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Introduction

Probably the single most important meth-
od of tax avoidance is by transfer pricing,
which enables transnational corporations
to maximize global profit, and minimize
global tax; the prices of internal corpo-
rate transactions which straddle different
countries are manipulated so that profits
are ’shunted’ to, or made to appear in,
countries with low taxation rates, and
vice versa.

This practice is described by the Orga-
nization for Economic Cooperation and
Development (OECD), ’the rich countries
club’ whose members own and control
most of the world’s transnationals, in the
following language:

”In amultinational enterprise, many
transactions normally take place be-
tween members of the group — sales
of goods, the provision of services,
the licensing of patents and know-
how, the granting of loans and so
on. The prices charged for such
transfers do not necessarily repre-
sent a result of the free play of mar-
ket forces, but may, for a number
of reasons and because the multina-
tional enterprise is in a position to
adopt whatever principal is conven-
ient to it as a group, diverge consid-
erably from the prices which would
have been agreed upon between un-
related parties engaged in the same
or similar transactions under the
same or similar conditions in the
open market.”!

It is clear that intra-corporate transac-
tions now represent a very considerable
proportion of world trade. Evidence com-
piled in a recent United Nations Confer-
ence on Trade and Development (UNC-
TAD) report showed that possibly 30-40
per cent of all international trade is on an
intra-corporate or related-party basis, that
another 30 per cent is likely to constitute
State trading, that a further share of inter-
national trade is captive in nature as a re-
sult of sub-contracting or long-term and
medium-term contractuel arrangements.

The report observed that in the light of
this data and the vast array of other for-
mal and informal links between the major
international trading organizations, it is
apparent that the concept of a freely com-
petitive international trading market is il-
lusory.””?

The scale of these intra-corporate trans-
actions, and the extent of the involvement
of transnational corporations and large in-
ternational trading organizations in world
trade, clearly gives tremendous scope for
the manipulation of prices, with the re-
sultant effect on profits and hence on
both taxable income and national income.
Under-pricing of exports will reduce the
profits of the exporting company and its
taxable income, as well as reducing the
foreign exchange income to the exporting
country; conversely, the over-pricing of
imports will increase the import bill of
the country concerned, in terms of for-
eign exchange, reduce the profits of the
importing company, and hence its taxable
income.

Consequently manipulation by trans-
fer pricing can affect not only profits and
taxable capacity, but also the balance of
payments, and hence the real income of
entire countries, as is made abundantly
clear in the work of Constantine Vaitsos,
Intercountry Income Distribution and
Transnational Enterprises.®

It is important, at the outset, to re-
member that the effects of transnational
corporations on foreign trade, payments
and debts should be examined in their to-
tality, and not simply in terms of the cash
flows of foreign capital, or the restrictions
on trade and payments caused by interna-
tional cartels and transfer pricing. Such a
study was published by the United Na-
tions Centre on Transnational Corpora-
tions in 1981. This study concluded, in
typical UN fashion, that there is no enough
hard information to be absolutely sure of
the effects because so much of world trade
is now trade between different branches
of global corporations which tend not to
inform anybody about it. It is pretty
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clear, however, that transnational invest-
ment benefits the investing country more
than the host country in terms of foreign
exchange, primarily because it increases
the exports of the former into the latter;
global decisions are taken without much
regard to the effects on particular host
countries; large-scale transnational capital
movements destabilize host-country econ-
omies; and traditional methods of control
are futile — new and more industry-spe-
cific methods must be found.*

Transfer Pricing in Australia

The actual extent of transfer pricing in
most countries is very difficult to esti-
mate, since very few reliable statistics are
collected. This is particularly so in Austra-
lia, where the conservative Liberal-Nation-
al Country Party Government has closed
down most sections of the Australian Bu-
reau of Statistics which collected foreign
ownership and control statistics. Given
the very high levels of foreign control of
Australian industries and resources and
the extensive involvement of transnation-
als in Australia’s international trade trans-
actions, the potential for transfer pricing
is very great indeed.

The possible consequences on taxable
income, the balance of payments and na-
tional income can be illustrated by refer-
ence to two examples of the practice
which received a considerable amount of
publicity in 1981—-82; both cases relate
to the Australian bauxite/aluminium in-
dustry.

The first involves Australia’s largest
aluminium corporation, Comalco Ltd and
its subsidiary Commonwealth Aluminium
Corporation Ltd. Comalco is owned by
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two of the largest mineral corporations in
the world, Rio Tinto-Zinc Corporation Ltd
(UK)and Kaiser Aluminium and Chemical
Corporation (US), each of which holds 45
per cent of the shares. It is one of the larg-
est corporate groupings in Australia, with
assets of 1,263 M AUD and revenues of
720 M AUD.

Transfer pricing, because it is internal
to the corporation concerned, is normally
difficult to discover. But as a legal case
regarding Comalco was fought in the High
Court of Australia a great deal of infor-
mation on the corporation’s practices was
produced.

The Commissioner of Taxation argued
that the pricing practices of the Common-
wealth Aluminium Corporation in selling
bauxite mined at Weipa in Queensland to
Japan resulted in a lower profit for the
company in Australia, and hence a lower
taxable income. As a result, the Commis-
sioner used Section 136 of the Income
Tax Assessment Act to reassess the com-
pany’s taxable income and to require it to
pay more tax in Australia. The technique
used by the company has been summa-
rised by one of the High Court judges:

”During the tax years in question
(1967—71) a substantial part of the
taxpayer’s product, bauxite, was
shipped directly to Japan to two
Japanese companies (Showa Denko
and Sumitomo Chemical) although
it had been sold to a Hong Kong
company, Comalco Bauxite Ltd
(HK), 52 per cent of which is owned
by Comalco and 48 per cent by the
two Japanese companies. The Hong
Kong company was intended to and

The Weipa bauxite deposit in Queensland
is one of the richest in the world.

It is exploted by two leading transnational
corporations Rio Tinto-Zinc based in
Great Britain and Kaiser Aluminum
based in the US.

did relatively little except for book
entries. There was no physical de-
livery to it. It simply purchased the
bauxite from the taxpayer, for ex-
ample, at 33 shillings per ton, and
sold it to the Japanese companies at
40 shillings per ton.”*
At the time the taxation rate in Hong
Kong was 12,5 per cent, while in Austra-
lia it was 46 per cent, so that any profits
made in Hong Kong would be taxed at a
much lower rate. The additional taxable
income in dispute in this case was well
over 2 M AUD.
As the Chairman of the Taxation Board
of Review noted:
”] am unable to detect any business
exigency which so far as the tax-
payer itself was concerned required
the interposition of a company be-
tween it and the Japanese custom-
ers. Moreover, the decision to sup-
ply the Hong Kong company with
bauxite at 33 shillings per ton was
one which was voluntarily under-
taken and which in my view oper-
ated to the detriment of the taxpay-
er and to the advantage of its par-
ent. I am of the opinion that the
taxpayer got less for its bauxite that
went to Japan than might be ex-
pected, and that in consequence the
amount of taxable income which
arose from the taxpayer’s business
was also less than might be expect-
ed.”®
Apart from this being a clear examiple of
the use of transfer pricing by a transnatio-
nal corporation, it also illustrates the use
of tax havens scattered around the world
where taxation rates are either very low
or non-existent. As one of the chief exec-
utives of Comalco wrote in a letter to the
Sumitomo Chemical Company:

”Comalco has selected Hong Kong
as the location of the sales compa-
ny as the Hong Kong corporation
tax, at 12,5 per cent, is very much
lower than the corporation taxes in
either Australia or Japan and taxes
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on the profits to be shared can thus
be minimized to the mutual benefit
of both Comalco and the Japanese
participating companies.””’

These tax havens are now used extensive-
ly by thousands of corporations, as places
where profits can be shunted by transfer
pricing to reduce world-wide taxation pay-
ments. Australian companies are increas-
ingly using these havens, particularly those
in the Asian-Pacific region, Hong Kong,
Singapore, and Vanuatu. In this particular
case, the sales by Commonwealth Alumin-
ium Corporation of bauxite to the Hong
Kong company represented about 25 per
cent of CAC’s total sales in the period
1966—74, or over 10 million tons.

Tax havens, however, are not essential
to transfer pricing, as a second example
shows. This relates to exports of alumina
from Gove in the Northern Territory to
Iceland, by the subsidiary of the Alusuis-
se company. There is now clear evidence
that the price at which the alumina was
imported into Iceland was considerably
higher than the recorded export price
from Australia. This meant that the Alus-
uisse subsidiary in Australia reported low-
er profits (since its sale price was lower)
and the Alusuisse-owned smelter in Ice-
land also reported lower profits (because
it was paying higher prices for the import-
ed alumina).
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Such a matter is particularly critical
for a country such as Iceland, which has a
population of only 230,000; the smelter
is the largest foreign entity there, using
45 per cent of all electricity generated in
the country, although it pays less than 10
per cent of the country’s total electricity
bill.

As the table below indicates, the Gov-
ernment of Iceland found an unexplained
discrepancy of 47.5 M USD which the
Government referred to as an ’increase at
sea’. For the period 1971—79 the smelter
company in Iceland reported a total loss
of over 8 M USD while the alumina ex-
porting company in Australia, Swiss Alu-
minium Ltd recorded a trading surplus of
122 MAUD during 1972—79, but appears
to have paid negligible tax.

This experience introduces an intrigu-
ing new category into the economist’s lex-
icon, the concept of ’value added at sea’;
presumably like wine, alumina matures
during the long sea voyage and is worth
much more when it reaches its destina-
tion (!). The Government of Iceland was so
determined to investigate this ’space-age
alchemy’ that it sent an official to Austra-
lia to ascertain the value of the cargo when
it left Australia, and engaged the services
of the auditing firm Coopers and Lybrand
to explain the discrepancy. They found
that about half the mysterious ’floating
value’ could be explained by costs paid in

arrears and ’faulty documentation’, but
there was still a discrepancy of around 25
M USD. Thus the peculiar behaviour of
alumina while at sea deprived both gov-
emments of taxation revenue, Australia
experienced a loss of foreign exchange
revenue due to undervalued exports, and
Iceland had to pay more foreign exchange
because of overvalued imports. The Gov-
emment of Iceland has taken steps to re-
cover its lost revenue, but to date the Gov-
emment of Australia has done nothing.

Other Tax Avoidance Techniques

Apart from transfer pricing, there is a
wide variety of other techniques that cor-
porations can use to reduce their taxation
payments, and there is no doubt that tax
avoidance and evasion has become a ma-
jor business in Australia. A report pub-
lished by the Australian Senate Standing
Committee on National Resources, the
Development of the Bauxite, Alumina
and Aluminium Industries, in 1981, doc-
uments the ability of the companies in
the industry to engage in transfer pricing
to avoid taxation payments. It also calls
for a review of the provisions applying to
the tax deducibility of capital expendi-
ture in order to remove the possibility of
their being used primarily to avoid taxa-
tion liability in the mining industry. The
Australian Treasury, in its submission to
the Committee, notes that through the
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