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Under Destination and Origin Principles*

This Paper proposes a general framework for analysing commodity tax
competition under destination and origin principles, based on three possible
tax spillovers: the consumer price spillover, the producer price/terms of trade
spillover and rent spillovers. A model is presented which can be extended to
accommodate all three spillovers. Using this model, many of the results in the
existing literature can be derived, compared and extended.
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NON-TECHNICAL SUMMARY

The literature on the destination and origin principles of commodity taxation
has expanded enormously in recent years, along with an increase of interest
in the economics of tax competition more generally. This increased interest is
partly due to developments within the EU, such as the completion of the single
market and EMU, which have made tax differences between countries clearer
and more important to consumers and firms, but also to the reduction of trade
barriers more generally and the development of e-commerce, which makes
commodity taxes harder to collect.

One can identify three different branches of this literature. The earliest branch
compares destination and origin principles at fixed tax rates and has grown
considerably since the important paper of Shibata (1967). The second branch,
initiated by the seminal paper of Mintz and Tulkens (1986), may be called the
literature on commodity tax competition. These papers characterize
equilibrium in origin-based taxes in a class of models where consumers can
cross-border shop at a cost, and these papers also study welfare- and Pareto-
improving tax reforms in these settings. A third branch of the literature,
initiated by Keen (1987, 1989), studies the welfare properties of a particular
form of tax reform, tax harmonization.

Despite the research effort that has been expended in the last decade, it is not
clear that this literature has yielded general or robust insights. One problem
here is that the models used in the various papers have been extremely
diverse. Two particular problems are the following. First, the models of tax
competition typically assume a homogenous commodity produced in both
countries, whereas the literature on tax harmonization assumes differentiated
commodities, and generally the structure of preferences over commodities is
crucial in determining whether Pareto-improving tax reforms exist. Second, tax
competition models (especially Mintz and Tulkens, 1986) are made complex
by the fact that transport costs are explicitly modelled (and consequently the
models are highly simplified in other respects), whereas the otherwise much
more general models used in the tax harmonization sub-literature abstract
from transport costs.

The purpose of this Paper is twofold. First, we will argue that the results in the
existing literature can be interpreted by reference to three basic tax spillovers
that can arise when countries are linked by international trade and production;
consumer price spillovers, producer price/terms of trade spillovers and rent
spillovers. A consumer price spillover arises when the price that a consumer
pays in the home country changes directly (i.e. at fixed producer prices)
following a change in a foreign commodity tax. A producer price spillover
arises when producer prices change following a change in a foreign
commodity tax. A rent spillover arises when the pure profit (rent) from



production accruing to the home country changes following a change in a
foreign commodity tax.

Second, this Paper presents a model that is simple and flexible enough so
that these three spillovers can be modelled by changing the assumptions
about factor mobility and price setting in the model. An analysis of this model
allows us to generate, compare and extend many of the results in the
literature and, crucially, isolate special assumptions in some of the models
that are required for some results.

In particular, there are some reasonably robust conclusions (i.e. not
dependent on the particular type of spillover) that can form the basis for policy
recommendations. First, in the destination case, tax reforms that lower (resp.
raise) taxes on imports (resp. exports) are generally desirable. Second, the
conventional wisdom that taxes are too low in origin-based tax equilibrium
(and should therefore be raised) is only true if goods are sufficiently strong
substitutes. Finally, some very simple conditions emerge for tax harmonization
to be desirable; namely, whenever a good is taxed more heavily by the
importer than by the exporter. It is particularly striking that these conclusions
hold both in the case with an endogenous terms of trade (producer price
externalities) and with imperfect competition (rent externalities).

So, some policy implications do emerge from this study, especially given the
robustness of our results. First, note that our model has no intermediate
goods, so we do not distinguish between retail sales taxes and value-added
taxes – our results apply equally to both. Also, as the model is static, a
proportional labour income tax is equivalent to a uniform tax on the two goods,
so our results have implications for income taxes as well.

However, in deriving such implications, caveats must be borne in mind, that
some OECD countries do not operate a ‘pure’ destination or origin regime, but
rather a mixture of the two. This occurs for example within the EU, where
cross-border shopping by private individuals is taxed on an origin basis, with
other cross-border flows of goods and services between EU countries being
taxed on a destination basis (Keen and Smith, 1996). The picture is rather
different in the US and Canada. There, state and provincial sales taxes are
effectively levied on private individuals according to an origin basis, with out-
of-state purchasers paying the sales tax (if any) in the state of purchase and
to some extent that is also true of purchases by business firms. This is the
case even though the state where the purchaser is resident has the legal
power to collect sales tax from the purchaser (Due, 1983), due to practical
problems of enforcement.

Bearing in mind this caveat, some policy recommendations can be made.
First, note that for EU countries, except for certain narrowly defined
commodities, the fraction of inter-EU trade that is taxed on an origin basis is



tiny and consequently commodity taxation is effectively destination-based. So,
according to the analysis of this Paper, the European Commission’s emphasis
on minimum tax rates is misplaced; rather, taxes should be cut on imported
goods and raised on those goods that are substitutes. This certainly seems a
sensible recommendation for alcoholic drinks such as wine, which are typically
taxed at a very low or zero rates in the exporting countries of the EU and at
high rates in the importing countries. By contrast, in the US, where taxation is
effectively origin-based, there may be a case for raising taxes more generally.
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Table 1 - The Main Results1

Key Assumptions Types of
Spillover

Tax reform
results (D)

Tax reform
results (O)

Tax harmonisation
results (D)

Comparison of
destination and
origin tax rates
and welfare levels

Equivalence
results with
uniform taxation

perfect
competition

factor mobility

Consumer
price(O)

no welfare-
improving tax
reforms

 increase in both
taxes is Pareto-
improving only if
goods are
sufficiently strong
substitutes

no welfare-
improving tax
harmonisation

destination tax
rate greater than
origin tax rate only
if goods are
sufficiently strong
substitutes

D and O tax
equilibria not
equivalent

 perfect
competition

 factor immobility

Consumer
price(O),

producer
price(O,D)

decrease (increase)
in taxes on
imported
(exported) goods
is Pareto-
improving

as above harmonisation is
Pareto-improving
iff tax rate on
imported goods is
higher than tax
rate on exported
goods

 Origin effective
tax rate lower,
welfare levels
ambiguous2

D and O tax
equilibria
equivalent

imperfect
competition

 factor mobility

Consumer
price(O),

rent(O,D)

as above as above as above Effective tax rates
and welfare levels
ambiguous3

D and O tax
equilibria not
equivalent

                                                          
1 Assuming that governments are welfaristic, and that the two goods are substitutes
2 Simulation results only
3 Simulation results only



Figure 1

Destination and Origin Effective Taxes with Producer Price Spillovers.
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Figure 2(b )
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Figure 2( c )
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Figure 3

Destination and Origin Welfare Levels with Producer Price Spillovers.
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Figure 4 (a)

Destination and Origin Welfare Levels with Rent Spillovers (h' variable ).
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Figure 4 (b )
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Figure 4 ( c )

Destination and Origin Welfare Levels with Rent Spillovers ( 't variable).
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