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Investment products: Not FDIC insured • No bank guarantee • May lose value 

A mercifully brief note on destination based taxation 
 
Look before you leap.  I know it’s the week before Christmas but this topic is important, so I wanted to 
comment on it before year end, and before the release of our 2017 Eye on the Market Outlook on 
January 1st.  The topic: a proposal by some GOP House members to change the corporate tax code and 
adopt a “destination based cash flow tax” (DBCFT).  One could write either 4 or 400 pages on this, so 
I’m going with 4 to keep it simple.  A DBCFT taxes output where it’s consumed, rather than taxing 
income where it’s reported; and generally disallows deductibility of interest expense.  Without 
getting too caught up in tax jargon, this would effectively convert the US from a worldwide income tax 
jurisdiction to a territorial system, and adopt a hybrid of a value added tax (it differs from a regular VAT 
by allowing deductibility of labor costs).  The implications would be transformational: imports by US firms 
would no longer be deductible, and export revenues of US firms would no longer be taxed.  Supporters 
of DBCFT assume that the dollar would appreciate and prevent windfalls for US exporters or pain for US 
importers, but that may be a brave assumption in a complex world. 
 

What are supporters of DBCFT hoping to accomplish?  Among other things: 
 

• Eliminate incentives to locate business operations outside the US 

• Reverse the pattern of tax inversions (when US companies re-incorporate overseas for tax purposes)  

• Eliminate incentives for firms to “strip” income out of the US with the use of inter-company debt, 
transfer prices and other similar means 

• Increase incentives for capital spending relative to incentives to borrow 
 

As shown below, US tax inversions picked up in the 1990s when corporate tax rates around the OECD 
fell while US corporate rates stayed the same.  If the US adopted the House DBCFT proposal, incentives 
to locate operations offshore, invert and/or engage in transfer pricing would fall since US taxes would be 
applied where output is consumed and not where companies report that income is earned; since interest 
deductibility is disallowed; since offshore income would no longer be taxed; and since corporate tax rates 
would be cut to 20% from 35%.  The ultimate irony: from the perspective of transfer pricing, the US 
could become a “low-tax” jurisdiction for non-US firms. 
 

 
 

What’s not to like?  Well, there are risks around what happens to exchange rates.  Supporters of the 
DBCFT believe it will not create windfalls for US exporters or distress for US importers, since in 
such a system, the US dollar would appreciate substantially in real terms.  If so, the benefits of 
tax exemption for exporters would be offset by reduced demand, and pain for importers from loss of 
deductibility would be offset by lower import prices.  However, this is a theoretical premise which may or 
may not play out in real life. 
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Will the dollar really appreciate as anticipated?  Some US trading partners have freely floating 
exchange rates, while others are either fixed or managed.  As shown in the chart below (left), only half of 
the world’s GDP employs floating exchange rates, and that figure includes the US which is ~15% of the 
total.  This could limit the degree of dollar appreciation in real terms1.  What happens when the ECB 
eventually withdraws its monetary stimulus and raises rates?  And what kind of pricing responses will be 
adopted by individual foreign firms?  Unclear.  And if the US dollar did appreciate by 25% in real terms 
(i.e., how much it would need to rise to render US importers indifferent assuming a corporate tax rate of 
20%), that would propel the dollar to its highest level on record.  This could in turn create problems for 
non-US issuers of dollar financing and other possibly unforeseen consequences. 
 

     
 

In the past, the dollar did respond to changing US tax rules.  One analysis looked at anticipated repeal of 
US tax-based export incentives in 1997 and changes in the $/£ relationship.  However, this episode did 
not involve the scope and magnitude of exchange rate adjustments associated with wholesale adoption 
of DBCFT.  As a result, rather than thinking about what could go right, it makes sense for investors to 
think about what could go wrong.  What would happen if sufficient real dollar appreciation does 
not take place?  Companies that import a lot could be hurt the most.  The chart below looks at US 
output by sector, and shows the component of output related to domestic vs. foreign content. 
 

 

                                                 
1 Appreciation in real terms could involve a higher dollar, and/or inflation that’s higher in the US than outside it. 
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Interpreting the chart.  Motor vehicles, computers, electronics, apparel and electrical equipment would 
be hurt the most by loss of import deductibility should the dollar not rally enough in real terms.  These 
sectors are (a) large, and (b) reliant on foreign content for more than half of their output.  The last thing 
some of them need is more pressure on margins, given rising labor costs and declines in consumer 
activity at brick & mortar stores (see charts on following page).  In a December 16th report from J.P. 
Morgan Securities on the retail sector, the benefit of lower corporate tax rates is estimated to be more 
than offset by the impact of border tax adjustments: 
 

 
 

By the way, risks to consumers of inadequate dollar appreciation are similar, since a DBCFT usually also 
involves a border adjustment tax on their imports as well; in other words, border tax adjustments 
don’t apply to businesses only. If this sounds to you like a tariff, I wouldn’t disagree with that description.  
The border adjustment tax rate would be the same as the corporate tax rate, 20% in the House plan.  
One can easily see the risk of US inflation should the dollar not rally enough to offset the cost of the 
border adjustment tax. 
 

Of course, the lower the corporate tax rate, the lower the pain from lost import deductibility.  
The Tax Policy Center estimates that border tax adjustments could raise $1.2 trillion over 10 years, 
offsetting a large part of the $1.8 trillion estimated cost of cutting the Federal tax rate from 35% to 
20%.  Why do border tax adjustments raise so much revenue?  The US runs a large trade deficit (more 
imports than exports).  Trade deficits are commonplace across US industry: of 12 sectors tracked by the 
US Trade Commission in 2014, only one had a positive trade balance (agriculture).  But even if the 
corporate tax rate were cut to 20%, without enough real appreciation in the dollar, earnings could suffer 
as per the table above.  If border tax adjustments were only applied to goods and not services, it could 
raise even more revenue given the US surplus in services, but that might not fly politically. 
 

   
 

Some components of DBCFT can be phased in over time, and/or phased in partially (such as the loss of 
interest deductibility, and immediate expensing of capital outlays).  But border tax adjustments do not 
lend themselves easily to phase-ins and carve-outs, since so much of their premise relies on immediate 
appreciation of the US dollar.  Given the risks and uncertainties around its implementation, if DBCFT 
passage becomes more likely, prepare for substantial volatility (shoot first, ask questions later) 
reactions in the market as it relates to highly-leveraged, low-margin firms which import a lot of goods as 
a percentage of their value added. 
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What about loss of interest deductibility and immediate expensing of capital investments, 
which is the other major component of DBCFT?  Most versions of these proposals grandfather 
interest deductibility of existing debt, and create carve-outs for financial firms.  But what would this 
mean for issuers that rely extensively on short-term obligations like commercial paper; would CP no 
longer be deductible when it’s rolled?  Unclear.  And on the issue of immediate expensing of capital 
expenditures: this is only a timing benefit, nothing more.  In a low interest rate environment, benefits 
are modest when compared to bonus depreciation rules that already exist.  Looking just at the interest 
and depreciation components of DBCFT and ignoring border tax adjustments, the net impact would cut 
the earnings benefit from lower corporate tax rates roughly in half. 
 

I also think it would be naïve to assume that corporations and their advisors would not try to find ways to 
minimize taxes under a new set of rules.  New anti-abuse statutes and doctrines might be required, and 
whose enforcement cost might not be that different from what we have now. 
 

One last comment on DBCFT.  Given its complexity, there’s a lot of misinformation and misunderstanding 
going around.  Some people like DBCFT because they believe that it’s protectionist, and other people 
like it because they resolutely believe that it’s not.  That’s a strange starting point for transformational 
tax policy. 
 

Michael Cembalest 
J.P. Morgan Asset Management 
 
Note: the DBCFT would arguably turn the US into a zero tax jurisdiction from the standpoint of transfer 
pricing by non-US firms, and may violate World Trade Organization rules against border tax adjustments.  
We do not address here potential objections from US trading partners, or complaints brought against the 
US in the WTO.  While the incoming administration might be indifferent to such objections (should it 
follow the House’s lead and support passage of DBCFT), the WTO does have jurisdiction to authorize 
member countries to impose large tariffs in retaliation. 
 
Appendix charts on challenges for brick & mortar stores 
 

   
 

Sources 
 

“What is made in America”, US Department of Commerce, October 2014 

“Exchange rate regimes in the modern era”, Andrew K Rose, UC Berkeley, June 2011 

“Department stores & specialty softlines”, Matthew Boss, J.P. Morgan Securities Equity Research, December 16, 2016 

“An analysis of the House GOP tax plan”, Nunns et al. Tax Policy Center, September 2016 

“Exchange Rates and Tax-Based Export Promotion”, Desai and Hines, November 2000, National Tax Association 
Conference on Taxation 
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IMPORTANT INFORMATION 
Purpose of This Material: This material is for information purposes only.  

The views, opinions, estimates and strategies expressed herein constitutes Michael Cembalest’s judgment based on current market 
conditions and are subject to change without notice, and may differ from those expressed by other areas of J.P. Morgan. This 
information in no way constitutes J.P. Morgan Research and should not be treated as such. Any projected results and risks are 
based solely on hypothetical examples cited, and actual results and risks will vary depending on specific circumstances. We believe 
certain information contained in this material to be reliable but do not warrant its accuracy or completeness. We do not make any 
representation or warranty with regard to any computations, graphs, tables, diagrams or commentary in this material which are 
provided for illustration/reference purposes only. Investors may get back less than they invested, and past performance is not a 
reliable indicator of future results. It is not possible to invest directly in an index. Forward looking statements should not be 
considered as guarantees or predictions of future events. 

Confidentiality: This material is confidential and intended for your personal use. It should not be circulated to or used by any other 
person, or duplicated for non-personal use, without our permission.  

Regulatory Status: In the United States, Bank products and services, including certain discretionary investment management 
products and services, are offered by JPMorgan Chase Bank, N.A. and its affiliates. Securities products and services are offered in 
the U.S. by J.P. Morgan Securities LLC, an affiliate of JPMCB, and outside of the U.S. by other global affiliates.  J.P. Morgan 
Securities LLC, member FINRA and SIPC. 

In the United Kingdom, this material is issued by J.P. Morgan International Bank Limited (JPMIB) with the registered office located 
at 25 Bank Street, Canary Wharf, London E14 5JP, registered in England No. 03838766.  JPMIB is authorised by the Prudential 
Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. In addition, this 
material may be distributed by:  JPMorgan Chase Bank, N.A. (“JPMCB”), Paris branch, which is regulated by the French banking 
authorities Autorité de Contrôle Prudentiel et de Résolution and Autorité des Marchés Financiers; J.P. Morgan (Suisse) SA, 
regulated by the Swiss Financial Market Supervisory Authority; JPMCB Dubai branch, regulated by the Dubai Financial Services 
Authority; JPMCB Bahrain branch, licensed as a conventional wholesale bank by the Central Bank of Bahrain (for professional 
clients only). 

In Hong Kong, this material is distributed by JPMCB, Hong Kong branch. JPMCB, Hong Kong branch is regulated by the Hong 
Kong Monetary Authority and the Securities and Futures Commission of Hong Kong. In Hong Kong, we will cease to use your 
personal data for our marketing purposes without charge if you so request. In Singapore, this material is distributed by JPMCB, 
Singapore branch. JPMCB, Singapore branch is regulated by the Monetary Authority of Singapore. Dealing and advisory services 
and discretionary investment management services are provided to you by JPMCB, Hong Kong/Singapore branch (as notified to 
you). Banking and custody services are provided to you by JPMIB and/ or JPMCB Singapore Branch. The contents of this document 
have not been reviewed by any regulatory authority in Hong Kong, Singapore or any other jurisdictions. You are advised to exercise 
caution in relation to this document. If you are in any doubt about any of the contents of this document, you should obtain 
independent professional advice. 

With respect to countries in Latin America, the distribution of this material may be restricted in certain jurisdictions. Receipt of this 
material does not constitute an offer or solicitation to any person in any jurisdiction in which such offer or solicitation is not 
authorized or to any person to whom it would be unlawful to make such offer or solicitation.  

Risks, Considerations and Additional information: There may be different or additional factors which are not reflected in this 
material, but which may impact on a client’s portfolio or investment decision. The information contained in this material is 
intended as general market commentary and should not be relied upon in isolation for the purpose of making an investment 
decision. Nothing in this document shall be construed as giving rise to any duty of care owed to, or advisory relationship with, you 
or any third party. Nothing in this document is intended to constitute a representation that any investment strategy or product is 
suitable for you. You should consider carefully whether any products and strategies discussed are suitable for your needs, and to 
obtain additional information prior to making an investment decision. Nothing in this document shall be regarded as an offer, 
solicitation, recommendation or advice (whether financial, accounting, legal, tax or other) given by J.P. Morgan and/or its officers 
or employees, irrespective of whether or not such communication was given at your request. 

J.P. Morgan and its affiliates and employees do not provide tax, legal or accounting advice. You should consult your own tax, legal 
and accounting advisors before engaging in any financial transactions. Contact your J.P. Morgan representative for additional 
information concerning your personal investment goals. You should be aware of the general and specific risks relevant to the 
matters discussed in the material. You will independently, without any reliance on J.P. Morgan, make your own judgment and 
decision with respect to any investment referenced in this material. 

J.P. Morgan may hold a position for itself or our other clients which may not be consistent with the information, opinions, 
estimates, investment strategies or views expressed in this document.  
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If you have any questions or no longer wish to receive these communications, please contact your usual J.P. Morgan representative. 

© 2016 JPMorgan Chase & Co. All rights reserved. 


