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Making another century of impact
EHEERX FEFLT

The Technical Committee on Customs Valuation (TCCV) of the
World Customs Organization (WCO) published a new case
study on 30 October 2017 that analyzes how transfer pricing
documentation should be used when examining related party
transactions for customs valuation purposes to determine
whether the price of imported goods was influenced by the
relationship between the buyer and the seller. The document,
entitled, "

" ostill
must be approved by the WCO.

The TCCV is a committee comprised of Customs authorities
from members of the World Trade Organization (WTO)
administered by the WCO under the Agreement on
Implementation of Article VII of the General Agreement on
Tariffs and Trade 1994 to ensure uniformity in the
interpretation and application of the agreement. The TCCV's
pronouncements are considered important guidance to
Customs authorities worldwide, although they do not have
binding effect on any WTO member.

Case Study 14.2 is the first formal WCO instrument that is
based on a submission by China, which demonstrates Chinese
Customs’ contribution to, and participation in, the
development of international standards for customs valuation
practice. Case Study 14.2 provides an important reference and
guidance for importers and exporters conducting cross-border
trading businesses in China.

Summary of Case Study 14.2

Case Study 14.2 illustrates a scenario where Customs takes
into account information provided in a company's transfer
pricing report in which the company used the resale price
method (RPM) as its transfer pricing method, as well as other
information, in determining the customs value of goods.
Specifically at issue in the case study was whether the import
price of luxury bags was influenced by a special relationship
(i.e. a related party relationship) between the buyer and the
seller.

Background

e The parties are XCO, a company in Country X that sells
luxury bags to ICO, a limited risk distributor in Country I.
XCO and ICO are related parties.

e XCO establishes the market strategy, advises on the level
of inventory to be maintained, establishes the
recommended sales price of the luxury bags sold by ICO,
and invests in developing intangible assets associated with
the bags. As a result, XCO assumes both the market and
price risks in relation to the sales of the bags in Country I.

e ICO's transfer pricing policy demonstrates that the import
prices of all luxury bags are determined using the RPM,
calculated based on the resale price and the targeted gross
margin of ICO. According to the transfer pricing report
which used the RPM, the importer’s gross margin is
compared to the gross margin of benchmarked companies
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engaged in similar functions and risks, but that carry out
transactions with unrelated parties (eight comparables
were used in the case study).

e The Customs authorities note during a post-clearance audit
that ICQO’s actual gross margin is higher than the targeted
gross margin stated in its transfer pricing policy.

e On the basis of the information in the transfer pricing
report, the Customs authorities concluded that the declared
import price was not settled in a manner consistent with
the normal pricing practices of the industry and thus had
been influenced by the relationship between the buyer and
seller. As a result, the Customs value must be determined
by the application of alternative methods of appraisal.

Analysis and conclusion

For Customs valuation purposes, the WTO Agreement on
Customs Valuation is applied in determining the Customs value
for imported goods. The case study provides a good example
of how a transfer pricing study may be used by the customs
authorities when examining related party transactions.

If the buyer and seller are related parties, the agreement
provides two ways for establishing the acceptability of the
transaction value if the Customs authorities have doubts about
the price: (1) looking at the circumstances surrounding the
sale to determine whether the relationship influenced the
price; or (2) the importer demonstrates that the value closely
approximates one of three “test values.”

The importer in the case study did not provide test values, so
the Customs authorities examined the circumstances
surrounding the sale by using ICO's transfer pricing report,
which was prepared based on the RPM in the OECD's Transfer
Pricing Guidelines. An analysis of the transfer pricing report
shows that ICO’s actual gross profit was higher than the arm's
length inter-quartile range of the selected eight comparable
companies.

According to the transfer pricing report, ICO does not employ
any valuable, unique intangible assets or assume any
significant risks. The functional analysis indicates that the
eight comparable companies import comparable products from
country X, perform similar functions, assume similar risks and
do not employ any valuable intangible assets, just as ICO.

After examining the circumstances surrounding the sale
between ICO and XCO by reviewing the transfer pricing report,
Customs concludes that the import price is not established in a
manner consistent with the normal pricing practices of the
industry and thus is influenced by the special relationship
between the buyer and the seller. Therefore, the transaction
value cannot be accepted and the Customs will reappraise the
dutiable value to collect the underpaid import taxes.

The relationship between Customs valuation and transfer
pricing has long been an area of concern for businesses.
Customs valuation and transfer pricing use similar
methodologies to establish an arm's length transaction price or
a price that is not influenced by a special relationship between



a buyer and a seller, but the two methodologies contain
differences in certain areas such as the legal framework,
implementation approach, etc.

While the transaction value generally is accepted for Customs
valuation, the Customs authorities have the right to initiate
post-clearance audits on the price of dutiable goods, review
whether the price has been influenced by any special
relationship between the buyer and the seller, and if so,
reappraise the dutiable value. In the case of China, the
Customs authorities have stepped up their examinations of
related party transactions in recent years; and as from 2016,
importers are required to declare whether the import price is
influenced by the special relationship (if one exists) between
the buyer and the seller in each declaration of import into
China.

To ensure a more consistent approach by the tax and Customs
administrations and reduce compliance burdens, the
businesses community has been advocating that Customs
authorities use information contained in transfer pricing
documentation prepared for income tax purposes when
examining related party transactions and give consideration to
the impact of transfer pricing adjustments on the Customs
valuation.

The WCO has been actively exploring this area and, in 2015,
released the ™

,” followed by a few case studies (including Case
Studies 14.1 and 14.2) that provide technical guidance to
Customs and businesses on how to utilize transfer pricing
information for Customs valuation purposes.

Based on Case Study 14.2 and our observation of practices by
Chinese Customs, the following issues are worth noting:

Transfer pricing method

The transactional net margin method (TNMM) is the most
commonly used method in transfer pricing reports. However,
Chinese Customs favors the RPM when using transfer pricing
reports to examine related party transactions because
Customs normally focuses more on an importer's gross margin
rather than its net profit. According to Chinese Customs, many
transfer pricing reports that use the TNMM generally lack
sufficient information for Customs to evaluate the
reasonableness of an importer's gross margin.

Comparability of goods

When selecting comparable companies, a transfer pricing
analysis on imports of tangible goods often focuses on the
similarities between the functions and risks assumed by the
tested party with those of the comparable companies, and the
analysis may be less focused on the differences between the
tangible goods imported by the tested party and those
imported by comparable companies. However, Customs
valuation is much stricter on the comparability of goods, with
the result that a company with similar functions and risks but
that imports goods that are different from the goods imported
by the tested party may not be considered a comparable by
Customs.
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Companies that intend to use transfer pricing information to
justify an import price with Customs should consider the above
factors when preparing their transfer pricing reports and/or
adapting reports for Customs valuation purposes.

Furthermore, the Customs administration in Case Study 14.2
attributes the higher gross profit earned by the importer to the
lower import price as a result of the influence of the special
relationship. In practice, however, a higher gross profit of a
limited risk distributor can result from a number of factors
(such as the local market environment). Limited-risk importers
with higher gross profits may wish to conduct a comprehensive
analysis to identify whether these factors exist and to quantify
their contributions to manage the potential risk from a
Customs valuation perspective.
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