lower than if the original business had sold directly into the high tax country. This 
could not happen under a DBCFT. In that case, the full value of imports into the 
final country of destination would be subject to tax in that country.

A third common strategy for profit shifting under the existing system is to place 
highly valuable intangibles in low tax jurisdictions. Other entities within the multi-
national group that are located in high tax countries may then pay royalties or li-
cence fees to the business that owned the intangible asset in return for their use. 
Broadly, under the existing system, these payments receive tax relief at the high 
rate of tax and are liable to tax on the receipt at the low rate of tax. Again, this would 
not happen under a DBCFT.

The reason is the same as that given above. The purchase or sale of the right to 
make use of the intangible asset would naturally be treated in the same way as the 
purchase or sale of a good or service. This is, then, an import into a destination 

	 50	 By this is meant a system under which the consolidated profits of a multinational are allocated for 
taxation across jurisdictions according to the share of each in its total sales. As discussed in Chapter 6, 
this problem applies to the RPAI system.
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country, and as such, would be liable to tax in that country. If A (located in a high 
tax country) acquires a licence from B (located in low tax country) to use its IP, this 
would give rise to a tax liability in the high tax country. But the tax paid on that 
import would also be deductible as a cost for A. Just as above, these two elements 
would exactly balance out. An alternative arrangement, as with other imports by 
taxed businesses, would be simply to disregard the import and the payment for 
it. In any case, since there are no real tax consequences of the transaction, the in-
centive to locate intangible assets in a low tax jurisdiction would disappear under 
the DBCFT.

Finally, note that the DBCFT puts considerably less pressure on the no-
tion of corporate residence than does the existing system, though at the cost of 
introducing a different notion of nexus to that under the current regime. The tax 
base is essentially domestic sales less domestic expenses. There is no requirement 
for corporate residence to identify either sales or expenses. Sales are taxed in the 
country of the consumer, irrespective of corporate residence. And expenses are 
allowed in the country in which they are incurred, also irrespective of corporate 
residence.

Many other issues arise in tax avoidance and planning beyond those discussed 
so far; and—​in the context of the 2016/​17 debate in the US as to whether to im-
plement a form of DBCFT—​some commentators have suggested that new forms 
of avoidance and planning might become available.51 Devereux and Vella (2018c) 
considered the key strategies proposed, distinguishing between the ‘pure’ form of 
the DBCFT set out here, and other reform proposals that incorporated only some 
elements of the DBCFT.52 They also distinguished between strategies aimed at the 
cash flow element of the tax and those aimed at the destination basis of the tax.

In the context of the former, it is important also to distinguish between strat-
egies that confer a real economic benefit in present value terms from strategies that 
only defer tax payment. Beyond that, however, a key element of the former set of 
strategies is the existence of transactions with tax-​exempt businesses or individ-
uals. Domestic transactions between businesses subject to the DBCFT usually net 
out; a payment by A to B typically generates relief for A and is taxed in the hands 
of B. But that does not apply to transactions with one party not subject to the tax. 
Suppose B is tax exempt, for example. Then under an R-​based approach, A has an 
incentive to structure the payment as a real, rather than financial, transaction since 
it will receive greater relief, at no additional cost to B. We discuss this issue at length 
in Section 3 in the context of taxing financial flows.

In the context of the destination-​based element of the tax, there is a need to 
distinguish different possible responses to the tax, including a real effect from 

	 51	 See, for example, Hariton (2017) and Miller (2017).
	 52	 More specifically, the proposal by the United States House Ways and Means Committee in its June 
2016 Blueprint, Ways and Means Committee (2016).
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a tax avoidance effect. For example, a country unilaterally replacing its existing 
origin-​based tax with a DBCFT would attract inward flows of capital; this would 
be a real, and intended, effect of the reform; it does not constitute tax avoidance. 
Many proposed strategies aim to exploit the differences between countries that 
introduce a DBCFT from those that do not; these strategies either fail, benefit 
the country unilaterally introducing the DBCFT, cannot reasonably be labelled 
‘avoidance’, or are in any case consistent with the aims of the DBCFT. We discuss 
these further below.

However, the DBCFT is not perfectly robust to avoidance, nor evasion. Indeed, 
certain forms of evasion commonly found in the VAT sphere, such as fraudulently 
disguising domestic sales as exports, can be expected. But if adopted in all coun-
tries the DBCFT would be robust to the most significant and widespread avoidance 
mechanisms under the existing regime. Their elimination is a major strength of 
the DBCFT.

2.1.4 � Ease of administration
We examine issues of implementation in some detail in Section 4. Here we simply 
outline the main specific features that differentiate the DBCFT. Broadly, since the 
DBCFT eliminates the need for existing swathes of complex legislation which bur-
dens the current tax regime and increases compliance costs on taxpayers and rev-
enue authorities alike, then it should be rather simpler to administer.

Under the R-​based cash flow tax, since debt and equity are treated in a neutral 
fashion, there is also no need for complex rules that police the border between the 
two. Further, due to the immediate expensing of all asset purchases under a cash 
flow tax, no rules are required to distinguish between assets that are expensed and 
those that are capitalized. It follows that there is also no need for complex depreci-
ation schedules or to keep track of individual assets and their bases.

The destination basis also brings extensive simplifying benefits. It elimin-
ates the need for some of the most significant, yet complex and lengthy, extant 
anti-​avoidance rules. These include rules on transfer pricing, thin capitalization, 
Controlled Foreign Company, and anti-​inversion, as well as exit taxes. These rules 
require constant updating to meet new planning strategies and their application 
is notoriously costly and burdensome. Their elimination thus provides significant 
benefits of simplification to both governments and businesses.

On the other hand, the DBCFT does raise some significant administrative chal-
lenges which are new to business taxes, although well known in VAT. One is the 
need to distinguish between real and financial flows; this is addressed in Section 
3.  Others include the challenges posed by potentially persistently negative tax 
liabilities of exporters and the need to levy a tax in the place of sale, a particu-
larly difficult problem for services and digital products; these are addressed in 
Section 4.
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2.1.5 � Incentive compatibility
In Chapter 3 we explored how the existing system for taxing profit has been destabil-
ized by competitive forces which drive countries to cut their tax rates. In Chapter 4 
we explained that the same would be true for alternatives such as a residence-​based 
tax on the parent company or a multi-​factor formulary apportionment system. The 
DBCFT, in contrast, would not be subject to competitive forces of this kind, since 
reducing the tax rate of a DBCFT would not help attract inward investment, head-
quarters, or business activity, nor would it be necessary to combat tax avoidance. 
Countries can thus set their DBCFT rates in accordance with their own preferences, 
without concern about the rates set by other countries. By neutralizing these com-
petitive forces, the DBCFT would provide long-​term stability in the tax system and 
enable countries to protect their revenue; this is one of its principal strengths.

2.2  Unilateral adoption

So far we have considered the properties of the DBCFT if it were introduced in 
all countries, possibly at different rates. But, of course, it is unlikely to be intro-
duced simultaneously by general agreement in many countries. An important 
issue is therefore what the properties of the DBCFT would be if it were introduced 
in only one country, or a small group of countries. For considerations of incentive 
compatibility, we are interested both in the effects on countries which introduce 
it, and on those that do not. In particular, we are interested in the incentives of the 
first group as to whether to continue to use a DBCFT, and in the spillover effects 
on those that do not, including their incentive to respond by adopting a similar 
system—​and including, for both, the implications for the likely extent and nature 
of tax competition. We address our usual five criteria in turn.

2.2.1 � Economic efficiency
A DBCFT adopted unilaterally by one country would have the same efficiency 
properties in terms of the scale of investment in that country as a DBCFT adopted 
universally. For the case of purely domestic activity, or equivalently for an origin-​
based cash flow tax, this is demonstrated in Chapter 2. Adding border adjustments, 
when some of the cash flows associated with the investment represent either im-
ports or exports, does not affect this neutrality property. Consider, for example, the 
case in which a domestic firm exports, and thus does not pay tax on its sales. In this 
case, the exchange rate appreciation arising from the introduction of the border ad-
justment offsets the benefit of the zero-​rating of exports. This leaves the scale of any 
investment decision in the country unaffected by the domestic DBCFT. The DBCFT 
is also neutral with respect to borrowing from domestic sources, as we discuss in de-
tail below; we discuss incentives to shift borrowing amongst countries in Section 3.
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However, the location of investment decisions would be distorted under the uni-
lateral adoption of a DBCFT. Suppose country A used a DBCFT but other coun-
tries maintained a conventional origin-​based tax on business profit. Then, in effect, 
A would not levy tax on the returns to economic activity taking place in A other than 
that generating domestic sales. This would clearly create an incentive for businesses to 
locate economic activities such as production of goods and services in A, no matter 
how low the origin-​based tax in other countries. The incentive to locate in A comes 
from the origin-​based tax levied in other countries. The advantage of locating such ac-
tivity in the DBCFT country would not vary with the rate at which it is charged. This is 
because, as we argued above, relief for costs incurred on that economic activity would 
be offset by a rise in relative prices, so the net impact of the DBCFT would be tanta-
mount to reducing its origin-​based tax on business income to zero. And this would be 
true whatever the tax rate in the DBCFT country.

In effect, replacing an origin-​based tax on profit with a DBCFT could be seen as an 
aggressive move in the existing tax competition game. Origin-​based taxes on business 
income would continue in other countries, giving businesses an incentive to locate, 
or relocate, their activities to countries adopting the DBCFT. This would be true irre-
spective of where the product was destined to be sold.

2.2.2 �  Fairness
Broadly, the considerations of fairness are the same as if the tax were introduced glo-
bally. The tax would continue to be equivalent to a tax on domestic consumption fi-
nanced by resources other than wage and salary income. The issues of inter-​nation 
equity are also similar as well, though with the additional twist of the likely impact of 
increased profit shifting out of non-​adopters, discussed next.

The factors influencing revenue (other than through avoidance) would again be 
similar. However, in the case of unilateral adoption of the DBCFT, the behavioural re-
sponse of multinationals would be different, and this could affect revenue and welfare 
in the country that introduced the tax. For example, suppose that country A intro-
duced a DBCFT and country B did not. Then a business that produced in A and ex-
ported to B would face no tax on its profit. But a business that produced in B and sold 
in A would be taxed on its profit in B, and on its import to A. This might be considered 
unfair but is simply the result of the two countries having a different basis for taxation.

2.2.3 � Robustness to avoidance
The unilateral adoption of a DBCFT would leave existing avoidance opportunities 
in place; however, they would now operate, potentially strongly, to the detriment 
of the rest of the world and to the advantage of the adopting country.53 Consider, 

	 53	 For a more detailed consideration of these issues, including numerical examples, see Auerbach  
et al (2017b).
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for example, incentives for transfer mispricing. In the previous section, we argued 
that if two countries adopted the DBCFT, a business could not shift profits from 
one to the other by mispricing intra-​group transactions. But what would happen if 
country A adopted a DBCFT, but country B maintained its existing conventional 
origin-​based tax?

As we have seen above, cross-​border intra-​group transactions would not appear 
in the tax base in country A. Exports would be excluded from the tax base. Imports 
could be treated in two ways: they could be taxed, but with this tax then exactly 
netting against the relief for the cost of the input; or they could be just ignored. 
In either case there would be no tax consequences in country A. But the declared 
prices used for intra-​group cross-​border transactions would still affect the tax base 
in country B. If the business was exporting from the non-​DBCFT country B, there 
would be an incentive to under-​price the export. If the business was importing 
into B, there would be an incentive to over-price the import. These incentives are 
greater the higher is the origin-​based tax rate in B.

A similar analysis applies to the strategic location of intangible assets. Under 
the existing system, there is an incentive for businesses to locate intangible assets 
in low tax jurisdictions and to pay royalties and licence fees from high tax coun-
tries to where the assets are owned. As we argued above, this incentive would not 
be present if the high tax country had a DBCFT, however high the rate. That is be-
cause the use in the DBCFT country of the benefits of the intangible asset would 
be treated as an import. The tax on the import would again net out with tax relief 
on the purchase of that import; or the import could be ignored entirely. In either 
case, there is no net deduction for the cost of using the imported service from the 
intangible asset.

If other countries maintained existing origin-​based systems, however, then 
there would be an incentive to locate intangible assets in the DBCFT country, 
since—​being akin to an export—​there would be no tax on the receipt of royalty 
or licence fees. To this extent, the DBCFT country would again be operating in a 
way akin to a low tax jurisdiction under an origin-​based tax system. Royalty pay-
ments to the DBCFT country would generally be deductible in other countries; 
this would facilitate a reduction in taxable income in those countries.

As will be seen in Section 3, the preferred treatment of financial flows under 
a DBCFT can also worsen base erosion in non-​adopters, since interest payments 
may be deducted in the non-​adopting countries but would not be taxed in the 
DBCFT country.

The adoption of the DBCFT by a single country is thus likely to aggravate the 
problems of base erosion and profit shifting in countries that did not implement a 
DBCFT, whilst rendering the adopter immune from such activity, and even con-
veying some benefit on it. This is, or should be, a significant concern with unilat-
eral adoption. The quantitative impact of additional profit shifting opportunities 
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on other countries is hard to gauge: multinationals already have many opportun-
ities to shift profits to low tax jurisdictions. And the impact will depend on the 
particular circumstances, being greater, for instance, if the adopter is a large and 
initially high tax country.

The likelihood is, in any case, of increased pressure on the devices that non-​
adopters have at their disposal to limit profit shifting:  thin capitalization rules, 
withholding taxes, and the like. While such direct responses are in the hands of 
the non-​adopters, the adopter may also wish to cooperate in protecting foreign 
tax bases from being undermined through artificial transactions and pricing. 
Participation in the county by country reporting that is a minimum standard 
under the OECD/​G20 BEPS project, for instance, may yield little direct benefit 
to the adopter, but can be helpful for others in addressing transfer pricing issues. 
Beyond such measures, non-​adopters would clearly have an incentive to follow suit 
by introducing a DBCFT. However, this is likely to take some time, during which 
the adverse impact on non-​adopters might be significant.

2.2.4 � Ease of administration
For the country adopting it, the main administrative benefits and costs of adopting 
a DBCFT—​prominent among the former being that opportunities for shifting 
profit to low tax jurisdictions are considerably diminished, if not extinguished—​
are much the same whether adopted unilaterally or universally.

Two additional issues would arise if the DBCFT were introduced unilaterally, 
however. First, as we discuss in Section 4 on implementation below, there would 
be benefits in tax collection if countries cooperated with each other. These benefits 
would presumably be much less likely to occur if a country introduced the DBCFT 
unilaterally. Second, from the perspective of taxpaying multinationals, there may 
be an additional compliance cost in dealing with a DBCFT in one country, and 
existing business-​level taxes on profit in other countries, although, of course, busi-
nesses must already cope with quite significant differences in existing national tax 
regimes.

2.2.5 � Incentive compatibility
The attractiveness of moving from a traditional origin-​based business tax from the 
perspective of a single country, acting on its own, involves a trade-​off between ad-
vantages and disadvantages. These include, as discussed in Auerbach and Devereux 
(2018), the benefits of attracting capital and profits from other jurisdictions on the 
one hand, and the potential costs of a reduced ability to ‘export’ taxes to the resi-
dents of other countries on the other. A country unilaterally introducing a DBCFT 
would in effect be reducing its origin-​based tax on business income to zero. As 
discussed, this would attract real activity and profit from other countries where 
that origin-​based income would be liable to tax. But, on the other hand, an origin-​
based cash flow tax would fall on the owners of the business being taxed, including 
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non-​resident owners. By contrast, as discussed above, a DBCFT would ultimately 
fall only on domestic residents. A move to a DBCFT from an origin-​based cash 
flow tax would therefore have a cost in reducing the ability of the country to levy 
a tax the incidence of which is partly on non-​residents. This second factor may be 
relatively more important for a large country.

However, existing business taxes are less likely to be exported to non-​residents 
than origin-​based cash flow taxes. That is because existing taxes do not generally 
fall solely on economic rent; consequently, they create incentives for businesses to 
distort their behaviour and prices in ways that pass on the burden of the tax to 
others, particularly residents. Thus, while there is a clear trade-​off between origin-​ 
and destination-​based cash flow taxes, the benefit of a conventional origin-​based 
tax in exporting tax to non-​residents is weaker than with an origin-​based cash 
flow tax.

In addition to removing tax on domestic origin income, the treatment of bor-
rowing and interest under the DBCFT (discussed in the next section) would intro-
duce a powerful incentive for adoption elsewhere, for it would shift borrowing and 
interest deductions to other countries where interest is still deductible (at least 
as long as the other jurisdictions did not combat this incentive by the use of anti-​
avoidance rules). Similarly, as the adoption of the DBCFT by one country safeguards 
it against a number of profit shifting techniques whilst providing opportunities for 
multinationals to shift profits from countries operating an origin-​based business tax 
to it, it also gives other countries an incentive to adopt the DBCFT.

For non-​adopters, as seen above, despite such possible defences as men-
tioned there—​and to an extent that again depends on circumstances—​the re-
placement of a traditional business income tax by a DBCFT in another country 
may place substantial pressures in the forms of both reduced investment and 
heightened profit shifting. They are likely to respond. This may take the form 
of either reduced statutory rates or base narrowing measures while retaining a 
traditional business-​level tax on profit, or a movement to a DBCFT. The former 
response provides no lasting solution to continued tax competition. Subject to 
important caveats—​notably those in relation to developing countries discussed 
in Section 2.1.2.3 —​the latter may well have more attractions than the continued 
undermining of the international tax systems that is all too clear under current 
arrangements.

How the incentives for adoption would change in response to other countries’ 
adoption is a complex question.54 However, it seems likely that the attractiveness of 
adopting the DBCFT would be enhanced by other countries already having done 
so. That is because countries that kept an origin-​based tax would be at a competi-
tive disadvantage since in effect they would be competing for real economic activity 

	 54	 Empirical evidence suggests that countries respond to a reduction in the tax rate in other countries 
by reducing their own tax rate; for references, see Chapter 2.
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and profit with countries that have no origin-​based taxation. As investment and 
profit shifted to the countries that had unilaterally introduced the DBCFT, there 
would be a powerful incentive for other countries to follow suit.

A unilateral move to the DBCFT can therefore be seen as the ultimate move in 
a tax competitive game being played out in origin-​based business-​level taxes on 
profit, as it results in an origin-​based tax rate of zero. The adopting country would 
not be susceptible to tax competitive forces on the tax rate it selects. In that sense 
the result is long-​term stability for the adopting country, freed from destabilizing 
tax competitive forces.

3.  Taxing financial flows

The growing importance of financial businesses and activities increases the attract-
iveness of taxing the economic rent accruing to financial businesses.55 This section 
considers how this can be achieved, first under a DBCFT and then under a VAT-​
based equivalent.

3.1  The choice between an R base and an R+F base

As described briefly in Section 1.1, there are two basic approaches to the treat-
ment of financial flows under a cash flow tax, including the DBCFT. These 
were set out by the Meade Committee (1978), and we use their terminology 
here. The first option is simply to ignore, or exempt them, in that no tax is 
levied on financial inflows, but equally no relief is given for tax levied on finan-
cial outflows. This is the route taken by most VATs. This is equivalent to a tax 
only on ‘real’ net inflows, which Meade calls the R base. The second option is to 
tax also all net financial inflows other than equity transactions with the busi-
ness’ owners, which Meade calls the R+F base. Table 7.4, which is adapted from 
Meade Committee (1978), shows which flows would be subject to tax under an 
R and an R+F base.

In the table, ‘real’ inflows are denoted as R and ‘real’ outflows are denoted as R*. 
The R base is therefore simply net real inflows, R-​R*. The key elements of each flow 
are shown in the Table.

The ‘financial’ element is also straightforward, although perhaps less intui-
tive. The ‘financial’ tax base would be inflows, F—​including new borrowing, 
interest received, and reductions in cash holdings—​less outflows, F*—​including 
repayment of borrowing, interest payments, and new lending. The ‘R+F’ base 

	 55	 See, for example, the statistics for the UK and the US in Auerbach et al (2010).
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would include both real and financial flows, that is, in the notation of the Table, 
R+F-​R*-​ F*.

Note that, in a domestic corporate setting as noted by the Meade Committee, 
an R+F base is equal to net distributions to shareholders—​that is, distributions 
from the company to shareholders net of new equity issues. Thus, a tax on the 
R+F base could be implemented alternatively as a tax on net distributions to 
shareholders (the ‘S base’, in Meade’s terminology). This could in principle be im-
posed at either the company level or the shareholder level, the latter opening up 
the possibility of rooting cash flow taxation in the residence of the shareholder, 
rather than the location of consumption.56 However, we do not consider the S 
base any further here.

We initially focus instead on the interaction between the financial and non-​
financial sectors, starting with the domestic case so as to leave aside for the mo-
ment the issue of the location of tax.

3.2  Transactions between taxable entities

Consider first the application of the R+F base to both the financial and non-​
financial sectors. When a bank lends to a non-​financial business, the outflow of 

Table 7.4  Elements of R and R+F base taxation

Inflows Outflows

Real Items
R1 Sales of goods R*1 Purchases of materials and services
R2 Sales of services R*2 Wages and salaries
R3 Sales of assets R*3 Purchase of fixed assets
R R*

Financial Items
F1 Increase in any forms of borrowing F*1 Decrease in any form of borrowing
F2 Decrease in any form of lending F*2 Increase in any form of lending
F3 Decrease in cash F*3 Increase in cash
F4 Interest received F*4 Interest paid
F5 Decrease in holding of shares in  
foreign companies

F*5 Increase in holding of shares in 
foreign companies

F F*

	 56	 A possibility stressed for instance by Cui (2017).
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funds receives tax relief in the hands of the bank. But the business is taxed on its 
financial inflow. As long as the lender and borrower face the same tax rate, the net 
tax on the transaction is zero. The same applies when the business repays the bank 
with interest. The repayment of principal and interest by the business reduces the 
business’ taxable income, but the receipts to the bank are taxed. Again, if the tax 
rates are the same, then the net tax is zero.

Table 7.5 demonstrates this. In this example the bank lends 100 to a non-​
financial business at a 10% interest rate. The business tax rate is 30%. Taking only 
these financial flows into account, the taxes on the borrower and lender net out in 
each period, with the result that no net tax is paid.

An economically equivalent system would be one in which the financial flows 
between the financial and non-​financial sectors are ignored for the purposes of tax. 
And that is exactly what the R base does. So in effect there is no economic differ-
ence between the R base and the R+F base with respect to financial flows between 
entities that are liable to the same tax regime.

To compare the R and R+F base in more detail, we will expand the example, 
as shown in Tables 7.6 and 7.7, to include the depositor who is the origin of the 
funds. Now suppose that the bank receives deposits of 100 from an individual (or 
another entity) who is not subject to the cash flow tax, on which it pays interest 
of 5%. It lends the 100 to the business at a rate of 10%. The bank therefore makes 
a pre-​tax profit of 5. The business invests 100, financed by borrowing, and earns 
a return of 20%, so that it has a value of 120 in period 2. It repays 110 to the bank 
and therefore earns a pre-​tax profit of 10. Given that there are no other costs, 
these measures of pre-​tax profit are actually economic rent (measured in period 
2 terms). The total rent is therefore 15, with the business earning 10, and the bank 
earning 5.

The position under the R+F base is as shown in Table 7.6. All real and financial 
flows are taxed. In period 1, all flows net to zero. The bank borrows and lends 100, 
with no net tax consequence. The business borrows 100 and invests 100 also with 
no net tax consequence: the tax due on its receipt of the loan is exactly matched by 
the value of the deduction for its investment.

Table 7.5  Treatment of financial flows under the R+F base

Pre-​tax flows Tax flows Total

Bank Borrower Bank Borrower

Period 1: Lending –​100 +100 -​30 +30 0
Period 2: Repayment 
with interest

+110 –​110 +33 –​33 0
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In period 2, the business pays tax on the value of its investment but receives 
tax relief on its repayment to the bank. The bank pays tax on the receipts from 
its lending but receives tax relief on its repayment to its depositors. In sum, the 
bank pays tax of 1.5 and the business pays tax of 3. In both cases, this represents 
30% of the pre-​tax economic rent earned by each party (5 for the bank, 10 for the 
borrower).

Table 7.6  Treatment of financial flows under the R+F base

Pre-​tax flows Tax flows

Bank Borrower Bank Borrower

Period 1
Bank receives deposit 100 30
Bank lends –​100 100 –​30 30
Investment by borrower –​100 –​30
Total period 1 flows 0 0 0 0

Period 2
Return earned by borrower 120 36
Repayment with interest 110 –​110 33 –​33
Repayment to depositor –​105 –​31.5
Total (net) period 2 flows 5 10 1.5 3

Table 7.7  Treatment of financial flows under the R base

Pre-​tax flows Tax Flows

Bank Borrower Bank Borrower

Period 1
Bank receives deposit 70
Bank lends –​70 70
Investment by borrower –​100 –​30
Total period 1 flows 0 –​30 0 –​30

Period 2
Return earned by borrower 120 36
Repayment with interest 77 –​77
Repayment to depositor –​73.5
Total period 2 flows 3.5 43 0 36
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Now consider the R base, as shown in Table 7.7. In this case, financial flows are 
simply disregarded. Let us start by assuming that the business still wants to make 
its investment of 100. It receives tax relief on that investment of 30. Consequently, it 
need borrow only 70 from the bank. Since no taxes are levied on the financial flows 
of the bank, the bank only has to raise 70 from its depositors. In period 2, the busi-
ness earns 120 and pays tax on that of 36. It repays 77 to the bank, including 10% 
interest, and the bank repays 73.5 to the depositors, including 5% interest. There 
are no other taxes.

There are clearly differences in cash flows in these two examples. Under the R 
base approach the bank only borrows and lends 70. And the business receives tax 
relief of 30 in period 1, and pays tax of 36 in period 2. But exactly the same real 
investment is undertaken, and both the bank and the business are exactly as well 
off as they were under the R+F base. The bank has a post-​tax economic rent of 3.5, 
and the business has a post-​tax economic rent of 7 (43–​36). Further, if we gross up 
the 30 of tax relief from period 1 at the ‘normal’ (deposit) interest rate of 5%, this is 
equivalent to tax relief of 31.5 in period 2. The overall tax liability in period 2 terms 
is then 4.5, exactly as under the R+F base.57

If under the R base the bank is not being taxed on its return from lending, then it 
may appear that it can earn an economic rent without tax. But in this case, any eco-
nomic rent it earns is effectively being taxed in the hands of the borrower. Under 
the R+F base, the business and the bank each pay tax on their share of the overall 
economic rent earned. Under the R base the business would get no tax relief for re-
paying its debt with interest. In effect, it is therefore taxed on the entire economic 
rent, while the bank is not taxed at all. Thus, the netting procedure under the R base 
effectively transfers part of the tax base from financial businesses to non-​financial 
businesses.

But, as the example makes clear, this does not mean that the bank gains at the 
expense of the business. This is because the amount of lending is lower under the R 
base. At the same interest rate, then, the bank earns a lower pre-​tax economic rent. 
We noted above that a main weakness of the R base is thought to be its inability to 
tax economic rents earned by the financial sector. However, these examples show 
that this is not true in the case of lending and borrowing between two businesses 
subject to the R-​based tax.

Four other important issues arise in comparing the R and R+F bases for transac-
tions between entities liable to the tax.

	 57	 Note that this equivalence depends on grossing up the tax relief in period 1 by 5% to transform it 
into a period 2 value. This is based on the deposit rate paid by the bank in the example. Note though, 
that if the discount rate were 6%, but the bank earned rent on its borrowing by paying only 5% to its 
depositors, then the overall tax liability in period 2 terms would be lower than under the R+F base. 
In effect, the rent earned by the bank on its borrowing would be untaxed, illustrating the need in 
general to include financial transactions with non-​taxable entities and individuals in the tax base, as 
described below.
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The first concerns any other expenses incurred by the bank. Suppose in our 
example, the bank has additional costs of 5 in period 2—​say employment costs. 
Under the R+F base analysis, this would extinguish the bank’s economic rent; in 
effect the bank would not earn a rent. That would be dealt with easily by the R+F 
base: the additional 5 of costs would be set against net income of 5 in period 2, and 
the bank’s R+F tax liability would fall to zero. The total tax paid would then be only 
the 3 paid by the borrower on its economic rent of 10.

Under the R base, however, the bank has no taxable income, since all of its in-
come is in the form of financial flows. Yet the R base would still give tax relief for 
this additional real cost. In effect, the bank’s R base taxable income should be nega-
tive, at -​5, and under a symmetric tax system, it should receive a tax credit of 1.5. 
Given that the value in period 2 terms of the tax paid by the business is 4.5, then 
that tax credit is required to make the R and R+F bases comparable in this case, re-
ducing total tax paid to 3. The taxable loss arises for the bank under the R base be-
cause its taxable income has in effect been transferred to the business, as explained 
above. It is true that there may be a problem of perception, as people may find it 
difficult to understand why banks should apparently be subsidized despite the fact 
that they may be earning economic rent.58 But this is indeed a problem only of per-
ception, since, as set out here, the underlying economic rent is being taxed in the 
hands of the borrower.

That raises issues of how a credit would be paid, and in what circumstances. 
The bank has not made a loss, yet under the R base it may have a negative tax base. 
Dealing with the tax loss by carrying it forwards, even with interest, would be in-
adequate as financial firms with underlying profitability could easily be in per-
manent tax loss positions. One option would be simply to give a tax rebate to the 
bank. A second would be to allow the bank to offset the negative taxable profit 
against its liabilities for other taxes. We discuss the issue of losses more generally in 
Section 4.2.2.

A second issue which arises under the R+F base is that businesses are able to 
defer their tax payment, possibly indefinitely, through the simple expedient of not 
paying the profit to their shareholders. For example, consider the borrower in the 
example above. Under the R+F base it has a pre-​tax profit in period 2 of 10, which 
is implicitly assumed to be paid as a dividend to its shareholders. But suppose in-
stead that it simply saved the money in a financial account: either cash in a bank, 
or buying government bonds, for example. Either form of such saving would be 
treated as a financial outflow (of the form F*2 or F*3 in Table 7.4) and would there-
fore reduce the R+F base of the business to zero.

One possible response to this is that it is not a problem. The R+F base is in effect 
a tax on net distributions to shareholders. So if no net distribution is made, then 

	 58	 This problem of perception may arise even if the bank appears to be paying low or no tax under the 
R base.
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there is no tax. If the business buys bonds in one period, for example, and earns 
interest on those bonds, then the dividend paid in the following period would be 
higher by the amount of the interest, and hence the tax liability at that point would 
also be higher. If the interest rate earned is the same as the shareholder’s discount 
rate, then the net present value of the post-​tax return to the shareholder would be 
unaffected.59

However, this argument does not take account of the fact that there could be 
advantages in deferring tax from the perspective of financial reporting. Executives 
may be evaluated on the basis of the profit declared in their financial statement; this 
is particularly true for listed companies. If the deferred tax is not included in the 
profit and loss statement (which may happen if the deferral is expected to be for 
a long enough period) then the reported post-​tax profit would be boosted. Such 
an incentive to keep cash within the business may reinforce agency problems as 
directors seek to avoid the discipline of raising finance from the debt markets, and 
potentially giving rise to business over-​investment. The susceptibility of the R+F 
base to the timing of tax payments provides a strong reason to prefer the R base,60 
at least for transactions between financial and non-​financial businesses that face 
the same tax system and tax rate.61

A third issue is that banks may charge their borrowers in ways other than 
through interest—​for example, through fees. Under an R base, the fee could be 
deductible for the borrowing business, and taxable for the bank. As with other 
flows between the bank and the borrower, these taxes net out. In the case where 
both parties are liable to tax at the same rate, it should not matter whether the 
flows are included in the tax base or not. But if one of the parties has a taxable 
loss which does not receive an effective rebate then this is not true. For example, 
if the bank is in a permanent taxable loss position, for which it does not receive 
full relief, it may have an incentive to charge fees instead of interest, in order to 
generate higher taxable income against which its expenses could be offset. This 
raises the question of how non-​financial flows between the two parties should be 
treated. On the one hand, it may be beneficial to include non-​financial flows, so 
as to allocate the bank a higher taxable income to reduce the problem of taxable 
losses in the bank. But it may also be more straightforward not to discriminate 
between flows, and to leave all financial and non-​financial flows between the two 
parties outside the tax base.

	 59	 Note that the value of a business to its owners would be zero unless distributions are expected to be 
made at some point.
	 60	 On using deferral for planning purposes in cash flow taxes more generally, see Devereux and Vella 
(2018c).
	 61	 The problem remains to some extent if, as discussed below, financial transactions with tax exempt 
entities and individuals are taxed. Then in principle, tax could be deferred by lending to these groups. 
If this problem were serious enough, it might in practice be counteracted by requiring there to be a 
deemed dividend in place of the additional lending.
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A fourth issue concerns implementation. The R base taxes only ‘real’ flows, 
and so requires a distinction in the tax law between ‘real’ and ‘financial’ flows. 
This is required to counter incentives to disguise R flows as F flows, thus keeping 
them outside the R base. (Note though, that this only applies in cases where one 
of the two parties to a transaction is subject to tax at a different rate, or not sub-
ject to the tax, being for example a tax exempt entity or an individual subject to 
an income tax; otherwise the taxes levied on both sides of the real transaction 
would net out.) On the other hand, under the R+F base, but not under the R base, 
the border between debt and equity requires policing. That is, as equity is not 
part of the tax base under an R+F base, businesses have an incentive to disguise 
inflows of debt as equity, and outflows of equity as debt. To counter this, rules 
must be introduced to prevent investors using hybrid financial instruments for 
tax planning—​for example, having the main characteristics of equity, but dis-
guised as debt for tax purposes, or vice versa. Both of these implementation is-
sues are discussed further below.

3.3  Transactions with individuals and tax exempt entities

A difference between the R base and the R+F base arises where a financial business 
engages in financial transactions with an individual, or another entity that is not 
subject to the tax. Applying the R base to a bank would result in there being no tax 
at all if the bank engages in only financial transactions which would not be subject 
to tax, and the tax exempt borrower would not be subject to this tax either. To the 
extent that the bank may earn an economic rent from such transactions, an R base 
would therefore leave this economic rent untaxed. This would be similar to the case 
in Table 7.7, but with the borrower paying no tax.

This suggests that, even if an R base is used for transactions between taxable 
entities, financial businesses should be subject to tax on their financial flows with 
any entities that are not subject to the same tax, and where the ‘F’ transactions do 
not therefore net out.62 An example of this is shown in Table 7.8. This is the same 
as in the R+F example above, except that the borrower is here assumed to be ex-
empt from tax. In this case, in period 1 the bank receives deposits of 100 and lends 
100, with a net tax liability of zero. The borrower invests 100 in period 1 and earns 
120 in period 2, but is not subject to tax. But in period 2 the bank pays tax on its 
profit, or economic rent in this case, measured as the difference between the 110 it 
receives and the 105 it pays out. The bank’s economic rent of 5 is therefore taxed at 
30%, but the tax exempt’s economic rent of 10 is untaxed.

	 62	 The combination of R base treatment for B2B transactions and a form of R+F treatment for B2C 
transactions was proposed in the context of VAT by Huizinga (2002).
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Applying the R base for transactions between taxed entities, and applying the 
R+F base to financial businesses in their financial transactions with individuals 
or entities which are not subject to the tax therefore has the advantages of (a) ex-
cluding non-​financial businesses from the complications of implementing an R+F 
base; while (b) taxing all of the economic rents of financial businesses—​either dir-
ectly through the F base applied to transactions with tax exempt entities, or indir-
ectly by shifting the tax base to taxed borrowers.

Such a system would to some extent also lessen the problem of financial busi-
nesses having a negative tax base, discussed above. Suppose again that the bank in 
the example above has labour costs of 5. This reduces its economic rent to zero. In 
this case, the 5 of labour costs can be offset against the rent generated from lending 
to the tax exempt entity, implying that the bank does not have a negative tax base. 
Of course, it is still possible that the bank has a negative tax base; if, in the example, 
it has labour costs in excess of 5.

Note that the financial business should be taxed on its net financial inflows from 
non-​taxable entities, less all real costs (e.g. for purchases of labour and other in-
puts) that it incurs. That is, it is not necessary to allocate its real costs to the ac-
tivities in which it is directly taxed. That is because, as we have seen above, the 
financial business should get relief for its real costs even when it is transacting with 
taxable entities. As noted above, the problem of dealing with a negative R base is 
a matter of perception as in aggregate the tax base in each period is equivalent to 
that under an R+F for both financial and non-​financial firms. If costs were fully 
allowed under the R base, then exactly the same tax would be generated as if all 

Table 7.8  Treatment of financial flows under the R+F base: tax exempt borrower

Pre-​tax flows R+F base tax

Bank Borrower Bank only

Period 1
Bank receives deposit 100 30
Bank lends –​100 100 –​30
Investment by borrower –​100
Total period 1 flows 0 0 0

Period 2
Return earned by borrower 120
Repayment with interest 110 –​110 33
Repayment to depositor –​105 –​31.5
Total period 2 flows 5 10 1.5
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taxable businesses faced the R+F base, and all entities would earn the same post-​
tax economic rent.

Applying the R+F base to financial businesses for transactions with indi-
viduals and tax exempt entities requires drawing a line between financial and 
non-​financial businesses. But many non-​financial businesses also engage in 
transactions with households that incorporate financial components, such as 
loans implicit in deferred payment arrangements. If the non-​financial business 
were subject to the R-​based tax, it may have an incentive to explicitly separate 
the real and financial components, as the latter would not be taxable, and also to 
misstate the magnitudes of real and financial prices, for example by overstating 
the interest rate charged on deferred payments and understating the initial pur-
chase price. Non-​financial businesses may then be earning an economic rent on 
their financial transactions with tax exempt customers; to match the treatment 
of financial businesses we would therefore want to tax them on such transac-
tions. The easiest way to do so would be to include all expenditures and receipts 
from transactions of non-​financial businesses with tax exempt entities (such 
as individual customers) in an expanded R base—​even if they relate to charges 
for deferred receipt or payment, such as through leasing and hire purchase. In 
that case, there would be no need to extend formally the R+F approach to such 
businesses.

In cases where real and financial activities are segregated, businesses may already 
have separate operating units, which would allow the financial unit to be included 
in the financial regime. This separation would be possible for ‘non-​financial’ busi-
nesses with significant levels of financial transactions. Such businesses could then 
either treat the financial flows as if they were real (and include them under an ex-
panded R base), or they could treat them as financial, and include them under an 
R+F base that applied to transactions with non-​taxable entities and individuals. 
These two approaches would have the same tax consequences.

3.4  International considerations

We now turn to the taxation of financial flows in an international context.
First, consider the effects of implementing a full R+F base on all taxed entities, 

and applied on a traditional origin basis. Suppose that a bank in country A lends to 
a business in country B, and both countries operate an origin-​based R+F system. 
Then the bank would receive tax relief at A’s tax rate on its lending, while the busi-
ness would be taxed at B’s tax rate. Similarly, the business would receive tax relief 
on its repayment of debt with interest at B’s tax rate, and the bank would be taxed 
on the receipt at A’s tax rate. Clearly then, extending the tax base to all financial 
cash flows does not eliminate the incentive to lend from a low tax country to a high 
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tax country, nor, for transactions between related parties, does it eliminate the in-
centive to overstate the interest in such cases.63

If an R+F tax were implemented in both countries, then it would instead be 
natural to have border adjustments for financial flows as well as real ones, in 
order to eliminate these incentives for profit shifting. In the case of financial 
flows, we treat the country of the borrower as being the place of ‘destination’. 
An intuition for this approach is that the bank is essentially providing a service 
to the borrower, of the provision of funds for a period. This service is being 
‘consumed’ by the borrower, and so it is natural under the destination-​based 
approach to apply the relevant taxes on financial flows in the location of the 
borrower.

An example of how the R+F base would work if used in two countries is given 
in Table 7.9, which extends the previous example above by assuming that a bank 
in country A lends to a business in country B. Assume that country A has a 20% 
tax rate and country B has a 30% tax rate. Under an R+F tax base in both coun-
tries, country A would not give relief on the lending by the bank, nor would it tax 
the return that the bank earns, since it is not the destination country for those 
transactions. Instead, all the tax effects from the cross-​border lending itself would 
arise in country B.

Suppose, as in the example above, that the business in B wants to invest 100, on 
which it expects to earn a return of 20%. The bank in A is willing to lend 100 at 
an interest rate of 10. Country B would give tax relief of 30 to the bank in A on its 
lending of 100 to the business in B. The net cost to the bank of making the loan is 
therefore only 70. In order to raise 70, it must issue 87.5 in gross deposits in A. That 
is, since the bank receives deposits in A, these will be taxed in A at the rate of 20%; 
so the bank must pay tax of 17.5 on the deposits of 87.5, leaving it with 70 to lend to 
the business in B.

The business in B receives a loan of 100 from the bank on which it must pay 
tax of 30. But it also invests 100, for which it receives immediate expensing, also 
of 30. For the business, these two elements of the tax net out, so that the busi-
ness does not pay any tax in period 1. In period 1, then, net cash flows are zero 
for both the bank and the business. The overall value of the investment to the 
bank and the business therefore depends only on net cash flows in period 2. But 
country A will have raised 17.5 in tax revenue in period 1 (from the bank de-
posit of 87.5), while country B would have a net 30 reduction in tax revenue in 
period 1 (from the relief given to the bank on its lending). So the overall value of 
tax revenue to each government requires an aggregation of period 1 and period 
2 flows.

	 63	 The same would be true under the Tax Calculation Account (TCA) base, discussed below.
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In period 2, the business earns a gross return of 120—​on which it pays tax of 
36. It repays 110 to the bank and receives tax relief of 33 on the repayment. The net 
tax paid by the business is therefore 3. Country B levies a tax of 33 on the receipt 
by the bank. The bank then repays its depositor at 5% on the initial deposit (91.9) 
and receives tax relief on that repayment at 20% in country A (18.4). Given that 
the bank and the business both have zero net cash flows in period 1, the net effect 
is that the bank again earns a net economic rent of 3.5, made up of pre-​tax net cash 
flow of 18.1 plus the tax rebate in A of 18.4 less the tax paid in B of 33). The busi-
ness again earns a net economic rent of 7, made up of pre-​tax net cash flow of 10 
less tax of 3.

This is the same as in the previous example of a single country with a tax rate of 
30%. To identify the period 2 values of net tax receipts, we gross up the period 1 
taxes at 5% and add them to the period 2 values. The total value in period 2 terms of 
tax levied is again 4.5. However, in this case, this tax is collected entirely in country 
B—​the destination country. The two tax effects in country A—​taxing the deposit in 

Table 7.9  Treatment of international financial flows under the R+F base

Pre-​tax flows Tax in A (20%) Tax in B (30%)

Bank 
in A

Borrower 
in B

Bank 
in A

Borrower 
in B

Bank 
in A

Borrower 
in B

Period 1
Bank in A receives 
deposit

87.5 17.5

Bank lends –​100 100 –​30 30
Investment by 
borrower

–​100 –​ –​30

Total period 1 
flows

–​12.5 0 17.5 0 –​30 0

Period 2
Return earned by 
borrower

120 36

Repayment with 
interest

110 –​110 33 –​33

Repayment to 
depositor

–​91.9 –​18.4

Total period 2 
flows

18.1 10 –​18.4 0 33 3

Net values (in 
period 2 values)

5 10 0 0 1.5 3
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period 1 and giving relief for the repayment of the deposit with interest in period 
2—​net to zero.

Shifting the tax base of the financial business to the place of destination has 
two consequences. First, the incentive to lend from a low tax country to a high tax 
country is eliminated, so that it is not possible to shift profits using flows of debt 
and interest. For example, even if the bank were located in a zero-​rated country it 
would make no difference to the tax liability of either party.

Second, since the taxes on financial flows net out in each period, this is equiva-
lent to implementing an R base for these financial transactions. This is exactly the 
same as in the case of purely domestic transactions; the R base example above 
would also apply to a foreign bank lending to a domestic business, with border 
adjustments and hence a destination basis. Intuitively this also mirrors the case 
of imports of goods and services; for these we noted that since the taxation of im-
ports netted out with the deduction for the cost of the input, it would be possible to 
ignore imports purchased by taxable entities altogether. The R base can be seen as 
the equivalent for financial transactions. Since the tax flows in the R+F destination 
base cancel out when the financial transactions are between taxable entities, then 
again they can simply be ignored. For financial transactions, this again returns us 
to the R base.

That is, for all financial transactions between taxable entities, border adjust-
ments could be implemented by simply excluding cross-​border financial flows 
from the tax system. Therefore the conclusion reached for financial flows between 
financial and non-​financial firms in a domestic setting—​to simply use the R base—​
also holds in an international setting. The example can be used to consider the case 
of an R base, shown in Table 7.10. In this case, there would be no net tax levied 
in country A, since in that example there are only financial flows.64 In country B, 
there would be tax relief of 30 for the investment undertaken there in period 1, and 
a tax of 36 on the total return to that investment in period 2. All the financial flows 
would be untaxed. In order to finance that investment, the business has to borrow 
70 from the bank. As under the R+F base in Table 7.9, the period 2 value of the tax 
liability (evaluated at a mark-​up rate of 5%) would be 4.5, the business would earn 
an economic rent of 7 (from a pre-​tax net cash flow of 43 less tax of 36), and the 
bank would earn an economic rent of 3.5.

Applying the R base for financial transactions with non-​financial businesses 
would require financial businesses to determine whether their financial transac-
tions were with taxable entities or not. However, it would alleviate their need to dis-
tinguish between domestic and foreign businesses in their transactions, as all such 

	 64	 In the example, there would be no net tax revenue even if there were also a tax on financial flows 
with tax exempt depositors since depositors are assumed to be paid a rate of interest equal to the bank’s 
discount rate.
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financial transactions would now be excluded from the tax base, not just those with 
foreign businesses.

Note that the application of a DBCFT in an international setting brings to the 
fore another reason for adopting an R base for domestic transactions. If financial 
flows are ignored in an international context but not in a purely domestic context, 
this would cause difficulties with respect to the treatment of cross-​border sales of 
existing debt securities in secondary markets, where the original issuer need not 
be aware of the change in ownership. Suppose, for example, that domestic busi-
ness A borrowed from domestic business B, which subsequently sold the loan to 
foreign business C; in this case C would pay B the value of the loan and B would 
pass on to C all interest and principal received from A. Since the initial loan was 
within the same domestic country, under an R+F base the amount lent would be 
taxable for A and deductible for B, and interest payments would be deductible 
for A and taxable for B. All of B’s dealings with C (the proceeds from selling the 
loan to C and delivery of the subsequent interest and principal payments to C) 
would be untaxed in the domestic country because of border adjustments. That 
is, B would continue to pay tax on the loan’s interest even after selling the loan 
to C, just as in the case where B borrowed separately from C and kept the loan 
to A rather than selling the original loan to C. On the other hand, if A borrowed 
from foreign lender D, which subsequently sold the loan to domestic business E, 
border adjustments would exclude all flows from the domestic tax base, including 
those between A and D and those between D and E. This discussion suggests that 
there would be considerable benefits in leaving both domestic and cross-​border 

Table 7.10  Treatment of international financial flows under the R base

Pre-​tax flows Tax in B (30%)

Bank in A Borrower in B Bank in A Borrower in B

Period 1
Bank in A receives deposit 70
Bank lends –​70 70
Investment by borrower –​100 –​30
Total period 1 flows 0 –​30 0 –​30

Period 2
Return earned by borrower 120 36
Repayment with interest 77 –​77
Repayment to depositor 73.5
Total period 2 flows 3.5 43 0 36

Net values (in period 2 
values)

3.5 11.5 0 4.5
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financial flows between tax-​paying businesses out of the tax base altogether, as 
would happen if the R base were applied.

A final issue is that also faced in a domestic setting—​how to tax cross-​border 
lending by a financial business to individuals or entities which are not subject to 
the tax. To align their treatment when borrowing from either domestic or foreign 
banks, it would be necessary to apply border adjustments in these cases too. That is, 
we would need to tax flows from and to the foreign bank at the domestic tax rate, 
with a deduction on lending and a tax on the repayment of principal and interest. 
As in the purely domestic case, these financial flows between financial businesses 
and tax exempt borrowers do not net out. In effect, then, in an international setting 
a destination-​based R+F base would need to be applied for financial flows between 
financial businesses and these taxpayers.

We discuss further implementation issues below. In practice, cross-​border loans 
by individuals should not be a major issue for most households, most of whose 
financial transactions are with domestic businesses, although it could be more im-
portant for wealthy households.

3.4.1 � Unilateral adoption
So far we have considered the treatment of financial flows in a setting where the 
DBCFT is adopted by all the countries concerned. But suppose that only one 
country—​country A—​adopted the DBCFT with an R base for transactions be-
tween taxed entities, and with an R+F base for transactions with non-​taxed 
entities.65 Suppose that all other countries maintained a traditional approach, 
taxing interest received and giving relief for interest paid, both on an origin 
basis. What would be the incentives for borrowing and lending, and the location 
of each?

First, suppose that an affiliate of a multinational in country A lent to another 
affiliate located in country B. Then, irrespective of the identity of the borrower, 
there would be no tax levied in A, even under the R+F base, since A would not be 
the destination country in this case. In country B, relief would be given in the usual 
way on the interest paid to A on the loan. Relative to the existing system, this makes 
A appear like a zero-​tax country: interest paid from B to A receives tax relief in B, 
but would not be taxed in A. This would clearly give an incentive for multinationals 
to locate outbound lending in a country operating a DBCFT, whether an R base or 
R+F base applied to such financial flows.66

What of the reverse position? Suppose that the multinational instead lent 
from an affiliate in B to an affiliate in A? Then under the R base treatment in A, 

	 65	 A question arises in this case as to whether and how to differentiate borrowing from foreign ‘tax-
able’ and ‘non-​taxable’ entities, neither of which would be subject to a DBCFT in their home countries. 
The consequences of each are discussed in the context of R+F treatment.
	 66	 This may spur country B to use CFC rules to combat profit shifting out of B.
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the financial flows would be ignored in country A. The treatment under an R+F 
base in A would depend on how the entity in B is treated by the tax authority 
in A. Assuming it is treated as ‘taxable’ under the DBCFT, then the entity in B 
would receive tax relief in A on the loan that it made, and the entity in A would be 
taxed on the receipt of the loan. These two tax flows would cancel out. Similarly, 
the repayment of the loan with interest by the entity in A would receive tax re-
lief from A, but the receipt by B would also be taxed by A. Again these two flows 
cancel out. Since all these tax effects would exactly cancel out, then in this case 
the R base and R+F base would be equivalent, with no net tax effects in country 
A. In country B, however, the interest on the loan would be taxable. This situ-
ation would be akin to lending to a zero tax country under the existing system; 
there would be no net tax in A, but B would impose a tax on the receipt of the 
interest. In this case, there would clearly be an incentive for multinational busi-
nesses to avoid lending from an affiliate in a non-​DBCFT country to an affiliate 
in a DBCFT country.

Overall, then, if a DBCFT were adopted in only one country, that would intro-
duce a strong incentive for businesses to shift their borrowing to other countries 
that continue to impose a traditional origin-​based income tax. Any borrowing, 
domestic or international, by a business located in a country operating a DBCFT 
would be ignored; whilst borrowing by a business in a country operating a trad-
itional origin-​based income tax would benefit from interest deductibility. As with 
the incentives for profit shifting discussed earlier, this incentive is present even 
with respect to foreign jurisdictions with low origin-​based tax rates.

3.4.2 � Treatment of financial services under the VAT plus payroll 
subsidy approach

The equivalence between a DBCFT and an appropriate VAT combined with a cor-
responding payroll subsidy can be readily extended to the treatment of financial 
services. To see this, since the treatment of labour costs is the same for the R and 
R+F bases, it suffices to focus only on the financial flows themselves.

In practice, financial services (other than those explicitly charged for as a fee) 
are commonly exempt under the VAT:67 that is, there is no charge on services pro-
vided but nor is there any credit or refund of VAT charged on inputs. This has been 
a long-​standing source of dissatisfaction, as it implies some cascading of taxes on 
financial services used by registered businesses—​and hence a risk of production 
inefficiency—​and excludes from the tax base the value of services provided to final 
consumers.

The conceptual difficulty perceived in this area has been that of allocating the 
margin embedded in the pricing of financial services between the two sides of the 

	 67	 Though not always: see for instance Crawford et al (2010).
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transaction, and hence to ensure the smooth functioning of the VAT invoice-​credit 
mechanism—​something that, importantly, is needed only in relation to final con-
sumers: for services provided to registered businesses, the spilt is immaterial, since 
any VAT charged by the seller will be creditable for the buyer.

One solution to this problem, developed by Poddar and English (1997), is 
R+F-​type cash flow treatment of exactly the kind discussed above. And the 
reason it allocates the margin appropriately is analogous to that in which the 
R+F treatment allocates rents across businesses: taxing and crediting all flows 
between registered businesses means that the only revenue that remains reflects 
the margin earned from transactions with non-​registered individuals and tax 
exempt entities.

For financial transactions between businesses, this netting of payments is 
exactly as under the DBCFT described above—​and so, just as an R base was seen 
there to be adequate for the treatment of financial flows under a DBCFT, so under a 
VAT they might equally well be ignored. This would mean ‘zero-​rating’ such trans-
actions: that is, charging no tax on provision (as at present) but also providing full 
refund for input taxes allocable to transactions with registered businesses. Some 
countries already do something approaching this.

In an international context, the argument above suggested that R base treat-
ment would also be appropriate for transactions with taxable entities abroad. 
This corresponds in VAT terms to zero-​rating. And that, indeed, is already the 
norm: financial services provided to non-​residents are generally zero-​rated. The 
primary difference between current international VAT arrangements and those 
required to replicate the DBCFT as described above is thus the need for cash 
flow treatment of transactions with non-​registered individuals and tax exempt 
entities.

Consideration of the cash flow approach in the context of the VAT led to the 
development of one means of implementation that does not require immediate 
taxation of principal amounts. Somewhat analogous to the ACE relief described 
above, this is the ‘tax calculation account’ (TCA), the basic idea of which is to defer 
tax liabilities on financial inflows until the deductions for the corresponding out-
flows arise.68 To compensate for the difference in timing, it would be necessary to 
mark-​up the deferred tax period by period. Briefly, the reasons for keeping the cash 
flow approach mirror those for not choosing the ACE approach for real flows. First, 
it may be administratively simpler to net out the tax on lending and on borrowing, 
which would only occur under the full cash flow treatment. Second, it would be ne-
cessary to specify the appropriate rate of mark-​up for the TCA. In principle, setting 
the wrong mark-​up rate could lead to distortions to financial flows, although the 
size of such distortions is likely to be small if the error in setting the mark-​up rate 
were also small.

	 68	 Poddar and English (1997).
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4.   Implementation

Each country contemplating the policy choices described above will have its own 
concerns and circumstances. These include not only the initial state of its tax  
administration and wider tax system, but its policy objectives in terms of such is-
sues as the treatment of smaller enterprises, not-​for-​profits, and pass-​through 
entities. There are, however, several generic issues to be faced. Two of these have 
been discussed at some length in Chapter 5 since they are broadly common to both 
the RPAI and the DBCFT: the scope of the tax; and the identity of the ‘destination’ 
country and problems that may arise in that country collecting the tax. Here we 
focus on issues that are more pertinent to the DBCFT.

4.1  Two economically equivalent reforms

Most of the discussion so far in this chapter has concerned the possibility of 
implementing a DBCFT as a form of business tax. However, we have also empha-
sized that an economically equivalent reform would be to raise the rate of VAT, 
or introduce a VAT—​here in either case having in mind an idealized VAT levied 
at a single rate on a broad base—​and reduce taxes on labour income by that same 
rate. We set out these two approaches first, and then discuss some of the details 
of each.

Starting with the first of these, the key elements needed to transform a typical 
corporation tax into an R-​based DBCFT would be to:

	 •	 abolish relief for interest payments;
	 •	 allow immediate expensing for all business expenses;
	 •	 ignore the proceeds of exports in the country of export;
	 •	 ignore imports purchased by taxable entities (or tax them but include them in 

deductible costs);
	 •	 introduce a tax on imports purchased by non-​taxable entities, including indi-

vidual consumers; and
	 •	 for financial businesses, tax net financial inflows resulting from transactions 

with non-​taxable entities and individuals.

VATs observed in practice differ in two important ways from the idealized 
VAT envisaged in the equivalence relationship with the DBCFT: they are typ-
ically not levied at a uniform rate on all goods and services, and they do not 
tax financial flows between financial businesses and tax exempt entities or in-
dividuals. Bearing that in mind, the reforms needed to transform a traditional 
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corporate tax into the equivalent of a DBCFT through a VAT-​based approach 
are to:

	 •	 abolish corporation tax;
	 •	 raise the rate of VAT—​and, for close equivalence to a DBCFT, abolish multiple 

VAT rates and exemptions where they exist;
	 •	 reduce the tax rate on labour income by the same rate: we refer to this as a 

‘payroll subsidy’ to identify its net effect relative to existing taxes; this would 
not amount to a tax rebate unless the rate of subsidy exceeded existing tax 
rates on labour income; and

	 •	 to tax the returns to financial businesses, introduce a cash flow tax on trans-
actions between financial businesses and both non-​taxable entities and 
individuals.

While these two approaches are economically equivalent and would yield the same 
revenue, their implementation would obviously be different. Consequently, there 
are advantages and disadvantages of each of the two approaches, which we address 
in the final part of this section. For the vast majority of countries that already have a 
VAT, its existence can be both an advantage and a disadvantage.

It can be an advantage because raising the rate of an existing tax, even substan-
tially, does not generally amount to a radical rewriting of the tax system. Further, 
many of the design questions that arise in introducing a DBCFT have already been 
addressed in the implementation of VATs. But it can be a disadvantage, because 
most existing VAT systems do not cope as well as one would prefer with all of the 
issues that we discuss here—​for example, in the treatment of financial flows. Also, 
most VATs are marked by widespread exemptions and/​or the application of dif-
ferential rates. Raising only the standard rate of VAT and combining that with a 
payroll subsidy may then seem a relatively easy option, but it would not be eco-
nomically equivalent to introducing a DBCFT. The DBCFT route may then (sub-
ject to various caveats below) be more appealing.

It is important to recognize, in any case, that many of the design problems and 
implementation problems to be faced are much the same for the DBCFT and 
the VAT-​based approach. We have already seen this in relation to the treatment 
of financial services and will see the point again below when discussing how to 
define ‘destination’. Nor do all the administrative issues associated with a trad-
itional corporation tax disappear. It remains necessary under both the DBCFT 
and VAT-​based approach, for example, to distinguish between business and (non-​
deductible) personal expenditures.

Either direction of reform could be introduced gradually, potentially reducing 
the transition costs of moving to a new system. Clearly, in the case of the VAT plus 
payroll subsidy, it would be possible to adjust gradually the rates of the three taxes 
concerned. And for the DBCFT itself, it would be possible, for example, to extend 
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gradually the proportion of exports and imports to which border adjustment ap-
plies, thereby gradually introducing the destination basis; we describe this further 
below. Such gradual adjustment may reduce the transition costs of moving to a new 
system, although the period of time of transition would clearly be longer.

4.2  Practical issues

Any new tax raises practical challenges and creating a DBCFT by reforming the 
corporation tax is no different. Many issues, however, are familiar. Some are fa-
miliar because they relate to the cash flow element of the tax and have been dis-
cussed, together with potential solutions, over many years. Others are familiar 
because they relate to the destination element of the tax and thus also arise in the 
context of existing VATs. A third group of issues are common to existing systems 
of business taxation. And fourth, there are some issues that are specific to this par-
ticular reform; these require more extensive consideration here.

The difficulties in implementing the alternative approach, through increasing 
the rate of VAT and reducing the rate of payroll taxes, depends on whether a 
country already has experience of a VAT and payroll taxes. For countries which 
do not have a VAT, notably the US, many issues arise in the choice of determining 
the way in which the VAT is implemented—​with the opportunity to learn from 
the best practices of others, for instance in maintaining a simple rate structure, 
minimizing exemptions, and in the treatment of the financial sector.69 For coun-
tries that already have a VAT, it is technically straightforward to raise the standard 
rate, the difficulty with this being that the existing VAT may well not match the 
broad-​based tax we have in mind here. On the payroll subsidy element, for de-
veloped countries it would be relatively straightforward to simply reduce their 
extensive payroll taxes. (Where payment of such taxes is linked to entitlement to 
future benefit, arrangements would need to be made to secure those rights; but this 
has proved straightforward to do, for example in the case of payroll tax holidays.) 
Most developing countries, however, do not have extensive payroll taxes, and the 
reach of taxes on wage income is often limited. Outright wage subsidies would then 
be needed, posing significant administrative issues. For such countries, the most 
practicable route is likely to be to adopt the DBCFT itself.

Against this background, we discuss practical issues under several headings: the 
need to distinguish real from financial flows, and flows of debt from flows of equity; 
the treatment of taxable losses; methods of collection in the destination country; 
possible legal constraints arising from tax treaties and the WTO; transition issues; 

	 69	 Conversely, of course, introducing a DBCFT while raising labour taxes can be a way of effectively 
introducing a VAT; and perhaps with more chance of achieving these desirable ends than through the 
reform of an existing VAT.
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and other issues which arise in comparing the two possible approaches described 
above. In each case, we begin by analysing the case of a DBCFT and then consider 
how things would be different if the reform were instead shaped as a VAT with 
payroll subsidy. Note again that we have already discussed in Chapter 5 issues con-
cerning the scope of the tax, and the nature of ‘destination’.

4.2.1 � Real versus financial flows under an R base, and debt versus equity 
under an R+F base

As set out in Section 3, a DBCFT would have symmetric treatment for trans-
actions between businesses subject to the tax, which generally results in a total 
of zero tax being levied on a transaction, as one party is taxed and the other 
receives an identical relief. This would be true of real flows under an R base 
and real and financial flows under an R+F base. For example, under an R base, 
the vendor’s incentive to disguise R flows as F flows would be countered by the 
purchaser’s incentive to treat the whole price as an R flow. Whilst the portion of 
the R disguised as an F would not be included in a vendor’s inflows, it would also 
not be included in a purchaser’s outflows meaning the latter would not obtain 
the corresponding relief.

However, special rules to counter avoidance would be needed where one of the 
two parties to a transaction is not subject to the tax (being a tax exempt entity, for 
example, or an individual subject to an income tax), where the two parties are sub-
ject to the tax at different tax rates, or if full loss relief is not available and one of the 
parties has a taxable loss. Where transactions take place between a financial busi-
ness and non-​taxable entities, including individuals, rules to counter avoidance by 
disguising R (real) flows as F (financial) flows would be needed, since disguising a 
real inflow as a financial inflow (or a financial outflow as a real outflow) would re-
sult in a lower tax base.

Rules to differentiate real and financial flows in these cases would need to be sup-
plemented by rules to differentiate between flows related to debt and equity in the case 
of applying the R+F base to transactions with tax exempt entities and individuals. As 
equity flows are not part of the tax base under an R+F base, businesses would have an 
incentive to disguise debt as equity—​for example, through the use of hybrid finan-
cial instruments—​thus keeping financial payments out of the base entirely. But if the 
R+F base is limited to transactions of financial businesses with tax exempt entities 
and individuals, the importance of this distinction is more limited than under existing 
regimes.70

Turning to the alternative VAT-​based strategy, as discussed above the starting 
point is that financial businesses are typically exempt from VAT; this means that 
they do not charge VAT on lending or other financial transactions, but neither are 

	 70	 For further discussion on these issues, see Devereux and Vella (2018c).
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they permitted to reclaim VAT paid on inputs. It is generally recognized that this 
treatment is not ideal. The analysis above suggests that—​as proposed for instance 
by Huizinga (2002)—​business-​to-​business financial transactions be zero-​rated, 
while cash flow treatment (along R+F lines) be applied for transactions with indi-
viduals or other non-​taxable entities. In respect of financial transactions too, the 
VAT plus payroll subsidy approach could therefore be used to implement a reform 
which is economically equivalent to a DBCFT; but this would require a significant 
reform of commonly applied systems of VAT.

4.2.2 �  Losses
The issue of losses and negative tax bases arises in three contexts under the DBCFT: 
domestic investment, international transactions, and financial transactions. We 
discuss them in turn.

4.2.2.1 Domestic
Because of immediate expensing, negative tax bases can arise under a cash flow 
tax even for successful businesses operating in a purely domestic setting. Take for 
instance a rapidly growing business engaging in substantial capital investment in 
a particular year: immediate expensing of those investments could easily lead to a 
negative tax base, even if the business is projected to increase its revenue streams 
substantially in the near future as a result of its investment. If a cash flow tax is to be 
neutral with respect to marginal investment decisions, full relief, or some equiva-
lent alternative, should be given. Box 7.1 illustrates this key point.

Box 7.1  The treatment of losses in a domestic context

The Table below illustrates the simple case of a business that makes an invest-
ment of 100 in period 1 and earns a total return of 120 in period 2. Suppose that 
the rate of interest is 5%, and that the business uses this rate of return to com-
pare cash flows in the two periods. In this case, the 100 of investment in period 1 
is equivalent to an outflow of cash in period 2 of 105. The economic rent earned 
by the investment in period 2 terms is therefore 15: the inflow of 120 less the 
marked-​up outflow of 105.

Now consider alternative ways of taxing this investment, with a tax rate of 
30%. Under a classic R base cash flow tax, the initial investment would be im-
mediately expensed, and so the tax payable in period 1 would be -​30. If neces-
sary, this could take the form of a payment of 30 to the business by the state. The 
period 2 value of this to the business, given the 5% interest rate, would be 31.5. 
The tax in period 2 would be 36. The period 2 value of the two elements of the 
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tax combined is therefore 4.5. This is 30% of the economic rent, as is intended 
under a cash flow tax.

Now suppose that no rebate is available for the first period tax loss, but that 
it is instead simply carried forward to set against second period income. In this 
case, the tax base in period 2 would be 20—​the return of 120 less the carried 
forward loss of 100—​and so the tax would be 6. This tax base (20) exceeds the 
economic rent earned (15). The investment will still be attractive to the investor, 
since after-​tax profit is positive; but this would not have been the case, for in-
stance, had the project been only marginally profitable in the absence of tax. 
This effect can be removed by marking up the loss by the interest rate as it is car-
ried forward. In this case, the loss brought forward into period 2 would be 105, 
and the period 2 value of the tax would revert to 4.5.71 Note that this is similar 
in effect to the case where an allowance is given for the cost of finance, as under 
an allowance for corporate equity (ACE). For suppose that relief for the cost of 
the investment is not available until the return is made, but that there is relief in 
period 2 for the opportunity cost of finance; this is the foregone interest of 5. In 
this case, the tax in period 2 is again 4.5, 30% of the economic rent.
Illustration of properties of alternative treatment of losses

Period 1 
cash flows

Period 2 
cash flows

Period 2 value of 
investment/​tax

Capital investment, and total 
return on investment

–​100 +120 15

R base tax with immediate 
expensing, and full refund

–​30 36 4.5

R base tax with immediate 
expensing, and loss carried 
forward

0 6 6

R base tax with immediate 
expensing, and loss carried 
forward with interest  
mark-​up at 5%

0 4.5 4.5

As this example highlights, providing relief for losses is critical to attaining 
one of key attractions of cash flow taxation. However, relief in the form of an 

	 71	 This treatment has been proposed by, among others, the President’s Advisory Panel (2005) and 
Carroll and Viard (2012).
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immediate refund could prove politically unattractive. Permitting the taxable 
loss to be carried forward indefinitely with an interest mark-​up72 significantly 
alleviates the problem of not giving immediate refunds but does not perfectly 
replicate it, for two reasons. First, there is a possibility of business insolvency 
before the loss carried forward is actually used (assuming that it cannot be used 
at the point of insolvency). Second, an immediate refund provides a net cash 
injection to the business, which may be significant for financially constrained 
businesses. Other possible solutions include:  allowing the marketing of un-
used tax benefits associated with these activities, although this is not without 
its pitfalls, as the US experience with ‘safe harbor leasing’ from the early 1980s 
illustrates;73 allowing taxable losses to be used in the context of mergers with 
profitable businesses; or allowing taxable losses to be set against other taxes paid 
by the business, such as payroll taxes.

The example in Box 7.1 does not include labour costs, so the position under 
a VAT would be exactly as the first row in the Table, with an immediate rebate 
of expenses. An analogous problem thus arises, as is very familiar, under a 
VAT. It may seem rather different in kind, since the VAT rebate is as a refund of 
VAT paid on capital inputs purchased. If the firm purchasing the capital equip-
ment had no sales in that period, then it can generally reclaim the VAT paid on 
that input. Combining this with a reduction in the tax on wages and salaries 
would yield exactly the same outcome as permitting a rebate for the negative  
tax charge under a cash flow tax. It may appear different because the negative 
VAT charge can be seen as a rebate of VAT already paid. However, the same 
broad principle also applies to a DBCFT, since the supplier would also be sub-
ject to the DBCFT.

4.2.2.2 �  International
The issue of losses becomes more pronounced in an international setting, be-
cause the DBCFT taxes domestic sales less domestic expenses. So if a business 
produces in country A and sells all its products in country B, then it would have a 
negative tax base in country A. That is because the expenditure incurred to pro-
vide goods and services both domestically and for export is set against revenues 
from domestic sales and not exports. The tax bases of businesses that export a 
high percentage of their goods or services can thus easily be negative. This could 
be a permanent state of affairs for such businesses, in which case they would not 
be helped by carrying losses back or forward with interest. In such situations, the 

	 72	 Building on Fane (1987), Bond and Devereux (1995, 2003) address the question of what interest 
rate is needed in the presence of risk; they show that a mark-​up at the risk-​free rate is sufficient as long 
as the amount carried forward is certain to be paid to the business. Where it is not, then a higher rate 
would be required that covered that specific risk.
	 73	 See Warren and Auerbach (1982).
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options of allowing refunds in respect of negative tax bases or cross-​crediting 
against other taxes, such as payroll taxes, become more important.74

If full relief were not provided the DBCFT would be likely to distort location 
decisions, losing an important aspect of its efficiency properties. To see this, con-
sider the simple example in Table 7.11. Suppose that there are two countries, both 
operating a DBCFT, and both at the same tax rate, 30%. A business has expenditure 
of 100 and sales of 120. (For simplicity, in this example assume that these flows 
happen in the same period.) Its sales are in country A, but it can choose whether 
to produce in A or B. If it chooses to produce in A then its tax base will be 20 and it 
will pay tax of 6. If it chooses to produce in B it will have a taxable loss in B of 100, 
and a taxable income in A of 120. If it receives a full refund in respect of the 100 of 
expenditure in B then its location decision will not depend on tax; it will continue 
to pay tax of 6. But if it receives no relief for the cost in B, then its tax base effectively 
becomes 120, with a tax liability of 40. Thus the treatment of losses in this case can 
be highly important for location decisions.75

There may be some doubt as to the willingness of countries to provide relief for 
expenditure incurred to produce revenue which they will not tax. However, three 
considerations should be kept in mind.

First, some countries have been willing to accept similar situations under the 
existing corporate tax system. For example, they have allowed relief for interest 

Table 7.11  Illustration of effects of not receiving relief for expenditure

Produce in A Produce in B

Expenses in A –​100 –​

Expenses in B –​ –​100

Sales in A 120 120

Tax base in A 20 120

Tax base in B with full offset –​ –​100

Tax base in B with no offset –​ 0

Total tax base with full offset 20 20

Total tax base with no offset 20 120

	 74	 Under this latter approach, it is of course conceivable that credit due on losses may exceed the 
amount of other taxes remitted. And where tax administration is weak, reliable cross-​crediting may be 
difficult to achieve.
	 75	 Note that the distortion does not come from differences in the treatment of losses: as in this ex-
ample, a common but imperfect treatment distorts because some location choices imply taxable losses 
while others do not. The symmetric treatment of losses is also important for the effects on exchange 
rates, or prices under a fixed exchange rate regime, which, as discussed in Section 1.4, are important for 
the economic efficiency properties of the DBCFT.
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expenses on domestic loans used to equity finance the activities of foreign subsid-
iaries even when they exempt the dividends paid back from the foreign subsid-
iaries. For example, the UK has previously presented such generous treatment of 
interest expense as a competitive advantage.76

Second, under a DBCFT countries would also tax domestic sales by foreign 
firms. So while countries may find themselves giving relief for expenditure in-
curred to produce revenue they will not tax, they will also collect tax revenues 
reflecting business expenditure for which they did not provide relief. From the 
country’s perspective, the revenue consequences should be seen at an aggregate 
level, where an element of quid pro quo is at play, and not at the level of an indi-
vidual business. In aggregate the net effect on the tax base hinges on the relative 
magnitude of exports and imports; this question was addressed in Section 2.1.2.2.

Third, competitive forces provide countries with a powerful incentive to provide 
full relief under a DBCFT. Failure to do so would place them at a competitive disad-
vantage in attracting business activities relative to countries which give full relief. 
To take the example in Table 7.11, if B did not provide relief for the expenditure, 
the business would have an incentive to locate its activities in A. This would be true 
for most businesses that aimed to supply an export market. In fact, the opposite 
problem might arise in that countries which are particularly keen on attracting 
certain activities, such as manufacturing, would have an incentive to compete by 
going beyond full relief through overly generous expensing rules or interest rates 
on losses carried forward.

Note that the same issues arise if reform takes the form of a VAT plus a payroll 
subsidy. A domestic business that exports all of its output is generally permitted 
to reclaim any VAT that it has paid on inputs. In general, this rebate would be less 
than that required under a DBCFT since the VAT does not give relief for labour 
costs. But combining the VAT with a payroll subsidy would automatically also 
give the same relief for labour costs as under the DBCFT. Under normal VAT 
rules then, the VAT plus payroll subsidy approach would be equivalent to giving 
a full rebate for the taxable loss described above. There is perhaps a difference in 
perception here, in that the VAT rebate itself would be separate, and is generally 
seen as a repayment of VAT paid at an earlier stage of production. But, given 
the matching reduction in taxes on (or subsidy to) wages and salaries, the VAT 
plus payroll subsidy approach would be equivalent to giving a full rebate under 
the DBCFT.

4.2.2.3 � Financial businesses
We saw merit above in applying an R base for financial businesses when trans-
acting with non-​financial businesses subject to tax at the same rate, and an R+F 

	 76	 HM Treasury (2010).
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base when transacting with non-​taxable entities, including individuals.77 That is, 
financial businesses would be taxed on their net financial inflows from non-​taxable 
entities, less all real costs (e.g. for purchases of labour and other inputs) that they 
incur. As described at length above, all real costs should be allowable against tax, 
since in effect the economic rent generated from lending to taxed businesses is 
taxed in the hands of the borrower. An advantage of this approach is that non-​
financial businesses do not need to keep track of their financial flows for tax pur-
poses (although they do need to distinguish between real and financial flows). But, 
if a financial business does not have a sufficient positive net cash flow from tax ex-
empt entities and individuals, then it may be left with a negative tax base. This does 
not mean that it is not profitable, nor that tax has not been levied on the total profit 
generated; it simply means that some important income will be taxed in the hands 
of the borrower, not the lender. At an aggregate level, total tax collected will be the 
same as under an R+F base applied to all businesses.

Just as above, economic efficiency requires financial businesses that find them-
selves in this position to be refunded in respect of their negative position. From 
an implementation perspective this raises some concerns. In particular, again, it is 
possible that countries may be unwilling to pay tax refunds to financial businesses 
in a taxable loss position. As with the problem of international flows in the pre-
vious subsection, this taxable loss may be permanent, and so cannot be dealt with 
through carrying the loss backwards or forwards, even with an interest mark-​up.

A different solution to dealing with the taxable losses of financial businesses 
therefore needs to be found. While the problem mirrors that of dealing with the 
taxable losses of exporters discussed above, it is amplified by the non-​taxation of 
some domestic transactions by financial businesses. One approach might be to 
allow taxable losses of financial businesses to be transferred to non-​financial busi-
nesses that are in a taxpaying position. This could in principle be achieved, in ef-
fect, by making the netting of business-​to-​business financial transactions optional, 
although introducing this option would complicate the system and could intro-
duce distortions if transferability still left financial businesses in loss positions.78 
Another approach would again be that of allowing financial businesses to offset 
their taxable losses under this cash flow tax against other taxes to which they are 
subject, for example, payroll taxes or special taxes levied on the financial sector.

In an international setting, with banks lending to non-​domestic tax exempt 
entities, the position is the same as for other exporters; relief should be given for 
costs incurred domestically, even though there may be no taxable income to match 

	 77	 Under the R-​based approach, taxes on economic rent are collected only from non-​financial busi-
nesses. Transactions between two financial businesses could also be subject to R-​based tax, which 
would imply that financial transactions between them would be effectively untaxed.
	 78	 In that case, financial businesses would have an incentive to net flows that would have increased taxes 
on non-​financial businesses (e.g. payments by them to non-financial businesses) and not to net flows that 
reduce taxes on non-​financial businesses (e.g. payments to them by non-financial businesses), as there 
would be immediate tax consequences of these choices only for the non-​financial businesses involved.
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those costs. This would be true if the R+F base were applied generally, as well as 
under the mixed R and R+F approach discussed in Section 3. Once again, it is 
necessary to find a way to reimburse the loss, in order to preserve economic effi-
ciency. Again, this could be done by crediting the taxable loss against other taxes, 
such as payroll taxes or special taxes levied on the financial sector.

As noted above, VAT is generally levied only on real flows, and not financial 
flows. The combination, however, of a VAT reformed along the lines described 
above—​zero-​rating B2B (business-to-business) and applying cash flow treatment 
to B2C (business-to-consumer) transactions—​and a payroll subsidy would be 
equivalent to giving an immediate tax rebate under the DBCFT.

4.2.3 � Collection on a destination basis
The collection of the DBCFT in the market country clearly raises some challenges. 
Some of these relate to defining the place of destination, and some to collecting 
tax in that country. We have already explored these issues at in Chapter 5. Here we 
focus on issues that arise particularly in the context of the DBCFT.

A DBCFT could leave B2B transactions between entities taxed in distinct coun-
tries out of the tax base entirely. Exports would be zero-​rated, and as discussed 
above, imports purchased by businesses could be ignored (either taxed but with 
relief, or neither). So the challenges for collecting revenue under a DBCFT relate 
primarily to cross-​border B2C transactions. (And, of course, one issue is to be able 
to identify whether a transaction is B2B or B2C.) As noted in Chapter 5, countries 
have become more confident in collecting taxes in such a setting, as evidenced by 
the adoption of digital services taxes and the OECD’s Pillar I proposal.

In the context of the DBCFT, one innovation in the EU that could be applied 
amongst cooperating countries is a ‘one stop shop’, as proposed by de la Feria 
and Devereux (2014) and the Gaspar Committee (2014). Under such a system 
a business selling into several separate countries would need to register in only 
one; in many cases that is likely to be the origin country from which the busi-
ness exports. The tax authority in that country would administer the DBCFT at 
the rate of the country to which the good or service is exported. Going beyond 
what has yet been achieved in Europe, one could envisage a clearing arrange-
ment at the aggregate level, where payments are made between tax authorities 
in recognition of the appropriate recipient of the tax. Such cooperation would 
clearly create a significant administrative simplicity relative to the case in which 
the exporter is required to register and pay tax in each country into which it 
exports.

It is worth noting that the one-​stop-​shop approach makes the need to deal with 
a negative tax base in a specific business less likely. Suppose, for example, that a 
business in A exports to a consumer in B. In the absence of the one-​stop-​shop ap-
proach, the business would have a taxable loss in A and a taxable profit in B, even 
if it were profitable overall. That leaves the question of how to deal with the taxable 
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loss in A that we have considered above in Section 4.2.2.2. But with a one-​stop-​
shop approach, the tax authority in A can charge tax on sales in B at B’s tax rate, net 
of relief for expenses incurred in A at A’s tax rate. As long as the business is profit-
able overall, and tax rates are not too different, then it is likely that in these circum-
stances the business will have a positive tax base in A. The implicit taxable loss in 
A would in effect be given full relief. The cost of this to the government in A would 
be reflected in the payment that A makes to B to reflect the tax that A has collected 
on B’s behalf. There would be no need for any repayment to the business itself. 
Assuming that there are similar businesses in B exporting to A, then there would 
be a similar effect for implicit taxable losses in B. In effect the negative tax bases in 
A and B would be netted against each other and cleared at an aggregate level.

The implementation of collecting a tax on imports by individuals is broadly 
similar whether the DBCFT is introduced in its corporation tax form, or as a VAT 
plus payroll subsidy. However, if the reform took the form of an increase in the rate 
of an existing VAT combined with a payroll subsidy, then it would appear to be 
more straightforward simply to use the existing VAT law, rather than to introduce 
reforms to the definition of ‘destination’. For countries that do not currently have 
a VAT, such as the US, then there is no such easy route to increasing the use of the 
destination principle.

4.2.4 � Bilateral double tax conventions and the WTO
There are two important sets of international obligations which may conflict with 
the introduction of a DBCFT: bilateral double tax conventions (DTC), and com-
mitments under the World Trade Organisation (WTO).

Given that the form of DTCs is based on the assumption that both contracting 
states operate a traditional income tax system,79 it is not surprising that DTCs are 
poorly equipped to accommodate a DBCFT. With respect to treaties, a key issue is 
whether a DBCFT lies within the scope of the taxes normally covered by DTCs—​
that is, whether it is a tax on income. Article 2 of the OECD Model Convention de-
fines taxes covered by the model as ‘taxes on income and on capital . . . irrespective 
of the manner in which they are levied’.80 But the OECD Model and its accom-
panying guidance is far from clear what is meant by a tax on income.81 As a result, 
no definitive answer is available to the question whether the DBCFT amounts to a 
tax on ‘income’ for this purpose.82

	 79	 This is of course reflected in the title of the OECD Model—​Model Convention with Respect to 
Taxes on Income and on Capital (OECD, 2019e)—​and in DTCs enacted by reference to that model, 
such as the US–​UK double tax convention ‘For the Avoidance of Double Taxation and the Prevention of 
Fiscal Evasion with Respect to Taxes on Income and on Capital Gains’ (emphasis added).
	 80	 Article 2(1) of the OECD Model Tax Convention on Income and Capital.
	 81	 Although the Commentary to the OECD Model makes it clear that this scope is intended to be as 
wide as possible; see Model Commentary to Art. 2, para. 1.
	 82	 See the discussion of the compatibility of the DBCFT with DTCs in Collier and Devereux (2017) 
and Ismer and Jescheck (2017).
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As a practical matter, the scope of tax treaties as regards taxes covered is left 
to the countries entering into the treaty concerned in any particular case. If the 
DBCFT did fall within the scope of the treaty, then it would clearly be in violation 
of a number of typical provisions. In this case, the two parties to the treaty may be 
able to renegotiate the treaty provisions, but if that were not possible, the treaty 
might need to be terminated. Of course proposals such as the Unified Approach 
under Pillar I, that currently are being considered by the Inclusive Framework, 
would also require amendment to DTCs.

As a result, it seems likely that countries enacting a DBCFT would have a clear 
goal in excluding the DBCFT from the scope of existing treaties in order to avoid 
the treaty frustrating its intended operation. This suggests that they are likely to 
reflect this goal in their choice of design options in implementing the DBCFT. If 
the DBCFT was considered not to fall within the ambit of the treaty, then the treaty 
could continue, but the non-​DBCFT country would not be obliged to give any 
credit against tax levied by the DBCFT country.

There is also a question as to whether the DBCFT would be consistent with 
WTO rules.83 The primary concern with the DBCFT under WTO rules relates to 
the deduction for labour costs. Compare the purchase of an imported good with 
that of an identical domestically produced good. The labour costs of the latter 
are allowed as a deduction in the country of sale—​since in this case it is also the 
country of origin. But no comparable relief is given in the country of sale for the 
labour costs incurred in producing the imported good. It is argued that this makes 
the DBCFT incompatible with WTO rules.84

In contrast, a credit-​invoice VAT on a destination basis is unambiguously WTO 
compliant since it does not give relief for either form of labour costs. So too, of 
course, is reducing payroll taxes, or even instituting a general wage subsidy. The 
VAT plus payroll subsidy equivalent to the DBCFT would thus face no prospect of 
legal challenge in the WTO or any need for re-​negotiation of trade agreements.85

To economists, of course, this legal distinction between two equivalent tax 
structures makes no sense. The only difference in practical terms is that the re-
lief for labour costs is given internally in the DBCFT, but is a standalone measure 
under the VAT plus payroll subsidy approach.

	 83	 See, for example, Schön (2016).
	 84	 Of course, this is also true of a conventional corporation tax on profit. However, a conventional tax 
does not tax imports, so the issue does not arise in this case.
	 85	 See President’s Advisory Panel (2005); Hufbauer and Gabyzon (1996); and Schön (2016). Grinberg 
(2017) argues that it is possible to restructure the DBCFT to make it more clearly compatible with the 
WTO rules. He proposes to define the base of the tax as domestic consumption, and then treat foreign 
importers and other sellers equivalently, rather than imposing a deduction disallowance or an import 
tax. Alternatively, he suggests adopting a business activities tax, and then enacting a business level in-
centive for encouraging employment that is a separate legal issue. Grinberg argues that either approach 
would avoid the key WTO concerns.
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Furthermore, as we have argued above in Section 2.1, due to exchange rate 
movements or wage and price adjustments under a fixed exchange rate, neither 
reform option actually creates any discrimination in favour of domestically pro-
duced goods. A reduction in payroll taxes does encourage domestic production to 
the extent that it lowers domestic production costs; but this is true of any reduction 
in origin-​based tax rates.

The fact remains, however, that WTO compliance is determined by interpret-
ation of existing legal agreements and not by virtue of economic equivalences. That 
implies that a straightforward DBCFT drafted with an integrated wage subsidy, 
as set out here, seems unlikely, if challenged, to be held to be WTO compliant.86 
That suggests that either WTO agreements would need to be renegotiated or the 
DBCFT would need to be constructed with the WTO legal framework in mind; 
probably, either in the form of a VAT plus payroll subsidy, or in one of the forms 
proposed by Grinberg (2017).

4.2.5 � Transitional issues
Moving to a cash flow tax base would introduce well-​known transitional issues of 
implementation. For example, there is a question of how to treat the pre-​enactment 
basis in existing assets, including plant, equipment, and inventory. Proponents of 
cash flow taxes have typically recommended deductions over time for a business 
pre-​enactment basis.87 Similar issues arise in how to treat pre-​enactment debt, pre-​
enactment loss carry-​forwards and unused business tax credits. We do not explore 
these here, though none seems unmanageable.

Consideration also needs to be given to the possible announcement effects of 
reform. In a fixed exchange rate regime context, for example, one might expect 
forward purchasing, particularly of durables, in advance of the expected increase 
in consumer prices88 (which may then itself be brought forward to some degree). 
With a flexible exchange rate, the nominal appreciation from BTA would be ex-
pected to start in advance of implementation, bringing forward balance sheet and 
wealth effects and influencing trade as well. Indeed, anticipated adoption could 
worsen a country’s international competitiveness in the short run to the extent that 
exchange rate appreciation occurs prior to implementation.

As noted above, either the DBCFT or the VAT plus payroll subsidy approach could 
be introduced gradually. Perhaps the easiest path, for countries that have a VAT, is a 
gradual increase in the rate of VAT (although this would be subject to concerns about 
multiple rates), a gradual reduction in the payroll tax, and a gradual reduction in the 
rate of existing corporation tax. Indeed, in the absence of any fundamental reform, it 

	 86	 Pirlot (2019) has argued that the case for it being inconsistent is not conclusive.
	 87	 See President’s Advisory Panel (2005) (who proposed a five-​year period for deduction of basis) 
and Carroll and Viard (2012) (who proposed a ten-​year period).
	 88	 Evidence of such effects can be found in Danninger and Carare (2008) and Büttner and 
Madzharova (2019).
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seems likely that trends in this direction—​similar to the fiscal devaluation discussed 
in Section 1.4—​will continue, prompted by strong underlying economic forces of 
competition between countries. While this process continues, VATs and business-​
level taxes on profit could co-​exist. For countries that wish to maintain business-​
level taxes on profit—​perhaps because they would like to continue to tax domestic 
production—​then increasing VAT and reducing business income taxes and payroll 
taxes may be an attractive alternative to the full implementation of a DBCFT.

4.2.6 � Other issues in comparing the two approaches
A variety of other issues also arise in choosing between the introduction of a 
DBCFT and the alternative approach of increasing the rate of an idealized VAT (or 
introducing a new one) and introducing a wage subsidy.

The invoice-​credit method generally used for VAT collection has an advan-
tage over the DBCFT approach—​presuming that the DBCFT is implemented 
in a similar form to that of a subtraction-​method VAT—​since the invoice-​credit 
method has now been put in place in more than 160 countries worldwide.89 There 
is therefore considerable experience of how it works best. By contrast, there is little 
experience with a subtraction-​method VAT.90

One difference between the invoice-​credit method and the subtraction method is 
in the effective treatment of small businesses, non-​profit organizations, and state and 
local governments which are exempt from the tax. Under the invoice-​credit method, 
purchases by registered businesses from these organizations are not subject to VAT, and 
so these businesses remit VAT as a proportion of their sales. By contrast, under the sub-
traction method, as long as the purchases are deductible, the business remits VAT only 
as a proportion of its own value added. Together with the payroll subsidy, the latter 
treatment ensures that the tax base of the purchasing business is its own economic rent, 
and so this does not create any distortion in the choice of supplier. However, it also im-
plies that the total VAT paid in the supply chain is lower as a result of the exemption.

It would be possible to address this by increasing the tax on the purchasing 
business to compensate for the lack of tax on the economic rent earned by the tax 
exempt organization. Disallowing a deduction for the purchase would be equiva-
lent to the invoice-credit approach, but would in effect be a tax on the sale, and 
so would be higher than the tax foregone. In principle, the deduction should be 
limited to the costs of the tax exempt organization, though this would have prac-
tical difficulties. In any case, this approach would create an incentive to purchase 
from registered businesses. If the deduction is allowed, this implies that there is an 

	 89	 As briefly described in Chapter 2, Section 1.1.2, under the invoice credit method, tax is assessed 
each time a business supplies a good or service, and the business is permitted to reduce its VAT liability 
on its sales by a credit equal to the amount of VAT paid on inputs.
	 90	 Many analysts have described the Japanese VAT as a subtraction-​method tax. See, for example, 
Bartlett (2009) and Grieco and Hufbauer (2005). Schenk and Oldman (2007) more accurately describe 
it as a ‘credit-​subtraction’ VAT, as opposed to the ‘sales-subtraction’ VAT. 
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incentive for the business to overstate the cost of its purchase from the tax exempt 
organization, implying a lower recorded value added and a lower VAT charge. This 
incentive does not exist under the invoice-​credit approach, since in that case the 
VAT due depends only on the value of sales.91

The invoice-​credit approach also has an advantage where it is desired to have 
more than one rate, although in general, the presumption would be that the DBCFT 
should apply at the same rate for all goods and services. Indeed, one problem with 
relying on existing VATs is that they generally exclude many goods and services 
from the tax base. This would suggest that the VAT approach would be more at-
tractive in countries which have a broader VAT base or no VAT at all.

For a country without an existing VAT that wants to continue to tax produc-
tion and so does not wish to eliminate its origin-​based business-​level tax on profit, 
adopting a DBCFT would seem to require two business tax regimes, which could 
be administratively burdensome. However, if the country were willing to convert 
its existing business tax to a cash flow tax that is only partially destination-​based, 
administrative burdens would be minimized. For example, if a country adopted a 
cash flow tax system generally with a 25% tax rate and provided that exports were 
40% zero-​rated for the tax and imports were 40% non-​deductible, then the system 
would be equivalent to a DBCFT at 10% plus an origin-​based cash flow tax on pro-
duction at 15%. Indeed one could envisage this as a structure for gradual move-
ment towards a full DBCFT, gradually increasing the proportion of exports that 
are zero-​rated and imports that are non-​deductible. The cash flow feature of the 
origin-​based element would avoid the distortions created by debt financing and 
depreciation deductions under current regimes.

A VAT, unlike the DBCFT, taxes consumption out of all wage income, including 
high wage income, as well as out of rents from capital. In some countries, political bar-
riers may limit high tax rates on wage income. In such instances, coupling a VAT with 
payroll tax relief for low and moderate wage earners may achieve more progressivity 
overall than a DBCFT with wages taxed only at the individual level.

Unlike a VAT, a DBCFT—​and a payroll subsidy or tax reduction—​must identify 
and give relief for wages. As noted above, this is generally problematic for all taxes on 
the income derived by closely held businesses, in that wages must be distinguished 
from non-​deductible payments to the business’s suppliers of capital. In general, this 
problem cannot be solved completely without rules that distinguish between returns 
to capital and returns to the labour of capital providers. In the US, for example, the 
Internal Revenue Service (IRS) has tried to limit wages to ‘reasonable compensation’. 
Since partnerships and other flow-​through entities are typically taxed on their capital 
and labour income together, this problem has not arisen for such entities. But where 

	 91	 See, for example, Grinberg (2010); Weisbach (2000); and McLure (1997, 1987). Grinberg points 
out that the invoice requirements under the invoice-​credit method aim to ensure that the credit that the 
purchasing business can claim is matched to the VAT paid by the selling business.
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business income is taxed at substantially different rates than wage income, rules dis-
tinguishing the two are necessary. This is true regardless of whether a country adopts 
a DBCFT or VAT with payroll subsidy; rather it is a function of whether after either 
form of tax is adopted, wages are taxed at different rates.

One further issue is how the two alternative approaches would be treated in finan-
cial accounting. The treatment of credit-​invoice VATs is well settled: the tax has no ef-
fect on earnings reported to shareholders. But the financial accounting of the DBCFT 
is uncertain. It could be treated as an operating expense. Alternatively, it could be 
treated as an income tax. The latter treatment could lead to distortions if behaviour is 
driven by profits as reported in the financial accounts, due to the innumerable timing 
differences between a cash flow tax and an income tax.

5.   Conclusions

This chapter has set out what would undoubtedly be a radical reform of the tax-
ation of business-level profit. The potential benefits from moving to a DBCFT are 
very substantial. There should be considerable gains in terms of four of our criteria. 
The DBCFT would wipe away most forms of economic inefficiency seen under the 
existing system; for example, the scale and location of investment, and the choice 
of form of finance, should all be unaffected by a DBCFT. As a result, the system 
should become incentive compatible, and the pressure of competition amongst 
governments to reduce their taxes on profit should be eliminated. The main routes 
of tax avoidance under the existing system should also disappear, which should en-
able a very significant simplification of existing rules. As for our fifth criterion, it is 
hard to see the outcome of a DBCFT as being any less fair than the existing system.

Both elements of the DBCFT—​the cash flow element and the destination-​based 
element—​are unfamiliar concepts to many. The economic consequences that are 
claimed on its behalf—​especially the impact of the border tax adjustment on ex-
change rates and prices—​are difficult both to explain and to understand. Yet the 
destination element of the DBCFT is taken from the VAT, which was also once 
unfamiliar—​and may continue to be in countries that have not yet adopted one.

We believe that there is a need for clear, dispassionate analysis of the complex 
issues involved in discussing international tax and its potential reform; that is what 
this chapter, and the book more widely, has tried to provide.

 


