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Destination-Based Taxes – The Sneaky Tariff
Proposed border-adjustment taxes could lead to structural longlasting tariffs
________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________

SUMMARY
There has been a lot of rhetoric out of Washington about tariffs, tax cuts, loosening regulations,
infrastructure spending and other buy-America, pro-manufacturing policies over the past few months.
The Trump administration proposed to boost growth to 4% and to create millions of jobs. What gets lost
in a lot of the hype are actual policy specifics. One issue that is receiving attention, but is largely
overshadowed by the catchier news about wall building and immigration, is the idea of a destinationbased tax (or border-adjustment territorial tax). This scheme was proposed by Republican Congressional
leaders, and given their control of the House, Senate and White House, its likelihood of getting approved
is higher than ever before. If passed, it could have a tremendous impact on the steel industry, both
positively and negatively depending on your customers, suppliers, and certain other factors.
WHAT IS A DESTINATION-BASED TAX
Under
the
proposed
destination-based
tax,
companies would be taxed
based on where they sell their
goods, regardless of where
production, management or
income is located. Essentially
the way the proposed tax
works is that it taxes imports
and exempts exports from
being taxed. To see how this
would work we included an
example in the right-hand
table.
There are three
hypothetical
companies.
BaseCo is a domestic company
that has all of its sales and costs
occurring in the US, it does not export or import any products. All else equal, as shown the destinationbased tax has no direct impact on BaseCo. ExporterCo purchases all of its material within the US, but

70% of its revenues comes from exports. All else equal, ExporterCo will save $14 ($70 in export revenue
times the 20% tax rate) in tax expense from switching from the current tax system to the destinationbased tax system. ImporterCo imports 75% of its material costs, and doesn’t have any export revenue.
All else equal, ImporterCo will have to pay an incremental $6 ($30 in import material cost times the 20%
tax rate) in taxes from switching from the current tax system to the destination-based tax system.
STRUCTURAL ALL ENCOMPASSING DE FACTO TARIFF
Ultimately, the tax policy effectively creates a structural tariff. For instance, any product that is imported
gets $0 value for costs for tax purposes and no deductibility, and any product purchased domestically
gets the full tax deduction. The new tax proposal comes with a provision to lower corporate tax rates to
20%. That means the destination-based tax proposal is a de facto 20% tariff on all imports. It also
implicitly subsidizes exports by making revenue from them tax-free in the US.
This encourages customers to buy America. A car manufacturer that has the option to import a part for
$100 or purchase it from a domestic supplier for $115, would be economically incentivized to purchase
the part from the domestic supplier. The after-tax cost of purchasing from the domestic supplier is $92
($115 minus the tax savings of $23), whereas the after-tax cost of purchasing from the importer is $100.
In addition, unlike a trade case or a tariff targeted against a specific country, this creates an implicit tariff
against all countries for all goods and services. It doesn’t matter if you import product from Germany
or China, there is no tax-deductibility of the costs in either case.
TRADE WAR?
If the US government decides to impose a direct tariff, instead of this destination-based tax, it would
never hold up at the World Trade Organization (“WTO”), and would almost certainly lead to a trade
war, with other countries imposing tariffs on US products. While there are certain nuances that might
make the WTO rule against the proposed destination-based tax, most agree that it would be less likely
to lead to trade wars. Part of the reason is that most of the developed world already has territorial tax
systems, whereby taxes aren’t paid on exports, and imports are not tax deductible. So, the US shifting to
a destination-based tax would just make it more in-line with the rest of the world. The one major
difference between other country’s systems and the proposed US plan, is that other countries use their
territorial tax as part of VAT (value-added tax) systems. Since the US is not proposing to shift from an
income to a VAT tax, it is still possible that the WTO rules against the US plan.
IMPACT OF A DESTINATION TAX
If the US were to implement this tax, exports would become more competitive, because by not paying
US income tax on that revenue, companies would be able to lower prices on international sales. Imports
into the US would become less competitive, as the cost would be 20% higher (or whatever the income
tax rate ultimately is at a given time) than domestically sourced goods. These two factors would help
lead to a reduction in the US trade deficit.
Industries that import a lot of their material costs, such as the retail industry, are lobbying very hard
against this tax proposal. For many companies within the steel industry this tax may have a significant
impact. Across all steel mill products in the last three years (2014-2016) the US imported 40, 35 and 30
million metric tonnes, respectively. In dollar values that was $38 billion, $30 billion and $22 billion,
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respectively.1 Based on a 20% corporate tax rate, that would be an implied annual aggregate cost of $7.6
billion, $6.0 billion and $4.4 billion, respectively to those companies that purchased imports.
The US currently cannot produce enough steel to meet demand. While some companies that currently
import steel may buy higher priced domestic material, others will be forced to continue to import given
the lack of production capacity. This tax may adversely affect those companies from a cost perspective.
Additionally, certain other operating costs, such as costs associated with the consumption of refined
petroleum products (electricity, etc.) would likely be higher as refineries would push higher costs
through to end users (costs would be higher as refineries that import oil would not get any tax benefit).
On the demand side, many service centers should benefit from increased demand for their domestic
product. For example, take a look at the automotive industry. In 2016 there were approximately 17.5
million vehicles sold in the US. However, only about two-thirds of vehicles sold were produced in the
US. Additionally, even the vehicles produced in the US have significant amount of parts imported. In
2016 there were $350 billion of automotive vehicles and parts imported into the US.2 Given the
magnitude, even a small shift in production to the US, or purchase of more parts from US suppliers,
could have a large positive impact on demand for metals companies.
We caution that the impact of such a move may not have as profound an affect as many may think. As
some economists point out, this policy could lead to a substantial strengthening of the US dollar, which
would make imports cheaper on a US dollar denominated basis. This would help mitigate the
incremental cost associated with importing products, but also mitigate the advantage domestic
companies could have over foreign competitors.
Empirically when Japan shifted from a worldwide tax system (which the US currently has) to a territorial
tax system in 2009, its trade surplus increased. The Japanese trade surplus in 2010 was the highest it had
been since 2006.3 However, after 2010, Japan ran annual trade deficits. The problem with measuring the
impact is that there are many variables that impact trade deficits, such as domestic factors in other
countries, prices of natural commodities (Japan is heavily reliant on imported oil, so as oil prices rise
trade deficits will get worse, regardless). It is difficult to point to one specific policy and determine
empirically exactly what its impact is. That is why it is important to look logically at the impact one
assumes such a tax would have.
Another less talked about effect of this proposal is that it will likely lead many of the companies that
currently have cash parked overseas at foreign subsidiaries to bring that cash back home, as it may not
be subject to a deferred tax any more. This could have a positive effect on capital spending in the US as
it is estimated that US companies have $2.5 trillion of cash being held overseas.4
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IN CLOSING
It is safe to say that if the proposed destination-based tax gets passed there will be an immediate positive
impact for companies that don’t rely on imports, and compete for customers against foreign competitors.
For companies that currently purchase materials from importers, you may consider expanding your
supplier base domestically. There is less steel capacity in the US than demand, so companies not
purchasing from domestic suppliers at the time this law gets enacted may be stuck paying the 20%
penalty…but don’t worry too much, we are talking about Washington and nothing ever gets done fast.
CALIBRE SELECT INVESTMENT BANKING TRANSACTIONS

4

DISCLAIMER
The information contained herein (the “Information”) is solely intended for informational and discussion
purposes. It is based on information generally available to the public. Calibre Group, LLC (“Calibre”)
shall have no liability whatsoever, for any direct or consequential loss arising from any use of the
Information or for any representations (express or implied) contained in or for any omissions from this
Information.
By accepting this Information, the recipient agrees: not to distribute or reproduce this Information, in
whole or in part, at any time, without the prior written consent of Calibre. Calibre accepts no liability
whatsoever for the actions of third parties with respect to any re-distribution of the Information.
Calibre, its affiliates, directors, officers and employees may have an investment banking or other
relationship with some or all of the issuers mentioned herein and may trade in any of the securities or
financial instruments mentioned herein either for their own accounts or the accounts of their customers.
Accordingly, the entities constituting Calibre, its affiliates, directors, officers and employees may at any
time have a long or short position in any such security or financial instrument or option thereon. This
material is not, and under no circumstances should be construed as, a solicitation to act as a securities
broker or dealer in any jurisdiction by any person or company that is not legally permitted to carry on
the business of a securities broker or dealer in that jurisdiction. This material is general and broad insofar
as it does not have regard to the particular circumstances or needs of any specific person who may read
it. Recipients should not regard this as a substitute for the exercise of their own judgment. Any U.S.
recipient here of that wishes further information regarding, or to effect any transaction in, any security
that may have been discussed herein, should contact Calibre.
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