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This paper draws upon the experiences of the Fiscal Affairs Department staff dealing with customs reform in developing countries and on “Modern Customs: Challenges and Strategies for the Reform of Customs Administration” (International Monetary Fund, forthcoming). 

I.  Introduction

The WTO Agreement on customs valuation (hereafter referred to as the Valuation Agreement or the Agreement) stipulates that value for customs purposes should be determined on the basis of the price paid or payable by the importer in the transaction that is being cleared by customs. When the transaction value (defined in Article 1 and 8 of the Agreement—which for the most part is based on the selling price in the export transaction) cannot be used, the Agreement lays down five specific alternative methods to be used in sequential order.

Most countries have recognized the benefits of the Agreement. According to World Customs Organization (WCO) estimates and the experiences of countries that have implemented the Agreement, at least 90 percent of the number of valuation transactions are carried out according to method 1, that is, the selling price in the export transaction. This leaves about 10 percent of trade transactions which require a more complex approach based on the application of the other methods.

Because of the perceived risk to their customs revenue, a number of developing countries have been reluctant to apply the Agreement. Developing countries acceding to WTO membership were given the right to delay implementation of the valuation provisions for a period of five years. Recognizing the risk and difficulties in establishing the value of goods, a decision taken by ministers during the Uruguay round of trade negotiations has reaffirmed the rights of customs to challenge the declared value when it has reasonable doubts about its truth or accuracy.
 Moreover, there are other specific provisions in the Agreement that developing countries can use.

The main purpose of this paper is to provide background information on issues and possible strategies for technical assistance in customs reform with a particular focus on the implementation of the Valuation Agreement. It addresses the following questions: What is the IMF experience in customs reform and valuation reform? Are the Valuation Agreement provisions too difficult to administer? What are the possible strategies to address these difficulties and help developing countries implement the Agreement? 

II. IMF experience in customs reform and valuation issues

A.  Overview on IMF Technical Assistance to Customs Administrations

The Fiscal Affairs Department (FAD) of the IMF provides policy and technical advice on public finance issues to member countries both indirectly through contributions to the work of the Fund’s area departments and directly through technical assistance. This includes technical assistance to customs administrations. Table 1 below shows FAD technical assistance activities for the period 2000–01 in the customs area.
 TC "Table 1.4. IMF Technical Assistance in Customs Administration"\f A Table 1. IMF Technical Assistance in Customs Administration, 2000–01


Missions 1/
Expert Person-months 2/

Total
53
125

   Of which:



      Africa
18
                           62

      Asia and Pacific
  7
   28

      Eastern and Central Europe
  5
     3 

      Baltics, Russia, and other CIS 
  8
  12

      Middle East 
  5
  16

      Western Hemisphere
10
   4

Source: Staff calculation.

1/ Missions typically last two weeks and have three members. In some cases, joint customs and tax administrations missions are undertaken. 

2/ This includes long-term (more than six months) and short-term assignments. Some of the latter may be undertaken on a repeated basis

FAD’s advice related to customs administration reform focuses primarily on the legislative and procedural changes required to secure revenue in the most effective and efficient way possible. While OECD countries rely less and less on revenue from import duties, for low and middle income countries, customs duties continue to produce significant revenue both as a percentage of GDP and of total tax revenue. This, combined with the significant amounts of revenue from other taxes on imports, notably the value-added tax, makes it clear that the role of customs administrations in collecting revenue has not diminished for the majority of countries. 

Table 2 shows the continuing importance of the revenue that governments collect on trade, both imports and exports. In Africa, more than one-third of total revenue still comes from trade taxes (including VAT on imports), whose relative importance increased over the 1990s. Elsewhere in the world there is a clear downward trend, but reliance still remains high: one-fifth of all revenues in Asia and the Pacific, and one-quarter in the Middle East.
 

 TC "Table 1.2. Trade Taxes as a Share of Total Tax Revenue"\f A Table 2. Trade Taxes as a Share of Total Tax Revenue

Region
1980
1990
1998 

All countries




OECD 1/
  4.7
  2.7
  1.1

Non-OECD
24.2
20.5
17.7

    Africa
38.6
31.9
37.5

    Asia and Pacific
29.0
27.6
19.2

    Middle East
31.7
28.9
25.2

   Western Hemisphere
24.9
14.3
14.2

         Sources: Various issues of: IMF, Government Financial Statistics and 

        World Economic Outlook; OECD, Revenue Statistics.

        1/ Excluding Czech Republic, Hungary, Luxembourg, and Poland.

In relation to indirect taxes, customs administration has a crucial role. These taxes are generally levied on the destination basis, meaning that all domestic consumption of any given commodity—whether domestically-produced or imported—is taxed at the same rate, while exports leave a country tax-free. It then falls to customs to play a pivotal part in ensuring that commodities entering a country are brought into tax, and that commodities claimed to be exported (and so relieved of domestic tax) are indeed transferred abroad, and not diverted to the domestic market. In the case of both, import and export transactions, customs valuation is a key element of the tax assessment process. With the continuing rise of the VAT, this aspect of customs’ role is sure to become even more important in the coming years.

Although not directly related to the main topic of this seminar, it should be noted that Government agencies of both developed and developing countries are also interested in the analysis and control of trade price data, relying in most cases on statistics from customs values, as a means of monitoring illegal activities and transactions. In addition to countering under-invoicing, developing countries are also interested in the control of international trade pricing data—that is, import and export values—to protect themselves from over-invoicing which results in capital flight and income tax fraud and revenue loss.

B.  Implementation of the Valuation Agreement

General observations and issues

As a result of the global economic context described above, the implementation of the Valuation Agreement, which protects both the interests of traders and a government’s budget, is a key priority for developing countries. However, valuation certainly presents one of the greatest risks of fraud, corruption and collusion arising from trade transactions. With respect to the import clearance process, one of the most significant causes for delay and complaint lies in the method of determining customs value, especially in those countries which still do not apply the Valuation Agreement. 

There are also many important problematic policy and procedural issues and factors that can directly or indirectly lead to difficulties in the introduction/implementation of the Valuation Agreement. These include for example:

·  High tax and tariff rates—a dramatic example is in the area of high excise duties, particularly on tobacco and alcohol, where high rates can lead to valuation fraud, the bribery of revenue officials, smuggling and organized crime;

· A complex system of  exemptions—discretionary exemptions, in particular, when granted by ministers and/or the head of the customs administration, create the opportunity to engage in corrupt practices; they usually target high value and highly dutiable goods; they undermine the fairness of the tax and valuation system and encourage noncompliance by importers;

· Bureaucratic procedures—those for pre-approval of the import or export value; and the associated multiple forms and steps that require stops at many desks, can each be associated with a fee to facilitate processing;

·  Weak internal control systems—too little attention is paid to the implementation of control systems and internal audit that would make it difficult and risky for officials to engage in corrupt practices.

Specific issues relating to valuation

IMF experience is that valuation fraud is a serious problem in many developing countries. This is exacerbated by a generally poor level of tax compliance, a tendency for many importers to deliberately maintain poor records, and the existence of special relationships with suppliers. 

During the course of missions and field visits, it is indeed common for IMF missions to be informed that importers have links with suppliers/traders who are willing to participate in the falsification of documentation. In a number of countries visited, especially in Asia and Africa, cargo may arrive on feeder vessels, after being transshipped in other ports, again providing the opportunity to alter documentation.

Many customs officials visited by IMF officials fear that implementation of the WTO valuation rules would require them to simply accept the declared-transaction value—even when clearly unreasonable—unless the authenticity of the supporting invoice can be unequivocally disproved by the authorities.

Specific recommendations on how to address valuation issues are often greeted with grave doubts by customs officials on their feasibility in the short or medium term, even when they are integrated into a proposed strategic plan, are associated with risk analysis and management, and target post-clearance and audit techniques. In fact, the key issue here is mainly a lack of  willingness and support from the highest authorities to address the basic problems associated with customs reform.

III. Possible strategies and approaches to technical assistance

Article 20.3 of the Valuation Agreement states that WTO member countries “shall furnish, on mutually agreed terms, technical assistance to developing country Members that so request. On this basis, developed country Members shall draw up programs of technical assistance which may include, inter alia, training of personnel, assistance in preparing implementation measures, access to sources of information regarding customs valuation methodology, and advice on the application of the provisions of the Agreement.” 

A.  Need for Coordination of Technical Assistance

There are many providers of technical assistance in modernizing customs administrations.
 The IMF is one of them. The World Bank has also attached considerable importance to customs reform, and has been especially active in the support of large reform programs. The WCO itself also provides training and technical assistance, particularly in relation to the harmonized system and valuation rules. Much assistance is also provided by regional organizations—such as CIAT
—and on a bilateral basis. 

Indeed technical assistance on customs administration has received renewed emphasis in recent years as part of the wider effort to integrate poorer developing countries more fully into the world trading system. Most notably, the ministerial declaration following the meeting of the WTO in Doha in November 2001 called for a substantial increase in resources devoted to these activities.

One important point is that there is considerable agreement among technical assistance providers, and some of the recipients, as to both the importance of modernizing customs administration and the practical steps that this requires. Coordinating all this work activity is a challenge and it has become an increasingly difficult and urgent task. 

This has been taken up under the Integrated Framework for Trade-Related Technical Assistance of the WTO, which seeks to bring together the work in this area of the IMF, ICC,
 ITC,
 UNCTAD,
 UNDP,
 World Bank, and WTO.

With respect to technical assistance to help implement the Valuation Agreement, there are two preliminary key questions: can technical assistance to help implement the Agreement be delivered without consideration of the other components of a customs reform? Do private sector companies, including preshipment inspection (PSI) companies, have a role?

B.  Implementing the Valuation Agreement within an Overall Customs Reform Plan

It is difficult to imagine the development of a technical assistance program that would concentrate solely on the implementation of the Agreement, and be initiated in isolation of other customs reform components. This is because:

· An important aspect of modern customs operations is that not all consignments are verified as they are cleared. Verifications are selective, based on risk. Through effective risk management, customs will have the ability to detect the most significant violations including in the valuation area. Valuation is one part of the risk identification program. 

· In-depth control of import values is best suited to post-release verification and audit. It is necessary for customs to rely on the analysis of information both from declarations and from other sources. In some cases it may also be necessary for customs to ascertain a number of facts about the transaction (e.g., relationship between the buyer and seller). The information may not be readily available prior to the release of the goods and can only be determined through correspondence with the importer or via an audit.

· Implementing control procedures based on risk assessment and selectivity means significant infrastructural changes within a customs organization. It requires further development of an intelligence structure, less officers for physical and documentary examination, and more auditors and investigators.

· Moreover, it has been found that the best way of implementing the measures necessary to verify value is to organize the control function with clearly defined roles for the local, regional, and headquarters offices.

For all these reasons, technical assistance in the valuation area should be certainly timely but fully integrated in a strategic plan for reform.
 Selecting and training staff to support valuation control should certainly be initiated at the early stage of such a reform process. 

C.  Role of Pre-shipment Inspection Program and Private Sector

The use of private sector companies, including the use of preshipment (PSI) inspection companies, has been largely restricted to developing countries and countries in transition where there are significant problems of corruption and/or lack of capacity, or in post conflict countries where there has been a need to implement quickly a customs administration following the cessation of hostilities. These programs have proved to be very beneficial in a number of countries.

Over time, there have been changes in the way in which some countries have made use of  private and PSI services. A number of governments are moving away from the normal system of a blanket-PSI coverage and instead have turned to innovative solutions, specifically aimed at key problem areas, including to assist in building up database and information systems. These companies may also provide useful supplementary services in customs areas such as laboratory analysis, gathering of price information, data management and development of computer systems.

In the context of the implementation of the Valuation Agreement and for valuation control purposes, private sector and PSI companies can provide technical assistance in establishing automated prices reference systems and valuation data specific to the importing and exporting country. Building such systems is recognized as a daunting task. The approach, as often discussed by the IMF with a number of countries, is to proceed in phases, starting with pilot testing of automated scanning systems that would download information from risk commodities. IMF missions also recommend a methodology, especially for developing countries with severe problems of under invoicing, that gives priority to those commodities that generate the bulk of customs revenues. It is recognized that the 100 or 150 most important revenue-generating categories of imports in a large number of small and medium developing countries may yield more than 60 percent of total customs revenue collections, and may still be largely under-invoiced.

IV. CONCLUSION

Clearly implementing the Valuation Agreement in the context of programs to modernize customs is a key priority for the IMF because of both the revenue implications and the benefits associated with trade facilitation. 

Coordinating technical assistance in customs reform and valuation reform is a challenge and has become an urgent task.

If the local administrative capacity is particularly weak, the use of private services in technical areas may be appropriate. These services should also be integrated into an overall customs reform program. 


At the outset, a firm commitment at the highest political and administrative levels is required to ensure the benefits of technical assistance on customs valuation. As a matter of national policy, a low-tolerance approach and a firm attitude towards tackling blatant undervaluation should be a constant concern of the authorities.

ANNEX I  

GATT Valuation Agreement

One of the results of the Tokyo round of GATT trade negotiations was the Agreement on Implementation of Article VII of the General Agreement on Tariffs and Trade (generally referred to as the GATT Valuation Agreement). It officially came into force on January 1, 1981 and was adopted by various signatories from the mid-1980’s onward. Many of the countries that participated in the negotiations were of the view that it was important to establish rules for the valuation of imported goods as customs valuation is a major feature of tariff systems. It is also an important element in a variety of other aspects of international trade, such as, statistics, quota and licensing arrangements, taxes and other charges levied on imports, and in the application of preference systems. The Tokyo round had as one of its major goals the reduction elimination of non-tariff barriers and it was recognized that certain valuation practices could have restrictive effects on international trade.

The agreement is intended to provide a fair, uniform, and neutral system for the valuation of goods for customs purposes, that conforms to commercial realities and that prohibits the use of arbitrary or fictitious customs values. It provides, as its basis, the use of transaction value (selling price) between buyer and seller. At the same time, it provides alternative methods to be used in sequential order for determining value when the transaction value cannot be used. These methods are summarized, as follows.

Transaction value (Articles 1 and 8). This method focuses on the value which a purchaser and vendor attach to goods in an open market. For the most part, value is based on the selling price in the export transaction.

Transaction value of identical goods (Article 2). Where the transaction value cannot be used, this method provides for the determination of value based on the transaction value of identical goods exported at or about the same time, in the same quantities, and at the same level of trade as the goods being valued.

Transaction value of similar goods (Article 3). Where neither of the first two methods can be used, the transaction value of similar goods produced by the same producer is used. The conditions respecting quality, level of trade, etc. are the same as in the second method.

Deductive method (Article 5). If the imported goods cannot be valued using the first three methods, value may be determined based on the sale price in the country of importation from which certain costs (e.g., expenses and profits) are deducted.

Computed method (Article 6). This method provides for the determination of value based on the costs of material and production in the country of export plus certain other costs (e.g., packing, engineering, and development work). In addition, amounts for profit, general expenses, and insurance are also included in the value.

Fall-back method (Article 7). Value can be determined based on any of the previous methods as adjusted in a flexible manner to account for special circumstances (e.g., it may be necessary to provide an alternative method to value used automobiles).

Decision Regarding Cases Where Customs Administrations have

Reasons to Doubt the Truth or Accuracy of the Declared Value 

Ministers invite the Committee on Customs Valuation to take the following decision:

-
Reaffirming that the transaction value is the primary basis of valuation under the Agreement on Implementation of Article VII of the GATT 1994 (the Agreement);

-
Recognizing that the customs administration may have to address cases where it has reason to doubt the truth or accuracy of the particulars or of documents produced by traders in support of a declared value;

-
Emphasizing that in so doing the customs administration should not prejudice the legitimate commercial interests of traders;

-
Taking into account Article 17 of the Agreement, paragraph 6 of Annex III to the Agreement, and the relevant decisions of the Technical Committee on Customs Valuation;

The Committee on Customs Valuation decides as follows:

1.
When a declaration has been presented and where the customs administra​tion has reason to doubt the truth or accuracy of the particulars or of documents produced in support of this declaration, the customs administration may ask the importer to provide further explanation, including documents or other evidence, that the declared valued represents the total amount actually paid or payable for the imported goods, adjusted in accordance with the provisions of Article 8. If, after receiving further information, or in the absence of a response, customs still has reasonable doubts about the truth or accuracy of the declared value, it may, bearing in mind the provisions of Article 11, be deemed that the customs value of the imported goods cannot be determined under the provision of Article 1. Before taking a final decision, the customs administration shall communicate to the importer, in writing if requested, its grounds for doubting the truth or accuracy of the particulars or documents produced and the importer shall be given a reasonable opportunity to respond. When a final decision is made, the customs administration shall communicate to the importer in writing its decision and the grounds therefore.

2.
It is entirely appropriate in applying the Agreement for one Member to assist another Member on mutually agreed terms. 

Main Components of a Customs Reform Program

Actions at the policy level

Actions at the policy level includes trade and tariff areas. It also includes the formulation and implementation of administrative policy matters. These are areas where assistance from multilateral or bilateral sources may be useful. 

In the area of trade and tariff policy
Eliminating as far as possible trade and non tariff restrictions. Too many approvals for foreign trade licenses and other permits to import and export, create the opportunity to engage in corrupt practices. 

Rationalizing and simplifying the import tariff structure by reducing the level of rates and the number of rates. At a maximum rate of, say, 20 percent, incentives for bribing officers should be diminished. By reducing the number of rates, classification problems and opportunities for discretionary decisions and wrongdoing are reduced and better detected.

Eliminating as far as possible exemptions and exceptions to the tariff.  It is virtually impossible to eliminate all exemptions; however, customs and tax legislation should be drafted to include all exemptions in the law and to eliminate the discretionary power of Ministers and government officials to grant exemptions.

In the area of administrative policy

Provision of adequate salaries or, if special scales for customs officers were unacceptable because of statutory provisions, introduction of bonus schemes or other systems to supplement salaries.

Making the service more professional through appropriate recruitment and personnel development systems, including the establishment of an effective customs career in which promotion would depend principally on performance, training and the passing of tests.

Provision of the necessary resources and introduction of an appropriate organizational structure.

Application of an effective disciplinary system based on a code of conduct. In this respect, the code of conduct must include a description of the disciplinary actions that will be taken if unacceptable behavior is discovered (for example: acceptance of gifts, favors, or benefits to influence decisions; information from customs declarations used by employees or disclosed in an unauthorized manner; and activities that are in clear conflict with an official position).

Establishing a system of performance standards. For importers, it is very important that they know the time that the goods will be under customs control, as this can significantly affect estimates of inventory requirements. By establishing service standards and making them known to staff and to importers and exporters, an administration can establish monitoring mechanisms to identify transactions, offices, and officers that do not meet the required standards. 

Actions at the procedural and operational levels 

Simplification of procedures, selective examination and verification, modernization of the customs legislation, internal controls and management systems, and computerization are crucial areas for customs reform. Some of these technical areas might benefit from the involvement of PSI companies. 

Modernizing the customs legislation in order to eliminate outdated provisions, which sometimes lead to complicated procedures giving scope for malpractice.

Simplification of procedures, based on the principles on the revised Kyoto Convention. To be effective and to reduce the opportunities for corruption, such a system should be based on the following: 

Aone-step process:  customs declaration should be lodged at the reception counter of the customs office and the paperwork processed by the administration with no further need for contact, until that processing has been completed.

Minimum information and documentation requirements customs administrations must define their information and documentation needs in a way that minimizes administrative requirements upon the importers and exporters.

Consistent interpretations. Importers can only be expected to self-declare their liabilities in an environment where the interpretation of the laws is consistent and procedures are standardized, with each transaction treated in the same way as the previous one. 

Introduction of selective verification and examination systems and systems of counter-verification.

Effective internal control and management information systems, with internal auditors or inspectors reporting directly to the Director General.

Providing the staff with clear instruction manuals outlining the procedures they are required to apply, and making customs procedures transparent to the trading community.

Introducing computerization and ensuring that computer systems meet the objectives set out by management. The introduction of computerization, perhaps more than any other change, provides the opportunity to implement standardized procedures that help improve revenue performance and leave little opportunity for the discretion of officials.

� When the transaction value (Articles 1 and 8) is not accepted, the five alternative methods to be used in sequential order are: the transaction value of identical goods (Article 2), the transaction value of similar goods (Article 2), the deductive method (Article 5), the computed method (Article 6), and the fall-back method (Article 7). See Annex I below on the GATT Valuation Agreement. There are also three annexes to the Agreement dealing with the special role of the WTO valuation technical committee.





� See Annex II on the ministerial “Decision Regarding Cases Where Customs Administrations Have Reasons to Doubt the Truth or Accuracy of the Declared Value.”





� These concern mainly the retention of a minimum values system; delay in application of the computed value method; reservation of the right of an importer to reverse the order of Articles 5 and 6; and reservation related to valuing goods for further processing. 


�This section draws from James Walsh’s paper on “The Role of the IMF in Technical Assistance to Customs” presented in a WTO workshop in May 2001 on “Technical Assistance and Capacity Building in Trade Facilitation.” 


� These figures do not mean, it should be emphasized, that there has not been significant trade liberalization. Trade liberalization is not simply a matter of cutting tariffs and export taxes, but of lightening a whole range of restrictions on trade flows. In fact, IMF experience in customs tariffs policy reforms shows that, when the initial level of protection is relatively high, even  small reductions in tariffs levels can often lead to an increase in customs revenues (see Ebrill, Stotsky, and Gropp—IMF Occasional Paper No. 180).


� The WTO lists over 50 providers of trade-related technical assistance.


� Inter-American Center of Tax Administrations: this brings together the tax administrations of the Americas.


� International Chamber of Commerce. The WCO and the ICC have recently issued a joint statement with a commitment to assist developing countries with their obligation to implement the Valuation Agreement.


� International Trade Centre.


� United Nations Conference on Trade and Development.


� United Nations Development Program.


� Most customs administrations are organized along these lines, however, in geographically small countries, or in countries where most of the commercial activity is concentrated in one or two locations, there may not be a need for regional offices.


� See IMF’s recommendations on the main components of a customs reform program in Annex III.


�This is a reproduction of the text of a decision taken by ministers during the Uruguay round of trade negotiations.
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