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The Reasonable Care Standard:  Has Customs Raised the Bar?
By Sandra Liss Friedman

Introduction


As part of the shared responsibility between U.S. Customs and Border Protection (hereafter “Customs”) and the trade community, an importer is subject to the obligation to exercise reasonable care.  The reasonable care standard is contained in 19 U.S.C. §1484, which requires the importer of record to use reasonable care to enter, classify and determine the value of imported merchandise and to provide any other information necessary to enable CBP to properly assess duties, collect statistics and determine if any other applicable legal requirements have been met.  The "reasonable care" requirement was added to 19 U.S.C. §1484 by the Customs Modernization and Informed Compliance Act ("Mod Act"), passed as part of the North American Free Trade Agreements Implementation Act, Pub. L. 103-182 § 637, Sect. 621, 107 Stat. 2057 (1993).

The drafting Committee of the Mod Act stated that an importer should consider utilizing one or more of the following aids to establish evidence of proper compliance: seeking guidance from Customs through the pre-importation or formal ruling program; consulting with a customs broker, a customs consultant, or a public accountant or an attorney; or using in-house employees such as counsel, a customs administrator, or if valuation is an issue, a corporate controller, who have experience and knowledge of customs laws, regulations and procedures.  H. Rep. No. 103-361 at 120, 1993 U.S.C.C.A.N. 2670 (1993).  The Committee also gave two examples of how the reasonable care standard should be interpreted by Customs: (a) the failure to follow a binding ruling is a lack of reasonable care; and (b) an honest, good faith professional disagreement as to correct classification of a technical matter shall not be lack of reasonable care unless such disagreement has no reasonable basis (e.g. snow skis are entered as water skis).  H.R. Rep. No. 103-361 at 120. 

Customs defines negligence as a violation that results from an act or acts done through the failure to exercise the degree of reasonable care and competence expected from a person in the same circumstances.  19 C.F.R. Pt. 171, App. B(C)(1).  Thus, the exercise of reasonable care is a complete defense to a penalty case for negligence under 19 U.S.C. §1592.  See, e.g., United States v. Optrex America, Inc., Slip Op. No. 06-73 at pp. 17-18, 2006 Ct. Int’l Trade Lexis 71 (Barzilay J. May 17, 2006).


However, in an April 2007 Informed Compliance Publication (hereafter “ICP”) Customs entitled Determining the Acceptability of Transaction Value for Related Party Transactions, Customs has provoked serious discussion on whether the reasonable care standard for related party transactions as articulated in that ICP departs from how reasonable care is usually understood.  Rather than focusing on the efforts made by the importer to comply with its obligations, the ICP seems to focus on whether the results reached by the importer are the same as those which would have been reached by Customs.  Further, when examining the detailed requirements the ICP sets forth on verifying transaction value in related party transactions and applying them to the realities of trade, it seems virtually impossible for many importers to meet the standard.  The ICP first notes that when an import transaction is a related party transaction, the importer must use reasonable care before declaring value upon entry to determine whether transaction value is acceptable based on either the application of the circumstances test or the test value method.  The publication then goes on to note:

The importer must have sufficient information available to demonstrate how it meets the particular test upon which it is relying before a declaration is made based on a related party transaction value.  . . .  The exercise of reasonable care includes an analysis of whether there is sufficient information  and documentation to establish that the related party transaction value satisfies the circumstances of sale test or test value method, as set forth in 19 U.S.C. §1401a, 19 CFR Part 152, CBP rulings and this Informed Compliance Publication.  An importer that relies solely on an APA or transfer pricing study to conclude that transaction value is acceptable would not be exercising reasonable care.  

This statement is problematic, because in saying that there must be an analysis of whether there is sufficient information and documentation to establish that the related party transaction value meets one of the two tests it implies that such an analysis must reach the correct result, as subsequently determined by Customs, to meet the reasonable care standard.  The ICP does not state that the reasonable care standard is satisfied if there has been a good faith analysis by the importer who believes the documentation is sufficient, to support a declaration of value.  This could be interpreted to mean that an importer who has collected documentation it believes is sufficient to qualify a related party price under transaction value, but with whom Customs later disagrees, has prima facie failed to exercise reasonable care.

Reasonable Care and the Circumstances of Sale Test


The circumstances of the sale test, as the ICP acknowledges, “by its very nature must be applied case-by-case”.  That being said, it is impossible to know in advance whether in any particular instance the test might be met by the evidence the importer has collected.  While the ICP is explicit as to what does not meet reasonable care in meeting the circumstances of sale test, for example, an Advance Pricing Agreement or transfer pricing study, without further support does not, it is less forthright on what does constitute reasonable care.  It examines the three circumstances that demonstrate that the relationship has not influenced the price.


The first circumstance which can demonstrate acceptable related party transaction value is where the price was settled in a manner consistent with the normal pricing practices of the industry in question.  The ICP states that the importer must have evidence relating to the industry in question, and such evidence must be of sales of the goods of the same class or kind, not functionally equivalent companies.  The only example it gives is a ruling where the transfer price met this test as there was a posted price published in a trade journal that other buyers and sellers used.  This describes a very rare circumstance which few importers would be able to utilize.  Further, U.S. antitrust laws prevent parties from learning the pricing practices of others in their industry.  


The second circumstance where related party transaction value may be acceptable to Customs is where the price was settled in a manner consistent with the way the seller settles prices for sales to buyers who are not related to it.  Many importers do not have any sales to unrelated parties and therefore cannot use this criterion.  Further, where there are no U.S. unrelated buyers, the ICP states that:

Although CBP generally requires that the comparison sales to unrelated buyers be sales to buyers in the U.S., CBP will consider evidence regarding sales to unrelated buyers in other countries, provided the importer presents an adequate explanation as to why it is relevant to the transactions at issue.  How much weight will be given to such evidence depends on the specific facts and the explanation provided.

It is impossible to determine in advance how much weight CBP might give to foreign sales to unrelated buyers and thus whether transaction value would be acceptable to CBP.  Therefore, in this circumstance the importer could never be certain that it had exercised reasonable care in meeting the circumstances of sale test by showing sales to unrelated non-U.S. buyers.  


The third circumstance where related party transaction value might be acceptable is where it satisfies the “all costs plus profit” method, whereby there is an analysis of whether the related party price compensated the seller for all its costs plus a certain profit (profit over a certain period on equivalent sales over a representative period of time of goods of the same class or kind).  Customs states that the importer should be prepared to provide documentation of comprehensive costs and profit, accounting and other business records.  This criterion also is problematic as in many circumstances the profits on goods of the same class or kind will be variable, and profits of a U.S. subsidiary may legitimately differ from the profit of its parent company on the same goods.


Further, the new ICP does not assign any importance to efforts made by the importer to satisfy the IRS’ requirement that a related party transaction respects the arm’s length principle, either by Advance Pricing Agreement (a binding agreement between the taxpayer and the IRS regarding the correct transfer pricing methodology) or by supplying an transfer pricing study.  The APA or transfer pricing study is not regarded as relevant evidence of reasonable care, despite the fact that both the IRS rule and Customs’ valuation rules share the same goal of ensuring that related party transaction valuations are at arm’s length.  
Reasonable Care and the Test Value Method


If the circumstances of sale test are not met, an alternative method of related party valuation is the test value method, whereby the importer can demonstrate that transaction value closely approximates the transaction value of identical or similar merchandise to unrelated U.S. buyers, or the deductive value or computed value for identical or similar merchandise, but only if the values used for comparison relate to merchandise exported to the U.S. at or about the same time as the imported merchandise.  The values to be compared must be values previously determined by Customs pursuant to an actual appraisement of imported merchandise.  That is problematic because it is almost always Customs which would have that information rather than the importer and could consider it outdated.  Thus the importer trying to exercise reasonable care as defined in the ICP simply cannot use the test values method.

Reasonable Care As Treated in Other Customs Contexts


We then reach the larger question of whether the new ICP’s view of reasonable care is consistent with Customs’ position in the past or whether it represents a shift towards establishing a stricter standard for meeting the reasonable care standard.  In Customs’ Informed Compliance Publication discussing Reasonable Care (January, 1998), Customs noted with respect to valuation that one of the checklist questions importers should be asking themselves is:  if you purchased merchandise from a related seller, have you established procedures to ensure that you have reported that fact upon entry and taken measures or established reliable procedures to ensure that value reported to Customs meets one of the “related party” tests.  The inference is that if such procedures are in place, the reasonable care standard has been met.


In implementing voluntary programs such as Importer Self-Assessment (hereafter “ISA”), Customs has also adhered to the traditional view of reasonable care.  ISA is a voluntary program for C-TPAT
 participants providing support and recognition for resident importers that work with Customs to improve trade compliance.  ISA participants assume responsibility for self-assessment by controlling their environment and activities, assessing areas of risk, and communicating and monitoring their Customs operations.  In return, Customs will provide consultation and/or guidance as requested for compliance assistance, risk assessments, internal controls, Customs audit trails, and data analysis support. ISA participants are removed from the Regulatory Audit Division’s audit pool established for Focused Assessments.  However, even for ISA participants, the traditional view of reasonable care is in place, as the focus is on the importer having proper procedures and systems, not on whether the importer always achieves the correct results.  The Customs ISA Trade liaison confirmed that this is in fact how Customs will approach issues that may arise with an ISA participant.  Richard Wallio, ISA Chief, Partnership Programs, whom we interviewed on January 28, 2008 stated, for the record, that “when there is a human element involved, mistakes will always be made, but reasonable care will be met when there are policies and systems in place that minimize the risk of mistakes being made”.

The CIT’s View of Reasonable Care


The Court of International Trade (hereafter “CIT”) has considered the issue and focused on importer’s good faith efforts to meet its obligations.  In United States v. Optrex America, Inc., supra, Slip Op. 06-73 at pp. 19-27, the importer argued that it had exercised reasonable care by consulting with customs professionals, cooperating with Customs, and by creating a classification decision tree in a good faith attempt to correctly classify their product.  Optrex argued that there was a good faith professional disagreement with Customs on the proper classification as reflected in its decision tree.  The Court noted that consultation with customs professionals is one indicia of compliance, but here there was evidence that Optrex did not always follow the legal advice given.  Secondly, the Court said that Optrex’s claim of cooperation was weakened by the behavior of Optrex (testimony that Optrex had not read any rulings, consulted with Customs or asked for Customs’ advice regarding classification).  Thirdly, the Court noted, on the issue of a good faith professional disagreement reflected in the decision tree, Optrex’ position was weakened because there was no evidence presented to the court that Optrex had actually followed the decision tree, and it was problematic that the decision tree was formulated after the subject entries were made.  Therefore, the Court denied summary judgment to Optrex in the penalty case.  However, we can draw the inference from this decision that if the importer can establish that it consulted with professionals and made a good faith analysis of how to classify it will have passed the reasonable care test and, regardless of whether or not, a correct decision is reached, the importer cannot be accused of negligence.


In Heng Ngai Jewelry, Inc. v. United States, 318 F.Supp. 2d 1291 (2004), the importer challenged Customs’ use of computed value rather than transaction value.  The government claimed that the related party status affected the price, and that the importer failed to use reasonable care to provide Customs with the detailed information it needed to verify that the transaction value was not affected by the relationship of the parties.  On cross-motions for summary judgment, the Court held that it could not grant summary judgment to the government because given that the plaintiff did respond to defendant’s requests and provide what it considered to be adequate information, the possibility that it exercised reasonable care could not be eliminated.  The inference to be drawn from this decision is that even if the information was not in fact adequate, if the importer in good faith considered it to be adequate, the reasonable care standard has been met.


Further, the Court of International Trade noted in Black & White Vegetable Co. v. United States, 24 CIT 1380 (2000) that the determination of what constitutes 'reasonable care' in a given context is made by reference to the care exercised by a reasonably prudent person similarly situated.  This is in stark contrast to Customs’ new ICP regarding related parties, which implies that the context is the decision that will ultimately be reached by the Customs officials reviewing the valuation post facto.  In United States v. Golden Ship Trading, 25 CIT 40 (2001), a case involving a failure to properly mark the origin of imported items, the Court held that it was the importer’s utter failure to attempt to verify the information that was provided to Customs that constituted a failure to exercise reasonable care.  This is a far less stringent interpretation of reasonable care than the interpretation that could be reached from a reading of the new ICP on related party valuation.

Conclusion


From the foregoing, it would appear that the CIT’s view of reasonable care is a more pragmatic approach because as illustrated in these opinions, the focus is on the ability of the importer to demonstrate that they have made sufficient efforts to fulfill their responsibility, predict whether their efforts will ultimately be acceptable to Customs.  The recent ICP publication on transaction value can therefore be fairly criticized as imposing unrealistic responsibilities to importers which they have no chance of meeting.  This does nothing to encourage compliance with customs laws and regulations.  Only by making the standard workable can Customs foster proper self-assessment by importers.


The new ICP has generated concerns from industry, and there is some indication that it has resulted in the issuance of more inquiries on related party pricing by Customs.  To address these concerns, Customs should revise the ICP by making an explicit statement that an importer who has an appropriate procedure in place to confirm the acceptability of their transfer price, and can demonstrate that this procedure is being followed has met the reasonable care standard, whether or not Customs ultimately agrees with the result.
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�  C-TPAT is the acronym for Customs-Trade Partnership Against Terrorism and consists of a voluntary program for meeting minimum supply-chain security criteria.
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