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GAO United States 
General Accounting Office 
Washington, DE. 20548 

General Government Division 
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Results in Brief 

B-253763 

February 4,1994 

The Honorable J. J. Pickle 
Chairman, Subcommittee on Oversight 
Committee on Ways and Means 
House of Representatives 

Dear Mr. Chairman: 

This report responds to your request for information on the Internal 
Revenue Service’s (IRS) enforcement of section 1059A of the Internal 
Revenue Code (the Code). Congress enacted section 1059A in 1986 to 
improve IRS’ enforcement of transfer pricing regulations. Section 1059A 
was designed to prevent the federal government from being whipsawed by 
an importer, on property acquired from a related party, who claims a low 
valuation for customs purposes and a higher valuation for tax purposes.’ 
In this report we provide information on IRS difficulties in applying the 
section and a July 1992 IRS legal opinion on the applicability of section 
1059A to certain specific transactions that IRS found between a U.S. parent 
and its Mexican related parties. At the request of the Subcommittee, we 
also present proposals to reconcile the different IRS and U.S. Customs 
Service (Customs) valuation rules that affect, the use of section 1059A. Our 
review was performed between June 1992 and November 1993 in 
accordance with generally accepted government audit standards (see 
am. I). 

Since its enactment in 1986, IRS has included section 1059A issues in nine 
tax audits. Related to one of the audits, IRS’ Office of Chief Counsel issued 
a technical advice memorandum2 in July 1992 on the applicability of 
section 1059A (see app. III). The memorandum concluded that section 
1059A could not be used to prevent a U.S. taxpayer from including certain 
expenses in the taxpayer’s cost or inventory basis for tax purposes. The 
expenses at issue-which included electric and telephone bills, legal and 
consulting fees, entertainment and travel expenses-were paid on behalf 
of a Mexican related party but were not subject to customs duties because 

‘Section 1059A provides that in transactions between related persons, the amount of any costs that are 
taken into account in computing the basis or inventory cost of imported property may not be greater 
than the amount of any costs that are also taken into account in computing the customs value of the 
property. Appendix II has the exact wording of the section. 

‘A technical advice memorandum provides advice or guidance as to the interpretation and proper 
application of internal revenue laws, related statutes, and regulations to a specific set of facts. The 
memorandum is furnished by the National Office upon request of a district office in connection with 
the exam&&ion of a taxpayer’s return or consideration of a taxpayer’s return claim for refund or 
credit. 

\ 
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they were not includible in duty valuation. We agreed with IRS’ legal 
opinion. 

We were not able to estimate the total federal revenue loss attributable to 
the practice of making payments on behalf of related parties because of 
the few cases audited by IRS, which involved mostly U.S. taxpayers with 
Mexican related parties. According to a November 1993 House of 
Representatives report, tariffs on U.S. imports from Mexico would be 
reduced over 15 years with approval of the North American Free Trade 
Agreement (NAFFA).~ Also, the extent of the payments practices in other 
countries not affected by NAFTA has not been determined by the executive 
branch at this time. IRS and Customs officials cited resource and legal 
authority constraints for not collecting information on a worldwide basis 
to determine the full extent of direct payments practices among related 
parties. 

Implementation of section 1059A in those situations that involve direct 
payments effectiveIy ceased following the issuance of IRS’ technical advice 
memorandum. While we agree with the IRS position that it is inappropriate 
to use section 1059A to disallow the practice of making direct payments on 
behalf of foreign related parties, we are concerned by the revenue 
implications of this practice. The cases examined by IRS indicate that the 
use of direct payments by U.S. firms may result in a net revenue loss to the 
federaI government. Since the information necessary to estimate the 
worldwide extent of this revenue loss is not available, we only present in 
this report the various options available to reconcile the valuation 
differences and the agencies’ comments on them without recommending a 
specific course of action. 

There are two general options available to resolve the inconsistency in the 
valuation definitions that affect the use of section 1059A-multi lateral 
renegotiation of the Customs Valuation Code of the General Agreement on 
Tariffs and Trade (GATT) or unilateral congressional amendment of either 
section 1059A of the Internal Revenue Code or section 402 of the customs 

“North American Free Trade Agreement Implementation Act, House of Representatives, Committee on -_-. 
Ways and Means (Report 103361, Part 1, Nov. 1993). 
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legislation (19 U.S.C. 0 1401a).4 These legislative options are described in 
appendixes V and VI. 

In response to our inquiry on legislative options, IRS’ Office of Chief 
Counsel concluded that the issue addressed in the technical advice 
memorandum is not a tax problem (see app. VIII). Rather, it believed that 
the problem is with customs vahiation, resulting from a loophole in 
customs legislation. Thus, IRS’ Office of Chief Counsel concluded the issue 
should be resolved by amending customs law. 

Customs, in its response to our inquiry, concluded that the two legislative 
options would violate GATT (see app. IX). According to Customs, the 
amendatory language would place the U.S. valuation legislation in conflict 
with the Customs Valuation Code, which was negotiated between the 
United States and ita major trading partners. 

Private sector representatives, including trade associations and 
businesses, generally opposed any U.S. legislative amendment because 
they believed it would violate GATT and they were concerned that US. 
firms m ight be placed at a competitive disadvantage from retaliation by 
GATT members. 

Background merchandise trade. As shown in table 1, in 1989 U.S. merchandise exports 
between affiliates were $120 billion. These exports represented 33 percent 
of total US. merchandise exports. In 1989, U.S. merchandise imports 
between afffiates were $201 billion and represented 42 percent of U.S. 
merchandise imports. 

“The valuation system used by the United States and its major trading partners was negotiated in the 
Tokyo Round of multi lateral negotiations of GATT. The valuation agreement is known as the 
Agreement on Implementation of Article VII of GATT, or the Customs Valuation Code. The Customs 
Valuation Code was implemented into U.S. law through the Trade Agreements Act of 1979, which 
amended section 402 of the Tariff Act of 1930. Section 402 provides various methods for computing the 
value of imported items and defines the terms used in the section, including the term “assist.” 

sA foreign affiliate is a foreign business enterprise in which there is direct US. investment, that is, in 
which a U.S. person owns or controls 10 percent or more of the voting securities or the equivalent, 
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Table 1: Merchandise Trade Between 
Affiliates: U.S.-Control led Dallars in bill ions 
Corporations Dominated U.S. Exports 
and Foreign-Control led Corporations 
Dominated U.S. Imports in 1989 U.S.-control led corporations 

From U.S. parent to foreign affiliate 

From foreign affiliate to U.S. parent 

U.S. exports 

$86 
NA 

U.S. imports 

NA 

$7V 

Foreian-control led corporations 

From foreign parent to U.S. affiliate NA 130 
From U.S. affiliate to foreign parent 34 NA 

Total $120 $201 

almports from Canada shipped by foreign affiliates to their U.S. parents were $33 billion, or 
46 percent of $71 billion. Imports from Mexico shipped by foreign affiliates to their U.S. parents 
were $6.4 billion, or 9 percent of $71 billion. Seven of nine cases audited by IRS under section 
1059A would be in this latter group. 

Source: U.S. Department of Commerce 

According to IRS officials, manipulation of intercompany transactions can 
take various forms. For example, setting prices too high or too low in a 
related party transaction can result, in income being shifted from one 
country to the other and taxes being avoided. In another example, 
allocating costs between related and nonrelated parties that both 
contribute to adding value to the product can result in lowering the duty 
valuation of the imported item and duties being avoided. Section 1059A 
was enacted in 1986 to improve IRS’ enforcement of related party 
transactions. Appendix II provides the complete text of section 1059k 
When section 1059A was enacted, the revenue estimates were that it 
would raise less than $5 m illion annually. 

The legislative history of the section indicates that the section was 
intended to address the Tax Court holding of Brktingham v. 
Commissioner.” In this case, IRS determined that a U.S. importer paid more 
than an arm’s length price7 for ceramic tile imported from a related party 
in Mexico. The purchase price exceeded the value reported for customs 
duty purposes. The court held, however, that the XRS Commissioner acted 
unreasonably in determining that the customs value constituted an am’s 
length price for the sale. 

%G T.C. 373 (1976), affd 598 F.2d 1375 (5th Cir. 1979). 

?An arm’s length price is the price one unrelated party charges another unrelated party for a product or 
service. See International Taxation: Problems Persist in Determining Tax Effects of Intercompany 
Prices (GAOKGD-92-89, June 15, 1992). 
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The legislative history indicates that Congress understood that 
Britt ingham supported the proposition that some importers could claim a 
transfer price for income tax purposes that was higher than would be 
consistent with the transfer price claimed for customs purposes. It also 
states that Congress was particularly concerned that such practices 
between related parties could improperly avoid federal tax or customs 
duties. 

Although Congress was concerned about tax and duty avoidance, the 
legislative history notes that Congress did not express the view that 
valuation of property for customs purposes should always determine 
valuation of property for federal income tax purposes. Congress 
acknowledges that the Secretary of the Treasury would provide rules for 
coordinating customs and tax valuation principles when customs pricing 
rules may differ from appropriate tax valuation rules. Treasury regulations 
to provide the public with guidance needed to comply with section 1059A 
were issued September 8, 1989.8 

Few IRS Audits Have According to IRS officials, since 1986 IRS has raised section 1059A issues in 

Involved a Section 
1059A Issue 

nine audits. Furthermore, when raised in audits, its application has been 
primarily directed at taxpayers operating under the maqui ladora 
program-US.-owned manufacturing and assembly operations in Mexico 
(maquiladoras) that export their products back to the United States. About 
2,100 maqui ladoras exported products to the United States in 1991. 

According to IRS officials, in a maqui ladora operation the U.S. firm 
establishes a related party operation (the maquiladora). The U.S. hrm 
establishes a contract in which the maqui ladora supplies a product and the 
U.S. firm pays for the product. The U.S. hrm may also make direct 
payments to other Mexican firms that cover some of the maqui ladora’s 
operating costs. For example, the U.S. hrm may pay a Mexican electric 
company for the electricity used by the maquiladora. For tax purposes, the 
U.S. firm would claim its total costs, including this direct payment, as a 
deductible expense. However, for customs valuation purposes, only the 
costs on the maqui ladora’s books (excluding, for example, the electrical 

@freasury regulations to provide foreign-owned U.S. corporations and foreign corporations engaged in 
a U.S. trade or business with guidance to comply with the information reporting and records 
maintenance requirements of the Code, including the reporting of imports from related parties and 
their valuation for tax and duty purposes, were issued June 19, 1991. This information is reported in 
Part VI of IRS Form 5472, Information Return of a 25% Foreign-Owned U.S. Corporation or a Foreign 
Corporation Engaged in a U.S. Trade or Business (see app. IV). IRS Form 547 1, Information Return of 
U.S. Persons with Respect to Certain Foreign Corporations, does not contain a similar reporting 
requirement. 
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payment) would be declared as dutiable value added by the Mexican 
operation. 

Seven of the nine cases IRS identified in which it included section 1059A 
issues as part of an audit involved firms associated with the maqui ladora 
program. In two of the nine cases, the taxpayer agreed to the IRS 
adjustment. In two cases, IRS is pursuing the issue. In a fifth case, IRS 
withdrew the section 1059A issue following the sale of the firm. In the 
remaining four cases, IRS withdrew the section 1059A issues after its 
July 1992 technical advice memorandum found that the legal basis for its 
proposed income adjustment could not be justified. 

Different IRS and 
Customs Valuation 
Rules P rompted IRS’ 
Technical Advice 
Memorandum  

In general, according to IRS officials, IRS district offices proposed to use 
section 1059A to disallow the deductions for expenses paid by U.S. parents 
on behalf of their foreign related parties when they were not reflected in 
the customs valuation for the items imported from the related foreign 
parties. Thus, IRS auditors adjusted the parent’s income and tax due 
accordingly. According to an IRS official, taxpayers took the position that 
the transactions were in accordance with Treasury regulations for section 
1059A and the duty valuation provisions of the customs legislation. 

Tax Valuation Rules Section 1059A provides that in transactions between related persons, the 
amount of any costs that are taken into account in computing the basis or 
inventory costs of imported property may not be greater than the amount 
of any costs that are also taken into account in computing customs value 
of the property. The Treasury regulations for section 1059A provide that 
taxpayers, in determining the lim itation on claimed basis or inventory cost 
of property, may increase the customs value of imported property by 
certain amounts. Four types of adjustments are cited in the regulations: 

. freight charges; 
l insurance charges; 
. the construction, erection, assembly, or technical assistance provided with 

respect to the property after its importation into the United States; and 
l any other amounts that are not taken into account in determining the 

customs value, that are not properIy inchrdible in customs value, and that 
are appropriately included in the cost basis or inventory cost for income 
tax purposes. 
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Customs Valuation Rules Under the Trade Agreements Act of 1979, the customs value is generally 
the transaction value of imported merchandise. Generally, it is the price 
paid or payable by the importer for the merchandise plus amounts equal to 
(1) packing costs; (2) selling commissions paid by the buyer; (3) royalties 
or l icense fees paid by the importer as a condition of sale; (4) the proceeds 
of any subsequent use of the imported merchandise that accrue to the 
seller; and (5) the value of any “assists,” which are defined below. If the 
transaction value method cannot be used, secondary valuation methods 
are to be considered. 

List of Assists Does Not Include Essentially, according to IRS officials, the question raised by the IRS audits 
Contested Expenses was what expenses make up dutiable value. Specifically, the technical 

advice memorandum addressed what expenses qualified as assists in 
computing transaction value. Customs had generally defmed assists as 
various general purpose equipment expenses and direct manufacturing 
equipment expenses. In response to IRS’ questions about what is included 
in transaction value, Customs advised IRS that general, administrative, and 
overhead expenses are not assists. The following list, obtained from IRS’ 
technical advice memorandum of July 10,1992, contains the foreign 
related party expenses that IRS proposed to disallow that Customs 
subsequently advised IRS were not assists: 

l office equipment rental fees, 
l automobile depreciation, 
l landscaping, 
. janitorial supplies, 
9 office supplies, 
l business expenses, 
l electric bills, 
l safety/medical expenses, 
l telephone bills, 
l postage expenses, 
l removal of trash, 
. legal fees, 
l classified advertising, 
. executive development, 
l travel and entertainment expenses, 
l professional dues and subscriptions, 
l charitable contributions, 
l consulting fees, and 
l expenses attributable to conversion of currencies. 
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On the basis of the differences between how ins and Customs interpreted 
this aspect of duty valuation, an IRS district office requested technical 
advice from the IRS Office of Chief Counsel on the issue, The technical 
advice memorandum was issued on July 10,1992, after consultations with 
Customs. 

The memorandum concluded that IRS could not apply section 1059A to 
prevent the US. taxpayer from including the expenses paid on behalf of its 
foreign related party in its cost basis because the expenses were not 
subject to customs duty. This reasoning was based on Customs’ prior 
determination that the expenses were not assists includible in dutiable 
value and on IRS’ own recognition that the expenses were the kind of items 
that were properly includible in cost basis for federal tax purposes. The 
memorandum concluded that the taxpayer was not prevented by section 
1059A from including the expenses in its cost basis. We agree with the 
technical advice. Following issuance of the memorandum, IRS officials said 
the section 1059A issues were withdrawn from those ongoing audits in 
which adjustments would be inconsistent with the memorandum’s 
conclusions. IRS and Customs officials have also discussed the possibility 
of administratively resolving this difference in valuation rules. 

Conditions That May On the basis of facts presented in IRS’ technical advice memorandum and 

Lead to Reduced U.S. 
discussions with IRS officials knowledgeable about the maqui ladora 
industry, we prepared an illustration of a U.S. parent firm and its Mexican 

Government maqui ladora to show what happens to government and business revenues 

Revenues When when the U.S. parent pays a portion of its maqui ladora’s expenses. 

Payments A re Made 
on Behalf of a Foreign 
Related Party 
Maquiladora Illustration In the maqui ladora illustration shown in appendix VII, we assumed that 

(1) a U.S. parent had a Mexican maquiladora under a cost-plus contract 
that paid 5 percent of total costs; (2) total maqui la expenses were 
$20 m illion, of which $10 m illion were duty-free and $10 m illion were 
dutiable expenses incurred in Mexico; (3) the U.S. parent was able to pay 
half of the amount of dutiable expenses ($5 million) on behalf of the 
maqui ladora and deduct the same amount for U.S. tax purposes; (4) the 
maqui ladora did not declare dividends; (5) the Mexican corporate income 
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tax rate was 35 percent; (6) the top U.S. corporate income tax rate was 
34 percent; and (7) the customs duty rate on the maqui ladora’s imports 
was 4 percent.g 

The first assumption reflects the situation of a maqui ladora that functions 
as a cost center, not as a profit center. WhiIe wage costs are lower in 
Mexico than in the United States, the Mexican tax rate (35 percent) is 
greater than the top U.S. tax rate (34 percent). Thus, the U.S. parent would 
not necessarily have an incentive to report a high level of taxable income 
in Mexico. The second assumption reflects the fact that many US. imports 
from the maqui ladoras benefit from U.S. tariff provisions that allow 
manufacturers that assemble or process U.S. components abroad for 
reexport to the United States to pay duties only on that portion of the 
product’s value that is added abroad, not on the product’s final value. 

Using the above figures, we compared a baseline situation in which the 
parent and the maqui ladora pay their respective expenses with a situation 
in which the U.S. parent pays half of the dutiable expenses ($5 m illion) of 
the maqui ladora The results of our comparison show that when the parent 
pays half of the maqui ladora’s dutiable expenses there would be an overall 
loss of U.S. government revenues of about 2 percent of the baseline’s 
revenues, and the sum of the parent and the maqui ladora’s net incomes 
would increase by about 3 percent over the baseline’s combined net 
income. The following are the specific revenue results explained in 
appendix VIE: 

. U.S. government: U.S. revenues from customs duties would decline by 
$210,000-a 48-percent loss. This is because the value of the imports on 
which the duties are due dropped from $11 m illion to $5.75 m illion, and 
customs duties are 4 percent of the value of the dutiable imports The 
vahre of the imports fell because the U.S. parent’s $5 m iLlion expense 
payment (and an accompanying 5-percent markup for the cost-plus foreign 
related party) was no longer included in the import value. 

Partially offsetting decreased customs duties, U.S. tax revenues would rise 
by $156,40&a 6-percent increase. This rise would result from the U.S. 
parent’s income before taxes increasing by almost $500,000. U.S. income 
before taxes rose because customs duties (which are a deductible 
expense) went down and so did the U.S. parent’s overall payment to the 
foreign related party. The overall payment declined because the U.S. 

‘The illustration does not represent a specific taxpayer. However, according to an IRS official, the 
assumptions used in this example reflect the characteristics raised In the IRS audits. 
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parent did not have to pay the 5-percent markup that would have gone 
with the $5-mill ion payment if the payment were made directly to the 
foreign related party. Because the additional U.S. tax was smaller than the 
loss in customs duties, the U.S. government would lose about $54,000. 

. Foreign government: Mexico’s direct tax revenues from the maqui ladora 
would decrease by 25 percent-from $350,000 to $262,500. This decrease 
results from the maqui ladora receiving less in direct revenue from the 
parent. Although we did not obtain the views of Mexico’s tax officials on 
the reduced tax revenues from the maquiladora, we believe that their 
response to the revenue effect would be in part determined by the 
significance of the other benefits of the maqui ladora program, such as its 
role as a source of manufacturing employment, foreign exchange, and 
foreign technology. 

. Corporation: The combined savings in customs duties and foreign income 
taxes are greater than the additional U.S. income tax liabilities. As a result, 
corporate net profits (U.S. parent and maqui ladora) would increase about 
$140,000-from $5.64 m illion to $5.78 m illion. 

We were not able to estimate the total revenue loss to the US. government 
from the practice of making payments on behalf of foreign related parties. 
In order to do so, we would need to know the extent to which U.S. parent 
companies make payments on behalf of their foreign related parties and 
the extent to which foreign parent companies make payments on behalf of 
their U.S. related parties. The extent of the payment practices by these two 
groups could not be ascertained from the few cases that so far had been 
audited by the IRS, which involved mostly Mexican maquiladoras. In 
addition, according to the November 1993 House of Representatives report 
on NAFTA, the tariffs on U.S. imports from Mexico would be reduced over 
15 years with the approval of NAETA. Further, we do not know the extent of 
businesses’ use of direct payments in other countries whose imports will 
not be affected by NAFTA since this information had not been collected by 
the executive branch at the time  of our review. 

Options for Resolving There are two general options available to resolve the inconsistency in the 

Inconsistency 
valuation definitions-multilateral renegotiation of the Customs Valuation 
Code of GATT or unilateral amendment of either section 1059A of the 
Internal Revenue Code or section 402 of the customs legislation (19 U.S.C. 
§1401a). Both options have advantages and disadvantages. 
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Under the GA?T option, the executive branch could attempt to renegotiate 
the duty valuation provision to reconcile the difference in valuation 
definitions. Following agreement, Congress would then enact the revised 
provision into customs legislation. This option has the advantage of 
reconciling the difference within the GAIT structure and avoiding unilateral 
actions that would likely be viewed by other GATT members as violations 
that could encourage retaliation. Among the disadvantages of this 
approach are that it could be time  consuming, and there is no guarantee of 
agreement. 

Under one alternative of the legislative option, section 1059A could be 
amended to reconcile the duty valuation difference. A new subsection 
would specifically disallow adjustments for amounts paid by an importer 
for operating expenses that are not reflected in customs valuation. Thus, a 
taxpayer could not make adjustments to cost basis for an expense that did 
not qualify as an assist and was not reflected in duty value. Appendix V 
provides the legal citation and legislative language for this change. 

Under the other alternative, section 402 of the customs legislation could be 
amended in one of two ways. One way would be to amend the definition of 
the term “transaction valuen or “computed value” found in section 402 to 
specifically include those expenses paid on behalf of the foreign related 
party but not reflected in the customs valuation.1o The other way would be 
to amend the definition of the term assist found in section 402(h)( 1) to 
specifically include these expenses.” Appendix VI provides the legal 
citation and legislative language for these changes. 

If either section 402 alternative were enacted, these expenses would have 
to be taken into account in determining customs value, thereby increasing 
the dutiable value of the imported merchandise for customs purposes. If 
such expenses were not included by the importer in the customs valuation 
of the imported merchandise as required, inclusion of these expenses in 
cost basis could be disallowed and IRS could make acijustments. 

While either the section 1059A option or the section 402 option could 
reconcile the differences in duty value definitions, they are not without 
disadvantages. They would be considered a violation of GAIT and could 
provide the impetus for some form of retaliation by other GAI-F members. 

loA change to the definition of the term transaction value would not apply to imported merchandise 
that is appraised on the basis of deductive value or computed value rather than transaction value. 

“A change to the definition of the term assist would not apply to imported merchandise that is 
appraised on the basis of deductive value rather than transaction or computed value. 

Page 11 GAO/GGD-94-61 Tax-Customs Valuation Rules 



B-263763 

No estimates are available on the specific revenue impact of adopting 
either of these alternatives, 

V iews on the 
A lternatives 

We obtained views on the legislative options from IRS and Customs 
officials and private sector representatives, including trade associations 
and businesses. 

In response to our inquiry on legislative options, IRS’ Office of Chief 
Counsel concluded in a January 7, 1993, letter that the issue addressed in 
the technical advice memorandum is not a tax problem. Rather, it believed 
that the problem is with customs valuation that results from a loophole in 
customs legislation. The letter concluded the issue should be resolved by 
amending customs law. 

The letter also noted two potential problems with amending section 1059A 
to eliminate the differences in valuation between IRS and Customs. F’irst, 
an amendment to section 1059A would mean that the issue would not be 
resolved in all cases, since section 1059A applies only in related party 
transactions. Second, if section 1059A is amended as proposed without a 
corresponding change to customs laws, taxpayers would have to overpay 
customs duties to avoid an income tax problem. See appendix VIII for the 
text of IRS’ comments. 

In a letter dated January 21, 1993, Customs addressed whether an 
amendment to the customs law relating to dutiable value would violate 
GATT. The letter notes that the valuation system that Customs and our 
major trading partners use to appraise imported merchandise was 
negotiated during the Tokyo Round of multilateral negotiations within 
GAIT. The resulting valuation agreement, the Customs Valuation Code, is 
now found in 19 U.S.C. $1401~ 

Customs’ letter concluded that the two alternatives for amending 19 U.S.C. 
$1401a would in fact violate GAlT. According to Customs, the amendatory 
language would place the U.S. valuation legislation in conflict with the 
Customs Valuation Code. See appendix IX for the text of Customs’ 
comments. 

Private sector representatives, including trade associations and 
businesses, generally opposed any U.S. legislative amendment that would 
change their current business practices. Their main reasons for objecting 
were that the amendment would be a violation of GAIT, and they were 
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concerned that U.S. firms m ight be placed at a competitive disadvantage 
from retaliation by GATT members. 

Agency Comments IRS, Treasury, Customs, and the Office of the United States Trade 
Representative (USTR) provided comments on the report. The four agencies 
did not agree on a common approach to resolving the problem of the 
inconsistencies in valuation definitions. The full texts of their comments 
appear in appendixes X through XIII. 

IRS commented that a formal IRs-Customs Policy Board was chartered 
during the latter part of 1992 to identify issues to be commonly addressed, 
provide oversight and guidance for the formulation and development of 
major initiatives, identify and address barriers that impede cooperation 
between IRS and Customs, and do other tasks. IRS also commented that it 
has signed a formal working agreement with Customs providing for 
mutual assistance and the exchange of information that could be helpful in 
potential section 1059A issues, and it emphasized the problems with the 
application of section 162 of the Internal Revenue Code to disallow 
deductions for the expenses or reallocate them to the foreign related 
Party. 

We believe that improving the exchange of information between the two 
agencies could, if done systematically and on a worldwide basis, reveal the 
extent of the practice of making direct payments on behalf of a foreign 
related party. However, IRS and Customs would still not have the legal 
means to resolve the issues raised by the practice of making direct 
payments. Regarding the possibility of using section 162 as a substitute for 
section 1059A, we have determined that the IRS district office that was 
pursuing this option is no longer doing so. The report has been revised to 
reflect this. 

Regarding the method of valuation observed in the maqui ladora cases, IRS 
incorrectly stated that in all these cases duty was imposed on the basis of 
computed value. These cases involved a m ix of transaction and computed 
valuation. However, we agree with the thrust of the IRS comments that a 
change in the definition of “transaction value” and the definition of “assist” 
as it applies to transaction value would not effectively amend the 
definition of dutiable value used by IRS in all of the audits in question. We 
have revised the option amending the definition of dutiable value to reflect 
these concerns. 
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IRS repeated its January 1993 position that it is inappropriate to solve a 
customs problem through a change in tax law. IRS stated that in the cases 
that it has seen there has not been an underpayment of federal income tax, 
and any federal revenue loss in these transactions has been in customs 
duties. Accordingly, IRS stated that the problem should be solved by 
modifying the customs laws or regulations, not section 1059A. 

Treasury stated that a solution to the direct payments practice described 
in our report is to modify customs law and not tax law and suggested 
amending the rules with respect to the definition of an “assist” that is 
dutiable under the customs laws. According to Treasury, the option of 
amending section 1059A to prevent the evasion of customs duties would 
lead to two undesirable consequences. First, taxpayers would be obligated 
to pay more customs duties than is legally required if they wish to avail 
themselves of deductions for all expenses that normally are deductible as 
costs of goods sold. Second, if taxpayers do not include such expenses in 
dutiable value, deductions would be denied for expenses that otherwise 
are clearly deductible as costs of goods sold. 

USTR stated it shared Customs’ and private sector representatives’ 
concerns that unilateral amendment of section 402 would be inconsistent 
with GATT’S Custom Valuation Code and could result in a GATT challenge 
and possible retaliation by GAIT members. Regarding the GATT 
renegotiation option, USTR noted the December 15, 1993, date for notifying 
Congress of the President’s intention to enter into an agreement. Because 
of this time  lim it, USTR stated it would not be feasible at this stage of the 
current round of multilateral trade negotiations to introduce for 
renegotiation as complex an issue as direct payments made on behalf of a 
foreign related party. It also suggested further economic study of the 
proposed changes prior to negotiations. 

Customs commented that it had made the preliminary determination that 
it could administratively resolve many of the valuation issues identified in 
the report, but did not explain how the issues will be resolved 
administratively. Customs also stated that it was willing to work with IRS 
to determine if differences in their respective statutes’ interpretations 
could be narrowed, and it cautioned that any results would have to be 
coordinated with USTR prior to beginning what it viewed as a possibly 
lengthy implementation process. While we cannot determine whether 
Customs administrative approach will resolve this issue, we support 
Customs’ will ingness to pursue jointly with IRS actual audits and legal 
reviews. We also clarified our report to address Customs’ concerns that 
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our discussion of transaction value and computed value could create 
confusion. 

After we received the agencies’ comments, we met with Customs and IRS 
officials to obtain their views on the possibility of obtaining additional 
information to determine the extent of the federal revenue loss caused by 
the direct payments practice. They cited resource and legal authority 
constraints for collecting information on a worldwide basis. Customs 
officials stated that their auditors generally do not have access to tax 
information unless importers voluntarily provide tax data during a 
Customs audiL1’ Also, the Customs officials stated that Customs audits are 
lim ited to customs matters, such as declarations of value and duty 
assessments. An IRS official stated that there is currently insufficient 
evidence of a revenue loss to justify the expenditure of scarce resources to 
determine the worldwide extent of the practice of making direct payments 
on behalf of foreign related parties. 

Conclusion Implementation of section 1059A in those situations that involve direct 
payments effectively ceased following the issuance of IRS’ technical advice 
memorandum. While we agree with the IRS position that it is inappropriate 
to use section 1059A to disahow the practice of making direct payments on 
behalf of foreign related parties, we are concerned by the revenue 
implications of this practice. The potential federal revenue loss is not 
known since the executive branch has only done a small number of audits 
of direct payments practices. Furthermore, Customs and IRS officials cited 
legal and resource constraints for not determining the full extent of the 
federal revenue loss. 

The two general options presented in this report would reconcile the 
valuation differences, but each has major disadvantages. Multilateral 
renegotiation of the Customs Valuation Code of GATT would be time  
consuming with no guarantee of agreement. Unilateral amendment of 
either tax or customs legislation would be viewed as a violation of GATT. 

Furthermore, the four executive branch agencies associated with this 
issue do not agree on what legislative approach should be used to 
reconcile the valuation differences. Treasury and IRS oppose amending the 
tax code and prefer amending section 402 of customs legislation. Customs 
and USTR oppose amending section 402 of the customs legislation and do 

12According to the North American Free Trade Agreement Implementation Act report of the 
Committee on Ways and Means (Report 103361, Part l), the NAFTA Implementation Act would permit 
the IRS to disclose tax information to Customs. 
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not state an opinion on amending tax law. Also, under current conditions 
the executive branch and Congress do not have the information necessary 
to determine the extent of federal revenue losses due to the payments 
practice, and IRS has been left without the use of section 1059A in those 
situations involving direct payments on behalf of related parties. 

Recommendat ion We are not making a recommendation in this report. 

As agreed with your office, unless you publicly announce the contents of 
this report earlier, we plan no further distribution until 30 days after the 
date of this letter. At that time, we will send copies of the report to the 
Secretary of the Treasury; the Commissioners of IRS and Customs; the 
United States Trade Representative; the Director, Office of Management 
and Budget; and other interested parties. We will also make copies 
available to others upon request. 

If you or your staff have any questions concerning matters discussed in 
this report, please contact me  on (202) 5125407. Major contributors to this 
report are listed in appendix XIV. 

SincereIy yours, 

Jennie S. Stathis 
Director, Tax Policy and 

Administration Issues 
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Objectives, Scope, and Methodology 

Our objectives were to (1) provide information on IRS’ implementation of 
section 1059A of the Internal Revenue Code and on specific cases in which 
it was used as identified in the IRS Commissioner’s Quarterly Report; 
(2) provide information on IRS’ July 10,1992, technical advice 
memorandum on the applicability of section 10594 (3) develop an 
iIlustration of the likely impact on U.S. revenues of the practice of 
allowing U.S. taxpayers to make payments on behalf of their foreign 
related parties; and (4) develop legislative language to make IRS and 
Customs valuation definitions consistent with each other. 

To provide information on IRS’ implementation of section 1059A and the IRS 
technical advice memorandum, we interviewed IRS and Customs officials 
at their respective national offices and IRS field personnel in Austin and 
San Antonio, Texas. The IRS September 1991 Quarterly Report identified 
six IRS audits involving section 1059A issues. We discussed development 
and disposition of the section 1059A issues in five of the six cases with 
cognizant IRS officials. Upon examination, we found that the sixth case had 
been erroneously reported as having a section 1059A issue. We discussed 
four other section 1059A cases not identified in the report. We also 
discussed the impact of the technical advice memorandum on the existing 
cases and the future development of section 1059A issues in IRS audits. 

We constructed a specific illustration to show the possible impact on U.S. 
revenues, foreign tax revenues, and corporate revenues of the situation 
discussed in IRS technical advice memorandum (see app. VII). We did not 
have sufficient information to generalize from the eight audits involving 
section 1059A issues to obtain an aggregate estimate on U.S. revenues. 

In order to develop legislative language, our Office of GeneraI Counsel 
reviewed the IRS technical advice memorandum and developed language to 
amend legislation to address the valuation difference identified in our 
work. We also discussed the potential overall impact of amending 
legislation with IRS and Customs officials and with private sector 
representatives. We did not perform a revenue estimate of the impact of 
adopting the alternatives. 
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Text of Section 1059A 

IRC 8 1059A LIMITATION ON TAXPAYER’S BASIS OR INVENTORY 
COST IN PROPERTY IMPORTED FROM RELAmD PERSONS 

(a) IN GENERAL.- If any property is imported into the United States in a 
transaction (directly or indirectly) between related persons (within the 
meaning of section 482), the amount of any costs- 

(1) which are taken into account in computing the basis or inventory 
costs of such property by the purchaser, and 

(2) which are also taken into account in computing the customs value of 
such property, shall not, for purposes of computing such basis or 
inventory cost for purposes of this chapter, be greater than the amount of 
such costs taken into account in computing such customs value. 

(b) CUSTOMS VALUE; IMPORT.- For purposes of this section- 
(1) Customs value.- The term “customs value” means the value taken 

into account for purposes of determining the amount of any customs 
duties or any other duties which may be imposed on the importation of 
my property. 

(2) Import. - Except as provided in regulations, the term “import” 
means the entering, or withdrawal from warehouse, for consumption. 
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PRIVATE RULING 9301002 

INTERNAL REVENUE SERVICE NATIONAL OFFICE TECHNICAL ADVICE 
MEMORANDUM 

"This document may not be used or cited as precedent. Section 
6110(j)(3) of the Internal Revenue Code.” 

SECTION 1059A 
Limitation on Taxpayer's Basis or Inventory Cost in Property 
Imported from Related Persons 

-- Property Subject to Limitation 

Issues : 

1. Whether a taxpayer, Corp A, that arranges for assembly labor 
in Mexico, that does not take title to the property, but that 
is the importer of record for Customs' purposes, is subject 
to I.R.C. S 1059A? 

2. Assuming that section 1059A applies to Corp A, whether the 
Code section prevents taxpayer from claiming a cost of goods 
sold deduction for certain expenses that it paid on behalf of 
the foreign manufacturer and that are not reflected on the 
books and records of the manufacturer? 

Facts: 

1. In general. 

Corp A was Incorporated in California in 1971; all of the 
outstanding stock of taxpayer 1s owned by five individuals. 
During its 1987 taxable year, Carp A had 10 wholly-owned Mexican 
subsidiaries. The business of 9 of the subsidiaries was to 
assemble electronic products; the tenth subsidiary, which was 
sold in 1986, provided administrative services to the other 
subsidiaries. All 10 of the subsidiaries were incorporated in 
Mexico, operated under Mexico's maquiladora program, and will be 
referred to herein as maquilas. 

Corp A is not in the business of manufacturing any product for 
itself. Rather, Corp A contracts with unrelated U.S. 
manufacturers of electronic products for the manufacture/assembly 
of the products by one of Corp A’s maquilas. Under a typical 
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contract between Carp A and a U.S. manufacturer, the latter 
provides machinery and equipment to one of the former's maquilas; 
the U.S. manufacturer retains title to the equipment and 
machinery which the maquila uses to manufacture/assemble a 
product. The U.S. manufacturer also provides the maquila, 
usually through Corp A, with most materials used Fn the 
manufacturing/assembly process; and the U.S. manufacturer retains 
title to the material. After manufacture or assembly by the 
maquila, the finished product is shipped through Corp A to the 
U.S. manufacturer. 

Corp A has a contract with each of its maquilas. A contract is 
for an indefinite term. Typically, under the contract, the 
maquila agrees to accept from taxpayer "raw materials and all the 
materials needed" to perform assembly operations in accordance 
with instructions received from Corp A. The price of the 
maquila's services is determined for each purchase order and is 
calculated from an estimate of the costs and expenses and a 
reasonable profit margin. 

A contract between Corp A and &n unrelated U.S. manufacturer is 
based on an estimate by Corp A and the maquila of the cost of 
assembling the U.S. manufacturer's product, plus a reasonable 
profit margin. The estimate includes all direct and indirect 
costs of Corp A and of the maquila, including U.S. customs duties 
to the extent that Corp A is responsible for such duties.' The 
estimate of costs and profit is condensed into a price fox a 
"labor hour," the basis on which Corp A issues weekly bills to 
the U.S. manufacturer. 

Generally, on a weekly basis, Corp A will bill the U.S. 
manufacturer for the number of labor hours applied by a maquila 
to the assembly operation during the previous week; upon issuing 
the bill, Corp A credits Accounts Receivable with the amount of 
the bill. When Corp A receives payment from the U.S. 
manufacturer, Corp A credits the amount of the payment to Sales 
and debits Accounts Receivable. Also on a weekly basis, Corp A 
advances the maquila funds representing an already budgeted 

'The portion of U.S. customs duties for which Corp A is 
responsible is not the same in every contract. In some cases, 
Carp A is responsible for duties on the value of labor employed 
in manufacturing the product in Mexico and the U.S. manufacturer 
is responsible for the value of non-U.S. material added to the 
product in Mexico. Since Corp A pays all duties when the product 
is imported into the U.S., the portion of the duties for which 
the U.S. manufacturer Is responsible is billed to the 
manufacturer by Corp A as a separate item and is not included in 
the hourly rate. 
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estimate of the maquila's expenses for the coming week. Taxpayer 
debits the maquila's Advance Account and credits Cash. On a 
monthly basis, the maquila bills Corp A for all direct and 
indirect labor expenses (i.e., labor hours) actually incurred 
during the previous month. The amount of the maquila's bill is 
recorded by Corp A as a debit to Account No. l * l and a credit 
to the maquila's Advance Account. Account No. * l * is cost of 

sales and is the basis for the amount of cost of sales reflected 
on its income tax returns. 

Corp A is responsible for filing all U.S. Customs forms and for 
paying all duties, upon importation into the U.S. of a product 
manufactured/assembled by one of taxpayer's maquilas. As 
previously indicated, in most of the contracts between Corp A and 
an unrelated U.S. manufacturer, the customs duty on the value of 
labor added in Mexico is included in the computation of the labor 
hour for which the U.S. manufacturer is billed; and the customs 
duty on the value of materials of foreign manufacture is paid to 
Customs by Corp A but is then billed by Corp A to the U.S. 
manufacturer as a separate item. 

As the importer of record, Corp A computes customs values for the 
articles imported from its maquilas and pays the customs duties 
it computes to be due. Corp A does not use the actual amount 
paid ox payable by the third-party manufacturer' aa dutiable 
value but rather a value equal to the sum of 

"1. the direct labor in Mexico, 

2. manufacturing overhead incurred by the maquila, 

3. value of expenses that Carp A considers to be assists, and 

4. dutiable material." 

'The actual amount paid by the third-party manufacturer would 
include the total amount paid by the third-party to Corp A and 
the expenses of the maquila as well as the expenses of Corp A. 
While Customs regulation 152.103(a)(2) defines an indirect 
payment that is includible in transaction value as including "the 
settlement by the buyer, in whole or in part, of a debt owed by 
the seller . . .*I, Customs takes the position that this 
regulation does not apply to the expenses of the maquila that are 
paid by Corp A, except under limited circumstances described 
below. 
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That is, Carp A contends that its maquila is providing assembly 
services within the meaning of Customs regulation 152.103(a)(3). 
Section 140la of Title 19 provides that dutiable value of 
imported merchandise is the amount paid or payable "when sold for 
imported merchandise is the amount paid or payable "when sold for 
exportation to the United States", plus certain additional 
amounts. 

Section 152.103(a)(3) of the Customs regulations deals with the 
transaction value of assembled merchandise and provides that 

"[t]he price actually paid or payable may represent an amount 
for the assembly of imported merchandise in which the seller 
has no interest other than as the assembler. The price 
actually paid or payable in that case will be calculated by 
the addition of the value of the components and required 
adjustments to form the basis for the transaction. [Emphasis 
added.]" 

It is regulation section 152.103(a)(3) that Corp A contends 
supports its position that dutiable value includes only costs 
incurred by a maquila in Mexico. That is, Corp A has excluded 
from the computation of dutiable value all costs of the maquila 
that were actually paid by Corp A. 

On a semiannual basis, Corp A prepares a detailed Customs Form 
247 reporting the following information: 

"1. The value of inventory (materials) sent from the U.S. to 
Mexico ; 

2. The cost of Mexican labor, materials, and overhead; 

3. The value of assists furnished to the maquila by the U.S. 
manufacturer; 

4. The value of assists furnished to the maquila by Corp A.” 

Under this arrangement, Corp A shifts to itself a number of the 
costs/expenses of a maquila and thereby allegedly reduces 
dutiable value of the imported property and increases its cost of 
goods sold deduction for U.S. tax purposes. 

2. IRS Adjustments 

The Internal Revenue Service has determined that Corp A has 
deducted on its U.S. Income Tax Return, Form 1120, certain 
expenses that are those of its maquilas. These deductions 
include accounting/legal expenses, automobile expense, telephone 
expense, depreciation, dues and subscription expenses, employee 
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benefits expenses, equipment rental expense, freight expense, 
general insurance expense, office supply expenses, outside 
services expenses, rent expense, supplies and tools expenses, 
repairs and maintenance expenses, taxes and licenses expenses, 
advertising expense, and entertainment and travel expenses. 
These expenses were not included on the Custams Forms 247 filed 
by Corp A and were not otherwise included in dutiable value. 
However, as described previously, the amount of Corp A's expenses 
incurred on behalf of a maquila were included in the price that 
it charged the U.S. manufacturer. 

The IRS proposes to disallow deductions of or to allocate the 
expenses, paid by Corp A on behalf of a maquila, to the maqufla. 
Authority for disallowance of the deductions is I.R.C. S 162; 
authority for allocation of the expenses from Corp A to a maquila 
is section 482. 

Corp A argues that the expenses in issue were additional costs of 
goods sold that it paid for the products produced by a maquila 
and deductible as such. The IRS proposes to counter Corp A'8 
argument with the position that under section 1059A, the expenses 
may not be added to Corp A's costs of goods soid, because the 
amounts were not included in dutiable value for customs purposes 
and, thus, may not be included in costs of goods sold or 
inventory basis. 

Discussion 

1. Background 

I.R.C. 9 1059A was enacted by section 1240 of the Tax Reform Act 
of 1986, P.L. 99-514. The Code section provides that a U.S. 
taxpayer that imports property into the U.S. in a transaction 
(directly or indirectly) from a person or persons related to the 
taxpayer, within the meaning of section 482, may not claim, for 
purposes of computing the basis or inventory cost of the 
property, a greater cost than the amount of the cost taken into 
account for customs valuation. 

Section 1059A has a relatively narrow focus--that is, to prevent 
the federal government from being whipsawed by an importer, on 
property acquired from a related party, by claiming a low 
valuation for customs purposes and a higher valuation for tax 
purposes. Therefore, the section has no application to property 
not imported from a related party, not subject to any customs 
duty, or to property not subject to an ad valorem customs duty. 
Treas. Reg. S 1.1059A-l(c)(l). In this regard and for purposes 
of the section 1059A ceiling, the customs value may be increased 
by amounts which are not taken into account in determining the 
customs value, which are not property includible in customs 
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value, and which are appropriately included in the cost or 
inventory basis for income tax purposes. Treas. Reg. S l.l059A- 
l(cl(2)(iv). 

While Corp A contends that section 1059A does not apply to 
property imported from a foreign person who assembled the 
property (in contrast to a foreign manufacturer), under Customs 
regulation 152.103(a) described above, a transaction value is 
calculated for property imported from an assembler. Thus, just 
as much potential for whipsaw exists with respect to assembled 
property as with manufactured property. There is no reason to 
not apply section 1059A in both contexts. Se8 E-C. McAfee v. 
United States, 842 F.2d 314 (Fed. Cir. 1988), which treats the 
transaction value of an assembler, calculated under Customs 
regulation 152.103(a)(3), as a sub-category of the regulation 
(152.103(a)(l)) dealing generally with computation of transaction 
value. 

With respect to the meaning of the phrase '*related party", 
section l.l059A-l(a) of the Treasury Regulations states the 
following: 

"In the case of property imported into the United States in a 
transaction (directly or fndlrectly) by a controlled taxpayer 
from another member of a controlled group of taxpayers, except 
far the adjustments permitted by paragraph (c)(2) of this 
section, the amount of any costs taken into account in 
computing the basis or inventory cost of the property by the 
purchasing U.S. taxpayer and which costs are also taken into 
account in computing the valuation of the property for customs 
purposes may not, for purposes of the basLs or inventory cost, 
be greater than the amount of the costs used in computing the 
customs value. For purposes of this section, the terms 
"controlled taxpayer" and "group of controlled taxpayers" 
shall have the meaning set forth in 5 1.482-1(a)." 

2. Issue 1 

The question is whether Corp A, that does not take title to 
imported property, but is the importer of record for Customs' 
purposesI is subject to section 1059A. As previously pointed 
out, Corp A never takes title to the property imported from its 
maquilas, although it files the necessary customs forms and pays 
required duties. If the property is not imported directly or 
indirectly by Corp A, but is rather imported by the U.5. 
manufacturer that is ynrelated to the maquila, section 1059A does 
not apply. 

Carp A contends that section 1059A may not be applied to this 
case, because Corp A is not the importer of the products produced 
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by its maquilas. According to Corp A, the products produced by 
the maquilas are imported by the U.S. manufacturers, and because 
these manufacturers are not related to the maquilas, section 
1059A is inapplicable. Corp A argues that it merely sells 
services to the U.S. manufacturers; that is, according to Corp A, 
it is selling the assembly services of its maquilas to unrelated 
U.S. manufacturing companies. carp A contends that 

"[tlhese services include handling (1) the general 
administration of the assembly operation (maqulladora 
compliance, general facility maintenance, security system and 
procedures); (ii) the administrative and financial aspects of 
the assembly operation workforce (payroll preparations and 
fmplementations, fringe benefits for workforce, Mexican tax 
preparations); (iii) the import and export aspects of the 
assembly process (coordination of the flow of materials, 
components and products between the United States and Mexico); 
and (iv) the administratlon of the assembly work area (lease 
of assembly space and utility service}." 

Further, Corp A states that it 

"(i) invests its own funds to locate, negotiate and contract 
with its United States customers, (ii) transports its 
customers' components, materials and supplies into Mexico, 
{iii) arranges for the lease of assembly facilities and the 
services of assembly workers to assemble customers' assembled 
products back into the United States through Mexican and 
United States customs." 

While admitting that Corp A often acts as a buying agent for the 
U.S. manufacturer and arranges for the acquisition of certain 
materials used in the assembly process, Corp A argues that this 
service is provided merely 

'*as a convenience for its customers and because Corp A has 
well-established contacts in Mexico for the acquisition of 
such supplies and for the disposition of the waste products 
created by the use of the supplies in the assembly process." 

As previously pointed out, although Corp A does not take title to 
a product imported from a maquila, it claims a cost of goods sold 
deduction for the property on its federal income tax returnrr. 
That is, a maqui la bills Corp A at the end of each month for the 
number of labor hours actually expended during the month. The 
amount of the bill is credited to the maquila's advance account 
(from which weekly advances had been made to the maquila) and 
debited to Account No. * * *. Account No. l * * represents Corp 
A’s cost of goods sold account and serves as the basis for a cost 
of goods sold deduction on its income tax return. Thus, contrary 
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to Corp A's contention, it does In fact have a cost basis 
recorded on its books and claimed on its tax returns for articles 
imported from a maquila. 

Although taxpayer does not have legal title to the importad 
products, it is entitled to a cost of goods sold deduction, as it 
claimed, provided the facts support the theory that taxpayer is 
the equitable owner of tha property. 

In h, 274 Wis. 315 (1957), aff'd 
per curiam 356 U.S. 21 (1958), the U.S. contracted with American 
Motors for the manufacture of aircraft engines. Under the 
contract, title to all parts, materials, tools, and work in 
process vested in the Government upon the making by the U.S. of 
any partial payment. The issue was whether the City of Renosha 
could assess personal property tax on the aircraft engine 
inventory; and resolution of the question turned on whether 
American Motors or the U.S. owned the inventory. If the property 
was owned by the U.S., the tax could not be imposed by the City. 
In holding that the local tax could be imposed, the Wisconsin 
Supreme Court observed as follows: 

*'In Qffutt Housing Co. v. County of Sarvv, Neb., 1956, 351 
U.S. 253, . . ., where the question was presented whether 
buildings erected by the corporation upon lands leased from 
the Government were taxable by the State of Nebraska, the 
United States supreme court stated: 

Labeling the Government as the "owner" does not foreclose us 
from ascertaining the nature of the real interests created 
and so does not solve the problem. . . . The Government 
may have "title," but only a paper title. . . . 

Similarly, in Co-, 1930, 281 U.S. 376, 3f7 . . 
.: 

.  l *  taxation is not so much concerned with the refinements 
of title as it is wlth actual command over the property 
taxed. . . .*I 

Whether a person has equitable ownership of property requires a 
factual examination, including the relationship between the 
parties and the way the parties deal with the property. Relevant 
factors include identification of the person that is liable for 
the costs of production {e.g., employee salaries, costs of 
materials, administrative costs, etc.); the person that bears the 
risk of loss should the property be damaged or destroyed; and the 
person that bears the risk of loss should the product not 
ultimately be sold. 
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The standard contract that Corp A enters into with its maquilas 
states that 

Corp A is an American corporation . . . and its main purpose 
is the production and sale of electronic articles. 

Under the contract, the maquila agrees to accept components from 
Corp A and "to assemble them in conformity with the . . . 
instructions received from Corp A." (Clause 2) The contract 
requires the maquila to return all finished goods to Corp A 
(Clause 3) and states that 

"all the components for assembly sent by Corp A to . . 
[the maquila] as well as the finished assembled product, b 
and will remain the propertv of Carp A." [Emphasis added.]" 

[Clause 4). Furthermore, the contract requires carp A to 

"insure against theft and fire all raw materials, components 
and assembled goods that might be at the facility [in Mexico] 
and/or in transit." 

(Clause 7). The contract does not state that the property is 
being assembled for an unrelated third-party and does not mention 
such person by name Fn any context. 

Other evidence indicating that Carp A is the equitable owner of 
the property imported from Mexico is that taxpayer is treated as 
the importer of the property for customs purposes. In this 
regard, Corp A exercises all incidents of ownership with respect 
to the importation process. As previously stated, the usual 
contract between Corp A and an unrelated manufacturer requires 
the former to file all required customs forms and to pay all 
duties. The contracts generally provide that Corp A will bear 
the economic burden of the duty imposed on the value of Mexican 
labor and that the unrelated manufacturer will bear the economic 
burden of the duty on material in the property that was not of 
U.S. origin. 

Under these facts, it is our view that Corp A is the importer of 
the property and is subject to section 1059A. 

3. Issue 2 

Assuming that section 1059A applies to Corp A's importation of 
property from its maquilas, the next issue is the extent to which 
section 1059A limits Corp A's deduction of expenses it pays on 
behalf of a maquila. 
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As previously explained, the IRS contends that section 1059A bars 
Carp A from deducting expenses that it paid on behalf of a 
maquila. These expenses are listed above under IRS Adjustments 
and are expenses that a manufacturer would normally include in 
the cost basis of the product it produces. 

under 19 U.S.C. S 1401a(h)(l), dutiable (i.e., transaction) value 
of imported merchandise is defined generally as the amount paid 
or payable by the importer, plus packing costs, selling 
commissions paid by the buyer, the value of assists, any royalty 
or license fee paid by the importer as a condition of the sale of 
the imported merchandise, and the proceeds of any subsequent 
resale, disposal, or use of the imported merchandise that accrue, 
directly or indirectly, to the seller. 

When considering the use of transaction value with regard to 
related-party transfer prices, as under the facts of the case for 
which you have requested technical advice, 19 U.S.C. S 
1401(b)(Z)(B) states that 

"[t]he transaction value between a related buyer and seller is 
acceptable . . . if an examination of the circumstances of the 
sale of the imported merchandise indicates that the 
relationship between such buyer and seller did not influence 
the price actually paid or payable; or if the transaction 
value of the imported merchandise closely approximates -- 

* l * 

(ii) the deductive value or computed value for identical 
merchandise or similar merchandise. . . . [Emphasis added.] 

19 U.S.C. S 1401a(c)(l) defines "computed value" as the sum of 

“(A) the cost or value of the materials and the fabrication 
and other processing of any kind employed in the production of 
the imported merchandise; 

(B) an amount for profit and general expenses equal to that 
usually reflected in sales of merchandise of the same class or 
kind as the imported merchandise that are made by the 
producers in the country of exportation for export to the 
United States; 

(C) any assist, if its value is not included under 
subparagraph (A) or (8); and 

(D) the packing costs." 
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As previously stated, the expenses in issue are paid directly by 
Corp A and do not show up on the books and records of a maquila. 
It is Customs' position that expenses that do not appear on the 
books of the foreign manufacturer are includible in dutiable 
value only if they quality as assists. In contrast, Customs will 
increase dutiable value by the amount of an expense that appears 
on the books of a foreign manufacturer, which was not included by 
the importer in dutiable value, and all or some of which expense 
is directly related to the manufacturing process. 

With respect to whether the expenses in issue are assists, 19 
U.S.C. S 140la(h)(l)(A) states that 

"[tJhe term "assists" means any of the following if supplied 
directly or indirectly, and free of charge or a reduced cost, 
by the buyer of imported merchandise for use in connection 
with the production or the sale for export to the United 
States of the merchandise: 

(i) Materials, components, parts, and almilar items 
incorporated in the imported merchandise. 

(ii) Tools, dies, molds, and similar items used in the 
production of the imported merchandise. 

(iii) Merchandise consumed in the production of the imported 
merchandise. 

(iv] Engineering, development, art work, design work and plans 
and sketches that are undertaken elsewhere than in the United 
States and are necessary for the production of the imported 
merchandise." 

19 U.S.C. S 1401a(b)(l)(B) lists three categories of items that 
do not come within the definition of "assist". 

The question of whether an expense is an "assist" under customs 
law is substantially factual and involves interpretation of 
customs law and administrative rulings. None of the expenses 
listed in the IRS Adjustments section of this memorandum are 
attributable to materials, etc. incorporated into the imported 
merchandise (subparagraph (I) of the definitlon of "assist") or 
consumed in the production of the imported merchandise 
(subparagraph (iii) of the definition of "assist"). Nor do any 
of the items relate to engineering, art and design work 
(subparagraph (iv) of the definition of "assist"). 
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However, Customs and the courts have treated the range of items 
included as assists as more expansive than the literal words of 
the statute might otherwise indicate.' For example, the issue 
in Texas ADDare CD. v. United States, 698 F. Supp. 932 (Ct. InT. 
Trade 1988), aff'd 983 F.2d 66 (Fed. Cir. 1989), cert. denied 110 
S. Ct. 728 (1990), was whether the cost or value of sewing 
machines, including their repair parts and the cost of repairs, 
furnished to a foreign apparel manufacturer by the U.S. importer 
was includible in the transaction value of the imported clothing 
as assists. In concluding that the value of these items is 
includible in dutiable value as assists, the Court of 
International Trade, at page 936, approved the dichotomy that 
Customs draws between general purpose equipment and equipment 
directly related to a manufacturing process: 

"[T]he Customs Service has specifically interpreted the 
statute to include "general purpose equipment, such as sewing 
machines, ovens, drill presses, etc., . . . used abroad in the 
production of merchandise imported into the United States, 
[as) dutiable under section IOl(h)(l)(A)(ii)." [Citation 
omitted.] On the other hand the Customs Service has held that 
*'air-conditioning equipment, a power transformer, telephone 
switching equipment and emergency generators do not fall 
within the definition of assist, as they are not used in the 
production of the merchandise." 

Customs has advised us that the following expenses are examples 
of items that are not assists: 

"Rent on maquila's office equipment 
Depreciation on auto owned by maquila 
Landscaping 
Janitorial Supplies 
Office supplies for maquila 
Business expenses of maquila 
Maquila's electric bill 
Safety/medical expenses of maquila 
Maquila's telephone bill 
Maquila's postage expenses 
Removal of trash 
Legal fees of maquila 
Classiffed advertising of maquila 
Executive development 
Travel and entertainment expenses 
Professional dues and subscriptions 

'That is, 19 U.S.C. 6 140la(h)(l)(B)(ii) refers to "[t]ools, 
dies, molds, and similar items used in the prOduCtiOn of the 
imported merchandise." 
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Charitable contributions 
Consulting fees 
Expenses attributable to conversion of currencies." 

Examples of expenses that are directly related to the 
manufacturing process and, thus, are assists would be, in the 
case of imported apparel, the value of equipment necessary to 
perform the fabrication process and depreciation on this 
equipment, the expense of leasing manufacturing equipment, and 
the cost of repairing the manufacturing equipment (including 
parts). 

Customs has also advised us that general, administrative, and 
overhead expenses are not assists. Since these expenses when 
paid by the importer do not appear on the books of the maquila, 
Customs has little authority to increase dutiable value by the 
amount of the expenses. This is true even though the U.S. 
importer is paying on the foreign manufacturer's behalf what are 
normally considered general, administrative, and overhead 
expenses, includible in a manufacturer's cost basis. However, if 
such expenses are reflected on the books and records of the 
foreign manufacturer, Customs may include in computed value an 
allocable portion of such expenses to the extent directly related 
to the manufacturing process * * t, 

Conclusions: 

Issue 1 

It is our view that section 1059A applies to the coat basis that 
Corp A claims in the property imported from its related mSquilaS. 
If section 1059A does not apply to this situation, there would be 
a gap in its intended effect of eliminating the whipsaw caused by 
a taxpayer claiming an impermiaaibly low customs value and 
claiming a higher cost or inventory basis fox tax purposes. The 
facts support an argument that Corp A is the equitable owner of 
the property in issue and as such is the importer of the property 
for tax purposes. 

Issue 2 

Section 1059A does not apply to an item that is not subject to an 
ad valorem customs duty. Therefore, the section 1059A ceiling 
may be increased by amounts which are not required to be included 
in customs value and which are properly included in cost or 
inventory basis for federal tax purposes. We have been advised 
by Customs that an expense of a foreign manufacturer that Is paid 
by the U.S. importer and that does not appear on the books and 
records of the manufacturer is included in dutiable value only if 
the expense is an assist. Customs has also advised us that the 
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expenses in issue are not assists. Therefore, the section 1059A 
limitation may be increased by the amount of these expenses, and 
section 1059A will not support an adjustment. 

A copy of this technical advice memorandum is to be given to the 
taxpayer. Section 6110(j)(3) provides that it may not be used or 
cited as precedent. 
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IRS Form 5472, Information Return of a 25% 
Foreign-Owned U.S. Corporation or a 
Foreign Corporation Engaged in a U.S. 
Trade or Business 

I I 
m RaMedPar!y . 

Ch& applicabk, box: b the related paw a k q fomign person or F 0 U.S. person? 
All reporting awpaati must complete this questbn and the I’MI of Patl III. 

11 Nameand eidWUdre!atsdpmIy lb U.S. kbriW,iw tv~mbv. I .t’q 
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Deecrlk Al l Nonmmetuy l nd Lou-Than-Pull RqxMing 
Corpomtlon nnd the Forri~ Relat+d Party 
(Attach separate sheet and check here b 0 J (See Insbuclfcms.) 

J 
AlI reporting corpwatiotw muti complete Pert VI. 

Ekcordm . . 17 hr., 13mlr-1. 
LHming &xnt the law 
alhefoml . . . . 1 hr.. 41 min. 
Pfaparktg and sundIng 
IrformMlheIRB . Zhr.. Jmin. 

l . l thadtmmport&btmrmadimsd 
the h’ws IMod in Parts IV and V  tithe 

2. A  U.S. pawn 1hst wmmb ftM fom@n 
related amc&im Rks Fam 6471. 
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appbhonaM0 to swh *vym*. 
Ctwmol~ mfsmr-41 * reportiN 
ca-poratbn k a memba of an affiliated 
group IiRng a comoM*ted inoams tax 
retwn, fJ+qfl&ims scctfon 1.803BA-2 may 
be satfdi by fil ing a U.S. consolidated 
Fan 547.2. lha common parent must 
attach to Fwnr 5472. B  schedule stating 
tiich mmters d the U.S. atRIMed group 
am repordng miom under section 
60384 and wt+zh of those rnembmrs aP 
Joining in the cmsolidated fil ing of Form 
5472. ms scheduk m m  show t lw “mm.  
address, md smployn idmfificatlon 
nvnbw of each member who k including 
;ra;;cfims m  the con&dated FOrm 

Nom:Ammkisnotrwuimdto,ki~In 
Mi~acmsof&fedFwn547Zjusf 
bauwaffwottwmembmtc~tigmdp 
choosetizWoneormmFom5472on 
B  consolldatad basis 
When and whore lo ftle.-File Form 5472 
bv U-m due date of the remnina 
corporation’s income tarr’retu~pncluding 
ansnsbns). A  ssoarate Form 5472 must 
be frkd f&each iomfgn or domestic 
rdded party with which the repotting 
carpardon bad II repwtsble trttnsecfion 
during r im t(u yaer. A lwh Form 5472 to 
the ~nccme tax return and file a copy ol 
Farm 5472 wilh the krtemal Revmurr 
.%Nice cmtar, Philad&phia PA  19255. n 
tfw repm-hg caporstion’s inwms tax 
return k not fifed when due. file a t imely 
Form 5472 (with B  copy to Philadelphia) 
xyxrately with the set!& center when, 
the tax return is due. When the tax r&m 
k filed, attach a copy of the previously 
flkd Form 5472. 

mhe lvlas ccdainad in secfim 318 apply 
to lhs deftiion of ‘“r&ted paiiy” wilh Ihs 
mocificatiDna listed m&r  ttw daffnffion of 
“25% fomign rhsnhaldw,” above. 
Rsporhbk trmsacdm.~4 rwrtabk 
trmsecllon is my tvpe of i rmsactfm listed 
in Pan IV of the form lfor exam+. =laS, 
rents. sic.), for which monetary 
colgideratlon (fncludlng U.S. and foreign 
curmncv) was the sole con&deratlan pti 
w  received during t lw tax yser of the 
reporting cotporatron or any iransactkn or 
arow of tmsactbns lIsted in Part N  of 

cmsidmtlon or if less than MI 
mnaidaration was pald or received. 
Transactions with B  U  S. r&fed patty. 
howav*r. *re no1 required to be specificalfy 
identified and v&ed in Parts IV and V. 
Dimct 25% lonlgn *holdu.~ 
foreign person is a drect 25% foreign 
shareholdw H  fi owns directly al least 25% 
ol he stcck of the reporting cwporation by 
vote or by vabe. 

DdnGtiona 
RapcIting wrpormion.4 rEvdiql 
carporation is a 25% foreign-owned 
domestic wrpcratan or *foreign 
cqoratim engaged in a trade a business 
ah me udtd stih 
f4ewoejrBpwthQcorpon?fiomfhal 
wqgeinreportaMebsnsacfionr~~ 
the fax jaw must f& Form 5472. 
21% fonlpn-own&--A wrporatiw is 
25% fore+-owned If it h@ at least one 
dlreof or Ir*lireef 25% foreign sharehddsr 
at my thw during the tax year. 
28% fcmiQn ahueftolbr.-oenemlly, B  
fwgn persarI k 8 25% fcfafgn 
shareholder if the parson omg diredly or 
indircctty at bssf 25% ot (a) the total 
votkq power of all cl899db of stodc of the 
corporation entftled to vote. tv M  the total 
valued al dasses of stock of the 
CDlporation. 

When defmnlnlng II B  corporation is 
25% foreign+wned. the constructive 
ownerJh$p RI IBS of section 318 apply with 
certain modfficatiins. Substltvte “10%” for 
‘50%” Ill twctlOrl31 e(a)(2)(C) Do not appry 
sectims 318@)(3)W. (8). ind (C) so as lo 
cmsidsr B  U.S. p-n as ovming stock 
that is owned by a krelgn person. 

Ult lmrt i hdifmci 25% foreign 
sh*rhdder.4 uttlmate indirect 25% 
fore& r&r&alder k a 25% fore@? 
rhareholdsr v&se 0wmrShip of stock of 
lhe repcrflng corporatan k not attrfbutd 
(under the princip& of section g5E(@(l) 
and (2)) to any other 25% foreign 
geh$dar. see Rev. ProG 916.5. 1991-2 

bdpn w-.-me term +hwaign 
fmrson’ means an individual who is not a 
citizen or &dbnt of the UnIted States; m  
individual whb is a citizen of a UnM 
States wssersfon ti is not otherWise 1 
United ‘statea citizen or resident: any 
partnership, ansoclatfm. amparry. or 
corporation that k not created or 
organized il Ihe Unlted States; any foreign 
esiatr OT fweign trust described in ~tic(I01 
7701@)(31); or my foreign wvemmmt (or 
agency or irtsbumentitkty therm to the 
extent ihal* foreign government is 
mngagsd in the cmduct of a commwM 
activity as defTned under setim Be. The 
term does nat. however. ixlude any 
foreign person who consents to file a jaint 
inccme tax return. 

corpktnn, A  any person who k~mkted 
(dhin the mwmg of sectices 2170 or 
707{b)(i)/ to the repcfting corporafion, 
(3) any poem wtc k r&fed (wifhin the 
meaning of sectfcns 267(b) M  707(b)] to a 
25% foreipl SharehOlderOf the reporting 
corporation. or I41 any other paoon who is 
rdatec to the reporting cmporatbn within 
me meaning of section 482 and the related 
regJlatkm5. 

me term ret&d party does not include 
any corperation fil ing a cmsoIdaBd 
Federal in- iax return wfth the 
reporting ixqwmGon. 

PenaltIes 
Ponn~tttas for fallurs to file Fam 5472.- 
A  penally of $ lO.OW wIlf be BsSmsed on 
any rqmrilng corpor*Lbn that fails to file 
Form 5472 when dub ~3 in the rranner 
prax+w. me panany *Is0 appres for 
Mum to maintain records pf required by 
Rsgulatbns Mdbn 1.6038/\-3. 
Nota: FiMg a wbst6mtWly incncOmpreW 
Form 5472 comf.ss B  tai lwe to likl Form 
5472. 

H  the failure cmtinum fw morn than 90 
days affa Mificaiion by the IRS. an 
addit!a-Ial wrralfv of s1o.wo Wil l  -Iv 
rlth respect 10 &  related put-@ itir I 
which a failure OCOUR for each 30-day 
period (M parI of a 30-day pertod) duing 
which the failure continues after the 
SKf-day period ends. 

Each member of a group of corporations 
fil ing a c~solldafed intormatiwr return is a 
separate repati~ cdrporatiarf Bubjocf to I 
separate S10.000 penalty end eati 
member is jointly and sever&+ II&&. 

Ci imi i-d pmakies under sections 7203, 
7208, and 7207 may also apply for Islure 
to submit infmrwtion a fa fil ing f&a or 
fraudulent infwmation. 

wf&bt lo &ablwh the carrectne~s of 
the Federal In- fax mtum of the 
reporling r%nporatlon including infwmetion 
or records that rnimt be relevant to 
detmntlwr the CDlrsct treatment of 
tr-ons with rdatsd parties. See 
Rsgularcns sectim 1X038/\-3 fm more 
detailed information. Also 988 RegucrulatrwLf 
section 1.6fMA-l(h) and fl for special 
iuks mat apply to smau ccwfm-mions md 
reporhng owp~raltons tith related party 
trmsactfons of de minimis value. 

Specific Instructions 
Part I 
Al  filers must cdmolsld Pari I. 

add’sas. If the Post Office does nuf defiver 
mai l  to the street address and ths 
corporalion has a P.O. box. stww tfw P.O. 
box number instead of me sheaf address. 
I.&n lc-TaMa~.-Domestic 
rmortbo cwcwations eM(lr ma tow 
asims i&m i iem D. page 1. Form t 120. 
Foreion repatioa cceocations sntathe 
mait f&m I i& 15,~coturm (d). 
Schedule L. Form 112U-F. 
Lina ld-kimi~l businerr acthity.- 
See the lnstruoths for Form 1120 M  Fcum 
1120-F for a fist of princfpal burness 
dcti ims. 
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Lkw 1eTotd nfw of groI pwrm& 
~wlbo1~.~ronlin,lsthe 
total value in U.S. ddlrva of aft foreign 
rebbd ppr*/ trmawtlons reported in 
P M  IV md Pa!t V  of thla Fwm 5472. Thii 
bthetotalofthmamaun*lwlteredonlrma 
l land22ofParttVplustf-m~markd 
vaiw ol tt!4 nmmomtary and lbsa-man-M 
wmfidmtbn lmsactiom repoftad in 
Part v. Do not CmlpMa line le n the 
rq.mtabls lmmacttm Is wnh a U.S. rdabd 
w-w 
Lhle lf.--nll * Bepar& Form 5472 IM 
each ftign or eitch U.S. pemon 430 is a 
r&ted party with which the repeling 
rqxntbn had 1 npntbb htSta*km. 
Entw ti total rumber of Forms 5472 
(inckrding rnlS me) b&g mad lor lhe tax 
YM.  

Part If 
ykyz&9h~~QWned U.S. aorpamtbns 

l?m lorm wovidws SdftdM sows to 
r%~ti l?forr&ion on two dfrect’25% 
fomlen dlanhdavs and two ultlinate 
hdttiit 25% faagn shtioldem. li thorn 
we maw than two dlreti foreign 
shwdlokbm or more than two dtltrwte 
hdlt 25% fonlgn shareholders. show 
n-m matbn called for Ill Part II m  all 
attachsd sheet. 

Fbpati in f irms la Ihrwgh te informstIm 
atout II-m dheci 25% foreign ahamhddw 
wtm owns @v  vote or val lm) me brgeat 
DeramtnQeaf~~dthsU.s. 
mporting corporaion. 

Report In l lw 21 tlwaugh 2* informstim 
ebwl tfw dirnct 25% tomfgn aharbholda 
who own* (by wt* or ValWJ the 
secmd-large& percentage ot tha stock of 
me U.S. mporthg awpomtbn. 

Rsparl in Iii 3a thfcugh 36 information 
aboul th uftlmate indirect 25% Win 
lhvsh0hr who cwls Ibv VMI  01 vdud 

through &.-A&h an clxpfmalfm d tfw 
attribution of ownership. See Rev. Proc. 
91-K) md Regrlations sxtion 
1.603.3A-l(sl. 

Part III 
Al l  l i lem (fomlgn and danestii) musl 
comprete Part Ill, even H  the rdatad pnrty 
has Men idmtifW in Pwt  II as a 25% 
foreign shareMder. Report In Part I11 
infmnatlm &cut tha Mated p&y with 
tirch the rsportirq corpaetlon had 
reportable transactions durhg ths tax yew. 

Part IV 
Do not cornplots Part IV if the reporta& 
ttxmacVm9 am kth a cbrnestic related 
PaW 

When ampleting Part N  M  Part V.  the 
terms ‘Pdd” and ‘received” include 
m m &  payments and accrued mcsipts. 
Slate 811 ar~unts In U.S. dollars and 
Mach a schduls showing the exchmgc 
mtas used. 

If the related party tran~ctiins occur 
bdwmn B  r&ted parry and P  prvtrwship 
that is. in whole or in part. ownad by II 
mp0rttt-q corpomtim. the reportrng 
corpwztion reports onfy the pwcmtaga of 
the velue of the trnnsactiOya) equal to the 
p-tags of its pwtnemhp interest This 
de does not apply if the refxxting 
wrporatlon cwns a less-than-25% interesl 
In the wtrm&ip. The rules of atWb.&n 
apply w @  datamIning ttw repoting 
~~cw$thxl’” pwmtags af partnership 

Gmwdly. all mpr*tabb transctbm 
betwan the reporllrq mrpwatian and 8 
related rweign parly must be entered on 
Parl N. 
Rrmaormbb e&mater-Wnm act& 
mounta are ml  deimnlnabla. enter 
Rawmabb astmaea (see bebwj of the 
total dollar amount of each of tte 
catbgortm of transactIons conducted 
barman the reporting corpomtiin and the 
related parsan In which mmetay 
ccmidsratlon (U.S. curency or faec(ln 
cwwtcy) was the sob considdlm paid 
0r,OC&d&rigUWtarp&VOfl tM 
mpmting capaation. 

A  ream-&b estimate Is any amount 
reputed on Form 5472 fhst is at le& 
75% but not mars than 125% of tha actudl 
anwunl m&md to be rewrkd. 

lrmractlm at a Serbs id trrmsactions 
bstwwn a Foreign mlated party and tha 
re#ln cqxmtim does mt exosed a 
total of kil l ,W, the amount may be 
termtad a8 ‘$5o.ow w  bss’ 
UA  T-Amounb bormmed*mrl 
amounts bormwsd usmg altha the 
oufsterdtnm balance metlud or the 
mmthly a&age method. lf the 
outstmdlng balance method is used, ente# 
the begiming and ending outstanding 
balance fw the tax year on lines 7a and 
7b. If ths monthly avmragc method is used. 
skip line ?a and enter the monlhly aversgage 
lot tha tan year on line 7b. 

Lh lO-Ofhr 8-W mesh&.-Enter 
on line 10 amwnta recehred that we not 
rpclllcally raported in l i rw 1 thom 9. 
kldude lnlounts I” It-w 10 to the eKtfnn 
that these cnnunts are taken into acccunt 
in datamining the taxtie income d Um  
rqmllng corpoftiion. 
Lha ?bAmolmla loarmd.-Reocrl 
am&a bated using &ha thi- 
outstandha balance method or the 
monthly &age method. If the 
ovtstanding balance mdhod b usad. mtw 
the ~l”ning and w&g cu!Sand~ng 
balance for the tax year on Itms 1Ba and 
16b. If lhs monthly average method is 
used, skip line 1Sa and w&r  the montMy 
avmqe for the tax year an line 1Sb. 
Llnb Zla smounb pM.-Enter on 
line 21 amwnts paid that am not 
specifkally mporlad on liner 12 through 
20. Include emarnts in line 21 to tha 
extant that these smounts wu taken Into 
account in detarminhg the taxable income 
of the raporling corporation. 

Part V 
Do not attach the information requirsd by 
Part V  ff tha nportllble lransactims aa 
with a dcmsstic r&ted party. 

lftherdatsdpwtyiisafcreignpersuu. 
the reoa(lna cacaation rrust at&oh B  
sch&ls d&r&g each refmrtable 
1raneactim, or group of rapaltabk 
trmsaotims. listed in Part Iv of the form. 
lb description must include zuffizii 
Information so that me nature nd 
amxoximats monetaw v&e of the 
transaclii wgoup Of tmmactima can k 
determined. The schn&le should include: 

1. A  dmctiohon d al orccenv Cncludino 
monetmy carkidsrattin),’ dg’irtabi ” 
obligatbns irmsferrsd from the Rponhg 
cqmratbn to the foreign rekstwi pnrty and 
irom the fcmign related party to the 
ref2dlns curwatlm: 

ex~ed. if pess&; or wm*  &la 
masmabb lndicata of value. 

If me antire considsratim mceiud for 
any transactan indudes both tangible and 
intangbk pmpsriy md t lw corroidsntion 
odd is sot& mon8twv cmddw8tlm. 
&art the tr&actim~in Part IV Ins& of 
Pad V  If Ute lntarmiblb profwfv was m!ated 
and incidental in 6~3 t&4-& dt the 
tangible propwty @x  example, I tight to 
wananty services). 

see the t ist~kms for Pal- l Iv above for 
i r&-matim on reasonabfe estimates and 
small amounts. 
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Appendix V 

Option for Excluding From Transfer Price 
Certain Operating Expenses of Foreign 
Manufacturer Paid Directly by Importer 
Under Section 1059A 

Sec. 1. LIMITATION ON COST OF PROPERTY IMPORTED FROM 
RELATED PERSONS 

(a) IN GENERAL.- Section 1059A (related to basis or inventory cost in 
property imported from related persons) is amended by adding at the end 
thereof the following new paragraph: 

“(c) REGULATIONS.- The Secretary shall prescribe such regulations 
as may be appropriate to carry out the purposes of this section, including 
regulations allowing adjustments where customs pricing rules differ from 
appropriate tax valuation principles. Such regulations may not, however, 
allow adjustments for amounts paid directly or indirectly by the importer 
for operating expenses of the manufacturer which are not included in 
customs valuation. 

The explanation of this provision in the report accompanying the 
legislation could provide a list of examples of what expenses should be 
considered operating expenses. The following is a list of examples. 

1. Rent on foreign related party’s office equipment 
2, Depreciation on the foreign related party’s auto 
3. Landscaping 
4. Janitorial supplies 
5. Office supplies for the foreign related party 
6. Business expenses for the foreign related pasty 
7. Foreign related party’s electric bill 
8. Safety/medical expenses of the foreign related party 
9. Foreign related party’s telephone bill 
10. Foreign related party’s postage expenses 
11. Removal of trash 
12. Legal fees of the foreign related party 
13. Classified advertising of foreign related party 
14. Executive development 
15. Travel and entertainment expenses 
16. Professional dues and subscriptions 
17. Charitable contributions 
18. Consulting fees 
19. Expenses attributable to conversion of currencies 
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Options for Including in Dutiable Value 
Certain Operating Expenses of Foreign 
Manufacturer Paid Directly by Importer 

Option 1: Sec. 1. CERTAIN EXPENSES TO BE INCLUDED IN DEFINITION OF 
“TRANSACTION VALUE” 

(a) IN GENERAL,- Section 402@)( 1) of the Tariff Act of 1930, as 
amended by the Trade Agreements Act of 1979 (19 U.S.C. 1401a(b)), is 
amended by adding after subparagraph (E) the following new 
subparagraph: 

“(F) any amounts for operating elcpenses paid directly or indirectly to 
the manufacturer by the importer as purchase price for the imported 
merchandise.” 

(b) CONFORMING AMENDMENTS.- 
(1) Subparagraph (D) of section 402(b)(l) is amended by striking 

“and” at the end thereof. 
(2) Subparagraph (E) of section 402@)(l) is amended by striking “.” 

and inserting “;and”. 
(3) Section 402(b)(l) is amended by striking “(A) through (E)” where 

it appears and inserting “(A) through Q”. 

(c) EFFECTIVE DATE.- The amendment made by this section shall take 
effect upon enactment of this Act. 

Sec. 1. CERTAIN EXPENSES TO BE INCLUDED IN DEFINITION OF 
“COMPUTED VALUE” 

(a) IN GENERAL.-Section 402(e) of the Tariff Act of 1930, as amended by 
the Trade Agreements Act of 1979 (19 U.S.C. 1401a(c)(l)), is amended by 
adding after subparagraph (D) the following new subparagraph: 

“(E) any amounts for operating expenses paid directly or indirectly to 
the manufacturer by the importer as purchase price for the imported 
merchandise. ’ 

(b) CONFORMING AMENDMENTS- 
(1) Subparagraph (C) of section 402(e) is amended by striking “and” 

at the end thereof. 
(2) Subparagraph (D) of section 402(e) is amended by striking “.” and 

inserting “;and”. 

(c) EFFECTIVE DATE.- The amendment made by this section shall take 
effect upon enactment of this Act. 
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Appendix VT 
Options for Including in Dutiable Value 
Certain Operating Expenses of Foreign 
Manufacturer Paid Directly by Importer 

Option 2: Sec. 1. CERTAIN EXPENSES TO BE INCLUDED IN DEFINlTION OF 
“ASSIST” IN DETERMINING TRANSACTION OR COMPUTED VALUE 

(a) IN GENERAL.- Section 402(h)(l) of the Tariff Act of 1930, as 
amended by the Trade Agreements Act of 1979 (19 U.S.C. l$Ola(h)(l), is 
amended by redesignating subparagraphs (B) and (C) as subparagraphs 
(C) and (D) and inserting after subparagraph (A) the following new 
subparagraph: 

“(B) The term “assist” also includes any amounts for operating 
expenses paid directly or indirectly to the manufacturer by the importer as 
purchase price for the imported merchandise.” 

(b) EFFECTrVE DATE.- The amendments made by this section shall take 
effect upon enactment of this Act. 

The explanation of the provision in the report accompanying the 
legislation could provide a list of examples of what expenses should be 
considered operating expenses. The following is a list of examples. 

1. Rent on foreign related party’s office equipment 
2. Depreciation on the foreign related party’s auto 
3. Landscaping 
4. Janitorial supplies 
5. Office supplies for the foreign related party 
6. Business expenses for the foreign related party 
7. Foreign related party’s electric bill 
8, Safety/medical expenses of the foreign related party 
9. Foreign related party’s telephone bill 
10. Foreign related party’s postage expenses 
11. Removal of trash 
12. Legal fees of the foreign related party 
13. Classified advertising of foreign related par@ 
14. Executive development 
15. Travel and entertainment expenses 
16. Professional dues and subscriptions 
17. Charitable contributions 
18. Consulting fees 
19. Expenses attributable to conversion of currencies 
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Appendix VII 

Maquiladora Case 

In this appendix we develop a numerical illustration of two related 
parties-a U.S. parent company and its Mexican related party 
(maquiladora). The U.S. parent would purchase the foreign related party’s 
goods and also pay a portion of the foreign related party’s expenses. The 
model shows how the combined profits of both related parties increase 
when the U.S. parent makes payments on behalf of the foreign related 
Party. 

If the U.S. parent pays expenses on behalf of its foreign related party, it 
will pay less for the product itself when imported from the foreign related 
party. Because the product costs less, U.S. Customs duties will be less. 
However, the practice of paying foreign expenses may also result in higher 
overall income taxes because U.S. income taxes may be higher. 

In the numerical illustration we assumed that (I) a U.S. parent had a 
Mexican maquiladora under a cost-plus contract that paid 5 percent of 
total cost; (2) total maquila expenses were $20 million, of which 
$10 million were duty-free and $10 million were dutiable expenses 
incurred in Mexico; (3) the US. parent was able to pay half of the amount 
of dutiable expenses ($5 million) on behalf of the maquiladora and deduct 
the same amount for U.S. tax purposes; (4) the maquiladora did not 
declare dividends; (5) the Mexican corporate income tax rate was 
35 percent; (6) the top U.S. corporate income tax rate was 34 percent; and 
(7) the customs duty rate on the maquiladora’s imports was 4 percent1 

The first assumption reflects the situation of a maquiladora that functions 
as a cost center, not as a profit center. While wage costs are lower in 
Mexico than in the United States, the Mexican corporate tax rate 
(35 percent) is greater than the top U.S. corporate tax rate (34 percent). 
Thus, the U.S. parent would not necessarily have an incentive to report a 
high level of taxable income in Mexico. The second assumption reflects 
the fact that many U.S. imports from the maquiladoras benefit from U.S. 
tariff provisions that allow manufacturers that assemble or process U,S. 
components abroad for reexport to the United States to pay duties only on 
that portion of the product’s value that is added abroad, not on the 
product’s final value. 

Using the above figures, in table VII. 1 we compared a baseline situation in 
which the parent and the maquiladora pay their respective expenses with a 
situation in which the U.S. parent pays half of the dutiable expenses 

‘The illustration does not represent a specific taxpayer. However, according to an IRS official, the 
assumptions used in this example reflect the characteristics raised in the IRS audits. 
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Appendix VI1 
Maqui ladora Case 

($5 m illion) of the maquiladora. Table VII.2 presents the detailed results of 
the baseline in which the two related parties pay for all their respective 
expenses. Table VII-3 presents the detailed results of the case in which the 
U.S. parent makes a $5 m illion payment on behalf of the maqui ladora 

The results of our comparison show that when the parent pays half of the 
maqui ladora’s dutiable expenses, overall U.S. government revenues would 
decrease about 2 percent of the baseline’s revenues; and the sum of the 
parent and the maqui ladora’s net incomes would increase by about 
2.5 percent over the baseline’s combined net income. The following are the 
specific revenue results shown in table VII. 1: 

U.S. government: U.S. revenues from customs duties would decline 
$ZlO,OOO--from $440,000 to $230,000. This is because the value of the 
imports on which the duties are due dropped from $11 m illion to 
$5.75 m illion and customs duties are 4 percent of the value of dutiable 
imports. 

Table VII.1: How Profits Increase and 
Government Revenues Decrease If 
U.S. Parent Pays $5 Mill ion of Foreign 
Related Party’s Expenses U.S. government 

Duties 
U.S. tax 

Total U.S. revenues 
Foreign government 

Foreign tax 
Net income of two related parties 

U.S. parent 

Foreign related party 

Combined net income 

Source: Tables VII.2 and Vll.3. 

Basel ine 

$440,000 

2,570,400 

3,010,400 

350,000 

4,989,600 

650,000 

5,639.600 

U.S. parent 
pays $5 mill ion 

$230,000 
2.726,800 

2,956,800 

262,500 

5,293,200 

487,500 

5,780,700 

Change 

($210,000) 

156,400 

(53,600) 

(87,500) 

303,600 

(162,500) 

141,100 

The value of the imports fell because the U.S. parent’s $5-mill ion expense 
payment (and an accompanying 5-percent markup for the cost-plus foreign 
related party) were no longer included in the import value. See the 
customs duties listed in tables VII.2 and VII.3. 

Partially offsetting decreased customs duties, U.S. tax revenues would rise 
by $156,400-from $2,570,400 to $2,726,800 as table VII.1 shows. This rise 
would result from the U.S. parent’s income before taxes increasing from 
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Appendix VII 
Maqui ladora Case 

$7.6 m illion on table VII.2 to about $8 m illion on table VII.3. U.S. income 
before taxes rose because customs duties went down as did the U.S. 
parent’s overall payment to its foreign related party. The overall payment 
declined because the US. parent did not have to pay the &percent markup 
that would have gone with the $5-mill ion payment if the payment were 
made directly to the foreign related patty. Because the $156,400 in 
additional U.S. taxes was smaller than the $210,000 loss in customs duties, 
the U.S. government would lose net revenues of $53,600. 

Table V11.2: Maqui ladora’s Basel ine 
Case Foreign related 

PaW U.S. parent 
Combined 

results 

Revenue $21 ,ooo,ooo $30,000,000 $30,000,000~ 

Cost of aoods sold 
Other expenses 

Payments made on 
behalf of foreian 

1 ,ooo,ooo 1 ,ooo,ooo 

affiliate - 0 0 0 

Customs duties 
(4% x dutiable 
imoortsjb 0 440.000 440,000 

Income before taxes 1 ,ooo,ooo 7,560,OOO 8,560,OOO 

Taxes (35% in Mexico, 
34% in the United 
States) 350,000 

Net income $650,000 

aThe combined results net out the intercompany transactions. 

2,570,400 2,920,400 

$4,989,600 $5,639,600 

bDutiable imports are equal to the value of imports ($21 mil l lon) minus the value of duty-free 
components ($10 mill ion). Thus, dutiable imports are $11 mil l ion and duties are $440,000. 

Source: GAO. 

Foreign government: As shown in the foreign related party columns in 
tables VII.2 and VII.3, Mexico’s tax revenues would decrease by 
$87,50&from $350,000 to $262,500. This decrease results from the foreign 
related party receiving less in direct payments, or revenue, from the U.S. 
parent. 

Corporation: Corporate net profits (U.S. parent and maqui ladora) would 
increase by $141,100-from $5,639,600 to $5,780,700. 

An analysis of the financial statements in table VII.2 follows, 
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Maqui ladora Case 

Foreign related party’s results: Customs duties are determined by duty 
rates set by law and the dutiable value of imports. A portion of the value of 
goods imported into the U.S. may be duty-free if the final goods have 
incorporated some U.S.-made components. We assumed that the goods 
made in Mexico have incorporated $10 m illion worth of U.S.-made 
components, which would be exempt from duty. Thus, of the $20-mil l ion 
maqui ladora expenses, $10 m illion were duty-free and $10 m illion were 
dutiable expenses incurred in Mexico. 

The Merdcan maqui ladora operated under a cost-plus contract that 
provided a markup rate equal to 5 percent of total cost. Thus, the 
maqui ladora’s max imum revenues would be $21 m illion, which is the sum 
of cost of goods sold ($20 m illion) plus 5 percent of cost of goods sold 
($1 m illion). The foreign tax rate was 35 percent; thus the maqui ladora’s 
tax payments and net income would be $350,000 and $650,000, 
respectively. 

U.S. parent’s results: The U.S. parent would import the full production of 
the maqui ladora ($21 m illion), pay a U.S. Customs duty rate of 4 percent 
($440,000), and incur additional expenses of $1 m illion in the United 
States. After subtracting all expenses from final sales to unrelated 
customers ($30 m illion), the U.S. parent’s taxable income would be 
$7,560,000. The US. tax rate is 34 percent, so the U.S. parent’s tax 
payments and net income would be $2,570,400 and $4,989,600, 
respectively. 

Combined results: The combined results of the two related parties were 
obtained by adding up the revenues and expenses of the maqui ladora and 
the U.S. parent and netting out the intercompany transactions. 
Specifically, the maqui ladora’s revenues ($21 m illion) would not be 
included in consolidated revenues, and the US. parent’s imports 
($2 1 m illion) would not be included in consolidated expenses. 

Table VII.3 provides the figures that would result if the U.S. parent pays 
$5 m illion of the maqui ladora’s expenses. Our analysis of the changes in 
the financial statements follows the table. 
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Maqui ladora Case 

Table Vll.3: U.S. Parent Pays $5 Mill ion 
of Foreign Related Party’s Expenses Foreign related 

Par-W U.S. parent 
Combined 

results 

Revenue $15.750.000 $30,000,000 $30,000,000~ 

Cost of goods sold 15,000,000 15,750,000 1 5,000,000a 

Other expenses 0 1 ,ooo,ooo 1,000,000 

Payments made on behalf of 
foreign related party 

Customs duties (4% x dutiable 
imaortslb 

0 5,000,000 5,000,000 

0 230,000 230,000 

Income before taxes 750,000 8,020,000 8,770,OOO 

Taxes (35% in Mexico, 34% in the 
United States) 262.500 2,726.800 2.989.300 
Net income $487.500 $5.293.200 $5.780.700 

aThe combined results net out the intercompany transactions 

bDutiable imports are equal to the value of imports ($15.75 mil l ion) minus duty-free components 
($10 mill ion). Thus, dutiable imports are $5.75 mil l ion and duties are only $230,000. 

Source: GAO. 

Foreign related party’s results: The U.S. parent would pay $5 m illion on 
behalf of the maquiladora. Thus, the maqui ladora’s expenses would be 
$15 m illion instead of $20 m illion. Because of this decrease in expenses, 
the maquikulora’s revenues would also decrease because the 
maqui ladora’s revenues are tied to its costs2 The maqui ladora’s taxable 
income and Mexican taxes would decrease to $750,000 and $262,500, 
respectively. 

U.S. parent’s results: The U.S. parent’s third-party sales would stay 
constant at $30 m illion, but its costs of goods sold would be lower than in 
the baseline case ($15-75 million compared to $21 m illion). However, the 
U.S. parent would be able to include its payment on behalf of the 
maqui ladora ($5 m illion) as an additional deduction. 

With respect to customs duties, the US. parent’s $5 m illion payment on 
behalf of the maqui ladora would reduce the maqui ladora’s dutiable 
components by $5 million plus the 5 percent profit markup ($250,000). As 
a result, customs duties would be reduced substantially to $230,000 from 
the $440,000 baseline amount. 

21f the maqti ladora’s gross profits were not l inked to its costs, the payment by the U.S. parent of a 
portion of the maqui ladora’s costs would result in higher foreign taxable income and higher foreign 
taxes. 
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Combined results: The combined results again net out the intercompany 
transactions. Although the foreign related party’s costs of goods are 
$15 m illion instead of the baseline’s $20 m illion, the U.S. parent would pay 
the other $5 m illion. This shift of expenses produces an additional 
combined net income of $141,100 (see table VII.1). 
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Comments From the Internal Revenue 
Service on Amending Section 1059A of the 
Code 

Deparhnent of the Treasury 

Off ice of 
Chief Counsel 

Interna! Revenue Service 
Bran& 1 

Associate Chief Counsel (International) 
Room 3319 

950 CEnfant Plaza South. SW 
Washmgton, DC 20024 

CC:INTL-0593-91 
6rl:WEWilliams 

MS. Sheila K. Ratzenberger 
Acting Assistant General Counsel 
United States General Accounting Office 

Dear Ms. Ratzenberger: 

re: I.R.C. .§ 1059A 

JIN 7lw3 

This responds to your memorandum dated December 4. 1992. 
your memorandum explains that the General Accounting Office, at 
the request of Congressman J. J. Pickle, has reviewed the 
Internal Revenue Service's implementation Of I.R.C. S 1059A. One 
of the objectives of yous review is to study whether there are 
legislative options for eliminating differences in the rulee for 
determining value for duty purposes and for determining cost or 
inventory basis for tax purposes, in order to further the 
purposes of section 1059A. 

You refer to a Technical Advice Memorandum (TAM), dated July 
10, 1992, that was prepared by this office. The TAM discussed 
application of section 1059A to certain transactions between a 
U.S. taxpayer and its wholly-owned Mexican subsidiary. The U.S. 
parent supplied its subsidiary with equipment and materials, 
Using the equipment and materials, the subsidiary assembled a 
product for sale to its parent. The sale price was the 
subsidiary's cost plus 5 percent of these costs. In addition, to 
cost plus 5 percent, the U.S. parent paid directly certain of the 
subsidiary's expenses, including administrative and overhead 
costs. The total of the amounts paid by the U.S. parent did not 
exceed an arm's length price. 

For customs purposes, the U.S. taxpayer reported the 
subsidiary's cost plus 5 percent as dutiable value. That is, no 
duty was paid on the value of the expenses that the U.S. parent 
paid directly on behalf of its subsidiary. One of the issues in 
the TAM was whether section 1059A prevents the U.S. taxpayer from 
including the expenses that it paid directly in its cost or 
inventory basis in the property for tax purposes. 
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Customs advised us that the expenses paid direct1 
U.S. taxpayer are not "assists" under 19 U.S.C. S ! 
Furthermore, Customs advised us that it has no authority to 

y by the 
:02(h)(ll. 

include in butiable value a cost that does not appear on the 
books of the foreign manufacturer, other than assists. Because 
Customs ’ position is that the expenses are not dutiable, section 
1059A may not be applied to prevent the expenses from being 
included in taxpayer's cost or inventory basis in the Imported 
property for tax purposes. It is our view that the loophole Is 
in customs law, nut in the Internal Revenue Code. 

At the request of the House Subcommittee on Oversight, you 
have drafted three alternative legislative proposals to Correct 
the problem that prevents section 1059A from applying to the 
expenses in issue. Two of the alternatives involve amendments to 
customs law, and the third involves an amendment of I.R.C. S 
1059A. 

You ask that we respond to the following three questions: 

1. Are there currently any alternatives to section 1059A 
available to the Service to el iminate the problem addressed in 
the technical advice memorandum that do not require legislative 
action? 

The problem addressed in the TAM is not a tax problem: it is 
a problem with customs valuation resulting from a loophole in 
customs law. 

In the cases that the IRS examined, the taxpayers originally 
claimed business deductions for the expenses that they paid on 
behalf of their subsidiaries. The law is clear that a taxpayer 
may not claim a deduction for the expense of another person, and 
the taxpayers in issue did not chal lenge disal lowance of the 
deductions on this theory. Instead, taxpayers argued that the 
expenses they paid on behalf of the subsidiaries were a part of 
their cost of goods sold. AS  pointed out above, the facts will 
not support an argument by the IRS that the consideration paid by 
the U.S. importers, including the expenses paid on behalf of the 
subsidiaries, exceed an arm's length price. Therefore, the IRS 
may legitimately argue that the expenses are not deductible under 
section 162 and that the expenses may be reallocated from the 
U.S. taxpayer to the subsidiary under section 482. However, the 
IRS may not legitimately argue that the expenses are not a cost 
of goods sold. 

XII short, there is no underpayment of federal tax resulting 
from the problem discussed in the TAM. Therefore, we do not 
think that there is a solution to the problem in the Internal 
Revenue Code or Regulations. 
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2. What are the pros and cons of amending section 10591 in 
an attempt to el iminate the differences in valuation between IRS 
and Customs? 

It is OUT view that the problem is with customs law and that 
the solution to the problem should be found under that law. An 
amendment to I.R.C. s 1059A will mean that the problem will not 
be solved in all cases, only when section 1059A applies to a 
transaction, *, related party transactions. Furthermore, if 
section 1059A is amended as proposed, taxpayers would have to 
overpay customs duties in order to avoid an income tax problem. 
Finally. customs laws and income tax laws seek to reach different 
concepts of valuation. For example, customs law excludes the 
value of U.S. content. Making the tax law more like the customs 
law would, therefore, lead to gross distortions of taxable 
income. 

The third legislative alternative that you propose is to add 
a subsection (c) to section 1059A. The new subsection would 
authorize the IRS to publish regulations to carry out the 
"purposes" of the Code section 

including regulations al lowing adjustments where customs 
pricing rules differ from appropriate tax valuation 
principles. 

The proposed amendment to this extent is consistent with the 
legislative history of section 1059A. Wowever, the proposed 
amendment would also state that 

[sluch regulations may not, however, al low adjustments for 
amounts paid directly or indirectly by the importer for 
operating expenses of the manufacturer which are not 
included in customs valuation. 

We  object to this proposal on the same grounds set forth above. 
Under this proposal, all related parties obeying the customs laws 
would have a potential serious income tax problem. This was 
clearly not Congress' intent In enacting section 1059A. If, on 
the other hand, the customs laws or regulations are changed, the 
need to intentionally overpay customs duties to el iminate a 
potential tax problem will be eliminated. 

3. Would amendment of Customs’ valuation legislation be 
preferable? If so, would such an amendment violate GATT? 

Since the problem encountered by the IRS in applying section 
1059A is caused by customs law, we think that the problem should 
be solved under customs law, possibly by amending the definition 
of "transaction value" or the definition of "assist". 
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A determination of whether an amendment of customs law wculd 
violate GATT is beyond our expertise. you have advised us that 
you have referred this question to customs which seems to us to 
be the appropriate agency to answer the question. We  think it is 
unfortunate, however, if GATT has caused custuns law to be frozen 
in the state it was in on the date that GATT entered into effect. 

If you have any further questions, plsese call Ed Wil l iams 
at (202) 874-1490. 

Sincerely. 

ROBERT E. CIJLSERTSON 
Associate Chief Counsel 
(International) 

By: m  
Chief, Branch No. 1 

Page64 GAOKiGD-94-61 Tax-Customs Valuation Rules 



Appendix IX 
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DEPARTMENT OF THE TREASURY 
U.S. CUSTOMS SERVICE 

WASHINOTON. D.C. 

JAN21m CO:R:C:V 
545171 VLB 

Sheila K. Ratzenberger, Esquire 
Acting Assistant General Counsel 
United States General Accounting Office 
Washington, D.C. 

Dear KS. Ratzenberqer: 

This is in response to your letter dated Decermber 4, 1992, 
requesting a written opinion on three questions relatinq to the 
General Accounting Office (GAO) review of section 1059A of the 
Internal Revenue Code. Attached to your letter are two 
alternative proposals for amending 19 U.S.C. 1401a, the statute 
governing Customs appraisement of imported merchandise. In 
addition, you attached a proposal to anend section 1059A. 

With these proposals in mind, you have proposed the 
following questions: 

(1) Would amendment of the Customs legislation relating 
to dutiable value violate GATT? 

(2) If such an amendment would not violate GATT, would 
Customs otherwise oppose such an amendment? 

(3) Would amendment of section 1059A be preferable? 

In responding to these questions, it is important to have 
some background on the system that U.S. Customs uses to appraise 
imported merchandise. The valuation system that is used by the 
United States as well as our major trading partners was 
negotiated during the Tokyo Round of multilateral negotiations 
within the General Agreement on Tariffs and Trade ("the GATTtL). 
The valuation agreement is known as the Agreement on 
Implementation of Article VII of the General Agreement on Tariffs 
and Trade, or the Customs Valuation Code. The U.S. implemented 
the Customs Valuation Code into U.S. law through the Trade 
Agreements Act of 1979, which is now found in 19 U.S.C. 1401a. 

The first proposal attached to your lettar involves amending 
the definition of transaction value to include amounts for 
operating expenses paid to the manufacturer by the importer as 
purchase price for the imported merchandise. The term 
"transaction value" is specifically defined in Article 1 of the 
Customs Valuation Code as "the price actually paid or payable for 
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the goods when sold for export to the country of importation 
adjusted in accordance with the provisions of Article 8." The 
adjustments in Article 8 are for commissions, packing, "assists', 
royalties and l icense fees and proceeds of any subsequent resale 
disposal or use. Further, under Article 8.3, addit ions to the 
price actually paid or payable are made only under Article 8. 
These provisions were incorporated into U.S. law in 19 U.S.C. 
14Dla(b). 

The above-referenced provisions of the Customs Valuation 
Code do not contain the language contained in the first proposed 
amendment. The amendatory language would have the effect of 
amending the U.S. definition of transaction value. In our 
opinion this would place the U.S. valuation legislation in 
conflict with the Customs Valuation Code. 

This same issue arises with the second proposal, which is to 
amend 19 U.S.C. 1401a(b)(l) involving the definition of an 
"assist". Article 8.1(b) of the Customs Valuation Code lists 
items furnished free of charge or at a reduced cost by the 
importer that are to be added to the price actually paid or 
payable for the imported goods. In the U.S. legislation each 
item is defined as an l'assistll. The proposed amendment to the 
assist definition would place the U.S. in the position of adding 
items to the price actually paid or payable that are not 
addit ions under the Customs Valuation Code. Thus, the U.S. 
legislation would conflict with the Customs Valuation Code. 

Your second question requests Customs position on the 
amendments if the proposals do not conflict with the Customs 
Valuation Code. However, as previously discussed, the proposed 
amendments would result in making the U.S. valuation legislation 
inconsistent with the Customs Valuation Code. Therefore, we have 
no comments on this question. 

In your third question you ask whether an amendment to 
section 1059A would be preferable. 5ased on our analysis of the 
conflict that would be created if the Customs valuation 
legislation was amended, Customs would not oppose an effort to 
assist the Internal Revenue Service by amending section 1059A. 
Certainly, Customs would defer to the Internal Revenue Service to 
determine whether the proposed amendment will resolve the 
problems encountered by the Internal Revenue Service in applying 
section 1059A. 
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If you have any further questions on this issue, please 
contact either Tom Lobred or Virginia Brown in the Value and 
Marking Branch, Office of Regulations and Rulings (202) 482-7010. 

sincerely. 

Commissioner 
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States Trade Representative 

OFFICE OF THE UNITED STATES 
TRADE REPRESENTATIVE 

EXECUTIVE OFFICE OF THE PRESIDENT 
WASHINGTON 

20506 

Now on page 11. 

Now on page 11. 

Now on page 3. 
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Johnny C. Finch 
Assistant Comptroller General 
General Government Division 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Finch: 

Thank you far providing us a copy of the draft report to the 
Congress on section 1059A of the Internal Revenue Code. 

One of the options that GAO suggests is available to resolve the 
perceived inconsistency in tne valuation definitions used by tha 
U.S. Customs Service under section 402 of the Tariff Act of 1930 
and the Internal Revenue Service under section 1059A is the 
multilateral renegotiation of the GATT Customs Valuation Code. 
w Draft Report at 20. Another option suggested in the draft 
report is to amend section 402 of the Tariff Act of 1930 either 
to include in the definition of the term "transaction value" 
those expenses paid on behalf of the foreign related party but 
not reflected in the customs value, or to include such expenses 
in the definition of the term massiat.'l m Draft Report at 21- 
22. 

The Office of the United States Trade Representative (WSTRH) 
shares the concerns expressed by the U.S. Customs Service and 
private sector representatives that our trading partners could 
argue that the legislative amendments described above would make 
section 402 inconsistent uith the GATT Custams Valuation Code, 
which could result in a GATT challenge and possible retaliation 
by GATT Code signatories. j&9 Draft Report at 4-5. 

We also note that the Administration does not plan to renegotiate 
in the GATT Customs Valuation Code the treatment of expenses paid 
on behalf of a foreign related party within the context of the 
current Uruguay Round of multilateral trade negotiations. The 
Congress has recently provided an extension of the *'fast track 
procedures" for Uruguay Round agreasente if the President 
notifies the Congress, by December 15, 1993, of hi6 intention to 
enter into an agreement or agreements. In light of this deadline 
and the President's announced desire to conclude the Uruguay 
Round expeditiously. it would not ba feasible at this stage to 
introduce an issue of such complexity into the negotiations. 
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Johnny C. Finch 
Page Two 

Moreover, to the 
in the GAO draft _ 

extent that the amendment to the Code suggested 
report could result in higher duty payments by 

U.S. firms seeking to export goods to other CoUe signatories, it 
is not at all clear that such an amendment to the Code vould be 
in the overall economic interest of the United States. It would 
appear that further study of the economic implications of the 
proposed Code revisions is necessary before the suggested course 
of action should be pursued in multi lateral negotiations. 

Thank you again for the opportunity to comment on the draft 
report. If you have any questions about our comments, please 
feel free to contact Barbara Norton, Director for GATT and Tariff 
Affairs, at (202) 395-5097, or Andrew Shoyer, Assistant General 
Counsel, at (202) 395-7203. 

Sincerely, 

Executive Directo; ior' 
Policy Coordination 

- 
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Now on page 7. 

Now on page 7. 

Now on page 7. 

L 

WABINXNC-N. D.C. 

DATEE JJL 27 193 
FILE: VAL CO:R:C:V 

545358 VLB 

Johnny C. Finch 
Assistant Comptroller General 
General Accounting Office 
Washington, D.C. 20546 

Dear Hr. Finch: 

This is in response to your letter dated June 21, 
1993, requesting the U.S. Customs Service comments on the 
draft report entitled "IRS Administration of Tax-Customs 
Valuation Rules in Tax Code Section 1059Aw ("the Report"). 
Thank you for the opportunity to comment. 

As you know, the appraisement of importations between 
related parties is a complex undertaking, particularly in 
the area of maquiladora operations. As stated on pages 11 
and 12 of the draft report, the preferred method of 
appraisement under section 402 of the Tariff Act of 1930, 
as amended by the Trade Agreements Act of 1979 ("the TM"), 
is transaction value. Transaction value is defined as the 
"price actually paid or payable" for merchandise when sold 
for exportation to the United States, plus certain 
enumerated additions. a, section 402(b) of the of the 
TM; 19 U.S.C. 1401a(b). The term "price actually paid or 
payable" is defined in section 402(b)(l)(a) of the TM as . . "the total payment (e direct or m . . .) made, 
or to be made, for imported merchandise by the buyer to, or 
for the benefit or, the seller (emphasis added)." If 
transaction value cannot be used, Customs must follov an 
established hierarchy of appraisement methods to determine 
the value of imported merchandise. 

As discussed in the Report on page 12, one of the 
additions to the "price actually paid or payable” to arrive 
at transaction value, is the value of any "assists". 
Further, the following statements are found on page 12: 

[ejssentially, according to IRS officials, the 
question raised by the IRS audits was what 
expenses qualified as assists in computing 
transaction value. Custom takes the position 
that expenses not appearing on the books and 
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records of a foreign party, as was the case in 
the technical advice memorandua, are includible 
in dutiable value only if they qualify as assists 
. . . The IRS audits, however, reflected a broader 
definition of what constitute6 an assist. 

Customs ha6 two concern6 about these statements. 
First, Customs is concerned that these statements nay 
create confusion concerning whether transaction value is 
being used as the basis of appraisement or whether computed 
value (section 402(e) of the TM) is being discussed. 
Second, Customs has been studying this issue in great 
detail and has preliminarily determined that many of the 
issue6 relating to appraisement that have been identified 
can be resolved administratively by Customs. 

The first issue, whether the basis of appraiseutent is 
transaction value or computed value arises from the above- 
quoted language because the first sentence references 
transaction value, but then the second sentence diSCU66eS 
expensee that are or are not carried on the book6 of a 
foreign party. As previously stated, the b66iS of 
transaction value is the price paid by purchaser of the 
imported merchandise. Customs adds the value of specified 
item6 to the price, such as assists, the physical items 
that were provided to the seller, to arrive at the 
transaction value. Under this method of appraisement, 
Customs does not use the books and records of either party 
to actually appraise the merchandise as the second sentence 
might imply. In other words, Customs does not add up all 
of the importer'6 booked expense6 associated with the 
imported merchandise to arrive at a transaction value. Of 
course, Custom6 can require the purchaser to Submit proof 
of payment of the declared price. 

Conversely, if merchandise is being appraised under 
computed value, a cost of production methodology, Custom6 
is required to use the figures appearing on the producer's 
books, unless the producer's figure6 are inconsistent with 
the amount6 usually reflected in sales of merchandise of 
the same class or kind as the imported merchandise. 
U.S.C. 1401a(c)(Z). 

isa 19 
Thus, it is under the computed value 

method of appraisement that the issue arises as to which 
expenses are carried on what set of books. 

Finally, the last sentence of the quoted language is 
that "[t]he IRS audits, however, reflected a broader 
definition of what constitutes aesistsOt. As you know, the 
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See comment 3. 
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term "assist" is defined in section 402(h)(l)(A) of the 
TAA. Thus, it is unclear how IRS audit findings can create 
a broader definition of this term. 

In sum, Customs views the issue in a different manner 
than simply are the expenses aSSiStS. That is, the issue 
that has been raised by the finding of the IRS audits is 
can the payments, PLQL, payments for office equipment 
rental fees, removal of trash and legal fees, that the U.S. 
firm is making on behalf of the maqui ladora be included in 
the transaction value of the merchandise. 

With this formulation of the issue in mind, Customs 
has been reviewing the options presented in the draft 
report. One of the options that is discussed to resolve 
the inconsistency that you have identified is for the 
executive branch to attempt to renegotiate specified 
provisions of the Agreement to Implement Article VII of the 
General Agreement on Tariffs and Trade (*'the Customs 
Valuation Code"). we would like to note that the current 
round of multi lateral trade negotiations at the GATT, known 
as the @'Uruguay Round", has been in progress for several 
years. Renegotiat ion of the Customs Valuation Code is not 
currently on the table. Moreover, the current text of the 
Uruguay Round agreements would require all countries to 
accede to the Customs Valuation Code as part of the 
creation of a Multi lateral Trade Organization ("MTOt'). 
Thus, it may be difficult for the United States to find an 
appropriate forum to raise the issue of renegotiating 
provisions of Customs Valuation Code. It is our 
understanding that the U.S. Trade Representative*6 Office 
has also expressed serious reservations concerning any 
movement to reopen negotiation of the Customs Valuation 
Code. 

Clearly, at this point in time, Customs has no 
alternative but to follow the Customs Valuation Code and we 
believe that our interpretations are in compl iance with 
international practice. Nevertheless, Customs is will ing 
to pursue jointly with the IRS actual audits and legal 
reviews to determine whether we could bring the 
interpretations of the tax code and the valuation statute 
closer together. We  would natually have to coordinate the 
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results and findings of these joint audits uith USTR to 
determine what changes might be appropriate. If we decide 
that changes in interpretation are warranted, then we will 
likely have to publish the changes for public comment and, 
perhaps, al low a ngracel' period for industry to alter 
current business arrangements. 

Once again, thank you for the opportunity to comment 
on the draft report. 

Sincerely, 
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The following are GAO'S comments on Customs’ July 27,1993, letter 

GAO Comments to state that direct payments on behalf of related parties and the question 
of whether they were to be included in determining transaction value were 
the issues at hand. 

2. We changed the report to state more clearly that IRS’ approach reflected 
a broader concept of what should be included in transaction value. 

3. The change made under comment 1 above addresses this concern 

4. The report notes disadvantages of this option on page 11 and in the 
characterization of USTR’S comments on page 14. 
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See comment 1. 

DEPARTMENT OF THE TREASURY 
INTERNAL REVENUE SERVICE 

WASHINGTON. D.C. 20224 

AUG-9i933 

Mr. Johnny C. Finch 
Assistant CoUptrollQr General 
U.S. General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Finch: 

We appreciate the opportunity to review your draft report 
entitled "IRS' Administration of Tax-Customs Valuation Rules in 
Tax Code Section 1059A (Report)." 

First, the Report mentions that the IRS and the Customs 
Service have diecusaed the difficulties surrounding the 
administration of IRC section 1059A due to differencea in 
application of pricing and valuation methodologies. However, it 
gives little smphasie to the steps that both agencies have taken 
to establish and develop an on-going working relationship to deal 
with compliance and enforcement problems under section 1059h. 

For example, the Report does not mention that the agencies 
held a joint meeting concerning maquiladora operations and 
section 1059A early this year. As a result of this meeting, 
Customs indicated that certain expenses directly related to the 
manufacturing process, which are paid by U.S. parent companies on 
behalf of the foreign maquiladora entities, could possibly be 
considered dutiable items. Therefore, the IRS would be in a 
position to disallow the items as part of the cost of goods sold 
under section 1059A. If questionable items arise during a tax 
examination, a request may be made to Customs to provide a 
determination as to whether specific operating expense items 
could be dutiable in accordance with some allocation formula. 

The IRS and the Customs Service have signed a formal working 
agreement providing for mutual assistance and the exchange of 
information between OUT agencies. Customs has been providing the 
IRS with information on imports which is useful to our field 
personnel in the development of transfer pricing issues under IRC 
section 482. This could be helpful if a potential section 1059A 
issue surfaces during an examination. 

The agencies have also developed and implemented a formal 
charter for the IRS-Customs Policy Board during the latter part 
of 1992. The role of the Board is to identify issues to be 
commonly addreesed, provide oversight and guidance for the 
formulation and development of major initiatives, formulate 
strategic plane on issues to be cooperatively undertaken, as well 
as to identify and address systematic barriers which impede 
cooperation between the IRS and the Customs Service. 

P 
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See comment 2. 

Second, the Report refers to the problem encountered by the 
IRS in certain maquiladora audits in which certain expenses of a 
Mexican manufacturer are paid directly by the U.S. importer. 
Because the expeneee da not appear on the books of the Mexican 
corporation, they are not included in dutiable value for U.S. 
customs purpoees. 

In our letter to the GAO Acting Assistant General Counsel, 
dated January 7, 1993, which ia included as Appendix VIII of the 
Report, the IRS examined the option of amending section 1059A. 
We think that the Report is misleading to the extent it implies 
that the problem in these cases may be eolved through the use of 
section 162. In this letter, we noted that the IRS may not 
legitimately argue that the expenses are not a cost of goods cold 
and deductible a* such under section 162. Jiowever, the IRS may 
legitimately argue that the expeneee paid by the U.S. importer on 
behalf of a foreign subeidiary are not deductible under IRC 
section 162 and that the expenses may be reallocated from the 
U.S. taxpayer to the foreign eubeidiary under section 482. The 
Report notes the IRS' view that the expenses are costs of gooda 
aold and were the kind of items that vere properly includible in 
cost basis for federal tax purpoaes. In other words, in the 
caBes that we have seen, there has not been an underpayment of 
federal income tax. Any revenue loss to the Government in these 
transactions has been in cuetoms duties. 

Third, one of the legislative options that the Report 
discusses to salve the gap in cuetoms law is an amendment to 
eection 1059A. Specifically, the amendment would provide the IRS 
with the authority to diEallow adjustments for amounts paid by an 
importer for operating expenses that are not reflected in the 
custome valuation. Thus, a taxpayer could not make adjustments 
to ite cost basis for an expenee that did not qualify a8 an 
'Jassietn under 19 U-6-C. sec. lQOla(h)(l)(A} and was not 
reflected in the duty value. 

We think that the proposal to amend section 1059A to fix an 
obvious gap in customs law will have the reeult of forcing 
taxpayers to overpay their customs duties (under current law], or 
will result in denying a taxpayer a deduction for which it is 
clearly entitled to and require the taxpayer to overpay its 
income tax in order to compensate the Government for the 
perceived underpayment of cuetoms duty. In our view, it is 
inappropriate to solve a customs problem through a change in the 
Internal Revenue Code. Rather, the problem should be solved by 
modifying the customs laws or regulations. 

- 
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Fourth, the Report discusses the possibil ity of amending 
customs law to require inclusion in dutiable value the expense% 
of the foreign manufacturer that are directly paid by the 
importer. Specifically, the Report d i%cu%se% amending the 
definition of the term %transaction values to include those 
expenses paid on behalf of the foreign related party but not 
reflected in the customs valuation. This change would not apply 
to imported merchandise that ie appraised on the basis of 
deductive or computed value rather than transaction value. 

In all of the maquiladora cases, duty has been imposed on a 
computed value. Therefore, it is not clear how a change in the 
definition of "transaction value1t under 19 U.S.C. section 
UOla(b)(l) that will not apply to a computed value can solve the 
problem that the IRS has encountered. 

The Report also euggssts that the problem could be solved by 
alnending the definition of "assist." The amendment would define 
assist to include the expenses of a for%@ manufacturer that are 
paid directly by tha U.S. importer. 

The Report stat%% that a change in the definition of the 
term assist would not apply to imported merchandise that is 
appraised on the basis of deductive value rather than transaction 
value. If this statement means, by implication, that a change to 
the definition of assist will apply to imported property 
appraised under the computed value method, the proposal should 
solve the proble% encountered by the IRS in these ca%e%. 

We hope you find these comments useful. 

~i;2c==!b!~ 

nargaret Milner Richardson 
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The following are GAO'S comments on IRS’ August 9,1993, letter. 

GAO Comments working relationships, we have added language on page 8 discussing IRS 
and Customs working together. 

2. Because the relevant IRS district is no longer pursuing the use of section 
162 in this context, we have deleted reference to it. 

3. Although we do not agree that all of these cases used computed value, 
we do agree with the comments about the problems with changing 
definitions. Consequently, we have added the words “computed value” to 
the customs legislative option on page 11 and added a computed value 
section to appendix VI. 
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See comment 1. 

DEPARTMENT OF THE TREASURY 
WASHINCTO)N 

Auqu5t 9. 1993 

Mr. Johnny Finch 
Assistant Comptroller General 
General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Finch: 

Thank you for providing us with the opportunity to review the GAO draft report on section 1059A of the Internal Revenue Code. 
Our comments cn the draft report are set forth below. 

First, you should note that several efforts are underway to 
improve coordination between the Internal Revenue Service and the 
Customs Service with respect to potential issues presented by Code 
section 1059A. I understand that these efforts are described in a 
separate letter to you from the Internal Revenue Service. 

Second, the principal problem that is identified in the draft 
report is a practice of certain U.S. corporations with contract 
manufacturing "maquiladora I' operations in Mexico to pay expenses on 
behalf of the maquiladora operation. (The draft report provides an 
example that illustrates this practice.) Since the U.S. company 
purchases substantially all the output of the maquiladora, the U.S. 
company effectively would deduct these expenses irrespective of 
whether it or the maquiladora incurred them. If the maquiladora 
pays the expenses, the U.S. company indirectly bears the expense 
for tax purposes, plus a mark-up over the cost, when it purchases 
the goods from the maquiladora and includes the purchase price in 
its cost basis or inventory. In the example, however, the U.S. 
company bears the expenses and deducts these amounts as costs of 
goods sold. The substantive difeerence between the two approaches 
is that the 1J.S. company pa:)-. 1~s~ :.a:-: ~hu:: the :xqb i ;clilora pays 
the expenses, because in that case the U.S. company effectively 
bears the expense by including it in its cost basis or inventory, 
m the mark-up that the maquiladora charges over its costs. 
Thus, as described in the example contained in the draft report, 
the U.S. company actually increases its U.S. income tax liability 
when it, rather than the maquiLadora, defrays these expenses. 
According to the draft report, this increased income tax burden is 
more than offset by a reduction in customs duties, because the 
expenses that the U.S. company defrays are not dutiable under 19 
U.S.C. section 1401(h)(l) (A). 

Since the practice described in the report reduces customs 
duties and actually has the effect of increasing collections of 
income tax, we believe that the appropriate solution to the problem 
presented is to modify the customs rules with respect to the 
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definition of an "assist I* that is dutiable under the customs laws. 
If expenses defrayed by the parent were encompassed by the 
definition of an assist, these expenses would be includable in the 
import value of the goods for customs purposes, and it would be 
possible to collect an appropriate amount of duty on such 
transactions. 

An alternative solution set forth in the draft report is to 
attempt to solve the problem by amending section 1059A of the 
Internal Revenue Code. Under this approach the Internal Revenue 
Service would disallow adjustments for amounts paid by an importer 
for operating expenses that are not reflected in Customs valuation. 
Thus, a taxpayer could not make adjustments to cost basis or 
inventory for an expense that did not qualify as an assist and was 
not reflected in duty value. It is our view that the suggestion to 
prevent the evasion of customs duties through amendment of income 
tax provisions would result in the following consequences that are 
undesirable from a tax policy perspective. 

This approach would have one of two results. The first 
possibil ity is that taxpayers will be obl iged to pay more customs 
duty than is legally required if they wish to avail themselves of 
deductions for all the expenses that normally are deductible as 
costs of goods sold. In other words, they would be obl iged to 
include in dutiable value the amount of any expenses that the U.S. 
company bore on behalf of the maqui ladora in order to claim an 
appropriate amount of tax benefits for these expenses, despite the 
fact that U.S. law does not (and would not) include such expenses 
in dutiable value. 

The second possibil ity is that, if a taxpayer does not include 
such expenses in dutiable value, deductions would be denied for 
expenses that otherwise are clearly deductible as costs of goods 
sald. 

As a matter of tax policy, all expenses that are properly 
attributable to a trade or business should be deductible from 
income for purposes of calculating liability for income tax. 
Therefore the second possibil ity described above is unacceptable 
from a tax policy point of view, assuming, as appears to be the 
case, that the expenses at issue are properly attributable to a 
trade or business. The first possibil ity also is undesirable in 
that it effectively would require taxpayers to pay more duty than 
required by law in order to avail themselves of income tax 
deductions to which they should be entitled as a matter of sound 
tax policy. 

Both of these undesirable possibil ities are directly 
attributable to the fact that the proposal to amend section 1059A 
would attempt to remedy a flaw in the customs law through an 
amendment to the Internal Revenue Code. The problem that has been 
identified is a practice under which U.S. importers reduce their 

2 

Page 70 GAO/GGD-94-61 Tax-Customs Valuation Rules 



Appendix XIII 
Comments From the Treasury Department 

customs duties. If, as appears to be the case, the intention of 
the proposal is to cause taxpayers to pay duty as if the expenses 
that the U.S. company incurs on behalf of the maqui ladora were 
includable in dutiable value, the most logical and appropriate 
solution is to modify the relevant provisions of the customs law to 
so provide. 

Thank you again for providing us with the opportunity to 
comment on the draft report. 

Sincerelv. 

Leslie B. Samuels 
Assistant Secretary 
{Tax Policy) 
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The following are GAO'S comments on Treasury’s August 9,1993, letter. 

GAO Comments 1. We note this in our response to IRS comments. 
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