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Introduction
This book on black money and tax havens has been in the pipeline for nearly a decade. I became interested in the subject around the year 2000 when the then-NDA (National Democratic Alliance) government headed by Atal Bihari Vajpayee initiated a treaty with Mauritius which paved the way for large inflows into Indian capital markets through what popularly became known as the ‘Mauritius route’. I saw it as paving the way for manipulation.
To understand how this can happen, it is necessary to delve a little bit into certain details about the corporate taxation regime in our country with special reference to taxation as it applies to multinational corporations. India has a Double Tax Avoidance Agreement (DTAA) with many countries, including the USA. All these agreements stipulate that taxes are to be paid in that country where profits are made. For instance, if Foreign Institutional Investors (FIIs) earn profits by trading in Indian stock markets, then they are bound to pay the capital gains tax in India, and the dividend tax in the USA. The only exception to this rule is via the DTAA with Mauritius where any company registered in Mauritius need not pay taxes in India. The then Finance Minister, Yashwant Sinha—got the Central Board of Direct Taxes to issue a circular (No. 789) to treat all FIIs registered in Mauritius as residents of Mauritius. Mauritius does not have a capital gains tax. This being the case, the issue of taxes does not arise.
Here’s how the DTAA could be manipulated. Assume a pension fund, PF Inc., incorporated in the United States and then registers as an FII in India. The US-based pension fund also opens a subsidiary called PF Mauritius Ltd. in Mauritius and registers as a ‘sub-account’ of PF Inc. in India.
This company then issues a Participatory Note (PN) to ‘any entity’ which intends buying shares in India through the stock exchange. A foreign broker in India executes an order for the sub-account of the FII that is actually for the benefit of the holder of the PN. A rate of commission varying between 1.5 per cent and 2.5 per cent of the transacted value is paid as buying/selling and custodial charges. The funds thus flow into Indian stock exchanges
According to SEBI, ‘this mechanism of trading through PNs outside India is utilized by FIIs to enter into transactions for clients who are otherwise not eligible for registration as (an) FII to trade in Indian markets or for those who may or may not be eligible but who want to hide their identities. Further, these PNs can enable the participant to whom these instruments are issued by FIIs to take benefit of the Mauritius Double Taxation Avoidance Treaty.’
Then in 2007, I wrote that PNs were harmful to our economy since they help in round tripping:
Participatory Notes are a slap on the face of every citizen who is an investor. To invest in shares one has to fill up umpteen forms and provide proof of residence, PAN number, and so on. But for PN investors, the system is totally silent, even on basic information. Why not have confidence in the India story and realise that we can get funds with addresses without offering such anonymity?1
This has to also be seen in context of concerns expressed by the then National Security Advisor M. K. Narayanan regarding the possibility of terror funds coming through financial markets in 2007.2
These two incidents set me on the trail of black money, so to speak. Soon, the issue of tax havens too became an area of interest given that it was an area closely connected to black money.
Then, something interesting took place in the beginning of 2008. Germany presumably stole data from Liechtenstein Bank regarding tax evaders who had kept illicit money in that bank. They offered this data free to other countries. Initially, India did not show much interest. But, after I sent mails to all Members of Parliament (MPs), the then-leader of the opposition, Shri L. K. Advani pressurized the government to collect data on Indians who had kept funds illegally in that bank.
The government of the day asked for details from Germany but under the terms of the double taxation treaty. This implied that the names would not be revealed. Parallelly, the well-known lawyer and politician, Ram Jethmalani filed a petition in the Supreme Court to constitute a Special Investigative team (SIT) to look into the issue of illicit money kept abroad.
While the court did give a favourable decision in 2011, the UPA government did not act on it. Shri L. K. Advani, however, had already constituted a team (much earlier) consisting of Shri Ajit Doval, the current National Security Advisor, the lawyer, Mahesh Jethmalani, the financial expert, S. Gurumurthy and myself to study the issue of black money. Our report was released in two parts in 2009 and 2011.3
Of course, much water has flown down the river Ganga since then. Among the many issues that the ‘India Against Corruption’ grouping highlighted in its protests in 2011 was the issue of black money. This was also supported by Baba Ramdev and Sri Sri Ravishankar. Later, the political party Aam Aadmi Party (AAP) emerged out of this movement.
In fact, the entire period of 2009 to 2014 can be categorized as a period of turbulence against domestic and foreign black money. The said period also witnessed innumerable scams connected to the Commonwealth Games, spectrum allocation in the telecom sector, and allocation of coal blocks and so on. In a sense, the government formed in 2014 by the NDA can be seen as a culmination of all these movements and the stress was on probity in public life.
This book is an outcome of being a participant in, and an observer of, that journey.
Black Money
Black money has two inter-connected dimensions—domestic and global.
Domestic illicit money is associated with corruption and tax evasion. But all black money is not due to corruption even though all corruption leads to black money. For instance, you may visit a doctor and pay him cash of say, Rs. 500 as consultation fees. If he does not show it in his income, then in a sense it is black money. So is the case of payment in cash in a petrol pump which may not be included in their income and subsequent tax calculation.
But it is also to be noted that all income on which taxes are not paid is also not black money. For instance, agriculture income in India is not taxed. Agriculture constitutes nearly eighteen to twenty per cent of our Gross Domestic Product (GDP) and so the entire agricultural income cannot be termed as black money since it is untaxed.
Hence there is a need for caution in discussing black money which is both a flow on an annual basis and a stock in terms of wealth like land or gold. It is to be recognized that when an asset like land is acquired by partly black currency, then it stands to reason that the seller possessed the currency and then transferred ownership to another. Therefore, black money is never obliterated by black assets as is the popular belief. It merely changes hands.
There is another assertion which is made that hardly one percent of Indians pay income taxes. This too is not fully borne out by facts. Actually, in our country there are nearly 250 to 300 million (25 to 30 crore) families of which around 90 to 100 million (9 to 10 crore) are rural and agriculture-dependent and hence need not pay taxes on their income. So nearly 150 to 200 million (15 to 20 crore) are taxable and 50 million (5 crore) of these are submitting returns. Except in urban areas, double-income families at tax brackets is not very common. From that point of view, around 25 to 30 per cent are in the tax net which is not a small number.
The issue of black money has been one that has concerned several governments. Consequently, there have been several government committees and other economists’ estimates regarding domestic black money. An attempt has been made to discuss this idea in depth and detail.
Tax Havens
The other important aspect that constitutes a considerable portion of this book is the amount of illicit money kept abroad in various tax havens by Indians.
Raymond W. Baker, a Harvard and Brookings scholar, did the first serious work on the global stock of illicit money. His book Capitalism’s Achilles Heel—Dirty Money and How to Renew Free Market System (2005) estimates the stock of illicit money at $11.5 trillion, to which one trillion gets added annually. Around $500 billion a year flow to the rich from the rest, according to Baker.
Aided by the Ford Foundation, the Baker-headed Global Financial Integrity organization (the GFI is a programme of the Washington-based Centre for International Policy) has estimated country-wise flows of illicit money.
It puts the outflow from India during 2002-06 at $137.5 billion (Rs. 6.88 lakh crore). Going by that figure, one wonders how much more could the loot since 1947 be? Dev Kar, who was involved in the GFI study, has clarified that the GFI estimates of the loot from India are an understatement.
Organization of the Book
After this brief introduction, in Chapter 1, we deal with issues of black money and corruption followed by Chapter 2 on domestic black money and its estimates. Then in Chapter 3, we discuss the history and functions of tax havens and in Chapter 4 about funds flow, benefits and rankings of tax havens. Chapter 5 is entitled ‘Blood Money’ elaborating that illicit money is not just about tax evasion but also about drugs, arms and human trafficking.
Chapter 6 deals with estimates of illicit money in tax havens and Chapter 7 attempts to provide a region-wise picture followed by Chapter 8 which deals with the amount of illicit Indian money in tax havens.
Chapter 9 deals with multinational corporations and tax havens and Chapter 10 focuses on specific country experiences—like that of Philippines, Egypt, Libya etc. In Chapter 11, we look at the Panama Papers since the revelations about Mossack Fonseca & Co have shaken up the global financial and political world. Chapter 12 deals with the reforms talked about by global institutions and the emerging new global financial architecture.
This field is an emerging story with each day bringing newer developments and newer demands by well-meaning leaders to rein in the tax havens. Even the terminology about these locations has changed from ‘innovative or modern financial centres’ to ‘off-shore financial centres’ to ‘tax havens’ to ‘secretive jurisdictions’ indicating the growing level of discomfort about these locations.
The coming decade will deal with these issues more vigorously since in the name of globalization many unsavoury acts have been justified and in a sense propagated as ‘greed is great’.
In fact, the idea of consumption-led growth and greed has become the norm. On May 18, 1986, Ivan Boesky gave the commencement address at the University of California at Berkeley’s business school. ‘I think greed is healthy,’ he told his enthusiastic audience. ‘You can be greedy and still feel good about yourself.’ A few months later, Boesky was indicted on the charges that would land him in Southern California’s Lompoc Federal Prison, also known as Club Fed West. But greed continued to be the norm rather than the exception.
The coming years hopefully will change that.



1
Black Money and Corruption
Black money is simply income on which taxes have not been paid. Every time you buy something without a bill, you may be facilitating black money generation.
While all black money generation is not due to corruption, all corruption results in black money. When a government servant gets a bribe for a favour done, then he generates black money since that amount will not be shown for tax. That is a clear case of corruption generating black money.
As stated in the introduction, when you go to a doctor and pay him say Rs. 500 in cash without receipt or buy petrol without a bill, then you are generating black money since the doctor or the petrol station may not show your amount as received and that amount is therefore not counted for tax purposes. But this act of buying without a receipt or bill does not involve corruption.
Generally, the money, which is earned by means of illegal methods, is considered as black money, and the money earned by legal methods but hidden for paying income tax (also called tax evasion), is also called black money. Both these instances have been discussed in the situations above.
We cannot deny the fact that black money and corruption feed into each other, spread across the nation and penetrate deeply into the economic system. It is very difficult to eliminate corruption, not only in India but also in most of the countries across the world. In fact, corruption has existed from ancient times.
Definition of Black Money
Black money is earned through illegal activity and, as such, is not taxed. Recipients of black money must hide it, spend it only in the underground economy, or attempt to give it the appearance of legitimacy through illegal money laundering.4
This definition of black money is in consonance with the definition used by the National Institute of Public Finance and Policy (NIPFP). In its 1986 report entitled Aspects of Black Economy, the NIPFP defined ‘black income’ as ‘the aggregates of incomes which are taxable but not reported to the tax authorities’. Further, black incomes or unaccounted incomes are ‘the extent to which estimates of national income and output are biased downwards because of deliberate, false reporting of incomes, output and transactions for reasons of tax evasion, flouting of other economic controls and relative motives.’5
There is no uniform definition of black money in academic literature or economic theory. In fact, several terms with similar connotations have been in vogue. They include ‘unaccounted income’, ‘black income’, ‘dirty money’, ‘black wealth’, ‘underground wealth’, ‘black economy’, ‘parallel economy’, ‘shadow economy’, and ‘underground’ or ‘unofficial’ economy.
All these terms usually refer to any income on which the taxes imposed by government or public authorities have not been paid. Such wealth may consist of income generated from legitimate activities or activities which are illegitimate. Smuggling, illicit trade in banned substances, counterfeit currency, arms trafficking, terrorism, and corruption are examples.
The broader meaning would necessarily encompass and include money derived from corruption and other illegal ways—including drug trafficking, counterfeiting currency, smuggling, arms trafficking etc.
It would also include all market-based legal production of goods and services that are concealed from public authorities for the following reasons:
	to evade payment of taxes (income tax, excise duty, sales tax, stamp duty, etc.)

	to evade payment of other statutory contributions

	to evade minimum wages, working hours and safety standards, etc.

	to evade complying with laws and administrative procedures


For the purpose of discussion, ‘black money’ can be defined as assets or resources that have neither been reported to the public authorities at the time of their generation nor disclosed at any point of time during their possession.6
Sometimes, it is argued that black economy is a result of lack of free markets or economic freedom or due to high taxes. But as pointed out by Prof. Arun Kumar, there is the instance of a highly taxed economy like Sweden, which has historically had a tiny black economy. 7
Causes of Black Money Generation
	High rate of tax: When a country levies a high rate of tax, corporates and individuals start looking for options of tax evasion. Thus, black money is generated and invested in tax havens (see Chapters 3 and 4). The increasing burden of compliance also gives a strong reason to generate black money. Studies indicate that the countries with proper regulations have a smaller rate of black money being generated. Also, developing countries have relatively higher level of tax compared to developed countries also leads to greater tax evasion in such countries.

	Corruption: Corruption is one of the biggest reasons for the generation of black money and in fact, corruption goes hand-in-hand with black money. Developed countries like USA, Canada and Europe generate black money through illegal activities such as drug trade, illegal migration etc., whereas Asian and African countries generate black money through multiple sources. Corruption of public resources, trade-based black money due to non-reporting of incomes or profits and inflation of expenses and through a host of criminal activities such as illicit manufacturing of counterfeit goods, smuggling, extortion, cheating and financial frauds, illicit narcotics trade, printing and circulation of fake currency, illicit manufacturing and trade in arms, ammunition and explosives etc. are all means of generating black money.

	Procurement can generate black money: An interesting study by Glenn T. Ware and others suggested that corruption in procurement is a major issue in many countries. Improper bid selection, the involvement of middlemen, the greed of procurement officials, former government officials acting as suppliers etc. are given as some reasons.8

	Suppression of receipts, inflation of expenditure: The primary method of generation of black money remains suppression of receipts and inflation of expenditure. The suppression could be over a range of businesses and industrial activities which are covered by what may be called ‘primary’ enactments to regulate sale receipts, actual production, charging amount in excess of statutory amounts, etc. Duties are imposed on manufactured goods through the Central Excise Act by the central government. However, the states of the Indian Union have a wide array of powers under List-II of the Constitution. Consider the example of two states, namely Uttar Pradesh (U. P.) because of its large population and Madhya Pradesh (M. P.). In these two states, the government controls economic activity by way of levying taxes, and secondly, by way of controlling certain industrial and commercial activities. U. P. has the Sales Tax Act of 1948 and M. P. has Commercial Tax Act of 1994. U.P. has an Entertainment and Betting Tax Act and Luxury Tax on hotels. Both states have an Excise Act by which taxes are levied on liquor manufacture and a Stamp Act to deal with collection of stamp duty from registration of instruments for transfer of immovable properties. The primary and fundamental reason for suppression of receipts or values is to lower the incidence of tax under the heads as indicated in these acts. These states also have laws to regulate certain trades. U.P. has the Regulation of Cold Storage Act, the Regulation of Moneylending Act, the Sugar Cane (Regulation) Act and the Supply and Purchase Tax Act. The Madhya Pradesh Tendu Patta Adhiniyam, 1964 regulates the trade of tendu leaves by the creation of a state monopoly in the trade. Specific provisions in these acts also create situations wherein receipts are suppressed and expenditure inflated.

	Issues of permit and licenses: As the power lies with government officials for the issuing of licences and permits to public and corporate institutions, this results in bribes to ‘push’ files in the queue faster and now it is almost a done thing in government offices to take bribes to speed things up thus, generating black money.

	Ineffective tax laws: While tax laws are in place, they are ineffective and irrational when it comes to implementation. The rising burden of taxation, both actual and perceived, owing to faulty implementation provides a strong temptation to participation in generating black money. Lack of tax morality, or non-compliant attitude of the citizenry towards tax laws, also tends to increase the size of the black economy.

	Political factors: The political system of any country also has a bearing on the amount of black money generated. If the ruling government is stable and abides by the rules then they can insist on the people to follow the rules like it is in developed countries.9


Implications for the Economy
	Less tax paid: Governments are unable to collect the estimated amount of tax due to evasion and black money being transferred to tax havens. As per the reports of NIPFP, close to 42 per cent of the total GDP constitutes the illicit wealth of the nation. This is the reason we are still a developing the nation and if it continues then we will always remain a developing nation, as the government will not have funds to run the show. They will have to keep borrowing from the World Bank and, in turn, the debt will increase year after year.

	Ever-increasing corruption: The corruption born out of black money has corrupted the entire economic system of the country, since people bribe government authorities routinely to push their files to be processed faster. The common man suffers as payment of bribes to officials to get work done has become a habit now which cannot be eradicated easily.

	Higher rate of inflation: Billions of rupees stashed away in havens and low amounts of money in the market cause the prices of the commodities to increase to a level beyond normal, resulting in more money offered on specific goods by people. This builds a pressure on the economy and on the credit flow in the market.

	Increasing liability: Tax evaders continue to transfer their ill-gotten gains to tax havens and this affects the economic stability of the country. If all the black money is recovered, then the Indian government can pay off a considerable portion of its outstanding liabilities, and funds can be made available for development projects.

	Technological hitch: Due to the lack of funds with the government, they are unable to stay updated with technology, which affects the development of the nation directly.

	Increase in anti-social activity: Black money not only encourages corruption in terms of bribery but also activities like drug peddling, arms smuggling, terrorism and human trafficking etc. all of which are a huge threat to the country. 10


Methods of Generating Black Money
	Land and real estate transactions: Land and real estate are possibly the most important class of assets used for investment of black money. As immovable properties are not usually comparable, valuations are different. This imparts flexibility to the valuation process, and makes it an ideal investment for ‘black’ money. As an asset class, both ‘black’ and ‘white’ savings are utilized for investment in land and real estate, which provides a hedge against inflation apart from a profitable alternative of investment for black savings. The availability of urban centres and developed areas critically depends on the policy of the government as change of land use and development of infrastructure is largely in its hands. If resources are concentrated on developing infrastructure in select areas, then development accentuates land and property prices in these areas. The Master Plans of urban agglomerations are altered repeatedly. The more developed parts exert a pull on the less developed parts and infuse a push in prices. Such change is at a ‘cost’ to the developer paid from the black component of his business.

	Financial market transactions: While some sections of the financial markets have become better regulated, many sections remain relatively unregulated. Advances in technology provide possibilities of better reporting systems. Investments are made in the secondary share markets with a view to capturing gains. In this market, out of nearly 8,000 listed companies, several scrips are not traded regularly. With the collusion of promoters, some brokers arrange for price(s) with purchase of such scrips at nominal costs, and sales at exorbitant prices, with a view to receiving money on sale as ‘capital gain’ while the long-term gain is subjected to a ‘nil’ or nominal rate of tax. The advantage for a manipulative taxpayer is that he can launder such sale receipts through payment of no tax.

	Bullion and jewellery transactions: When controls on gold purchase were removed, smuggling of gold reduced and legal imports increased. As per the World Gold Council (WGC), in the twelve-month period ending 2015, the consumer demand for gold in India stood at 848 tonnes, as against 1051 tonnes for Greater China, 193 tonnes for the USA and a world total of 3427 tonnes. According to WGC estimates, India holds over 18,000 tonnes of above-ground gold stocks, worth over US $800 billion (nearly two-third of India’s current GDP) and represents 11 per cent of the world’s gold stock. The easing of import duty has reduced the intent of illegality but owing to socio-cultural reasons of Indian society, the economic impact of gold remains. As most of the bullion and jewellery is imported, it puts pressure on the balance of payments position, and is also open to misuse by illicit transfers abroad. For the country as a whole, high import payments contribute to making the current account deficit larger, creating inflationary pressures and making imports more expensive in rupee terms.

	The cash economy and use of counterfeit currency: ‘Cash’ as an asset has its own demand. However, in large cash economies, such as India, counterfeit currency poses a major threat to the economy. Countries have attempted to check counterfeiting of currency notes, as it disrupts smooth commercial transactions and has a multiplier effect on the mainstream economy. India faces this problem, as immigrants become carriers for small amounts. The Indo-Bangladesh, Indo-Pakistan and Indo-Nepal borders are targetted for this purpose by agencies inimical to the interests of India. India has a large cash economy due to dependence on agriculture, existence of a large non-formal sector and insufficient banking infrastructure. Further, the RBI has attributed the growth and strength in the cash economy to factors like acceleration in per capita real GDP growth, commercialization of agriculture and urbanization and availability of high-denomination notes. In a recent judgement delivered by the Kerala High Court, the court has suggested putting restrictions on possession and handling of cash above certain limits. In an earlier case, the Honourable Supreme Court had also observed, ‘The nation is facing terrorist threats. Transportation of large sums of money is associated with distribution of funds for terrorist activities, illegal pay offs, etc. There is also rampant circulation of unaccounted black money destroying the economy of the country.’ Further it stated, ‘Money which is drawn from a bank and legitimately belonging to the carrier, may still be used for an illegal purpose, say to pay for a crime or to fund an act of terrorism. It may also be used for a routine illegal function—to make part payment of sale consideration for a property in cash, so that the full price is not reflected in the sale deed, resulting in evasion of stamp duty and registration charges and evasion of payment of capital gains and creation of black money. The carrying of such a huge sum, itself gives rise to a legitimate suspicion.’ The court concluded that, ‘Any bona fide measures taken in public interest, and to provide public safety or to prevent circulation of black money, cannot be objected as interference with the personal liberty or freedom of a citizen.’12

	Trade based money laundering: The Financial Action Task Force (FATF) defines Trade Based Money Laundering (TBML) as the process of disguising the proceeds of crime and moving value through the use of trade transactions in an attempt to legitimize their illicit origins. In simpler terms, TBML is the process of transferring or moving money through trade transactions. In practice, this can be achieved through the misrepresentation of the price, quantity or quality of imports or exports.


Table 1.1: Gold Jewellery Demand 1995-2015 (in tonnes)
[image: ]
Note: 1 Tonne is equal to 32,151 troy oz. of fine gold
Source: World Gold Council11
The international trade system is subject to a wide range of risks and vulnerabilities, which provide unscrupulous entities the opportunity to launder money. The relative attractiveness of the international trade system is associated with:
	a)
	The enormous volume of trade flows, which obscures individual transactions and provides abundant opportunity to transfer value across borders

	b)
	The complexity associated with (often multiple) foreign exchange transactions and recourse to diverse financing arrangements

	c)
	The additional complexity that can arise from the practice of mingling illicit funds with the cash flows of legitimate businesses

	d)
	The limited recourse to verification procedures or programmers in order to exchange customs data between countries

	e)
	The limited resources that most customs agencies have to detect illegal trade transactions


Manipulations of Accounts for Tax Evasion
Chart 1.1 provides detailed mechanisms regarding manipulations of accounts for tax evasion. It gives a snapshot of the methods involved.
Chart 1.1: Manipulations of Accounts for Tax Evasion
[image: ]
Source: http://finmin.nic.in/reports/WhitePaper_BackMoney2012.pdf
Measures to Be Taken by the Government
	Lower tax slabs for encouraging voluntary compliance: In the early ’70s, the tax rates were so high that it encouraged many people to be involved in tax evasion. Since this became an evident reason for increasing black money, the government took steps to reduce the tax rates. However, the fact remains that even with the lowering of tax rates and the introduction of new laws, new opportunities have opened up for tax evasion. A global presence of black money also started to help these people in pursuing the crime.

	Introduction of Tax Deduction at Source (TDS) on high-value transactions: In the 2016 budget, the Finance Minister introduced TDS for all transactions involving immovable assets above Rs. 50 lakh. He also introduced a new tax, Commodities Transaction Tax or CTT, hoping it will help in keeping a trail of bullion trade.

	Special Bearer Bonds: These were special bonds introduced by the Indian Government in 1981 to make use of ‘unaccounted’ money for constructive purposes. Black money holders could convert their money to these bonds and could enjoy freedom from any enquiry or investigation about sources of these funds. It carried 2 per cent interest and had a lock-in period of ten years.

	Amnesty schemes: Amnesty schemes, introduced by the Finance Ministry from time to time allows tax defaulters to pay a tax, waiving the penalty and interest. Using these schemes, defaulters can disclose their wealth and convert them to legal money. No more questions are asked. These schemes help the government to rake up the taxes and bring huge amount to legal money back into the Indian market.

	Punishment to corrupt officials: The government of India has taken and continues to take stringent actions against those involved in corruption. The actions against the Telecom Minister A. Raja, during whose tenure the 2G spectrum scam took place is one such example. The government is keen to inflict a sense of insecurity to those involved with corruption and black money.14


Corruption
Corruption is ‘the abuse of public office for private gain’ as defined by the World Bank.15
Corruption is defined by Transparency International as ‘the abuse of entrusted power for private gain’. Corruption can be classified as grand, petty and political, depending on the amounts of money lost and the sector where it occurs.
Grand corruption consists of acts committed at a high level of government that distort policies or the central functioning of the state, enabling leaders to benefit at the expense of the public good. Petty corruption refers to everyday abuse of entrusted power by low-and-mid-level public officials in their interactions with ordinary citizens, who often are trying to access basic goods or services in places like hospitals, schools, police departments and other agencies.
Political corruption is a manipulation of policies, institutions and rules of procedure in the allocation of resources and financing by political decision makers, who abuse their position to sustain their power, status and wealth.16
Bribery is one of the main tools of corruption. It is used by public to ‘buy’ many things provided by the government.
	Government contracts: Bribes can influence the government’s choice of firms to supply goods, services, and works, as well as the terms of their contracts. Firms may bribe to win a contract or to ensure that contractual breaches are tolerated.

	Government benefits: Bribes can influence the allocation of government benefits, whether monetary benefits (such as subsidies to enterprises or individuals or access to pensions or unemployment insurance), or in-kind, benefits (such as access to certain schools, medical care, or stakes in enterprises being privatized).

	Lower taxes: Bribes can be used to reduce the amount of taxes or other fees collected by the government from private parties. Such bribes may be proposed by the tax collector or the taxpayer. In many countries the tax bill is negotiable.

	Licences: Bribes may be demanded or offered for the issuance of a licence that grants an exclusive right, such as a land development concession or the exploitation of a natural resource. Sometimes politicians and bureaucrats deliberately put in place policies that create control rights which they profit from by selling.

	Time: Bribes may be offered to speed up the government’s granting of permission to carry out legal activities, such as company registration or construction permits. Bribes can also be extorted by the threat of inaction or delay.

	Legal outcomes: Bribes can change the outcome of the legal process as it applies to private parties, by inducing the government either to ignore illegal activities (such as drug dealing or pollution) or to favour one party over another in court cases or other legal proceedings.


Table 1.2: Activities for which Bribes Are Levied by Government Employees
	Activities
	Details

	Acquiring Assets
	Land, Houses, Vehicles—paid directly or as ‘Service Charges’ through the society, dealer etc., any asset acquired by a citizen entails a bribe if it is to be recognized by registration.

	Carrying on Trade/Business
	Retail pushcart dealers or street vendors estimatedly pay police or their agents Rs. 20 to Rs. 30 per day from their earnings of Rs.100 to 500. Fast food restaurants pay Rs. 500 to 1000 per week to the health inspectors of the local municipality. Smaller the business larger the percentage.

	Identity Establishment
	Birth certificates, death certificates, ration card, passport, caste certificates etc. The amount varies from Rs. 100 to Rs. 1000, depending on the bargaining power and urgency. The minimum is Rs. 100.

	Acquiring Contracts
	For roads, water pipes, cables, houses for low income groups, stadium, parks etc. varies from 1 to 3 per cent of the amount

	Availing ‘Free’ services
	At government hospitals, schools, electricity boards, water works, regional transport offices. It varies from Rs. 10 for a bedpan service at a government hospital to Rs.10,000 for a vehicle fitness inspection certificate.

	‘Closing the Eyes’ Services
	Traffic police, building set-off, wrong construction, basement parking as shops, illegal electricity/water/phone connection, violating labour laws, bringing in foreign goods not allowed above a specified limit, keeping cattle in city, felling public trees etc.: the amount is negotiable with a minimum being Rs.100.

	Provision of Government Gratis
	Old age pension, free credit through some govt. schemes, land compensation, fire compensation, riot compensation. It is again anything between 2 to 50 per cent of the amount. In many situations, the ‘fee’ is after delivery.

	Reducing Waiting Time
	All activities of government. The percentage varies from 2 to 20 per cent with a minimum of Rs. 100 to Rs. 200 for ‘services’.


In all these cases corruption generates substantial black money.
In the context of establishing probity in public life and attracting global investments, corruption is perhaps the biggest obstacle and we should take steps to reduce it if not eliminate it.
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Estimating the Extent of Domestic Black Money
Having understood what black money is in the earlier chapter, it is equally essential to understand how black money is generated, stored and the efforts made by the government to bring it back into legal circulation.
Some Facts and Figures
During 2014-15, the value of the total taxes (direct plus indirect) collected constituted nearly 10 per cent of our GDP at market prices. Direct taxes at nearly Rs. 7 Lakh Crore was 55 per cent of the total taxes collected. Close to five Crore individuals and seven lakh companies were assessed to tax in 2014-15 according to the Central Board for Direct Taxes. Of the Rs. 7 lakh crore collected in direct taxes, Rs. 4.3 lakh crores came from companies and Rs. 2.7 lakh crores came from individuals.
In addition, demands of earlier years pending for collection during 2014-15 was Rs. 5.7 lakh crore and the current year’s pending amount was Rs. 1.3 lakh crore. Close to three lakh appeals were due for disposal of which only 24 per cent was eventually disposed of, and the amount locked up in appeals and dispute. Hence, the unpaid amount was Rs. 3.8 lakh crores.
Around 50 per cent of the aggregate credit required by our economy is met by the banking system and the remaining comes from non-bank sources—including money lenders. A substantial amount of the black money generated in the economy is used for financing the credit needs of the unorganised market. From that point of view domestic black money is productively used compared to illicit money abroad by Indians. In 2012, the then Finance minister Mr Pranab Mukherjee presented a ‘White Paper in Parliament on Black Money’.17 This white paper on black money, produced by the Ministry of Finance, and presented to parliament evoked a mixed response.
One of the major criticisms it faced was that it mixed up domestic black money and illicit money kept in tax havens abroad by Indians. In reality, these two need to be dealt with in different ways.
Domestic black money is an expression of no-confidence in the government of India. Some part of the domestic black money is used in productive activities like real estate, trade, construction, mining, transport, restaurants and other businesses.
Illicit money kept abroad is a no-confidence vote in India itself—its stability and its people. The illicit money kept in tax havens abroad is, by and large, not used for domestic purposes unless it is round-tripped through share markets or foreign direct investment (FDI) to domestic operations.
The following quote is reproduced in full from the ‘Measures to Tackle Black Money in India and Abroad Report of the Committee Headed by Chairman, CBDT, Parts-I & II—2012 Ministry of Finance, Government of India’:
Estimates of Black Money
Attempts have been made in the past to quantify ‘black’ income in India. Broadly speaking, the estimates made so far have followed two distinct approaches: (i) Kaldor’s approach of quantifying non-salary incomes above the exemption limit of income tax. The Direct Taxes Enquiry Committee (i.e. Wanchoo Committee, 1971) used this method with some modifications in the India Tax Reform report (1956), and (ii) Edgar L. Feige method of working out transaction-income on the basis of currency deposit ratio and deriving from it the ‘black’ income of the economy.
Kaldor’s Report
N. Kaldor in his report estimated the non-salary income on the basis of the break-up of national income into: (i) wages and salaries, (ii) income of the self-employed, and (iii) profit, interest, rent etc. Excluding wages and salaries from the contribution to net domestic product, he derived the total non-salary income. For various sectors of the economy, on the basis of assumed proportions of non-salary incomes above the exemption limit, Kaldor estimated such non-salary income. An estimate of the actual non-salary income assessed to tax was made for each sector in order to arrive at the total non-salary income assessed to tax.
The difference between the estimated non-salary income above the exemption limit and the actual non-salary income assessed to tax measures the size of the ‘black’ income.
Wanchoo Committee’s Estimate
Direct Taxes Enquiry Committee followed the method adopted by Kaldor with suitable modifications. It estimated assessable non-salary income for the year 1961-62 at Rs. 2,686 crore and non-salary income actually assessed to tax to be of the order of Rs. 1,875 crore. Accordingly, the income, which escaped income tax, was of the order of Rs. 811 crore. This estimate of tax-evaded income required some adjustments because of exemptions and deductions allowed under the Income Tax Act. After making the rough adjustments, the Wanchoo Committee found that ‘the estimated income on which tax has been evaded (black income) would probably be Rs. 700 crore and Rs. 1,000 crore for the years 1961-62 and 1965-66 respectively. Projecting this estimate further to 1968-69 on the basis of percentage increase in national income from 1961-62 to 1968-69, the income on which tax was evaded for 1968-69 can be estimated at a figure of Rs. 1,800 crore.’
Rangnekar’s Estimate
Dr. D. K. Rangnekar, a member of the Wanchoo Committee, dissented from the estimates made by the Wanchoo Committee. According to him, tax evaded income for 1961-62 was of the order of Rs. 1,150 crore, as compared to Wanchoo Committee’s estimate of Rs. 811 crore. For 1965-66, it was Rs.2,350 crore, against Rs. 1,000 crore estimated by the Wanchoo Committee. The projections of ‘black’ income for 1968-69 and 1969-70 were Rs. 2,833 crore and Rs. 3,080 crore respectively.
Chopra’s Estimate
Mr. O. P. Chopra, a noted economist, published a series of papers on the subject of unaccounted income. He prepared a series of estimates of unaccounted income (black income) for a period of 17 years, i.e., 1960-61 to 1976-77. Chopra’s methodology marked a significant departure from the Wanchoo Committee approach and as a consequence, he found a larger divergence in the two series from 1973 onwards when the income above the exemption limit registered a significant increase. The broad underlying assumptions of his methodology are:
	Only non-salary income is concealed

	Taxes other than income-tax are evaded and the study is restricted to only that part of income which is subject to income-tax. Thus, tax evasion which may be due to (a) non-payment or underpayment of excise duty, (b) sales tax,(c) customs duties, or (d) substituting agricultural income for non-agricultural income, is not captured

	The efficiency of the tax administration remains unchanged

	The ratio of non-salary income above the exemption limit to total non-salary income has remained the same

	The ratio of non-salary income to total income accruing from various sectors of the economy remains the same


The crucial finding of Chopra’s study is that after 1973-74, the ratio of unaccounted income to assessable non-salary income has gone up, whereas the Wanchoo Committee assumed this ratio to have remained constant. As a consequence, after 1973-74, there is a wide divergence between the estimates of Wanchoo Committee and those of Chopra. Chopra also corroborates the hypotheses that tax evasion is more likely to be resorted to when the rate of tax is comparatively high. His findings also support the hypothesis that increase in prices leads to an increase in unaccounted income. Further, he has given a significant finding that funds are diverted to non-taxable agriculture sector, to convert unaccounted (black) income into legal (white) income. Chopra’s study estimated unaccounted income to have increased from Rs. 916 crore in 1960-61, i.e. 6.5% of Gross National Product (GNP) at factor cost, to Rs. 8,098 crore in 1976-77 (11.4% of GNP).
NIPFP Study on Black Economy in India
The National Institute of Public Finance and Policy (NIPFP) conducted a study under the guidance of Dr S. Acharya. The study defines ‘black’ money as aggregate of incomes which is taxable but which is not reported to the tax authorities. To prepare a global estimate of black income the study confines itself briefly into six areas:
	Factor incomes received either openly or covertly while participating in the production of goods and services

	‘Black’ income generated in relation to capital receipts on sale of asset

	‘Black’ income generated in fixed capital formation in the public sector

	‘Black’ income generated in relation to private corporate sector

	‘Black’ income generated in relation to export

	‘Black’ income generated through over-invoicing of imports by the private sector and sale of import licenses


After aggregating the different components of ‘black’ income the study quantified the extent of ‘black’ money for different years as under:
The NIPFP study concludes that total black income generation is Rs. 37,000 crore out of a total GDP at factor cost of Rs. 1,73,420 crore in 1983-84 which seems to be on the high side, although it turns out to be less than 30 per cent of GDP as against some extravagant estimates placing it at 50 or even 100 per cent of GDP.
Thus, it can be said that though ‘black’ money exists to a substantial extent in our economy, its quantum cannot be determined exactly. 18
The previous UPA-II Government had requested the NIPFP to conduct another study in 2012 about black money. That report has not yet been released. But reports suggest that for the period 2008-09 to 2011-12, an estimate that black money could constitute nearly 42 per cent of the total GDP or 71.5 % of the ‘reported’ GDP has been mentioned in the report.
While the NIPFP report estimated the ‘black’ economy (not counting smuggling and illegal activities) at about 20 per cent of the GDP for the year 1980-81, Suraj B. Gupta, a noted economist, pointed out some erroneous assumptions in the NIPFP study and estimated ‘black’ income at 42 per cent of GDP for the year 1980-81 and 51 per cent for the year 1987-88. Arun Kumar pointed out certain defects in Gupta’s method as well as in the NIPFP study. He estimated ‘black’ income to be about 35 per cent for the year 1990-91 and 40 per cent for the year 1995-96.
Table 2.1: NIPFP Estimate of Black Money in India 1975-1983
[image: ]
Source: http://www.incometaxindia.gov.in/Communications/Circular/910110000000000365.htm
Domestic black money is primarily dependent on the cash economy and tries to avoid formal transactions through banks due to fear of being captured by electronic systems and the tax authorities. So the holding of black money is usually in the form of cash and transactions undertaken in cash. This implies that substantial portions have to be kept in high-denominational currency, since storing or carrying huge quantities of cash in small denominations is relatively difficult.
Currency denominations and Black Money: The Connection
In India, if we look at its currency notes (and coins), the lowest denomination today is the Re. 1 coin and the highest (prior to the demonetization exercise of November 2016) was Rs. 1,000—which implies that the differential is 1,000 times between lowest and highest pieces of currency. In the US, the most popular highest denomination is $100 and the differential is 100 only (since the lowest is a dollar).
From Table 2.2 below, it is clear that the Reserve Bank of India (RBI) seemed to favour printing higher denominations currency even though the mass of poor people may transact only in lower denominations. We find that in 2005-06, around 57 per cent of the total amount of Rs. 4 lakh crore of coins and notes introduced in circulation comprised of Rs. 500 and Rs 1,000 notes. But by 2010-11, the share of the higher notes had become 79 per cent of the total value of Rs. 10 lakh crore and by 2015-16, it was 85 per cent of the total value of Rs. 17 lakh crore.
This implies that more and more of the denominations in circulation are skewed to high-value notes when the mass of people may need lower value denominations. These very high denominations also facilitate transactions in black money.
Table 2.2: Notes and Coins in circulation (Rs. Crores)
[image: ]
Source: www.rbi.org.in
If the government wants to reduce domestic black money, withdrawing Rs. 500 and Rs. 1,000 notes from circulation, and replacing them with lower denominations such as Rs. 100 and Rs. 50 is necessary. But this had to be undertaken in an orderly fashion over a period of say three to four months ensuring that all those who possess the higher denominations can exchange it with banking channels for lower denominations. It would automatically bring a huge amount of the funds kept in these denominations into the banking channels.
The demonetization exercise announced on 8th November 2016 introduced such a step wherein the existing Rs. 500 and Rs. 1000 notes were withdrawn and the public given time till the end of December to change it. Furthermore, for larger sums like more than Rs. 2 lakhs, income tax plus income tax penalties were announced.
Practically, this meant that nearly Rs. 14 lakhs crore (value of the Rs. 500 and Rs. 100 notes in 2015-16) would have to be converted from Rs. 500-1,000 notes to the new Rs. 100, Rs. 500 and Rs. 2000 notes. Of course, an adequate number of new Rs. 50-100 notes had to be made available from the operational point of view for this conversion. This appeared to be the weak link.
About Rs. 12.44 lakh crore of Rs. 500 and Rs. 1,000 notes, representing nearly 80 per cent of the demonetised currency, had been returned to the Central Bank and the currency chests until December 10, according to the RBI.
Anyhow, this shows that the scheme has been effective particularly in the context of reduced availability of bigger denomination notes to Kashmir terrorists as well as for women trafficking.
Another issue about holding cash in our context is this. The Pranab Mukherjee (‘White Paper on Black Money’, 2012) report says:
As of now there are no legal restrictions to keeping very large amounts of cash with oneself or transporting it from one place to another. One is neither required to report it nor provide any explanation for it. There have been suggestions that the government may consider amending existing laws, including the Coinage Act, 2011, the Reserve Bank of India Act, 1934, FEMA, and the Indian Penal Code, or enacting an entirely new statute aimed at regulating the possession and transportation of cash above a particular threshold limit. This may include creating a limitation on cash holdings for private use, as well as provisions for confiscation of cash held beyond such prescribed limits. However, such laws need a broader political consensus to emerge for their acceptance in Parliament.
We find that political parties disburse cash to voters prior to elections for which a huge amount of cash is held and transported from one location to another. For instance, reports suggest that in an Andhra Pradesh by-election, cash valued at as high as Rs. 32 crore was seized prior to the polls.19 These were presumably meant for distribution to voters. An earlier news item pertaining to recent elections in Tamil Nadu suggested that more than Rs. 100 Crore in cash was seized by the Election Commission.20
There are many other similar reports which clearly prove that cash is held and transported in huge quantities not only for bribery at elections, but for other black money transactions as well. It is important that we bring in the necessary changes in the Coinage Act, 2011, and other relevant acts to make holding of cash above a threshold level punishable. The exact threshold can be arrived at by the Reserve Bank after taking into account the requirements for genuine cash transactions in the economy like marriage and religious ceremonies, wage disbursals in construction activities, etc. This limit should not obviously be applicable to banking institutions and corporates having construction or project activities where substantial amounts of cash disbursals take place.
In developed economies like the US, there are no restrictions per se in terms of holding or transporting cash domestically, unless it is suspected to be drug money. But even there, transactions beyond $10,000 in cash are expected to be notified to the Internal Revenue Service (IRS) by shops and establishments. Of course, there are restrictions on the amount of dollars one can transport during immigration and emigration. But since the US is a well-developed economy, most of the transactions are conducted through plastic cards or banking channels.
The Fifth SIT report has been submitted before the Hon’ble Supreme Court by the SIT. An extract of the report has been uploaded on the Department of Revenue website: www.dor.gov.in.21
The SIT has made the following recommendations in the Fifth Report:
Cash transactions: The SIT has felt that large amount of unaccounted wealth is stored and used in form of cash. Having considered the provisions which exist in this regard in various countries, and also having considered various reports and observations of courts regarding cash transactions, the SIT felt that there is a need to put an upper limit to cash transactions. Thus, the SIT has recommended that there should be a total ban on cash transactions above Rs. 3,00,000 and an act be framed to declare such transactions as illegal and punishable under law.
Cash holding: The SIT has further felt that, given the fact of unaccounted wealth being held in cash which are further confirmed by huge cash recoveries in numerous enforcement actions by law enforcement agencies from time to time, the imposed limit of cash transaction can only succeed if there is a limitation on cash holding, as suggested in its previous reports. SIT has suggested an upper limit of Rs. 15 lakhs on cash holding. Further, stating that in case any person or industry requires holding more cash, it may obtain necessary permission from the Commissioner of Income tax of the area.
In the 2017 budget, the government has stipulated that cash transactions have to be limited to Rs. 2 lakhs in case of capital items and Rs. 10000 in case of revenue expenditure. But there is no limit for holding cash for individuals as well households.
Voluntary Income Declaration Schemes
As previously stated, estimating the extent of black money in the economy is an exercise that is likely to get mired in guesstimates and conjectures. We simply have no way of knowing exactly how much black money exists in the system. What governments have done in the recent past is to attempt to bring this money back into legal circulation through income declaration schemes.
The Income Declaration Scheme 2016 was an attempt to bring black money back into the regular channels by declaring the amounts (no questions asked) and paying tax on it. Under this scheme, a total of 64,275 declarations were filed up to the midnight of 30 September, 2016 with an aggregate of Rs. 65,250 crore worth of hitherto undeclared income in the form of cash and other assets being declared. On an estimate of 45 per cent taxes, the government should have collected Rs. 30,000 crore through this exercise. While the declaration was much higher than expected, compared to the estimated amount of black money in circulation, it was relatively very small.
The obvious comparison is with the similar 1997 scheme of P. Chidambaram which netted Rs. 33,000 crore. But the GDP has grown much during this period and at that time the tax rate was different, and any comparison would, therefore, only give one a partial picture.
To understand a little more about the Income Declaration Scheme, it might be essential to get details of how many of the declarations were corporate disclosures and how many were individuals. It might be also interesting to know how many of those who declared in 1997 also were part of current declaration. This would imply that these people were habitual ‘culprits’ wanting to use tax amnesty schemes to go scot-free repeatedly.
Demonetising Rs. 500 and Rs 1,000 currency notes and creating a threshold limit for cash holdings will of course, facilitate a reduction in domestic black money transactions. But these decisions will not eliminate domestic black money, only help reduce it to some extent. The Income Disclosure Schemes are proof of the fact that black money does come back into the system sooner or later.
The need of the hour is a more upright populace. Probity in public life comes in an incremental fashion, starting with the very top. Since we have reached the nadir, are our parliamentarians and other opinion-makers ready for at least basic steps to reduce domestic black money?
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Understanding Tax Havens
A country which has no taxes or levies low taxes on individuals and corporations is a tax haven in layman’s language. Further, in order to attract investment, these tax havens offers additional benefits like maintaining financial secrecy and providing legal protection and passport facility in some cases.
In June 2008, Norway appointed a government commission to examine the link between tax havens and capital flight from poor countries. Its report submitted on 18 June 2009 was exhaustive.22
Among other things, it says:
Tax haven is often used as synonymous with or an alternative to ‘offshore financial centre’ (OFC) and ‘secrecy jurisdiction’, which reinforces the lack of clarity. No consensus exists on which functions must be exercised for a state to be characterized as an OFC.
. . .
Regardless of the definitions used, the principal objectives remain the same. The regulatory regime is constructed in a way which caters to circumventing private and public interests in other states—in other words, those states where the owners of the companies are domiciled or have their obligations. The tax base in other states is particularly affected, but structures in tax havens are in many cases also suitable for concealing a number of other forms of criminal activity. Depending on the definition chosen, the world currently has between 30 and 70 ‘tax havens’. This implies that 15-30 per cent of the world’s states might be classified in one way or another as tax havens.23
History of Tax Havens
The concept of tax havens has probably been around ever since countries decided to finance their governments by taxing their citizens.
Some countries might choose to compete by keeping taxes low and thus attracting business from high tax countries. For instance, in India this is true for even states—wherein they try to attract investments from other states or countries. Sometimes, a country will designate a region or city as a low tax or as a tax-free zone, to stimulate its economy.
Ancient Rome was a master in using tax-free areas, an early version of free enterprise zones. The first recorded instance took place in the second century BC when Rome decided to undercut the then-independent Greek island state of Rhodes by establishing a tax-free port on the island of Delos. Even though Rhodes only charged a 2 per cent tax on trade, it quickly lost trade to the new tax-free port and its era as a commercial power was effectively ended.
European colonial powers attracted settlers to the New World—USA—with favourable tax policies. Ironically, the main cause of the American Revolution stemmed from an attempt by the English government to raise taxes on the citizens of the American colonies to pay for their defence and administration.
Various countries claim to be the oldest tax haven in the world. For example, the Channel Islands claim their tax independence dating back to the Norman Conquest (1066), while the Isle of Man traces its fiscal independence to even earlier times. Nonetheless, the modern concept of a tax haven is generally accepted to have emerged at some point in the immediate aftermath of World War I. Bermuda sometimes optimistically claims to have been the first tax haven based upon the creation of the first offshore companies legislation in 1935 by the newly created law firm of Conyers Dill & Pearman. However, the Bermudian claim is debatable when viewed against the enactment of a Trust Law by Liechtenstein in 1926 to attract offshore capital.24
Most economic observers propose that the original tax haven was Switzerland, with Liechtenstein being a close second. The banking industry in Switzerland was historically known as a capital haven, particularly for citizens running away from social disturbances in many countries, such as Germany, Russia, and also from South American countries.
In the nineteenth century itself, the landlocked Swiss had come to realize that neutrality was their trump card. They then began championing banking services that offered the ‘utmost discretion’. This resulted in large sums of money coming into Swiss banks after the First World War.
Following the First World War and its widespread devastation, a large number of governments in Europe raised taxes abruptly to help pay for reconstruction efforts. For the most part, Switzerland, having stayed neutral during the First World War, evaded these increased costs of rebuilding infrastructure. It was, therefore, perfectly positioned to maintain a low tax base. Consequently, there was a substantial stream of capital into Switzerland for tax-related reasons. Switzerland’s low tax rates also helped. Many wealthy Europeans quietly took their money to Switzerland to escape contributing to the war effort.
Another world war twenty-one years later brought more wealth to Switzerland, this time in the form of riches looted by the Nazis. So great was the Nazi hunger for gold that even gold from the dental fillings of murdered Jews was not spared. The bankers accepted everything that came their way without question, though public hatred for Hitler’s regime was huge.
Tax haven usage in modern times has undergone several phases of development, especially after the Second World War. Between the 1920’s and the 1950’s, ‘tax haven’ typically referred to personal taxation avoidance. Often times, the term was used to mean ‘countries that a person could retire to and reduce their post-retirement tax burden’. After the 1950’s, however, corporate entities increasingly began to use tax havens to lower their global tax obligations.25
Soon governments, businesses and criminal masterminds from all over the world understood how they too could benefit from offshore structures.26
Such is the prevalence of tax havens that there are dedicated companies which promote and market the services they provide—right from helping you choose an appropriate tax haven to setting up the company, and other legal requirements thereof. In the nineties, tax havens were aggressively marketing themselves. However, of late they are trying to prove that they are not actually tax havens by concluding tax treaties. But, companies that promote tax havens still exist.
Definitions of Tax Havens
The definitions of tax havens vary but one can identify many of these jurisdictions by certain characteristics. Raymond Baker, in his pioneering work on the issues of dirty money and renewing the free market system, talks in detail about the extent of tax havens:
There are some delightful places where you can situate or purchase your secret companies. In the Caribbean you have Anguilla, Antigua and Barbuda, Aruba, Bahamas, Belize, Bermuda, the British Virgin Islands, Barbados, Cayman Islands, Dominica, Grenada, Montserrat, the Netherlands Antilles, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, and the Turks and Caicos Islands. Or there are Panama and Costa Rica in Central America and Uruguay in South America. If you prefer the Pacific the choices include the Cook Islands, the Marshall Islands, Tonga, the Maldives, the Marianas, Nauru, Niue, Vanuatu, and Western Samoa. Asian and Middle Eastern secrecy jurisdictions include Hong Kong, Macau, Singapore, Labuan off the coast of Malaysia, Bahrain, Dubai, and Lebanon.
Africa is getting into the game with Mauritius, the Seychelles, South Africa, Liberia, São Tomé and Principe and the little enclave of Melilla, one of two parts of Spanish Morocco. And, of course, Europe offers some of the most experienced and discreet jurisdictions, including the Isle of Man, the Channel Islands of Jersey, Guernsey, Alderney and Sark, the Åland Islands, the islands of Cyprus, Malta, and Madeira, plus Gibraltar and Monaco at the southern edges of Europe, as well as Switzerland, Austria, Liechtenstein, Luxembourg, Belgium, Hungary, Ireland, the lovely enclave of Campione d’Italia surrounded by Switzerland, and the Principality of Andorra tucked in between France and Spain. Off the coast of Newfoundland, the French territory of Saint Pierre et Miquelon is reportedly a player in this business. This totals 63 jurisdictions providing varying degrees of incorporation concealment and protection from probing eyes.
As you select a place to acquire your anonymous international business corporation and plan your circuitous travels to meet clandestinely with a shady lawyer prepared to provide you with a dummy corporation to serve your unrevealed interest in moving ill-gotten gains with the utmost secrecy, you may actually be disappointed to learn that you don’t need to go there at all. In almost every one of these jurisdictions, the whole thing can generally be done with a phone call or fax or online. Using your search engine, enter ‘international business companies’ or ‘offshore corporations,’ and scores of web sites will pop into view offering instant service, comparing the pros and cons of various jurisdictions and quoting fee schedules for creating your own shadowy company.
I have lost count of the number of anonymous entities existing in these jurisdictions. Several years ago, the British Virgin Islands alone reportedly had 180,000 and the Caribbean as a whole had 500,000. More were being formed at a reported rate of nearly 200,000 a year. The total is certainly well over a million by now, and some experts put the number as high as three million. According to various estimates, half of cross-border trade and investment passes through a tax haven or a secrecy jurisdiction at some point along the way.27
Nicholas Shaxson suggests that the tax haven is a place ‘. . . that seeks to attract business by offering politically stable facilities to help people or entities get around the rules, laws and regulations of jurisdictions elsewhere.’28
It is similar to the definition offered by Richard Murphy of Tax Justice Network. Shaxson also suggests that more than half of world trade passes, at least on paper, through tax havens. Over half of all banking assets and a third of Foreign Direct Investment by multinationals corporations are routed offshore.
The US Government Accountability Office reported in 2008 that 83 of the USA’s biggest 100 corporations had subsidiaries in tax havens. Tax Justice Network discovered that ninety-nine of Europe’s hundred largest companies used offshore subsidiaries. In each country, the largest user by far was a bank. The International Monetary Fund (IMF) estimated in 2010 that the balance sheets of small island financial centres alone added up to $18 trillion—a sum equivalent to about a third of the world’s GDP.29
While these tax havens are estimated to number more than 70, an Internal Revenue Service (USA) source reveals that around forty of them aggressively market themselves as tax havens. The popular ones are Switzerland, Luxembourg, Liechtenstein, Channel Islands and the Bahamas.
In 2002, The Economist adopted the description by Geoffrey Colin Powell (former economic adviser to the island of Jersey, part of the Channel Islands): ‘What . . . identifies an area as a tax haven is the existence of a composite tax structure established deliberately to take advantage of, and exploit, a worldwide demand for opportunities to engage in tax avoidance.’
The Economist points out that this definition would still exclude a number of jurisdictions traditionally thought of as tax havens.30 Similarly, an Australian journalist suggested that any country which modifies its tax laws to attract foreign capital could be considered a tax haven.31 Another view is that the central feature of a haven is that its laws and other measures can be used to evade or avoid the tax laws or regulations of other jurisdictions.32
The US Government Accountability Office, in its December 2008 report on the use of tax havens by American corporations, was unable to find a satisfactory definition of a tax haven but regarded the following characteristics as indicative of it: ‘no or nominal taxes; lack of effective exchange of tax information with foreign tax authorities; lack of transparency in the operation of legislative, legal or administrative provisions; no requirement for a substantive local presence; and self-promotion as an offshore financial center.’33
As of February 2008, the Organisation for Economic Co-operation and Development (OECD) identified four key factors in considering whether a jurisdiction is a tax haven.
The first is that the jurisdiction imposes no taxes or only nominal taxes. The no or nominal tax criterion is not sufficient, by itself, to result in characterisation as a tax haven. The OECD recognises that every jurisdiction has a right to determine whether to impose direct taxes and, if so, to determine the appropriate tax rate. An analysis of the other key factors is needed for a jurisdiction to be considered a tax haven.
The three other factors to be considered are:
	Whether there is lack of transparency

	Whether there are laws or administrative practices that prevent the effective exchange of information for tax purposes with other governments on taxpayers benefiting from the no or nominal taxation

	Whether there is an absence of a requirement that the activity be substantial


Transparency ensures that there is an open and consistent application of tax laws among similarly situated taxpayers and that information needed by tax authorities to determine a taxpayer’s correct tax liability is available (e.g., accounting records and underlying documentation).
With regard to exchange of information in tax matters, the OECD encourages countries to adopt information exchange on an ‘upon request’ basis. Exchange of information upon request describes a situation where a competent authority of one country asks the competent authority of another country for specific information in connection with a specific tax inquiry, generally under the authority of a bilateral exchange arrangement between the two countries. An essential element of exchange of information is the implementation of appropriate safeguards to ensure adequate protection of taxpayers’ rights and the confidentiality of their tax affairs.34
Types of Tax Havens
Over the years, more and more countries have been presenting themselves as tax havens in order to promote tourism and attract foreign investment. As a result, there are countries that have no taxes or low taxes, and others that offer special exemptions or arrangements for foreign investors.
	A ‘no-tax haven’ country is one that has no taxes of any sort on any sort of income. Although there are no taxes, these countries do charge fees, as do most, for incorporations, filing and other regulatory services. Some examples of no-tax havens are Turks and Caicos Islands, Bahamas, Cayman Islands, and Bermuda.

	A ‘low-tax haven’ country usually encompasses some tax on the income of an individual or corporation regardless of where the income is earned. Examples include Barbados, British Virgin Islands and Cyprus.

	A ‘special tax haven’ country is one that has most of the usual taxes imposed by other countries; however, they have legislation that allows for special treatment for certain vehicles such as international business corporations and exempt companies. Austria is a prime example as are the Netherlands and Liechtenstein.35


Functions of Tax Havens
Scope
Companies and trusts established in tax haven are in huge numbers, despite the fact that most tax havens are geographically remote both from the owner (of companies registered there) and from the business activities conducted (by such companies).
Also, there are an unknown number of trusts, banks and funds in tax havens. The companies registered in tax havens carry out virtually no, or very limited, genuine local business activity.
The best example for such registrations is Cayman Island’s single small office building at George Town that serves as the registered address for more than 18000 companies.
Exemption Rules
These tax havens are governed by ring-fenced legislation directing their activities towards foreigners. Companies which operate within this regime have the below exemptions:
	They can conceal their identities.

	They are partly or wholly exempted from paying taxes.

	No strict rule on accounting or auditing of books.

	No need to preserve any important corporate documents.

	They can move the company to a different jurisdiction with minimal formalities.


The Tax Haven Business Model
Those tax havens which offer the above exemptions derive their revenues from the registration and management fees paid by the companies. These payments are not very big for the companies, however, for tax havens it is an important source of income and so it becomes imperative for tax havens to attract foreign registrations. These may amount to 95-98 per cent of the total number of registered companies in the jurisdiction; the remainder being ordinary companies with local activities.
Secrecy
One of the important functions of tax havens is to maintain the secrecy of the companies registered there. The actual purpose is to conceal the activities which take place in such jurisdictions.
The legal framework in tax havens has, unlike in other countries, no balance between the interests of the owners (the clients of tax havens) and the interests of the company’s creditors, employees, or other social interests. Such aspects affect third countries because the companies and the owners of the registered companies are neither active nor domiciled in the tax haven. The geographical division between the formal domicile of the companies and the location of their economic activities means that those with legitimate claims against companies in tax havens have no opportunity or very limited opportunity to protect their interests. As a result of the secrecy rules, those affected by the operation and development of the companies or those who have claims against the owners have very few opportunities to discover what is actually happening in these companies or who operates and owns them. If the owners themselves wish to provide accurate information to the outside world, they are at liberty to do so. But, they can also conceal their identity or present misleading or opaque information about ownership and the company’s real position and operations.
Tax Treaties
An unfortunate effect of tax treaties as they are normally drafted is that they reduce tax revenues in the country where the income is earned (the source country). Combined with the use of secrecy rules and fictional domiciles, this makes the access to tax-relevant information conferred by such treaties illusory. Paradoxically, tax treaties help to make tax havens a more favourable location than if such agreements did not exist. The tax treaties do not affect the harmful structures that exist in tax havens.
Accordingly, the Norwegian Commission has noted that tax treaties can do more harm than good unless they are followed by measures that reduce these harmful structures as identified by the Commission. It is important to ensure that in this connection the tax treaties do not constrain further action against tax havens.36
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Tax Havens: Funds Flow, Listings, Benefits and Rankings
Funds Flow into Tax Havens
Table 4.1 provides a list of the illicit financial flows from different countries between 2004 to 2013. The developing world has sent $7.85 billion during this period with top ten countries accounting for $4.9 billion.
In Chapter 6, an attempt has been made to estimate the amount of money stored in tax havens i.e., inflow. The table below represents outflow.
An analysis undertaken by a Columbia University professor reveals that more than $12 trillion (£8 trillion) has been siphoned out of Russia, China and other emerging economies into the secretive world of offshore finance. A detailed eighteen-month research project has uncovered a sharp increase in the capital flowing offshore from developing countries, in particular Russia and China.
The analysis, carried out by Columbia University professor, James S. Henry for the Tax Justice Network, shows that by the end of 2014, $1.3 trillion of assets from Russia were sitting offshore. The figures, which came from compiling and cross-checking data from global institutions including the IMF and the United Nations, following the Panama Papers revelations, indicate a systemic tax avoidance that is global in its spread.
Table 4.1: Illicit Financial Outflows from the Top Ten Source Economies, 2004-2013 (in millions of US dollars)
[image: ]
Source: http://www.gfintegrity.org/wp-content/uploads/2015/12/IFF-Update_2015-Final-1.pdf
Chinese citizens have $1.2 trillion stashed away in tax havens, if estimates for Hong Kong and Macau are included. Malaysia, Thailand and Indonesia—all of which have seen high-profile corruption scandals in recent years—also come high on the list of the worst-affected countries.
Henry, a former chief economist at consultancy McKinsey, is of the opinion that his research underlined the fact that tax-dodging was not the only motivation for using tax havens—criminals and kleptocrats also made prolific use of their services to keep their wealth secret and their money safe.37
List of Tax Havens
In Table 4.2, a list of tax havens and off shore centres as compiled by different sources is provided. These are categorized according to the definition of their respective sources.
This list is dynamic and regularly updated based on compliance by different countries.
Table 4.2: List of World’s Tax Havens and Offshore Financial Centres
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Source: http://www.taxjustice.net/cms/upload/pdf/Identifying_Tax_Havens_Jul_07.pdf
[image: ] Tax Haven OECD, TJN 2007 /Offshore Financial Centre FSF/IMF 2000

[image: ] OECD member country with potentially harmful preferential tax regime as distinguished by OECD 2000

[image: ] No longer regarded a tax haven according to the OECD 2006 (OECD: Organisation for Economic Co-operation and Development, TJN: Tax Justice Network, FSF: Financial Stability Forum, IMF: International Monetary Fund)

Tax Havens on the Black and Grey List
For the record, there is a complete list of non-cooperative tax havens as published by the OECD. In fact, there are three lists: the blacklist (countries that ignore foreign fiscal authorities) a grey list (countries that supposedly lack fiscal transparency but have committed to change) and a third list, neither grey nor black, of countries that are ‘non-co-operative financial centres’.
The Blacklist
Costa Rica, Philippines, Malaysia
The Grey List (Countries that Have Committed to Change)
Andorra, Anguilla, Antigua and Barbuda, Aruba, Bahamas, Bahrain, Belize, Bermuda, British Virgin Islands, Cayman Islands, Cook Islands, Cyprus, Dominica, Gibraltar, Grenada, Guernsey,  Isle of Man, Jersey, Liberia, Liechtenstein, Malta, Marshall Islands, Mauritius, Monaco, Monserrat, Nauru, Netherlands Antilles, Niue, Panama, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and Grenadines, Samoa, San Marino, Seychelles, Turks and Caicos Islands, US Virgin Islands, Vanuatu (Uruguay was officially added to this list a few days later)
Non-cooperative Financial Centres
Austria, Belgium, Brunei, Chile, Guatemala, Luxembourg, Singapore, Switzerland
Table 4.3: Tax Havens—Classified
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Source: http://www.qwealthreport.com/the-complete-oecd-tax-haven-blacklist/
G-20 Tax Haven Blacklist
At the London G-20 summit on 2 April 2009, G-20 countries agreed to define a blacklist for tax havens, to be segmented according to a four-tier system, based on compliance with an ‘internationally agreed tax standard’.
The four tiers were:
	Those that have substantially implemented the standard (includes most countries, but China still excludes Hong Kong and Macau).

	Tax havens that have committed to—but not yet fully implemented—the standard (includes Montserrat, Nauru, Niue, Panama, and Vanuatu)

	Financial centres that have committed to—but not yet fully implemented—the standard (includes Guatemala, Costa Rica and Uruguay).

	Those that have not committed to the standard (an empty category)38


Those countries in the bottom tier were initially classified as being ‘non-cooperative tax havens’. Uruguay was initially classified as being uncooperative. However, upon appeal, the OECD stated that it did meet tax transparency rules and thus moved it up. The Philippines took steps to remove itself from the blacklist and Malaysian Prime Minister Najib Razak had suggested earlier that Malaysia should not be in the bottom tier.
In April 2009, the OECD announced through its chief Angel Gurria that Costa Rica, Malaysia, the Philippines and Uruguay have been removed from the blacklist after they had made ‘a full commitment to exchange information to the OECD standards’. Luxembourg Prime Minister Jean-Claude Juncker has criticized the list, stating that it has ‘no credibility’, for failing to include various states of the USA which provide incorporation infrastructure which are indistinguishable from the aspects of pure tax havens to which the G20 object. As of 2012, eighty-nine countries have implemented reforms sufficient to be listed on the OECD’s white list. According to Transparency International, half of the least corrupt countries were tax havens.
We can say that a tax haven is a country that offers foreign individuals and businesses a minimal tax liability in a politically and economically stable environment, with little or no financial information shared with foreign tax authorities. Tax havens do not require individuals to reside in or businesses to operate out of their countries to benefit from local tax policies. Due to the globalization of business operations, an increasing number of US corporations, including Microsoft, Apple and Alphabet, are keeping cash in offshore tax havens to minimize corporate taxes.
The common characteristics of these tax havens are no or low taxes, not much of ‘Know Your Customer’ (KYC) norms, no transparency and confidentiality about the account and in some cases these small countries give asylum in case the originating country go after a customer. Tax havens do not consider tax evasion as a crime.39
Benefits to Tax Havens
Tax havens are generally considered villains. However, there is a positive side as well, since they benefit the economy of the particular country where the funds are invested. These countries basically offer foreign investors low tax rates and other tax features designed to attract investment with considerable diversity and thereby stimulate economic activity.
Ireland is one of the best examples among tax havens whose economic growth has flourished, as its annual GDP grew at the rate of 3.3 per cent during 1982-1999, whereas the world average was just 1.4 per cent in the same period.
Actually, Ireland had a growth rate in GDP of 26.3 per cent in 2015—revised from its earlier estimate of 6.8 per cent—which is much higher than that of any country including China. The Irish tax rate of 12.5 per cent helped make it a tax haven. 40
We find that many tax havens outperform other countries in terms of growth. Countries with low-tax rates will have a favourable environment for economic growth.
Table 4.4 indicates the growth of population in various tax havens from 1981 to 2015. Table 4.5 indicates GDP growth during that time span.
Global Campaign against Tax Havens
U. S. officials have tried to crack down on off-shore tax abuses at least since 1961, when President Kennedy asked Congress for legislation to drive these tax havens ‘out of existence’.41
Currently, US authorities are most concerned about these tax havens due to the severe economic crisis faced by the country and also due to pressure from sections of economists to ‘clean up’ the global financial system. There are also concerns regarding the financing of terror groups by some of the tainted money from tax havens. How seriously countries like the US have taken up the issue of under-the-ground economy, which undermines the over-the-ground economy, can be judged by how they are preparing to tackle and tracking this evil money.
Detailed inputs on tax havens have been provided by Internal Revenue Service (IRS) of United States Department of Treasury, in a paper on ‘Abusive Offshore Tax Avoidance Schemes—Talking Points’ (2008):
These are foreign jurisdictions that offer financial secrecy laws in an effort to attract investment from outside their borders. These jurisdictions are commonly referred to as ‘tax havens’, because in addition to the financial secrecy they provide, they impose little or no tax on income from sources outside these jurisdictions.
It is difficult to quantify the amount of assets being held offshore or the rate at which the industry is growing. But, it is estimated that some $5 trillion in assets is held ‘offshore’ in tax havens. One authority estimate that the annual revenue loss to the USA at a minimum of $70 billion.
Tax haven service providers and their clients know their actions are veiled from tax authorities by banking and commercial secrecy laws and by lack of tax treaties or tax information exchange agreements. They create paper entities to disguise the real parties to the transactions, and many are willing to create false documents to disguise the real nature of transactions.
At least forty countries aggressively market themselves as tax havens. Some have gone so far as to offer asylum or immunity to criminals who invest sufficient funds. They permit the formation of companies without any proof of identity perhaps even by remote computer connections. Generally, though such extremes are found in emerging nations where the stability and security of the financial, legal, political systems is questionable.
The largest concentrations of assets are attracted to the stable secure environments of the established tax havens—those that have existed a number of years and enjoy the diplomatic protection of former colonial powers.42
These tax havens are estimated to number more than seventy, but as the IRS discussion reveals, around forty of them aggressively market themselves as tax havens. The popular ones are Switzerland, Luxembourg, Liechtenstein, Channel Islands, Bahamas etc.
US Corporations and Tax Havens
Rather than repatriating revenues and earnings from offshore operations at a corporate tax rate of 35 per cent, companies including Apple, Microsoft, Alphabet, Cisco and Oracle maintain billions of dollars in tax haven accounts with low single-digit tax rates. This makes it less expensive for U. S. based companies to borrow funds for share buy-backs, special dividends and acquisitions than to repatriate and utilize the cash on their balance sheets. For example, rather than use its $100 billion in cash holdings and pay $9 billion in corporate taxes for repatriation, Microsoft opted for debt financing to fund its all-cash acquisition of LinkedIn for $26.2 billion in June 2016.43
Table 4.4: Population of Major Tax Havens—From 1981 to 2015 (In Million)
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Source:http://databank.worldbank.org/data/reports.aspx?Code=SP.POP.TOTL&id=af3ce82b&report_name=Popular_indicators&populartype=series&ispopular=y#
Table 4.5: GDP (Annual Growth %) of Major Tax Havens—From 1981 to 2015
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Source:http://databank.worldbank.org/data/reports.aspx?Code=SP.POP.TOTL&id=af3ce82b&report_name=Popular_indicators&populartype=series&ispopular=y#
Chapter 9 on MNCs and Tax Havens discusses this in greater depth and detail.
Ranking and Rating of Tax Havens
Tax havens have been around for more than a century and they still continue to be a safe place to stash away illicit funds from all around the world, though the havens have significantly reduced marketing and promoting themselves after the organizations like OECD and Tax Justice Network (TJN) came down heavily on them, but they are still flush with foreign investment. It is now all up to the particular political system to take care of illicit funds going out from their country or to bring back the funds stashed in havens. In this respect, Germany is a good example of a country that was able to bring back illicit funds.
The Global Forum for Transparency and Exchange of Information for Tax Purposes is part of the OECD which is active in preparing ratings of jurisdictions according to set norms. As of October 2015, eighty-six jurisdictions have received ratings after the completion of their second phase of reviews of which seventy-four are rated as compliant or largely compliant.
The results of the peer review for each jurisdiction reviewed so far are shown in Table 4.6 below.
Table 4.6: Ratings of Jurisdictions Following the Second Phase Review
	Australia, Belgium, Canada, China, (People’s Republic of) Colombia, Denmark, Finland, France, Iceland, India, Ireland, Isle of Man, Japan, Korea, Lithuania, Mexico, New Zealand, Norway, Slovenia, South Africa, Spain, Sweden
	Compliant

	Argentina, Aruba, Austria, The Bahamas, Bahrain, Belize, Bermuda, Brazil, British Virgin Islands, Cayman Islands, Chile, Cook Islands, Cyprus, Czech Republic, Estonia, Former Yugoslav Republic of Macedonia, Germany, Ghana, Gibraltar, Greece, Grenada, Guernsey, Hong Kong (China), Hungary, Italy, Jamaica, Jersey, Latvia Liechtenstein, Luxembourg, Macao (China), Malaysia, Malta, Mauritius, Monaco, Montserrat, Netherlands, Philippines, Poland, Portugal, Qatar, Russia, San Marino, Singapore, Slovak Republic, Saint Kitts and Nevis, Saint Vincent and the Grenadines, Seychelles, Turks and Caicos Islands, United Kingdom, United States, Uruguay
	Largely Compliant

	Andorra, Anguilla, Antigua and Barbuda, Barbados*, Costa Rica, Curaçao, Indonesia, Israel, Samoa, Saint Lucia*, Sint Maarten, Turkey
	Partially compliant


JURISDICTIONS THAT CANNOT BE RATED BECAUSE THEY CANNOT MOVE TO THE SECOND PHASE
	Guatemala, Kazakhstan, Lebanon*, Liberia*, Federated States of Micronesia, Nauru*, Trinidad and Tobago, Vanuatu*
	Jurisdictions not moving to Second Phase


Note: *The jurisdiction is undergoing a Supplementary review
Source: http://www.oecd.org/tax/transparency/global-forum-annual-report-2015.pdf
Secrecy Index
The Financial Secrecy Index was launched on November 2, 2015 and ranks jurisdictions according to their secrecy and the scale of their offshore financial activities. A politically neutral ranking, it is a tool for understanding global financial secrecy, tax havens or secrecy jurisdictions, and illicit financial flows or capital flight.
An estimated $21 to $32 trillion of private financial wealth is located, untaxed or lightly-taxed, in secrecy jurisdictions around the world. Secrecy jurisdictions—a term often used as an alternative to the more widely used term tax havens—use secrecy to attract illicit and illegitimate or abusive financial flows.
Illicit cross-border financial flows have been estimated at $1-1.6 trillion per year, dwarfing the figure of $135 billion or so that is dispersed in global foreign aid. Since the 1970s, African countries alone have lost over $1 trillion in capital flight, while its combined external debts are less than $200 billion. So, Africa is a major net creditor to the world—but its assets are in the hands of a wealthy élite, protected by offshore secrecy, while the debts are shouldered by broad African populations.
Rich countries suffer from this malaise too. For example, European countries like Greece, Italy and Portugal have been brought to their knees partly by decades of tax evasion and state looting via offshore secrecy.
Table 4.7: Secrecy Ranking 2015
	Rank
	Country

	1
	Switzerland

	2
	Hong Kong

	3
	USA

	4
	Singapore

	5
	Cayman Islands*

	6
	Luxembourg

	7
	Lebanon

	8
	Germany

	9
	Bahrain

	10
	United Arab Emirates (Dubai)

	11
	Macao

	12
	Japan

	13
	Panama

	14
	Marshall Islands

	15
	United Kingdom*


Note: *British overseas territory or crown dependency. If Britain’s network were assessed together, it would be at the top.
Source: http://www.financialsecrecyindex.com/introduction/introducing-the-fsi
It is to be understood that there are different dimensions about tax havens and in the current context, many global organisations like OECD and G-20 have taken up steps to deal with some of the unsavoury aspects of tax havens.
There are issues like arms smuggling, drug peddling, money laundering, terror financing etc. which are undertaken using tax havens and which are of immense concern in the contemporary situation in the world. We will focus on some of these concerns elsewhere in the book.
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Blood Money
Tax evasion is not the only aspect of tax havens. As discussed earlier, people accumulate money (using commissions and trade invoicing) in tax havens. More importantly, other aspects of stashed funds do not get the attention they deserve. These aspects are related to terror financing, arms smuggling, drug dealing, human trafficking etc. These activities not only generate illegal wealth but also are harmful to the social fabric.
Terrorism and Offshore Financing
The life-blood of an effective terrorist network is financing and shell companies facilitate the easy distribution of money. The Islamic State, popularly referred to as ISIS makes $1 million to $2 million a day in oil production, it has obtained over $100 million in ransoms from kidnapping and collects ‘taxes’ from the 6 million people it has gained control over.44 Al-Qaeda’s worldwide operations require $30-50 million per year. The September 11 attacks, for example, cost approximately $500,000.45
But not every terrorist attack requires large sums of money. The London transit bombings cost a mere $15,000 and the Paris bombings cost about $10,000 or less. But regardless of the size of the operation, funding a terrorism enterprise is easily done under the cover of shell companies.46
In contrast, the United States has spent (as of 2014) over $1.6 trillion since September 11, 2001 on its major military operations abroad and $9 million a day just on fighting ISIS. 47 If we want to fight terrorism effectively, we should also be cracking down on terrorism financing. Given the ease and persistence of terrorist financing—particularly using shell companies—a shift in attention on financial regulations that would stop terrorism financing would be a good start.
Also the Panama Papers incident shows how easy it is to finance terror using US shell companies. With the ease of incorporation, some may decide to create companies to hide assets in for tax evasion or money laundering purposes. However, even more alarming is that terrorists can easily disguise their true identities from law enforcement through shell companies.48
A potential terrorist cannot take a flight to neighbouring states without a passport or driver’s licence, but they can form a shell company without any information in a matter of minutes. In a high-profile instance of this, for many years Russian arms dealer Viktor Bout used shell corporations to anonymously supply terrorist groups around the globe with major weaponry like tanks and shoulder-file missiles.49
Laws against money laundering and terror financing are used around the world. In the United States, the Patriot Act was passed after the September 11 attacks, giving the government anti-money laundering powers to monitor financial institutions. The Patriot Act has generated a great deal of controversy in the United States since its enactment. The United States has also collaborated with the United Nations and other countries to create the Terrorist Finance Tracking Program. RAND Corporation has brought out a large body of literature and analysis on terror financing and its implications.50
Terrorism Financing in India
In January 2015, the inaugural US-India Anti-Money Laundering/Counterterrorism Finance (AML/CFT) dialogue was held. India is a member of the Financial Action Task Force (FATF) and two FATF-style regional bodies, the Eurasian Group on Combating Money Laundering and Financing of Terrorism and the Asia-Pacific Group on Money Laundering. India’s Financial Intelligence Unit (FIU-IND) is also a member of the Egmont Group (an informal international gathering of financial intelligence units formed in 1995). Indian officials monitor and regulate money transfers, require the collection of data for wire transfers, oblige non-profit organizations to file suspicious transaction reports, and regulate and monitor these entities to prevent misuse and terrorism financing.
Although the Government of India has aligned its domestic AML/CFT laws with international standards by enacting amendments to the Prevention of Money Laundering Act (PMLA) in November 2012, the government has yet to implement the legislation effectively, especially with regard to criminal convictions. Law enforcement agencies typically open criminal investigations reactively and seldom initiate proactive analysis and long-term investigations. While the Indian government has taken action against certain hawala financing activities, prosecutions have generally focused on non-financial businesses that conduct hawala transactions as a secondary activity.
Additionally, the government has not taken adequate steps to ensure that all relevant industries are complying with AML/CFT regulations though the reporting of Suspicious Transaction Reports (STRs) relating specifically to terrorism financing has increased significantly. From July 2014 to April 2015, the FIU-IND received 76,149 STRs and disseminated 52,485 STRs to various intelligence and law enforcement authorities.
The degree of training and expertise in financial investigations involving transnational crime or terrorism-affiliated groups varies widely among the federal, state and local levels and depends on the financial resources and individual policies of various jurisdictions. More than 300 personnel from various zonal and sub-zonal offices of India’s Enforcement Directorate have participated in training programmes on financial investigation, money laundering, foreign exchange contraventions, effective prosecutions, and cyber crimes as part of an effort to build capacity. US investigators have had limited success in coordinating the seizure of illicit proceeds with their Indian counterparts. While intelligence and investigative information supplied by US law enforcement authorities has led to numerous seizures of terrorism-related funds, a lack of follow-through on investigational leads has prevented a more comprehensive approach.
The Government of India has also taken steps to increase financial inclusion through expanding access to the banking sector and issuing biometric-enabled universal identification numbers.51
Any expert on Indian stock markets knows that our markets are increasingly being moved by global flows—both inflows and outflows of funds. Secondly, such flows may be the ill-gotten wealth of Indians kept abroad in tax havens, or domestic funds sent out and brought back to facilitate some activities. This has to be seen in context of concerns expressed by our then National Security Advisor M. K. Narayanan regarding the possibility of terror funds coming in through financial markets a few years ago.52
India has also taken steps to implement United Nations Security Council Resolution (UNSCR 2178) related to foreign terrorist fighters and to advance efforts on Politically Exposed Persons (PEP). It recalls its decision in resolution 1373 (2001) that Member States shall afford one another the greatest measure of assistance in connection with criminal investigations or proceedings relating to the financing or support of terrorist acts.53
Human Trafficking
Trafficking in persons means the recruitment, transportation, transfer, harbouring or receipt of persons by means of threat, or use of force or other forms of coercion, abduction, fraud, deception, abuse of power, or of a position of vulnerability or giving or receiving of payments or benefits to achieve the consent of a person—having control over another person, for the purpose of exploitation. Exploitation also includes, at a minimum, the exploitation of the prostitution of others or other forms of sexual exploitation, forced labour or services, slavery or practices similar to slavery, servitude or the removal of organs.
To ascertain whether a particular circumstance constitutes trafficking in persons, the definition of trafficking in the Trafficking in Persons Protocol and the constituent elements of the offense, as defined by relevant domestic legislation has to be considered.54
For instance, each year about 17,500 individuals are brought into the United States and held against their will as victims of human trafficking. Some estimate the number is as high as 60,000 annually. These numbers do not include those who are here from previous years, migrants already in the US, runaways, displaced persons, and those from oppressed and marginalized groups and the poor. Combating human trafficking is a daunting task and emergency healthcare providers have a critical role to play.
Medical providers are a frontline of defence for victims—especially providers in an emergency department setting. Victims present here, often with their traffickers, receive medical attention but not the further help they need to remove them from the environment that places their lives at risk daily. Emergency healthcare providers often miss the signs of human trafficking, mistake the signs for intimate partner violence, and are rarely aware of how to help. Instead victims are sent back ‘home’ with their traffickers. This situation can change and it must.
Human trafficking is a continuously evolving global crime with no simple solutions. To date, authorities have investigated, arrested, convicted, or punished few traffickers for these crimes.  Although law enforcement has made progress, international efforts have been slow and need to be fortified with stronger criminal justice responses that equip officers with the specialized knowledge, training, development, and resources vital to conducting their investigations, making arrests, and identifying and treating victims with empathy. Policymakers, law enforcement leaders, and international community constituents must strengthen the capacity and willingness to deliver justice and protect victims’ rights. Law enforcement can accomplish this through ongoing global collaboration and communication.
Twenty-one million men, women, and children around the world are currently thought to be victims of human trafficking, which the International Labor Organization estimates generates $150.2 billion in profits each year. The Asia-Pacific region is responsible for $51.8 billion of this market, with around 11.7 million victims. Developed economies and the European Union is responsible for another third of the market value with $46.9 billion, even though there are ‘only’ 1.5 million victims, one-eighth as many as the Asia-Pacific region. 55
Post the 2003 Iraq War and the Yemen and Syrian crises we find a large number of boat people smuggled into Italian coasts to enter into Europe. Unfortunately, many of these boats capsize and a large number of people perish. It is suggested that these people pay smugglers and boat owners to be taken to Europe. Much of this money is in cash and ends up in secretive havens.
Human trafficking is playing a growing role in terrorist and insurgent activities and groups, and the spread of the Internet has provided traffickers with additional, far-reaching means to lure both victims and victimizers.
As far as India is concerned, human trafficking, particularly women from the eastern part of India is a major problem. They are used for prostitution and household labour. Reports suggest that the demonetization done in November 2016 has reduced the trafficking due to cash pressure.
Money Laundering
The process of disguising the proceeds of crime and integrating it into the legitimate financial system is called money laundering. It is problematic for criminals to use the illicit money as soon as it comes into their hands because they cannot explain where it came from, and it is easier to trace it back to the crime before proceeds of crime are laundered. However, after being laundered, it becomes difficult to distinguish money from legitimate financial resources, and the funds can be used by criminals without detection.
How Does Money Laundering Work?
There are countless ways to launder money. In general, money laundering is usually in three stages. For instance, a criminal earns say $1 million in cash from arms trafficking in US. Then, three transactions take place:
	Placement: cash smuggled across border deposited in bank account

	Layering: Money wired to account owned by anonymous shell company

	Integration: Anonymous shell company buys real estate in US for criminal activities


Many of Global Financial Integrity’s (GFI’s) policy recommendations, such as eliminating anonymous shell companies and tackling trade mis-invoicing, will have the effect of making it more difficult to launder money, which means they make it more difficult for criminals to actually use their money without being caught. In addition to those, GFI has several other policy recommendations to address money laundering:
	Make all felonies predicate offenses for money laundering. In many countries, certain key crimes such as tax evasion cannot be the basis for a money laundering charge.

	Countries should comply with all FATF standards. According to a 2013 OECD report, many FATF countries are poorly compliant on key standards designed to prevent money laundering.

	Better enforce existing criminal laws. Bankers whoknowingly commit crimes and allow bank accounts to be used to shelter criminal money should be held personally accountable. To date, enforcement has generally focused on moderate-sized fines and promises by banks to improve compliance. No bank should be ‘too big to jail’.56


Estimates of Money Laundered per Year
As per the study conducted by the United Nations Office on Drugs and Crime (UNODC) in 2009, it estimates that criminal proceeds amounted to 3.6 per cent of global GDP, with 2.7 per cent (or USD 1.6 trillion) being laundered.
This falls within the widely quoted estimate by the International Monetary Fund, who stated in 1998 that the aggregate size of money laundering in the world could be somewhere between two and five percent of the world’s Gross Domestic Product (GDP). Using 1998 statistics, these percentages would indicate that money laundering ranged between $590 billion and $1.5 trillion. At the time, the lower figure was roughly equivalent to the value of the total output of an economy the size of Spain.
Where Does Money Laundering Occur?
As money laundering is a consequence of almost all profit generating crime, it can occur practically anywhere in the world. Generally, money launderers tend to seek out countries or sectors in which there is a low risk of detection due to weak or ineffective anti-money laundering programmes. Because the objective of money laundering is to get the illegal funds back to the individual who generated them, launderers usually prefer to move funds through stable financial systems.
How Does Fighting Money Laundering Help Fight Crime?
Money laundering is a threat to the good functioning of a financial system; however, it can also be the Achilles heel of criminal activity.
During law enforcement investigations into organized criminal activity, it is often the connections made through financial transaction records that allow hidden assets to be located, and that establish the identity of the criminals and the criminal organization responsible. When criminal funds are derived from robbery, extortion, embezzlement or fraud, a money laundering investigation is frequently the only way to locate the stolen funds and restore them to the victims.
Most importantly, however, targeting the money laundering aspect of criminal activity and depriving the criminal of his ill-gotten gains means hitting him where he is vulnerable. Without a usable profit, the criminal activity will not continue.57
Indian Angle
India has focused its attention on strengthening its AML/CFT regime based on a high-level political commitment to the Action Plan to Strengthen India’s AML/CFT System adopted by the FATF in June 2010.
India rectified nearly all of the technical deficiencies identified with respect to the criminalization of money laundering (ML) and terrorist financing (TF) and the implementation of effective confiscation and provisional measures through amendments to the Prevention of Money Laundering Act (PMLA) and the Unlawful Activities (Prevention) Act (UAPA).
Amendments to the PMLA were enacted by Parliament on 17 December 2012 and came into force on 15 February 2013. These amendments which improve India’s AML regime are as follows:
	Strengthening the ML offence which addresses most of the technical deficiencies in relation to ML offences.

	Strengthening confiscation and provisional measures which address all of the ML related technical deficiencies.

	Covering commodities futures brokers and several DNFBPs within the scope of the PMLA which has an impact on India’s compliance.

	Introduction of a broader range of sanctions under the PMLA, employees of reporting entities, to compliance.

	Introducing an explicit provision which will ensure that there is no longer room for interpretation, that the conviction of a legal person would be contingent on the concurrent prosecution/conviction of a natural person; and increasing administrative sanctions for legal persons.


These amendments are likely to have a positive impact on India’s compliance.58
The International Narcotics Control Strategy Report—Money Laundering and Financial Crimes (March 2009)—by the US State Department suggests that 30-40 per cent of the inflows into India may be through hawala channels which are not accounted for. During 2007-2008, according to the report, formal inflows into India were $42.6 billion. So 40 per cent of this amount, $1.8 billion, could be considered illegal flows not captured by law. This sum could be paid for in rupees domestically but stored in tax havens abroad. This implies that at least $2 billion was salted away through the hawala route.
Although India has taken steps to implement an effective AML regime deficiencies remain. While the 2012 amendments to the Prevention of Money Laundering Act (PMLA) widen the definition of money laundering, the government has not changed its enforcement model. Observers and law enforcement professionals express concern about effective implementation and enforcement of the current laws, especially with regard to criminal prosecutions. US investigators have had limited success in coordinating the seizure of illicit proceeds with Indian counterparts. While intelligence and investigative information supplied by US law enforcement authorities have led to numerous money seizures, a lack of follow through on investigative leads has prevented a more comprehensive offensive against violators and related groups. India is demonstrating an increasing ability to act on mutual legal assistance requests but continues to struggle with institutional challenges, which limit its ability to provide assistance.59
Arms Smuggling
The earlier US Arms Control and Disarmament Agency (ACDA) created the following comprehensive definition of the arms trade, which has been widely used by researchers: ‘Weapons of war, parts thereof, ammunition, support equipment, and other commodities designed for military use . . . Dual-use equipment . . . when its primary mission is identified as military. The building of defense production facilities and licensing fees paid as royalties for the production of military equipment . . . Military services such as training, supply operations, equipment repair, technical assistance and construction are included where data are available.’60
What Is Illicit Trafficking?
Even though illicit trade in small arms and light weapons occurs in all parts of the globe it is more concentrated in areas afflicted by armed conflict, violence, and organized crime, where the demand for illicit weapons is often highest. Arms trafficking fuels civil wars and regional conflicts; stocks the arsenals of terrorists, drug cartels, and other armed groups; and contributes to violent crime and the proliferation of sensitive technology.
The United Nations Office on Drugs and Crime (UNODC) Study on Firearms employs a pioneering data-focused approach to the study of trafficking in firearms, their parts and components and ammunition. Based on information from forty-five countries, it examines the quantities and types of firearms seized in different regions, the routes and methods used in the trafficking of firearms, and other offences associated with reported seizures. This study stresses the need for further exhaustive research on financing of illicit trade and linkages with secretive jurisdictions.61
The trafficking of small arms and light weapons (SALW) is one of the profitable transnational crimes. This market was worth US$1.7 billion to $3.5 billion in 2014, which represents 10 to 20 percent of the legal arms trade. Three main factors drive prices: an area’s level of conflict, political unrest, and political tension; the distance over which the items are smuggled; and, the levels of enforcement traffickers must overcome. Internet-based trafficking represents a growing challenge to combatting SALW smuggling. Decommissioned weapons that had been sold and then illegally reactivated were used in several recent terrorist attacks in Western Europe, and represent another trending threat of arms trafficking.62
Arms Smuggling in India
The illicit trafficking of arms in India, (see table 5.1) the number of illegal weapons seized remained more or less constant from 2012 to 2014, however, the number of persons arrested has more than doubled from 2012 to 2014.
Table 5.1 All India Numbers
[image: ]
Source: https://factly.in/illegal-weapons-in-india-which-state-tops-the-charts-when-it-comes-to-confiscation-of/
For instance, in Delhi alone, the numbers of illicit arms is increasing. The recoveries of fire arms made by the Delhi Police in the past four years give a disturbing picture. A total of 388 firearms have been seized till June 15, 2016. While in 2015 and 2014, this number was at 431 and 868 respectively, a total of 700 and 586 firearms were recovered in 2013 and 2012 respectively.63
While the government maintains that a realistic assessment of the number of illegal weapons in the country is not feasible, it has undertaken a host of steps to prevent proliferation of illegal weapons. The Ministry of Home Affairs has launched the National Database on Arms License (NDAL) for uploading of details of arms license issued by state and central licensing authorities. Any arms not registered in this database will be treated as illegal and will be liable to legal action.
Drug Peddling
Drug trafficking is a global illicit trade involving the cultivation, manufacture, distribution and sale of substances which are subject to drug prohibition laws. UNODC is continuously monitoring and researching global illicit drug markets in order to gain a more comprehensive understanding of their dynamics.
The global drug trafficking market was worth $426 billion to $652 billion in 2014. It represents about one-third of the total retail value of the transnational crimes studied here. Cannabis was responsible for the largest share of drug trafficking, followed in order by cocaine, opiates and amphetamine-type stimulants (ATS). ATS and cannabis are produced all over the world, while the production of cocaine and opiates is concentrated in South America and Afghanistan respectively.
Drug Trafficking Organizations (DTOs), Organized Crime Groups (OCGs), guerrilla groups, and terrorist organizations are all involved in drug trafficking. OCGs in West Africa have increased their control of the drug market in the region, and the volume of heroin trafficked from Afghanistan through East Africa is escalating, stoking consumption.64
The Balkan and northern routes are the main heroin trafficking corridors linking Afghanistan to the huge markets of the Russian Federation and Western Europe. The Balkan route traverses the Islamic Republic of Iran (often via Pakistan), Turkey, Greece and Bulgaria across South-East Europe to the Western European market, with an annual market value of some $20 billion. The northern route runs mainly through Tajikistan and Kyrgyzstan (or Uzbekistan or Turkmenistan) to Kazakhstan and the Russian Federation. The size of that market is estimated to total $13 billion per year. For the North American market cocaine is typically transported from Colombia to Mexico or Central America by sea, and then onwards by land to the United States and Canada.65
It is estimated that 1 in 20 adults, or a quarter of a billion people between the ages of 15 and 64 years, used at least one drug in 2014. Roughly, the equivalent of the combined populations of France, Germany, Italy and the United Kingdom, though a substantial amount, it is one that does not seem to have grown over the past four years in proportion to the global population.
Drug Supply and Markets
The most widely cultivated drug crop continues to be cannabis, which was reported by 129 countries over the period 2009-2014, far more than the 49 countries that reported opium poppy cultivation (mostly located in Asia and the Americas) and the seven countries that reported coca cultivation (located in the Americas). Leaving aside the disparity in their respective numbers of cultivating countries, opium poppy cultivation has been decreasing in the past year while coca cultivation has been rising. Cannabis also continues to be the most trafficked drug worldwide, while there has been a large increase in seizures of synthetic drugs.
Although there were 234 substances under international control in 2014 (244 in January 2016), the bulk of trafficking (based on reported drug seizures, which reflect both law enforcement activity and drug flows) was concentrated on a far smaller number of substances.
The Indian Perspective
India has witnessed a five-time (455 per cent) increase in drug hauls over three years, from 2011 to 2013, according to data released by the government to parliament.66 Officials have seized 105,173 tonnes of illegal drugs over this period, a reminder of a growing Indian problem on the international day against drug abuse and illicit trafficking, observed on June 26 by the UN.
With nearly 18 per cent of the world’s population in the 15-64 age group, India is a prime market for illicit opiates originating in both South-East Asia and South-West Asia, according to the World Drug Report 2014. The latest available data, from 2004, estimates that 10.7 million Indians—more than the population of Sweden—are drug users. 8.7 million consume cannabis and 2 million use opiates, according to a National Survey Report by the UN Office on Drugs and Crime and the Indian Ministry of Social Justice & Empowerment.
Internet Pharmacy
The emergence of illegal websites established in the USA, Europe etc. offering unregulated trade in a range of prescription medicines over the Internet has taken firm root in India as a supplier. These online pharmacies transmit orders from paying customers to agents in India, who then procure the medicines from either legitimate or illegitimate sources before dispatching them to customers by mail and courier. The sheer volume of international post makes it impossible to screen every parcel, and hence, a vast majority of illegal consignments passes by undetected by the authorities. Internet pharmacies are usually highly vulnerable and keep the identity of organizers tightly veiled. In India, nevertheless, the Narcotics Control Bureau (NCB) either on its own or in coordination with the outside agencies has been making at least one bust every year over the years.
Other than these we have issues of illegal organ trade, wildlife trade, cultural properties etc. have also occupied attention due to their role in illicit financing to tax havens.
Transnational crime is a business, and the business is very good. Money is the primary motivation for these illegal activities. The revenues generated from the eleven crimes covered in this report—estimated to range between $1.6 trillion and $2.2 trillion per year—not only line the pockets of the perpetrators but also finance violence, corruption, and other abuses.
Table 5.2. The Retail Value of Transnational Crime
	Transnational Crime
	Estimated Annual Value (US$)

	Drug Trafficking
	$426 billion to $652 billion

	Small Arms & Light Weapons Trafficking
	$1.7 billion to $3.5 billion

	Human Trafficking
	$150.2 billion

	Organ Trafficking
	$840 million to $1.7 billion

	Trafficking in Cultural Property
	$1.2 billion to $1.6 billion

	Counterfeiting
	$923 billion to $1.13 trillion

	Illegal Wildlife Trade
	$5 billion to $23 billion

	Ilegal, Unreported and Unregulated
	$15.5 billion to $36.4 billion

	(IUU) Fishing Illegal Logging
	$52 billion to $157 billion

	Illegal Mining
	$12 billion to $48 billion

	Crude Oil Theft
	$5.2 billion to $11.9 billion

	Total
	$1.6 trillion to $2.2 trillion


Source: http://www.gfintegrity.org/wp-content/uploads/2017/03/Transnational_Crime-final-_exec-summary.pdf
Possible Action Plan
The networks involved in these illicit markets are akin to major global corporations, and they need access to finance and banking in order to be profitable and continue operating. Countries need to ensure that corporations registering and doing business within their borders declare the name(s) of the entity’s true, ultimate beneficial owner(s). Customs and central bank authorities should flag financial and trade transactions involving individuals and corporations in ‘secrecy jurisdictions’ as high-risk and demand extra documentation to try to ensure there is no illegal activity involved. Customs agencies use world market price databases such as GFTrad to estimate the risk of misinvoicing for the declared values and investigate suspicious transactions. Government agencies and departments in each country also need to share more information on the illicit markets and actors that exist within their borders. Sharing this data and this knowledge will help to avoid gaps, bolster investigations into possible abuses, and support stronger enforcement of the country’s laws. Criminals cannot afford to face this level of risk of their money or goods being detected.67
The Finance Curse
In the early 1990s, economists coined the term ‘the resource curse’ to describe a paradox they observed in countries where valuable natural resources were discovered. Rather than thriving, such countries often crumbled, economically and politically. The newfound wealth, instead of raising living standards for all, generated violence, as well as accelerating the growth of inequality and corruption. Terry Karl, a Stanford political science professor, dubbed this the ‘paradox of plenty’. The same story has played out again and again all over the world, from Venezuela (where Karl did her research on the destruction wrought by oil wealth) to Sierra Leone (home of blood diamonds) and Afghanistan (which, despite $3 trillion in mineral wealth, remains among the poorest and most corrupt countries in the world).68
A similarly insidious pattern has developed in recent years among the countries serving as offshore financial centres. Many, like the countries affected by the resource curse, are former colonial states struggling to stay fiscally viable; the ‘resource’ they discover is human capital, in the form of a population literate and numerate enough to provide financial services, such as the filing and compliance tasks linked to offshore corporations, trusts, and foundations. For these economically and politically fragile countries, the influx of cash provided by involvement in international finance seems like an unmitigated blessing, offering jobs and revenues for a relatively small investment in infrastructure, such as high-speed Internet access.
But as many are finding, becoming a tax haven has unexpected costs. Precipitous economic, political, and social declines have occurred so often in such states that observers have coined a new term for it: ‘the finance curse’.69
When the ‘finance curse’ strikes a country, there is a recurrent pattern. While its democracy, economy, and culture remain formally intact, they are increasingly oriented to and co-opted by international elites. In other words, such countries gradually become organized around the interests of people who don’t even live there, to the detriment of those who do. The services produced by these countries protect cosmopolitans’ wealth, but the riches never flow to the local producers, undermining their capacity for self-governance and social cohesion, as well as the development of infrastructure and institutions.70
The crimes listed above generate substantial amounts of black money and also are illegally stored in tax havens. It is required for the civilized world to create an atmosphere to reduce if not eliminate these activities.
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Estimating Illicit Funds in Global Tax Havens
The financial crisis of 2008 had an interesting collateral benefit for many emerging economies. Developed countries like Germany, France and USA began to look closely at the illicit tax-avoided funds kept by their citizens in various tax havens. This is because there was a clamour among their citizens about black money kept abroad by the rich when the economy was suffering from a recession.
As early as February 2008, German authorities had collected information about illegal money kept by citizens of various countries in a Liechtenstein bank and the German Finance Minister offered to provide the names to any government interested in the list. Germany’s intelligence agency seems to have paid an unnamed informer more than $6 million for confidential and secret data about clients of the LGT group, a bank owned by the Liechtenstein Prince’s family. The revelations led to the resignation of the head of Deutsche Post, which is currently the largest logistics company in the world as it was discovered that he had stashed money away in the tax haven.71 Liechtenstein leaders were furious and focused all their ire at the theft of the data rather than on the facts of the case. The German government announced that it would share the information on accounts held in the tax haven with any government that wanted it.
They had a list of 1400 clients of whom only 600 were Germans. The spokesman for the German Finance Ministry, Thorstein Albig indicated in March 2008 that they would respond to requests without charging any fees for the information. Finland, Sweden and Norway procured the data. This is perhaps the first time a sovereign government stole data from a bank of a tax haven to expose tax evaders.
Similarly, France purchased data stolen from the HSBC Geneva branch. Also, the US was waging a running battle with UBS about the illicit funds kept by its citizens in the Swiss bank. These examples show how the economic crisis of 2008 was the catalyst for going after tax havens by the developed economies of the world.
The Size of the Problem Globally
The estimates in this section pertain to the total amount hoarded in these tax havens on a global basis and that of individual countries including India. Then there are estimates of India’s illicit money in Switzerland since that country has been a long-time favourite of Indians hoarding money abroad.
Raghuram Rajan, the previous governor of the Reserve Bank of India observed in reply to a question on how to stop people from parking money outside, ‘No one knows how much black money is stashed outside the country, as there are many speculations doing the rounds.’ As another measure to curtail generation of black money, Rajan said, ‘We need to cut the black money at source and make it difficult for them to hide their ill-gotten wealth.’72 He should have known better. There are different types of estimates which are inferred and available about the nature of the problem. Of course, by definition, it is black money and so it will be difficult to come up with an exact estimate.
Measuring the size of the offshore economy is an exercise in night vision. It is hard to define it; it is fragmented and messy, and it is swathed in secrecy. Official international efforts to measure the various aspects of the phenomenon have been inadequate.
We are concerned above with financial flows that are harmful and abusive, whether or not illegality is involved. So, we are concerned with tax avoidance, for example, as well as with phenomena such as tax competition.
Mostly individual countries’ data is analyzed for ‘trade mispricing’ as a major source of generation of illicit funds. This mechanism and implications will be discussed later.
We give below some of the global estimates at the top, and other regional estimates.
Estimate of Global Illicit Funds
IMF estimates global black money—excluding Switzerland, China, Taiwan and oil exporting economies—at $18 trillion. This estimate of the one of the most responsible financial bodies of the world has shocked the world. The extent of black and unsupervised financial economy in the world is now believed to be almost a third of the global GDP. 73
The study reports that there may be as much as US $18 trillion of foreign dollars parked in small international financial centres, which does not include Switzerland. This does not exhaust the world economies, particularly those economies, which generate lots of export and cash surplus. Leading, cash-rich economies such as China, Taiwan and many of the oil-exporting countries do not participate in the IMF’s survey. This is only for what are called Small International Financial Centres numbering thirty-two (Andorra, Anguilla, Antigua and Barbuda, Aruba, Bahamas, Bahrain, Barbados, Belize, Bermuda, Cayman Islands, Gibraltar, Grenada, Guernsey, Isle of Man, Jersey, Lebanon, Liechtenstein, Macao, China, Mauritius, Monaco, Montserrat, Nauru, Netherlands Antilles, Palau, Panama, Samoa, St. Kitts, St. Lucia, St. Vincent and the Grenadines, Turks and Caicos Islands, Vanuatu, British Virgin Islands).
Gian Maria Milesi-Ferretti, an economist for the IMF in Washington, cites statistical information on Luxembourg, one of the largest offshore financial centres in Europe to illustrate the extent of the problem since as the, economist says, ‘Luxembourg is one of the few offshore centres that disclose detailed statistics on assets and liabilities held in the financial sector, which makes it invaluable to understand cross-border money flows.’
The latest available IMF figures show portfolio assets held by foreigners in Luxembourg to be worth $1.5 trillion at the end of 2008. But looking at statistics provided by the Luxembourg government on portfolio investment liabilities for the country—the mirror image of the asset information held by the IMF—there is a big discrepancy. The investment liabilities in Luxembourg were $2.5 trillion—$1 trillion (€726bn) more than the assets reported.
Milesi-Ferretti says, ‘This is a huge difference, almost 40 per cent, and is unlikely to be entirely accounted for by the fact that some countries do not report their portfolio investments or their destination to the fund.’74
Richard Murphy, the well-known economist, accountant and founder of Tax Justice Network, commented:
I admit I can’t resist the temptation to say that some of us have been saying this for a long time. The Tax Justice Network wrote on this in 2005, suggesting there were £11.5 trillion of assets offshore. Time and again this has been attacked by organizations that should have known better and by academics with a right wing axe to grind. But now, like so much else, I and others have argued, it is being validated. And the issue itself, once dismissed as inconsequential is now being considered seriously.
The IMF’s $18 trillion number dramatically exceeds previous studies, and even it acknowledges that it probably underestimates the amount of money floating around in tax havens. 75
Global Financial Integrity (GFI), the Norwegian School of Economics and a team of global experts released a study showing that from 1980 to 2012, developing countries lost $16.3 trillion dollars through broad leakages in the balance of payments, trade misinvoicing, and recorded financial transfers. Note that these figures are only from developing countries.76
Christian Aid’s False Profits: robbing the poor to keep the rich tax-free (2009) estimates that between 2005 and 2007, the total amount of capital flow from bilateral trade mispricing into the EU and the US alone from non-EU countries is estimated conservatively at more than US$1.1tn (£581.4bn, €850.1bn). Oxfam estimates that developing countries miss out on up to $124 billion every year in lost income from offshore assets held in tax havens (2009).77
According to Tax Justice Network’s The Price of Offshore Revisited which is thought to be the most and rigorous study ever made of financial assets held in offshore financial centres and secrecy structures, the global super rich have at least $21 trillion hidden in secret tax havens. At least $21 trillion to $32 trillion of unreported private financial wealth was owned by wealthy individuals via tax havens at the end of 2010. This sum is equivalent to the size of the United States and Japanese economies combined. This is only financial wealth and excludes a welter of real estate, yachts and other non-financial assets owned via offshore structures.78
In a speech by the World Bank Managing Director and Chief Operating Officer, Sri Mulyani Indrawati at an event on Tax Evasion and Development Finance in Washington, D.C., United States April 17, 2015, she said:
UNCTAD (United Nations Conference on Trade and Development) estimates that more than 60 percent of global trade occurs within multinational groups. That creates the potential for failing to declare profits and to shift profits from high-tax to low-tax jurisdictions. This is often done through illegal tax evasion.
But sometimes it is also done through legal forms of tax avoidance and manipulation—including trade and transfer mispricing; dubious payments between parent companies and their subsidiaries; and profit-shifting mechanisms designed to hide revenues.
A recent UNCTAD study indicates that about $100 billion in annual tax revenue is lost to developing countries in transactions directly linked to offshore hubs. The total ‘development finance’ loss—counting both revenue and reinvested earnings—is estimated in the range of $250 to $300 billion. This prevents developing countries from stopping the outflow of money—which thus bleeds them of essential resources.’79
This brings us to the larger issue of tax cheating by corporate giants and the annual loss to many jurisdictions. This issue we will be looking at in the next few chapters along with the issue of individual countries like India.
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Estimate of Illicit Money in Tax Havens—Region and Country-wise
Every year, huge sums of money are transferred out of developing countries illegally. Actually, resources are stripped from developing countries, resources which could be used to fund public services from security and justice to basic social services such as health and education. The illicit financial flows also weaken the financial system and impact the economic development of these countries. Given their smaller resource base and markets, the social and economic impact of such outflows on developing countries is severe. Most of the data on this aspect comes from non-governmental organizations and the estimates vary greatly and are heavily debated. One of the most quoted sources is that of Global Financial Integrity (GFI)—the Washington-based think tank. We rely significantly on data from GFI in this chapter.
Regional Picture
GFI provides estimates of the illicit flow of money out of the developing world—as a whole, by region, and by individual country—from 2003-2012, the most recent ten years of data availability. This study—GFI 2014—has been extensively quoted from.80
The study found that between 2003 and 2012, the developing world lost $6.6 trillion in illicit outflows. In real terms, these flows increased at 9.4 per cent per annum. After a brief slowdown during the financial crisis of 2008, illicit outflows were once again on the rise, hitting a new peak of $991.2 billion in 2012—as given in Table 7.1.
To put this in perspective, the cumulative total of official development assistance (ODA) to the developing countries in this report from 2003 to 2012 was just $809 billion. In 2012, the last year of the study, ODA to these countries stood at $89.7 billion, according to OECD data sourced from the World Bank. That means that for every one dollar of those $89.7 billion in development aid that entered these developing countries in 2012, over ten dollars in illicit financial flows (IFFs) went out. If the problem of illicit financial flows is allowed to grow unchecked, development aid will continue to fight an uphill battle.
This report also compares illicit outflows to foreign direct investment (FDI) in the developing countries from 2003 to 2012. Though FDI was significantly larger than ODA at $5.7 trillion over the ten-year period, it was still less than illicit outflows. Even FDI and ODA combined at $6.5 trillion are slightly less than illicit outflows, which stands at $6.587 trillion.
GFI measures illicit financial outflows using two sources:
	Outflows due to deliberate trade mis-invoicing: Gross Excluding Reversals (GER) is a method of calculating gross illicit outflows defined as export under-invoicing and import over-invoicing. In other words, GER calculations are based on the sum of discrepancies between (i) a country’s exports and world imports from that country and (ii) a country’s imports and world exports to that country.

	Outflows due to leakages in the balance of payments, also known as illicit hot money narrow outflows (HMN): HMN is a more conservative measure of illicit financial flows from the balance of payments than the Change in External debt (CED).81


Table 7.1: Illicit Financial Flows from Developing Countries, by Region, 2003-2012 (in billions of nominal US dollars)
[image: ]
Source: http://www.gfintegrity.org/report/2014-global-report-illicit-financial-flows-from-developing-countries-2003-2012/
Table 7.2—Illicit Financial Flows from Developing Countries, By Component, 2003-2012 (in billions of nominal US dollars)
[image: ]
Source: http://www.gfintegrity.org/report/2014
The vast majority of illicit financial flows—77.8 per cent in the ten-year period covered in this report—is due to trade mis-invoicing (Table 7.2).
Asia continues to be the region with the greatest volume of illicit financial flows, comprising 40.3 per cent of the world total over the ten years of this study. It is followed by Developing Europe at 21 per cent, the Western Hemisphere at 19.9 per cent, MENA (the Middle East and North Africa) at 10.8 percent and Sub-Saharan Africa at 8 percent.
MENA saw the largest percent increase in illicit outflows from 2003 to 2012, at 24.2 per cent per annum. Sub-Saharan Africa followed at 13.2 per cent with Developing Europe at 9.8 per cent, Asia at 9.5 per cent, and the Western Hemisphere at 3.5 per cent.
Country-Wise Data
According to GFI data for 2012, the global figure of illicit financial outflows was close to $1 trillion (GFI, 2014)—China accounting for quarter of the total and Russia, Mexico, India and Malaysia being the other prominent losers. (See Table 7.3)
Asia’s regional total is driven by the People’s Republic of China, the leading source of illicit financial flows from developing countries for nine of the ten years of this study. Similarly, Developing Europe’s large share of global illicit financial outflows is primarily due to the Russian Federation, the number two country for nine of the ten years of the study, which briefly surpassed China in 2011 to become the world’s top exporter of illicit capital before conceding this place back to China in 2012.
The top five exporters of illicit capital over the past ten years on average are: China, Russia, Mexico, India and Malaysia. Compared to GFI’s estimates in Illicit Financial Flows from Developing Countries: 2002-2011, hereafter referred to as the 2013 IFF Update, these rankings have changed only slightly—India and Malaysia switched ranks in this report, with India moving up to the number four slot. This is due to a continuation of India’s upward trend, which began in 2009, and Malaysia’s downward trend that began in 2010. China registered a particularly large increase from 2011 (US$162.8 billion) to 2012 (US$249.6 billion). This is due primarily to its return to a trend of large and increasing HMN outflows that began in 2009 but dropped off precipitously in 2011. (See Table 7.3)
Table 7.3—Illicit Financial Outflows from the Top 10 Developing Economies, 2003-2012 (in millions of nominal US dollars or in percent)
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Source: http://www.gfintegrity.org/report/2014-global-report-illicit-financial-flows-from-developing-countries-2003-2012/
There has been minimal academic research on the topic, but some scholarly critiques of the GFI approach can be found in a recent volume of essays from the World Bank, Draining Development, edited by Peter Reuter.82 For example, Nitsch (2012) suggests that the GFI estimates make unrealistic assumptions about trade-related transport costs and ignores many other factors that could account for errors in international trade and finance statistics, but there is a general consensus that illicit financial flows are likely to exceed aid flows and investment in volume. The most immediate impact of illicit financial flows is a reduction in domestic investment and expenditure, both public and private. This means fewer hospitals and schools; fewer roads and bridges as per the report published by the OECD in 2014 entitled Illicit Financial Flows from Developing Countries: Measuring OECD Responses.
The OECD 2014 report adds:
It also means fewer jobs. Furthermore, many of the activities which generate the illicit funds are criminal; and while financial crimes like money laundering, corruption and tax evasion are damaging to all countries, the effects on developing countries are particularly corrosive. For example, corruption diverts public money from public use to private consumption. We know that in general private consumption has much lower positive multiplier effects than public spending on social services like health and education. Proceeds of corruption or criminal activities will generally be spent on consumption of items such as luxury vehicles, or invested in real estate, art, or precious metals.
The social impact of a Euro spent on buying a yacht or importing champagne will be very different from that of a Euro spent on primary education.
On another front, money laundering is harmful to the financial sector: a functioning financial sector depends on a general reputation of integrity, which money laundering undermines. In this way, money laundering can impair long-term economic growth, harming the welfare of entire economies.’83
Illicit Flows
Illicit flows are generated in contravention of national laws by methods and practices to transfer financial capital out of a country. These could be due to money laundering (defined as the possession, transfer, use and concealment of the proceeds of the crime), tax evasion, bribery by global companies and trade mispricing. The source of the illicit flows could be smuggling, counterfeiting, arms smuggling etc. Sometimes, the source could be legal but the transfer may be illegal like tax evasion. Also, the intended uses of the funds are not clear.
The OECD 2014 report adds:
They may be intended for other illegal activities, such as terrorist financing or bribery, or for legal consumption of goods. In practice, illicit financial flows range from something as simple as a private individual transfer of funds into private accounts abroad without having paid taxes, to highly complex schemes involving criminal networks that set up multi-layered multi-jurisdictional structures to hide ownership.
Much attention has been paid to kleptocrats such as Sani Abacha (Nigeria), Vladimiro Montesinos (Peru) and Ferdinand Marcos (Philippines). Each of them looted their countries either through direct control of the central bank (Abacha), extortion of defence contractors (Montesinos) or confiscation of businesses (Marcos). When their reign came to an end—whether through death, political upheaval or criminal conviction—each was found to have invested overseas in a wide variety of assets. Also, other lower-level officials like the governor of a Nigerian state convicted in London courts of having acquired assets in the United Kingdom had done so with money stolen from state development funds.84 The money was generally moved by the carrying of cash in large denominations across borders or as wire transfers through complicit banks.
The reasons for these dictators to keep money abroad are varied. It is to protect confiscation or taxation by new regimes, to access luxury goods available abroad, to get favours from leaders abroad etc. Much less is known about the outflows associated with tax evasion, perhaps the most ubiquitous of the sources of illicit financial flows. These can add up to a substantial sum of drainage of home country resources.
Trade Misinvoicing
Among the various methods mentioned—in generating illicit funds in tax havens—trade mis-invoicing is an important one. Trade mis-invoicing is basically moving the funds to tax havens by way of under invoicing exports and over invoicing imports. It is a method for moving money illicitly across borders which involves deliberately misreporting the value of a commercial transaction on an invoice submitted to customs. A form of trade-based money laundering, trade mis-invoicing is the largest component of illicit financial outflows measured by Global Financial Integrity.
By fraudulently manipulating the price, quantity, or quality of a good or service on an invoice, criminals can easily and quickly shift substantial sums of money across international borders.
Chart 7.1: Trade Misinvoicing Outflows from Developing Countries: 2003-2012 (in millions of nominal US dollars)
[image: ]
Source: http://www.gfintegrity.org/issue/trade-misinvoicing/
Why is Trade Misinvoicing Used?
According to GFI, broadly, there are four primary reasons due to which misinvoicing of trade takes place:
	Money laundering: Criminals or public officials may seek to launder the proceeds from crime or corruption.

	Directly evading taxes and customs duties: By under-reporting the value of goods, importers are able to immediately evade substantial customs duties or other taxes.

	Claiming tax incentives: Many countries offer generous tax incentives to domestic exporters selling their goods and services abroad. Criminals may seek to abuse these tax incentives by over-reporting their exports.

	Dodging capital controls: Many developing countries have restrictions on the amount of capital that a person or business can bring in or out of their economies. Investors attempting to break these capital controls often misinvoice trade transactions as an illegal alternative to getting money in or out of the country.


As many countries attempt to process customs transactions quickly, in an effort to promote trade and boost economic growth, trade mis-invoicing has become a fairly low-risk endeavour for criminals—especially those who only moderately mis-invoice their transactions by, say, 5 to 10 per cent.85
How Does Trade Mis-invoicing Work?
Consider the following diagram:
[image: ]
In this case of import over-invoicing, the Indian importer illegally moves $500,000 out of India. Although he is only buying $1 million worth of used cars from the US exporter, he uses a Mauritius intermediary to re-invoice the amount up to $1,500,000. The US exporter gets paid $1 million. The $500,000 that is left over is then diverted to an offshore bank account owned by the Indian importer.86
A Reuters news report published in 2014 gives another example for trade mis-invoicing:
Fraudulent trade invoicing in five African countries cheated taxpayers out of a combined $14.4 billion in revenue in the 10 years to 2011 and in Uganda’s case losses amounted to an eighth of annual government revenue. The tax authorities in the five countries studied by Global Financial Integrity (GFI)—Ghana, Kenya, Mozambique, Tanzania and Uganda—lacked the trade, tax and deals data to curb the illicit flows, it said in a research report.87
Over- and under-invoicing in the five countries facilitated the illegal inflows or outflows of more than $60 billion during that decade, GFI said.
Kenya lost an estimated $1 billion each year through export under-invoicing, where sellers deflate the true value of their exports so they can channel the difference to a foreign account. Tanzania, on the other hand, lost a similar amount to export over-invoicing, which over-values shipments so parties can collect export credits. Uganda had $813 million in import over-invoicing, which can lead to lower corporate taxes as companies puff up the cost of imports to hide capital outflows.
GFI said its study was extremely conservative as it left out incorrect invoicing for services, bulk cash deals or hawala transactions, a form of money transfer used in the Muslim world. In the opinion of its president, Raymond Baker, trade misinvoicing was perhaps the most serious economic issue plaguing these countries. Ghana had more than $14 billion in mis-stated invoices over the entire 10-year period, equivalent to 6.6 percent of its gross domestic product, while Mozambique’s $5.3 billion was equal to 9 per cent of national output.88
Africa and Illicit Financial flows
The report, Illicit Financial Flows and the Problem of Net Resource Transfers from Africa: 1980–2009, found that cumulative illicit outflows from the continent over the 30-year period ranged from US$1.2 trillion to US$1.4 trillion. The Guardian, a British daily, noted that even these estimates—large as they are—were likely to understate the problem, as they do not capture money lost through drug trafficking and smuggling:
Africa’s Illicit Outflows
Africa’s loses more through illicit outflows than it getsin aid and foreign direct investment
[image: ]
Trade mispricing: Losses associated with misrepresentation of export and import values
Other illicit flows: Funds that are illegally earned, transferred or utilized and includes all unrecorded private financial outflows
(All figures are average annual 2008-2010 for Sub-Saharan Africa)
Source: OECD (n.d.), OECD Stats Extracts.
Global Financial Integrity (2012), Illicit Financial Flows from Developing Countries 2001-2010.
World (2013), Global Economics Prospects - January 2013.
Africa Progress Report 2013.
Source: https://solomonappiah.com/2013/06/13/the-transparency-movement-gaining-precious-ground/
The traditional thinking has always been that the West is pouring money into Africa through foreign aid and other private-sector flows, without receiving much in return,’ said Raymond Baker, President of Global Financial Integrity, in a statement released at the launch of the report earlier this year. Mr Baker said the report turns that logic upside down, adding that Africa has been a net creditor to the rest of the world for decades.89
In other words, Africa loses more in terms of illicit financial outflows than what is received as aid and FDI for its development.
This is the saga of many developing countries that eagerly wait for FDI and development aid without realising that the money gets drained by trade mis-invoicing and other illicit outflows.
In other words, they are net losers even though projected as villains!
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Indian Money in Tax Havens
The US is concerned about them, Germany is furious about them and France wants to regulate them, but leaders of one of the most affected countries, namely India, are not saying or doing much about them. They are the tax havens or offshore financial centres where the ill-gotten wealth of the tax evaders of many countries is hoarded.
In the address to the joint session of the 15th Lok Sabha on 4th June 2009, the then-President, Pratibha Patil clearly enunciated:
My government is fully seized of the issue of illegal money of Indian citizens outside the country in secret bank accounts. It will vigorously pursue all necessary steps in coordination with the countries concerned.90
The Indian government claimed that it had approached the German government as early as March 2007 to obtain details about the names revealed in the ‘Liechtenstein Affair’ (detailed earlier). But, the results were not shared with Indian citizens. It is common knowledge that trillions of dollars of Indian money is in various tax heavens like Antigua, Switzerland, Bahamas, Liechtenstein, Isle of Man, St. Kitts etc. Throughout the last seventy years, under-invoicing of exports and over-invoicing of imports have been very common and the funds were siphoned off to these tax heavens.
A public interest litigation was filed by Ram Jethmalani and others in the Supreme Court about the need to get back the illegal deposits kept by Indians in various tax havens, to which the government responded that it was taking steps to recover such amounts. It also mentioned that the German government had given a list of people who had kept money in the LGT Bank of Liechtenstein in May 2009. The government’s response also said that steps were being taken in the case of Hasan Ali Khan, a Pune horse-breeder, who was alleged to have indulged in several illegal transactions through the UBS Bank of Switzerland.
The government maintained that it could not reveal the names received from Germany since it had obtained the same under the double taxation avoidance treaty. The point is: why did the government ask for information under the double-tax treaty with Germany when the issue—stolen data from the Liechtenstein bank by Germany—was unconnected to the treaty? Where is the issue of confidentiality vis-a-vis criminals? Actually, it is wealth kept illegally in the bank in Liechtenstein, and the money does not even concern Germany.
The double-tax treaty generally prevents the use of information supplied under the treaty for any purpose other than the levy and recovery of tax. It is doubtful whether the income tax department can share the details it has secured under the treaty with the Enforcement Directorate or the National Investigation Agency which tracks terror cases, or the NSA. That is why the Supreme Court had refused to regard it as purely an issue of tax evasion.
The Finance Ministry said at the time that it had the names but would not reveal them. But is this right? The accounts are those of international crooks who have deprived our land of huge financial resources through capital flight. It is an unpatriotic act which can be equated to financial terrorism.
A report in The Economic Times dated 4th June 2009 said that of the fifty Indians who have stashed funds in LGT Bank, twenty-five belong to Mumbai. The tax authorities have reopened the assessments of these twenty-five tax evaders under Section 148 of the Income Tax Act. This implies that the government is treating it as tax evasion and not capital flight and a crime against the country. But on 19th January 2011—after two years of waiting—the Supreme Court made a historic observation about this shameful phenomenon of Indian funds being kept illegally abroad, and the obstructionist attitude of the central government in unravelling the truth.
A report in The Hindu quoted the court as saying that black money stashed abroad by Indians was ‘pure and simple theft of national money’.91 The court ‘questioned the Centre’s approach to tackling this menace and retrieving the huge amounts kept in foreign banks. When Solicitor-General Gopal Subramaniam furnished in a sealed cover a list of twenty-six names who had accounts with the Liechtenstein Bank, a bench of Justices B. Sudershan Reddy and S. S. Nijjar was not convinced of the steps taken by the government for getting back black money. Justice Reddy, after perusing the list, told the SG: ‘This is all the information you have or you have something more? We are talking about huge money. It is a plunder of the nation. It is pure and simple theft of national money. We are talking about mind-boggling crime. We are not on niceties of various treaties.’
The court then insisted on the formation of a Special Investigation Team (SIT) with ex-Supreme Court judge Jeevan Reddy as chairman, assisted by Justice M. B. Shah, and asked the government to share details about the Liechtenstein list. The UPA government dilly-dallied and used every ruse in the legal book to buy time. But, the Supreme Court was very upset and told the government that it could be hauled up for contempt of court. The court, in its order of 1 May 2014, had given the government three weeks’ time to issue a notification for setting up an SIT to be presided over by Justice M. B. Shah (since Justice Jeevan Reddy had declined to head it for personal reasons), with retired Justice Arijit Pasayat as vice-chairman, to guide and direct the investigation.
The three weeks ended on 22 May and the deadline extended to 27 May due to a change in the government. Hence, the first decision of the new government was about the SIT. It was a decision pushed down the throat of the government of India by the court due to the sustained efforts of Ram Jethmalani, represented by Anil Divan, and armed with the reports of the writer of this book. The SIT consists of the Chief of the Financial Intelligence Unit, the Chief Commissioner of Income Tax, a Deputy Governor of the RBI, the IB Director, the Narcotics Bureau chief, and the head of the Enforcement Directorate. The group will also have access to the accounts of HSBC Bank, Geneva, details of which were given by the French government.92
A report in The Economic Times suggests that the income tax department has secured at least seventeen ‘voluntary disclosures’ from around 700 Indians who are alleged to have had secret accounts with the HSBC Bank in Switzerland.
The report says: ‘The amount disclosed ranges from Rs. 50 crore to Rs. 300 crore. Many in the list have opted to file ‘revised return’—a procedure allowed under the Income Tax Act for taxpayers who think they made a mistake while filing the original return. Revised returns are usually filed within a year of filing the original. The IT department has chosen to summon the alleged evaders and ask them to declare their undisclosed offshore deposits rather than initiate prosecution proceedings.’93
Of the names that have come out, three are sitting MPs, one each from Kerala, Uttar Pradesh and Haryana, and a leading business baron of Mumbai. According to the newspaper, this has been done for two reasons. Firstly, the tax department does not have enough manpower to go after all the 700. Secondly, since the HSBC names are from a stolen list, the department is ‘not in a position’ to verify it. ‘Such a list has to be certified by the Swiss authorities before it can be used as evidence in any court of law. Both the tax office and taxpayers are in a tricky situation.’
If this report is right, it reveals two things regarding the government—its duplicity and lies pertaining to the data and also its audaciousness in treating illegal money abroad as simply a revised income tax return issue.
First, the duplicity. The government has always maintained that since this data has been obtained under double taxation treaties, the names cannot be revealed. Now it says since it is stolen data it is not possible to verify it with the banks. Stolen data does not come under any double tax treaty. More important is the fact that the government is trying to treat the whole situation as a minor issue and ask the criminals to file revised returns. It is like administering a slap on the wrist for murder.
The government is also claiming that the names will be released once the prosecution starts. But, the newspaper report suggests that the government is trying its best to settle all issues by collecting some tax since prosecution can be painful and expensive. It also suggests that the government going to court does not have sufficient manpower.
When the floodgates open and hundreds of thousands of names get revealed will the government just keep quiet due to lack of manpower? One hopes the police and other departments do not follow this logic to wink at crimes due to lack of manpower.
What are the real issues in these illegal funds abroad? There are at least five existing lists: one is a stolen list from Liechtenstein Bank, which came to India via Germany; the second is from HSBC’s Swiss branch; the third and fourth ones pertain to many banks (mostly stolen) in Denmark and Finland. The other is from the Panama Papers.
It is important to recognize that illegal money kept abroad is not just an income tax issue. Such money could have been accumulated by over-invoicing imports and under-invoicing exports. Sometimes called trade mispricing, customs duty may also be involved. A recent report published in November 2016 indicates that India lost at least Rs. 17 trillion to tax havens in 44 years due to trade mispricing that is under-and-over invoicing.94 Also the said sum is likely to have evaded commercial tax and entertainment tax, in which case it is part of state government losses.
In a federal structure like ours, the data should ideally be immediately shared with state chief ministers. It is also possible that the money was accumulated through goods smuggling or by way of commissions in major projects or gun-running or drug financing or trafficking of women. Former National Security Advisor M. K. Narayanan had warned, as early as 2007, about terror funds getting into our banking system and stock markets. If the HSBC list relates to any of these activities, then just filing a revised return is totally inappropriate and inadequate.
The SIT constituted by the Supreme Court is essentially a group of bureaucrats with varying degrees of expertise about tax havens. This is mainly for illicit money kept abroad and not for domestic black money. Most of the double tax treaties which the UPA-2 entered into are prospective in nature and the task of looking into past illegal funds is complicated.
Ever since the Modi government rode to power with the promise of bringing back the billions stashed away by Indians in tax havens abroad, they have been constantly reminded of this promise. The National Democratic Alliance (NDA) drafted a new Black Money Act on May 11, 2015 and also announced a voluntary disclosure scheme till 30 September, 2016 for declaring assets and until 31 December 2016 to pay tax at 30 per cent and penalty at 30 per cent. In October, the government announced that it had collected Rs. 4147 crores ($623 million) as part of this scheme. Various estimates put the amount of black money from India at anywhere between $181 billion to $1.8 trillion dollars. Regardless of which estimate one takes, the fact remains that even a fraction of the amount abroad has not been recovered.
Two examples suggest that governments may not be serious. The response of the government in the Supreme Court (in the Ram Jethmalani case) indicated that tax demands of Rs. 71,848 crore had been raised against Hasan Ali Khan, his wife and other associates. If this is the tax demand then the income on which this would have been raised could be more than Rs. 1,50,000 crore. This is a mind-boggling figure since our national income for the current year is of the order of Rs. 60,00,000 crore.
But, something more interesting has been reported. The Swiss authorities told a news magazine that the Indian authorities had sent a request in January 2007 for legal assistance in the Hasan Ali Khan case but the documents were not valid.
The Centre, in an affidavit to the Supreme Court, had detailed the action it had taken against Hasan Ali Khan, his wife Rheema and Kolkata-based businessman Kashinath Tapuria, who allegedly were holding about $8 billion in an UBS account in Switzerland. In a communication from Folco Galli, information chief of the Swiss Department of Justice and Police, Berne, the magazine, Hardnews was informed that the Indian authorities had submitted ‘forged’ documents to seek assistance.
In its May issue, the magazine said the Swiss sought more information. Apparently, the Swiss authorities wanted to provide further assistance in the case if the Indian authorities could satisfy the Swiss government’s demand to establish dual criminality i.e., what is a crime in India is also a crime in Switzerland. The Swiss also wanted to know whether the offence was an object of Indian money laundering. But since April 2007, the Indian government had not responded.95
Also, in the space of nine years (between 2007 and 2016), Hasan Ali’s tax liability ‘dropped’ considerably. In 2016, the Income Tax Appellate Tribunal (ITAT) in its ruling brought the income figure down to Rs. 10 crore, and the tax liability a mere Rs. 3 crore, after the IT department failed to establish its claims in court.96
On the list provided by the German authorities, the government maintained that it could not reveal the names since it had been obtained under the double taxation treaty. But it said that it was proceeding against account holders under tax laws. The question as stated earlier remains: why did the government ask for information under the double tax treaty from Germany when the names were from Liechtenstein? Moreover, where was the issue of confidentiality vis-a-vis criminals? Germany had released its own list and how could they ask India not to release the list?
The Finance Ministry at that time said it had the names but would not reveal them and the affidavit suggested that the petitioners could go through the Right to Information route. Of course, the RTI application would have been thrown out.
Julian Assange, in an interview to an Indian television channel, had clearly indicated that Indians accounted for a large number of Swiss bank account holders. He also recollected that many banks entertained customers only with a minimum of Rs. 5 Crore in assets.97 In another interview, the Swiss whistle-blower, Rudolf Elmer, has indicated that the names of account holders include Bollywood icons and sportspersons.98 Obviously, no aam admi is going to find mention in all these lists. Other than these, the Panama Papers revelations of 2016 also indicate substantial Indian involvement. This is discussed in Chapter 12.
The Associated Chambers of Commerce and Industry of India (ASSOCHAM), the apex business body in India in its study on black money published in 2014 estimated that $2 trillion is stashed away abroad in the form of black money. In June 2014, it had suggested that the new government come out with a six-month amnesty scheme that would facilitate transfer of such funds back home on a voluntary basis with a payment of 40 per cent tax.99
Another reason for illicit money being stashed abroad is commissions in defence deals obtained by Indian middlemen. The now infamous Bofors deal of the late Eighties needs a special mention since it toppled the then Rajiv Gandhi government. The recent AgustaWestland scam is another example. The alleged middleman in the deal, Guido Haschke, revealed that while AW101 did not meet the technical (altitude) requirements of the IAF, the deal was signed after Haschke tweaked the contract with the help of his Indian contacts. AgustaWestland allegedly paid €30 million in bribes, of which €20 million was routed through Haschke and Carlo Gerosa.
A CBI report into the matter revealed that prior to S.P. Tyagi being appointed as Air Force chief, the IAF had ‘vehemently opposed’ the lowering of the altitude requirement. This changed after Tyagi came into the picture and the IAF then reduced the altitude requirements, allowing AgustaWestland to re-enter the bidding process.100
It might be worthwhile to arrive at some estimates and make some inferences regarding Indian illicit money abroad. In an article in the August 2009 issue of the Swiss Review, Konrad Hummler, the chairman of the Swiss Private Bankers Association claimed that nearly one trillion out of 2.8 trillion of Swiss money was black money.101 Julian Assange of Wiki leaks fame had told an Indian TV channel that Indians were the largest investors in Swiss Banks.
That means out of one trillion US dollars (the Swiss currency’s exchange rate was nearly the same as the US dollar) more than 50 per cent is owned by Indians. This alone comes to about $700-800 billion in 2008-2009. This is only as far as bank deposits are concerned. Then there are other exotic financial products offered by Swiss Banks—offshore also—where Indians are invested in. Furthermore, there are funds accumulated directly abroad through commissions in defense contracts (remember Bofors!) which is not going out of the country due to trade mis-pricing. Also, diamonds, pearls and rubies are kept in Swiss vaults. Since it is nearly eight years post the estimate by Hummler, it might be safe to say that the amount could be easily $1 trillion.
The International Narcotics Control Strategy Report (Money Laundering and Financial Crimes) published in March 2009 by the US Department of State suggests that 30-40 percent of the inflows may be through the hawala market and hence, not accounted for.102 According to this report, during 2007-08, formal inflows were $42.6 billion and so 40 percent of this—around $18 billion—could have reflected as illegal ‘flows’ not captured by the law. This sum could have been paid in rupees here, but stored in tax havens abroad. These hawala deal estimates are for only one year. This would mean that over a period of eight years, it could be around $125 billion to $150 billion. The estimates given by GFI along with other inputs from Hummler and Assange suggest that between $500 billion to $1.5 trillion of Indian wealth is stashed away abroad. Hence, one can conclude that GFI estimate of $500 billion is at the lower end, and the other estimate of $1.5 trillion is at the higher end. Of course, the ASSOCHAM estimate of $2 trillion is much higher than this. This means it is between Rs. 30 lakh crores and Rs. 90 lakh crores (at Rs. 60 per dollar).
How Do We Attempt to Get Back this Illicit Fund?
There are four ways in which the black money can be brought back to India:
	Do as the Americans did—jail the highest ranking official of an International Bank in India. Begin by asking them for the details of the bank accounts of all Indians with their bank. If they refuse, put them in jail. This was done to the Swiss by the US and they complied within two days.

	Like Germany, India can bribe a high-ranking official of an international bank and get the information from a tax haven such as Liechtenstein Bank. The French did the same thing to HSBC.

	Using DTAA (Double Taxation Avoidance Act,) a small part of the black money can be recovered by exchanging information between sovereign tax authorities. Only future violations will be attracted by this way.

	According to a UN resolution, if any country wants the details of all the holdings of its citizens in tax havens, then the country has to pass a law nationalizing their assets abroad. Once this law is passed, the UN resolution can be used to get the details of the accounts from any tax haven. Philippines, Egypt and Libya have already taken this approach.


The United Nations Convention against Corruption (UNCAC) is a landmark, international anti-corruption treaty adopted by the UN General Assembly in October 2003. It represents a remarkable achievement: a global response to a global problem. With 145 countries bound by UNCAC so far, it is unique not only in its worldwide coverage but also in the extent of its provisions, recognizing the importance of both preventive and punitive measures. Of all the chapters in this document, the one that deals with illegal assets is detailed in Chapter 5 of the document—in the section on asset recovery. While Chapter 5 waxes eloquent by laying a framework for countries to adapt both their civil and criminal law in order to facilitate tracing, freezing, forfeiting, and returning funds obtained through corrupt activities, it leaves the door open in terms of tackling political corruption, i.e., the acquisition of illegal assets of Politically Exposed Persons (PEP).
India was a reluctant signatory to this treaty. India signed it in 2003, but ratified it only in May 2011! A research paper entitled ‘India: Incentives for Corporate Integrity in Accordance with the UNCAC’103 does most of the hard work in laying out what areas of the legislation in India—especially since the Companies Act 2012 covers the changes in accordance with the conditions laid out in the UNCAC. The good news is that most of the laws in India are already there in place. Since all are equal before the eyes of the law, it is important to ensure that the new legislation, based on Fali Nariman’s proposal be the starting point:
	To begin with pass an ordinance ‘Nationalization of Illicit wealth held in tax havens’ which will provide for the acquisition of the foreign currency accounts held outside India. It must include PEPs too.

	The government should then appoint a custodian for such accounts. In effect, nationalize those funds with the specific provision that the custodian will release the money of people who can prove that it was officially remitted from India. The title will then re-vest in them. All this has nothing to do with tax treaties. This is not a tax matter.

	Once the law is passed, the custodian will write to the foreign authorities to say that since he was the holder of all accounts (as per India’s law), he should be given the list of the Indians whose accounts were with them.


The best way to proceed would be to have a joint sitting of parliament and pass a resolution stating that ‘any funds abroad held by Indian nationals belong to the Republic of India’ unless they have been kept abroad under legal rules and regulations. Armed with such a resolution and recent agreements entered into by Switzerland and Singapore with OECD countries, the government can go for gold! Actually, the government should be willing to use the concept of sama / dhana / bheda / dhanda in order to achieve its task. Many secretive jurisdictions, including Switzerland, can and should be arm-twisted to part with information. After all, they have huge investments in India
The group should distinguish between pure tax evasion (let us call it vegetarian black money) and funds connected to terror, arms smuggling and narcotics (say, non-veg black money). The former is easy to focus on and can be dealt with through penalties. A Supreme Court judgment, which says that ‘that Indian resident beneficiaries shall not be taxed on the income of an offshore discretionary trust as long as the trustees do not distribute income to the beneficiaries,’ may help many in the first category.104
This brings us to the larger issue of tax cheating by corporate giants and also the annual loss to many jurisdictions. This issue we will be looking at in the next few chapters. It is a painful reality that we have reached a situation where it is perceived that all members of our elite are guilty until proven innocent. The reason is the low level of trust in our political masters, and the judicial processes where the accused can prove his/her innocence by hiring the costliest lawyers. It is critical that the names are released so that the social media does not get into a guessing game and holds everyone suspect.
It is also important that some major leaders take the initiative on the issue and provide an affidavit to the president of India stating that neither they nor their families hold any illegal funds abroad. Moreover, if the government finds any such funds it could be confiscated. Such a voluntary declaration by senior leaders will have a dramatic impact.
In conversation with a senior government official, I was asked whether releasing the names will have a cathartic effect on the middle-class since many an icon will be revealed to have feet of clay. My response was that civilisations do undergo such a catharsis once in a century. But, it is required that our collective conscience is made clean and a fresh start made. The government’s hesitation may be due to the fact that some of the accounts belong to powerful people in the highest levels of power.
Since all the organs of law enforcement have been consistently emasculated and made and are emaciated, it is difficult to expect any punishment for the lot through the legal process. Naming them and bringing them to shame is a good way to handle them.
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MNC’s and Tax Havens
Luxembourg is a small country in central Europe. In fact, it is so small that you need to be careful if you are jogging in Luxembourg as you may enter the next country. It would be safer to carry your passport in your jogging shorts. But, this tiny country, is a cause of concern for its neighbours. France and Germany have been worried about the black money of their citizens getting into secret accounts in Luxembourg, an EU country like them, since banking secrecy is fully operative in that small stamp-sized kingdom.
It is a well-known fact that besides Luxembourg, the Channel Islands under the UK, Austria, and Belgium are some of the locations with banking secrecy where one can keep one’s ill-gotten wealth without questions being asked. The EU considered considered having either a withholding tax or sharing of information approach to tackle this menace. It was felt that it was better to opt for sharing of information than fall into the morass of tax complications. But tiny Luxembourg felt that all that black money would go to nearby Switzerland, not to a member of the EU.
Switzerland, known for its knives, cheese, chocolates and salted away black money is understandably upset with this move. Political leaders, bureaucrats and army-brass from A for Afghanistan to Z for Zambia (I for India very much included) have kept their ill-gotten wealth in the secret accounts of Swiss banks, and the country has grown based only on this ill-gotten wealth. Many of these leaders often do not even leave the details of the secret accounts with their own family members, and when they die in a coup, assassination or accident, the money quietly goes to the bank holding it.
The first step in globalization ought to be the eradication of these money-laundering centres where terror money, drug money, crime money, corrupt commission money and black money—to avoid taxes—are salted away. But, it is not on the agenda in Doha or Washington or anywhere else. Indian experts and leaders pretend that this is not an issue. Switzerland should be the number one country in the list of Transparency International for being the most corrupt country. But it finds no mention there. One might even argue that it is the mistake of the dictators and political leaders from other countries who keep their money there and have a vested interest in keeping it off the agenda.
Secret Tax Deals in Luxembourg
In this context, let us look at Luxembourg, a tax haven which has been ‘exposed’ in recent times due to the work of the International Consortium of Investigative Journalists (ICIJ). The landlocked European duchy has been termed a ‘magical fairyland’ for brand-name corporations seeking to drastically reduce their tax bills.
Pepsi, IKEA, FedEx and 340 other international companies have secured secret deals from Luxembourg, allowing many of them to slash their global tax bills while maintaining little presence in the tiny European duchy, as leaked documents show.
These companies appear to have channeled hundreds of billions of dollars through Luxembourg and saved billions of dollars in taxes, according to a review of nearly 28,000 pages of confidential documents conducted by the ICIJ and a team of more than eighty journalists from twenty-six countries.
The leaked documents reviewed by ICIJ involve deals negotiated by PricewaterhouseCoopers (PwC), one of the world’s largest accounting firms, on behalf of hundreds of corporate clients. To qualify the companies for tax relief, the records show, PwC tax advisers helped come up with financial strategies that feature loans among sister companies and other moves designed to shift profits from one part of a corporation to another to reduce or eliminate taxable income.
Apparently, PwC considers Luxembourg as a place with ‘flexible and welcoming authorities’ who are ‘easily contactable’ and offer a ‘quick decision-making process’.
The key findings of the ICIJ investigations were:
	Pepsi, IKEA, AIG, Coach, Deutsche Bank, Abbott Laboratories and nearly 340 other companies have secured secret deals from Luxembourg that allowed many of them to slash their global tax bills.

	PricewaterhouseCoopers has helped multinational companies obtain at least 548 tax rulings in Luxembourg from 2002 to 2010. These legal secret deals feature complex financial structures designed to create drastic tax reductions. The rulings provide written assurance that companies’ tax-saving plans will be viewed favourably by Luxembourg authorities.

	Companies have channelled hundreds of billions of dollars through Luxembourg and saved billions of dollars in taxes. Some firms have enjoyed effective tax rates of less than one per cent on the profits they have shuffled into Luxembourg.

	Many of the tax deals exploited international tax mismatches that allowed companies to avoid taxes both in Luxembourg and elsewhere through the use of so-called hybrid loans.

	In many cases, Luxembourg subsidiaries handling hundreds of millions of dollars in business maintain little presence and conduct little economic activity in Luxembourg. One popular address—5, Rue Guillaume Kroll—is home to more than 1,600 companies.

	A separate set of documents reported on by ICIJ expanded the list of companies seeking tax rulings from Luxembourg to include American entertainment icon, the Walt Disney Co., the politically controversial Koch Industries and thirty-three other firms. The new files revealed that alongside PwC, tax rulings were also brokered by Ernst & Young, Deloitte and KPMG, among other accounting firms.105


The documents also show that:
	The Pepsi Bottling Group Inc., a New York-based unit of PepsiCo, used subsidiaries in Luxembourg to arrange a series of loans among sister companies that allowed the bottler to reduce its tax rate on its $1.4 billion purchase of a controlling interest in Lebedyansky JSC, Russia’s largest juice maker. At least $750 million of the money involved in the Russian deal travelled through a Luxembourg subsidiary named Tanglewood, before landing in a Pepsi subsidiary in Bermuda. Luxembourg acted as a tax-reducing conduit as the profits moved from Russia to Bermuda.

	New York-based Coach Inc. set up two Luxembourg entities to move €250 million in Hong Kong earnings in 2011, an amount expected to approach €1 billion by 2013. One Luxembourg entity acted as an internal corporate bank, allowing much of the luxury goods maker’s Asian operating earnings to glide through a series of foreign entities in the form of interest payments on money the company had loaned itself. Filings in Luxembourg showed that in 2012, the company paid €250,000 in taxes on €36.7 million in earnings channeled into Luxembourg—a rate of well under one per cent.

	IKEA has used Luxembourg as part of a tax-savings strategy almost as complicated as the retail chain’s ready-to-assemble furniture. IKEA operates through two independent groups of companies: the IKEA Group, which controls most of the 364 iconic IKEA big-box stores and the Inter IKEA Group, which oversees franchise operations. Inter IKEA’s structure includes a Luxembourg holding company, a Luxembourg finance company, a Liechtenstein foundation, and a Swiss finance arm. Leaked documents show IKEA’s Luxembourg operations opened the Swiss subsidiary in 2009 to outsource part of their financing operations to yet another low-tax jurisdiction, allowing the company to save taxes both in Luxembourg and in Switzerland.

	Belgium’s richest family, the billionaire de Spoelberch dynasty, obtained a private tax ruling from Luxembourg in 2008. The de Spoelberch clan, part of the country’s old nobility and close to the royal family, holds a big stake in Anheuser-Busch InBev SA/NV (AB InBev), the world’s biggest brewer whose labels include Budweiser, Stella Artois, Corona and Beck’s. The records indicate the de Spoelberchs routed €2 billion through Ireland and then Luxembourg, reducing taxes with each step. The only sign of Luxembourg companies controlled by the family appears to be a small letter box at an address that lists nearly 190 other companies.

	Even the Canadian government got a private Luxembourg tax ruling. In 2008, the Public Sector Pension Investment Board, which manages pensions for all Canadian federal employees, including the Royal Canadian Mounted Police, bought real estate in Berlin. The pension board set up Luxembourg companies that helped it side-step German land transfer taxes. A complex internal loan structure allowed the board to pay minimal taxes in Luxembourg on income from the German properties. The investment board has a Luxembourg office— a place where desks can be rented by the month and where two employees watch over $600 million in European investments.


The Canadian pension board and Inter IKEA both said their tax planning complies with all laws and regulations. The Canadian fund argues that because it has a tax-exempt status in Canada and so it ultimately gained ‘no tax advantage’ by routing investments through Luxembourg. Inter IKEA said its total effective corporate income tax rate is currently around 14 per cent. Pepsi, Coach and an accountant for the de Spoelberch family’s Luxembourg holdings have not commented on the specifics of their tax arrangements.106
Financial Power
Luxembourg’s economy benefits from a growing cadre of lawyers, accountants, and financiers who are hired to appear before the tax authorities. PwC, for example, said in 2013 that it had more than 2,300 employees in Luxembourg and that it expected to add another 600 in 2014.
Sprawling office parks of high-rise towers, not unlike those outside of Dallas or in northern Virginia, bustle with energy. Construction cranes dot the skyline. The International Monetary Fund reports that Luxembourg has the planet’s highest economic output per capita—$112,473 per person in 2013, more than double the United States ($53,001), France ($44,099) and the United Kingdom ($39,372).
As in many tax havens, a Luxembourg office can be just a mailbox. Office buildings throughout the city are filled with brand-name corporate nameplates and little else. Some have offices and no visible employees. One building at 5, Rue Guillaume Kroll is home to more than 1,600 companies; another at 2, Avenue Charles de Gaulle houses roughly 1,450; and a building at 46A, Avenue J. F. Kennedy is home to at least 1,300, according to an ICIJ analysis of Luxembourg’s corporate registry.
These companies can represent big bucks. From the US alone, direct investment into Luxembourg in 2013 was $416 billion, according to the US Bureau of Economic Analysis. Of that, the vast majority, $343 billion, was in the form of holding companies, which are vehicles to hold securities and financial assets rather than to create local jobs. In fact, Luxembourg represents a tiny fraction of one percent—0.13 percent in 2010—of all overseas jobs with American companies, indicating it is a place that houses money more than it provides employment.
In 2011, Luxembourg passed new rules requiring that Luxembourg-based companies that serve as internal banks for larger corporate structures station a majority of their managers and board members in the Grand Duchy. It’s unclear how these rules are enforced and the Ministry of Finance did not respond to ICIJ’s questions about mailbox companies in Luxembourg.
EU Probe
Luxembourg’s freewheeling ways are gaining it few friends in nearby Brussels, the EU’s headquarters. The European Commission, the administrative arm of the EU, had investigated whether Luxembourg’s tax rulings for Amazon and Fiat Finance constituted illegal state aid, violating rules that bar EU members from offering deals to one company that are not available to all.
‘In the current context of tight public budgets, it is particularly important that large multinationals pay their fair share of taxes,’ Joaquín Almunia, the commission’s then-vice president for competition policy, said in announcing EU probes into tax practices in Ireland, Netherlands and Luxembourg.
Reuters reported in 2012 that Amazon’s Luxembourg arrangements allowed it to have an average tax rate of 5.3 per cent on overseas income from 2007 to 2011. Amazon company filings show that in 2013 the online merchant reported revenues of $20 billion from its European operations, which are channelled primarily through Luxembourg.
The commission’s Amazon probe focuses on one of the online retailer’s key companies in Luxembourg, Amazon EU S.à.r.l., which handles services to Amazon’s European customers. The commission argues that a generous 2003 tax ruling by Luxembourg authorities allows Amazon EU S.à.r.l. to funnel millions of euros in tax-deductible royalties each year to yet another Amazon company in Luxembourg, a limited partnership that is tax-exempted. This tax break and others like it allow Amazon to pay little in taxes in the Grand Duchy on its European sale.107
Multinational Companies (MNCs) and Tax Havens
Tax havens help MNCs in evading the taxes by different ways and by different means. One of the major reason companies uses the tax havens is for corporate tax avoidance; which has enormous impact both on developing and developed countries. It is difficult for the tax authorities to track the global companies who are evading taxes in their countries due to lack of transparency.
Multinational firms can artificially shift profits from high-tax to low-tax jurisdictions using a variety of techniques, such as shifting debt to high-tax jurisdictions, because tax on the income of foreign subsidiaries (except for certain passive income) is deferred until income is repatriated (paid to the US parent as a dividend).108
Majority of Financial Times Stock Exchange Index 100 Companies (FTSE100) Use Tax Havens
Of the 100 biggest groups listed on the London Stock Exchange, 98 use tax havens. ActionAid’s research shows just how embedded the use of tax havens is in the structures of nearly all of Britain’s biggest companies.
It’s not only the banks who are making such big use of tax havens. ActionAid’s research reveals startling facts about many other companies:
	Oil and mining companies comprise the other big group of tax haven users. BP and Shell have almost 1,000 tax haven companies between them, including more than 100 in the Caribbean (hardly a major source of oil). The extractive industries often operate in developing countries, where natural resources play a central economic role.

	British American Tobacco has a massive 200 companies in tax havens. It is also one of the most prevalent in developing countries.

	There are also some surprises: all Britain’s supermarkets use tax haven structures—perhaps expected in the case of global behemoth Tesco, but not so for UK-only retailers such as Morrisons and Sainsbury’s.

	The FTSE 100 largest groups registered on the London Stock Exchange comprise 34,216 subsidiary companies, joint ventures and associates.

	38 per cent (8,492) of their overseas companies are located in tax havens.

	98 groups declared tax haven companies, with only two groups, Fresnillo and Hargreaves Lansdown, who did not.

	The banking sector makes the heaviest use of tax havens, with a total of 1,649 tax haven companies between the large banks like Barclays, HSBC, RBS, Lloyds etc. They are by far the biggest users of the Cayman Islands, where Barclays alone has 174 companies.

	The biggest tax haven user overall is the advertising company WPP, which has 611 tax haven companies.

	The FTSE 100 companies make much more use of tax havens than their American equivalents.

	There are over 600 FTSE 100 subsidiary companies in Jersey (more than in the whole of China), 400 in the Cayman Islands and 300 in Luxembourg—all tiny tax havens.


For example, why do more than two-thirds of the companies registered in the US (surface area: nearly 4 million square miles) appear to be located in the tiny state of Delaware (surface area: less than 2,000 square miles)? Why are many of them registered at one address, the Corporation Trust Center, 1209 Orange Street, Wilmington? The state’s favourable tax regime and limited disclosure regime almost definitely plays a part.109
The FTSE 100’s Favourite Tax Havens
While it is true that some of the FTSE 100 subsidiary companies do some business with real economic substance in tax havens, in most cases the huge number of subsidiaries in a given location does not reflect the actual level of business carried out. This suggests another motivation for their choice.
[image: ]
HSBC is the biggest financial sector user of tax havens in the FTSE 100, with a grand total of 556. Some other figures are particularly revealing (see Chart 9.1 below):
	Barclays has 174 companies located in the Cayman Islands alone.

	Lloyds group has 97 companies in the Channel Islands.

	HSBC has 156 companies in the US state of Delaware, compared to 97 in the rest of the USA.


Chart 9.1: The Biggest Tax Haven Users in the FTSE 100
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Table 9.1: Corporate Tax Rate
	Jurisdiction
	Effective corporate tax rate

	Jersey
	0%

	Cayman Islands
	0%

	Mauritius
	3%

	Ireland
	12.50%

	Hong Kong
	16.50%


Source: https://www.actionaid.org.uk/sites/default/files/doc_lib/addicted_to_tax_havens.pdf
Tax Inversion
A corporate inversion is a restructuring of a multinational corporation, often combined with a merger or acquisition, that results in the multinational corporate headquarters being shifted abroad to a tax-favoured location; the US firm is then an affiliate of a foreign parent. As one observer in The Wall Street Journal put it, ‘the foreign minnow swallows the domestic whale’. Corporate inversions make it easier to access foreign profits without tax due at repatriation, and they also facilitate future profit shifting by reducing the constraint associated with US earnings-stripping rules.
In other words, a US company identifies a foreign company headquartered in a country with low corporate taxes like Ireland. The foreign company is often much smaller, although US regulations can prevent a merger if the foreign company is too small.
The companies merge, and the headquarters for the new parent company is established overseas for tax purposes. The company’s corporate leadership can remain in the US. Most of the new corporation’s income can be earned and taxed in the foreign country at a lower rate. Moreover, the money can be moved into the US if necessary without being taxed by the US.110
Methods of Corporate Tax Avoidance
Allocation of Debt and Earnings Stripping
One method of shifting profits from a high-tax jurisdiction to a low-tax one is to borrow more in the high-tax jurisdiction and less in the low-tax one. Without changing the overall debt exposure of the firm this shifting of debt can be achieved. Another practice is referred to as earnings stripping. As an example of earnings stripping method, a foreign parent may lend to its US subsidiary. An unrelated foreign borrower not subject to tax on US interest income may also lend to a US firm.
Transfer Pricing
Another method firms can shift profits from high-tax to low-tax jurisdictions is through the pricing of goods and services sold between affiliates. Prices of goods and services sold by related parties should be the same as the prices that would be paid by unrelated parties in order to properly reflect the position. Income can be shifted by lowering the price of goods and services sold by parents and affiliates in high-tax jurisdictions, and raising the price of purchases.
If a patent developed in the United States is licensed to an affiliate in a low-tax income country then profits will be shifted if the royalty or other payment is lower than the true value of the license. Intangibles, such as new inventions or new drugs, tend to have no comparables, and it is very difficult to know the royalty that would be paid in an arm’s-length price. Intangibles represent particular problems for policing transfer pricing.
Contract Manufacturing
For example, an Irish subsidiary’s market may be in Germany and it would be desirable to manufacture in Germany. But to earn profits in Germany with its higher tax rate does not minimize taxes. Instead the Irish firm may contract with a German firm as a contract manufacturer, who will produce the item at cost plus a fixed markup. In this way, the Irish subsidiary benefits due to low taxes in Ireland. There are complex and changing regulations on this issue.
Check-the-Box, Hybrid Entities, and Hybrid Instruments
Another technique for shifting profit to low-tax jurisdictions was facilitated by check-the-box provisions. These provisions were originally intended to simplify questions of whether a firm was a corporation or a partnership. Their application to foreign circumstances through the disregarded entity rules has led to the expansion of hybrid entities, where an entity can be recognized as a corporation by one jurisdiction but not by another. For example, a US parent’s subsidiary in a low-tax country can lend to its subsidiary in a high-tax country, with the interest deductible because the high-tax country recognizes the firm as a separate corporation. Normally, interest received by the subsidiary in the low-tax country would be considered passive or tainted income subject to current US tax. However, under check-the-box rules, the high-tax corporation can elect to be disregarded as a separate entity. Thus, from the perspective of the United States, there would be no interest income paid because the two are the same entity.
Cross Crediting and Sourcing Rules for Foreign Tax Credits
Due to cross crediting, income from a low-tax country that is received in the United States can escape taxes—the use of excess foreign taxes paid in one jurisdiction or on one type of income to offset US tax that would be due on other income. Foreign tax credits have subsequently been separated into different baskets to limit cross crediting; these were reduced from nine to two (active and passive) in the American Jobs Creation Act of 2004. Firms can arrange realizations to maximize the benefits of the overall limit on the foreign tax credit since they can choose when to repatriate income. That is, firms that have income from jurisdictions with taxes in excess of US taxes can also elect to realize income from jurisdictions with low taxes, and use the excess credits to offset US tax due on that income. Studies suggest that between cross crediting and deferral, US multinationals typically pay virtually no US tax on foreign source income.111
Large Corporations and Tax Havens
Most of America’s largest corporations maintain subsidiaries in offshore tax havens. At least 358 companies, nearly 72 per cent of the Fortune 500, operate subsidiaries in tax haven jurisdictions.112
	All told, these 358 companies maintain at least 7,622 tax haven subsidiaries.

	The thirty companies with the most money officially booked offshore for tax purposes collectively operate 1,225 tax haven subsidiaries.


Fortune 500 companies currently hold more than $2.1 trillion in accumulated profits offshore for tax purposes. Just thirty Fortune 500 companies account for 65 per cent of these offshore profits. These thirty companies with the most money offshore have booked $1.4 trillion overseas for tax purposes. Only fifty-seven Fortune 500 companies disclose what they would expect to pay in US taxes if these profits were not officially booked offshore. In total, these fifty-seven companies would owe $184.4 billion in additional federal taxes. Based on these fifty-seven corporations’ public disclosures, the average tax rate that they have collectively paid to foreign countries on these profits is a mere six per cent, indicating that a large portion of this offshore money has been booked in tax havens. If we apply that average tax rate of six per cent to the entirety of Fortune 500 companies, they would collectively owe $620 billion in additional federal taxes. Some of the worst offenders include:
Apple: Apple has booked $181.1 billion offshore—more than any other company. It would owe $59.2 billion in US taxes if these profits were not officially held offshore for tax purposes. A 2013 Senate investigation found that Apple has structured two Irish subsidiaries to be tax residents of neither the United States, where they are managed and controlled, nor Ireland, where they are incorporated. This arrangement ensures that they pay no tax to any government on the lion’s share of their offshore profits.
American Express: The credit card company officially reports $9.7 billion offshore for tax purposes on which it would owe $3 billion in US taxes. But, American Express currently has paid only a four per cent tax rate on its offshore profits to foreign governments, indicating that most of the money is booked in tax havens levying little to no tax. American Express maintains twenty-three subsidiaries in offshore tax havens.
Nike: The sneaker giant officially holds $8.3 billion offshore for tax purposes on which it would owe $2.7 billion in US taxes. This implies Nike pays a mere 2.5 per cent tax rate to foreign governments on those offshore profits, indicating that nearly all of the money is officially held by subsidiaries in tax havens. Nike, in all likelihood, does this in part by licensing the trademarks for some of its products to three subsidiaries in Bermuda to which it then pays royalties (essentially to itself).
Some companies that report a significant amount of money offshore maintain hundreds of subsidiaries in tax havens, including the following:
	PepsiCo maintains 132 subsidiaries in offshore tax havens. The soft drink maker reports holding $37.8 billion offshore for tax purposes, though it does not disclose what its estimated tax bill would be if it didn’t book those profits offshore.

	Pfizer, the world’s largest drug maker, operates 151 subsidiaries in tax havens and officially holds $74 billion in profits offshore for tax purposes, the fourth highest among the Fortune 500. Pfizer recently attempted the acquisition of a smaller foreign competitor so it could reincorporate on paper as a ‘foreign company’. Pulling this off would have allowed the company a tax-free way to use its supposedly offshore profits in the US.

	Morgan Stanley reports having 210 subsidiaries in offshore tax havens. The bank officially holds $7.4 billion offshore. It has also been infamously implicated in facilitating individual tax evasion through its Swiss banking division.
Corporations that disclose fewer tax haven subsidiaries do not necessarily dodge taxes less. Many companies have disclosed fewer tax haven subsidiaries in recent years, all the while increasing the amount of cash they keep offshore. Some companies may simply be failing to disclose substantial numbers of tax haven subsidiaries. Others may be booking larger amounts of income to fewer tax haven subsidiaries.

	Citigroup reported operating 427 tax haven subsidiaries in 2008 but disclosed only 41 in 2014. Over that time period, Citigroup nearly doubled the amount of cash it reported holding offshore. The company currently pays only an 8.5 per cent tax rate offshore, implying that most of those profits have been booked to low-or-no-tax jurisdictions.

	Walmart reported operating zero tax haven subsidiaries in 2014 and for the past decade. Despite this, a recent report released by Americans for Tax Fairness revealed that the company operates as many as seventy-five tax haven subsidiaries (using this report’s list of tax haven countries) that were not included in its SEC filings. Over the past decade, Walmart’s offshore income has grown from $6.8 billion in 2005 to $23.3 billion in 2014.

	Bank of America reported operating 264 tax haven subsidiaries in 2013 but disclosed only twenty-two in 2014. At the same time, Bank of America’s offshore holdings have increased modestly from $17 billion to $17.2 billion.

	Google reported operating twenty-five subsidiaries in tax havens in 2009, but since 2010 only discloses two, both in Ireland. During that period, it increased the amount of cash it reported offshore from $7.7 billion to $47.4 billion. An academic analysis found that as of 2012, the twenty-three no-longer disclosed tax haven subsidiaries were still operating.

	Microsoft, which reported operating ten subsidiaries in tax havens in 2007, disclosed only five in 2014. During this same time period, the amount of money that Microsoft reported holding offshore jumped by a factor of 14. Microsoft has paid a tax rate of only three percent to foreign governments on those profits, suggesting that most of the cash is booked in tax havens.

	Goldman Sachs reports having 987 subsidiaries in offshore tax havens, 537 of which are in Bermuda despite not operating a single legitimate office in that country, according to its own website. The bank officially holds $28.6 billion offshore.


How Apple Avoids Paying Taxes on iTunes Revenue
Apple paid nearly zero taxes on iTunes in Europe.
Apple reportedly took advantage of Luxembourg’s complex and corporation-friendly taxation system to get out of paying taxes on its iTunes revenue in Europe. Luxembourg has a 29 per cent corporate tax rate, but after negotiating a deal, Apple paid only $25 million in taxes out of the $2.05 billion in iTunes revenue. Apple’s not the only American company exploiting Luxembourg’s tax laws either, with some companies paying less than one per cent of revenue.
Luxembourg served as one of Apple’s overseas tax havens from September 2008 until December of last year, giving the company a 1.2 per cent corporate tax rate. Over two-thirds of Apple’s European revenue from iTunes was routed through its Luxembourg holding company called iTunes Sarl. Apple has since moved the holding company to Ireland where it pays less than one percent tax on iPhone and iPad sales. Astonishingly, Apple’s tax bill is not even the lowest among Luxembourg-incorporated companies, as Amazon and others enjoy a much lower rate.
EU regulators issued a preliminary conclusion in September that Apple received illegal state support from Ireland. Apple responded by claiming it never received preferential treatment by Irish officials, but the country announced recently that it plans to close its ‘Double Irish’ loophole that has become the vogue on Wall Street for getting out of high tax bills.
Irish officials have vowed to close the ‘Double Irish’ loophole, but Ireland has given Apple a six-year grandfathering close that will allow the company to keep its annual earnings practically tax free until 2020.113
We can summarize the role of MNCs and tax havens by the following graphical representation.
Fortune 500 companies should pay the $718 billion in US taxes they owe on their offshore earnings.

Chart 9.2: Percent of Fortune 500 Companies with 2014 Subsidiaries in 20 Top Tax Havens
[image: ]
Source: http://www.uspirg.org/sites/pirg/files/reports/USP%20ShellGames%20Oct15%201.3.pdf
Tax Haven Abuse Cheats US Tax Payers (Amount in Billion)
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Note: A collective amount of $2.5 trillion is held by Fortune 500 firms and these firms are avoiding taxes to the extent of $718 billion.
Source: http://ctj.org/ctjreports/2016/10/offshore_shell_games_2016.php . . .
MNCs and Tax Havens: The Indian context
Here it may be pointed out that some of the trends observed in India are observable for other developing countries as well. For instance, in the case of royalty payments, during the period 2000-13, there is a consistent increase in the payments made out of BRICS countries (Brazil, Russia, India, China and South Africa). It is also interesting to note that while for the BRICS, there is a net outflow on this count, for the OECD countries, there is a net inflow. A similar trend is evident if one considers net flows on account of investment income too. These trends suggest that the interests of the developing countries in protecting their tax bases from erosion may not be successful. However, given the limitations to structuring an independent tax policy, it is important for India to assess any proposed changes in the existing regimes and protect its interests from being further diluted.114
For example, in 2007 the FTSE100 telecoms giant Vodafone bought a controlling stake in Hutchison Essar Ltd, a large Indian mobile phone company then owned by the Hong-Kong-based Hutchison Whampoa group, for US$11.2 billion. But according to court documents, Hutchison owned its Indian businesses via a maze of holding companies registered thousands of miles away in the Cayman Islands, the British Virgin Islands and Mauritius.
The actual sale of this multi-billion-dollar Indian business appeared on paper, therefore, simply as the transfer of shares in a Cayman Islands shell company, with the transaction taking place entirely outside India—sold by a Hutchison subsidiary also registered in the Cayman Islands to a Vodafone subsidiary registered in the Netherlands. Capital gains—or indeed any corporate gains or profits—are, of course, untaxed in the Cayman Islands.
As Vodafone told ActionAid, ‘no tax was due on an offshore to offshore transaction’. Despite India’s protests, therefore, this offshore transaction has denied India the ability to tax any of Hutchison’s $11 billion gain from the sale of a huge Indian business, an absence of jurisdiction to tax which was confirmed by the Supreme Court of India in January 2012.
The Indian revenue authority claims that the case was made harder to challenge by difficulties in obtaining information about the structure and source of funds of Hutchison’s Caribbean offshore companies. While there is no suggestion of wrong doing by the companies involved, the Indian government’s initial claim for the capital gains tax which would have been due on this transaction, had it not taken place offshore, was some Rs. 11, 218 crore (approximately $2.2 billion), principal plus interest—85 per cent of the annual cost of subsidized mid-day meals for every primary schoolchild in India.
Available evidence suggests that MNCs operating in India, which have links to tax havens, pay relatively lesser tax than those without any such links. On the basis of the sample of MNCs operating in India, it is found that MNCs with tax haven connections:
	Report 1.5 per cent less profits

	Pay 17.4 per cent less in taxes per unit of asset

	Pay 30.3 per cent less in taxes per unit of profit

	Have 11.4 per cent higher debt ratios than MNCs with no connection to tax havens


Not only have havens often served as a destination for profits earned in India, they have also been used as conduits in round-tripping of funds in the garb of foreign investment. Since 2000, around sixty percent of all FDI equity inflows have been routed through the four tax havens of Mauritius (accounting for 34 per cent of the total), Singapore (16 per cent), the Netherlands (6 per cent) and Cyprus (3 per cent), according to data from the Department of Industrial Policy and Promotion. Around 18 per cent of all FDI equity inflows from tax havens is likely to represent round-tripping, suggests research by K. S. Chalapati Rao and Biswajit Dhar, professors of economics at Institute for Studies in Industrial Development and Jawaharlal Nehru University respectively. Their analysis of FDI data between 2004 and 2009 showed that around three-fourths of all FDI inflows came from different tax havens while 14 per cent of all FDI inflows were cases of round-tripping.115
In the present context when the Indian government has successfully negotiated for inclusion of the Limitation of Benefits (LoB) clauses in the DTAA’s with UAE and very recently with Cyprus, India should go headstrong and with much assertion upon Mauritius for the inclusion of LoB clause in the DTAA and for the formation of JMC.116
Around 100 jurisdictions, including India, have committed to the implementation of the Base Erosion and Profit Shifting (BEPS), according to a recent update by Ernst and Young. India has adopted the ‘country-by-country’ reporting norms, which means that large MNCs will be mandated to disclose information about the entire group’s operations across the world to check if the company is shifting its profits to a low-tax jurisdiction to evade taxes.
India has already taken steps in the recent past to fix the loopholes that allow companies and investors to use offshore tax havens to evade taxes. Notable are the new tax treaties with Mauritius and Singapore that have come into effect from April 1, 2017, which will tax capital gains at source. It is possible that plugging of such leakages might lead to lesser tax evasion, as available evidence suggests that MNCs operating in India, which have links to tax havens, pay relatively lesser tax than those without any such links.
India has a long way to go to deal with tax evasion by MNC’s using tax havens since it wants more FDI and inflows from MNCs and at the same time it needs to protect its interests. The balancing act between growth and probity is of utmost importance and the coming years will reveal how much India has succeeded in this game.
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Individual Country Case Studies
As discussed earlier, estimates put the amount of black money in India between $500 billion to $1.8 trillion. There has been some efforts to bring back the amount. A black money act called Undisclosed Foreign Income & Assets and Imposition of Tax Act, was enacted in 2015 which called for a voluntary disclosure till 30 September, 2015 for declaring assets and until 31 December 2015 to pay tax at 30 per cent and penalty at 30 per cent. In October, the government announced that it had collected Rs. 4147 crores.117
The Voluntary Income Declaration Scheme (VDIS) of 2016 was also a similar one. The tax payable was 45 per cent, i.e., 15 per cent more than the normal tax rate of 30 per cent. This included a penalty of 7.5 per cent and surcharge of 7.5 per cent. Opportunity was given at a little extra cost to avoid further interest, penalty or prosecution under the Income Tax Act, 1961, and the Benami Transaction (Prohibition) Act, 1988. This scheme brought about smaller declarations, considering the tax rate of 45 per cent, and the fact that the fair market value of declared assets was taken as on June 1, 2016. There was no room to manipulate and pay less tax like in the VDIS, 1997.118
While VDIS is one way to bring back black money, it is pertinent to consider others.
As detailed in Chapter 8, broadly, there are four ways in which black money can be brought back to India:
	Jail the highest ranking official of an international bank in India and ask them for the details of the bank accounts of all Indians.

	Bribe a high-ranking official of an international bank and get the information from a tax haven such as Liechtenstein Bank.

	Use the DTAA (Double Taxation Avoidance Act) and recover a small part of the black money.

	Pass a law nationalizing Indian assets abroad.


Looking at the efforts of countries like Philippines, Egypt and Libya to bring back the ill-gotten wealth from tax havens is an instructive exercise and carries a few lessons for India.
Philippines
Philippines was colonized by the Spanish in the 16th century and was ruled by Spain till 1898. When it was defeated by the United States (US) in the Spanish-American war of 1898, Philippines became a colony of the US. By 1907, the US had full control of Philippines. Uneasy peace prevailed for the next few years as there were skirmishes between the Philippine Independence Movement, which objected to occupation by US forces. In 1935 the Commonwealth of the Philippines was established with US approval, and Manuel Quezon was elected the country’s first president. On July 4, 1946, full independence was granted to the Republic of the Philippines by the United States.
Fast forward a few years, and a brilliant lawyer became the 10th President of Philippines in 1965. His name was Ferdinand Marcos. In a period of twenty-one years, using various methods, Marcos amassed a fortune of about $10 billion. In 1986, Marcos fled Philippines to settle in Hawaii, US. When Marcos and his wife, Imelda Marcos landed at the Hickham US Air Force base in Hawaii, they had brought plenty of possessions with them.
The official US customs record runs to twenty-three pages. In the two C-141 transport planes that carried them, they had packed: twenty-three wooden crates, twelve suitcases and bags, and various boxes, whose contents included enough clothes to fill sixty-seven racks; 413 pieces of jewellery, including seventy pairs of jewel-studded cufflinks; an ivory statue of the infant Jesus with a silver mantle and a diamond necklace; twenty-four gold bricks, inscribed ‘To my husband on our 24th anniversary’; and more than twenty-seven million Philippine pesos in freshly-printed notes. The total value was $15million. Ferdinand Marcos had amassed a fortune up to 650 times greater. According to a subsequent estimate by the Philippine Supreme Court, he had accumulated up to $10 billion while in office.
Marcos and Imelda, his wife used false names to deposit their ill-gotten wealth in Swiss Banks (there were sixty-nine accounts by the time they were done!). The following extract reproduced from The Guardian details how they built their wealth:
In the early years, the Presidential Commission on Good Government (PCGG) documents suggest, Marcos was naive in his crime. With sacks of cash from rich backers and help from the CIA, the bright young lawyer won elections to Congress, then the Senate, but he was nothing special, just another ‘Mr Ten Per Cent’ selling his political influence. After he became President Ten Per Cent in 1965, his income from kickbacks for government contracts increased, but his guile went no further than stashing $215,000 in a New York bank in his own name. As far as the records show, he and Imelda took their first steps to real secrecy on 20 March 1968, when they used false names to deposit $950,000 in four accounts with Credit Suisse, he as William Saunders (he practised his new signature on the headed paper), she as Jane Ryan. By February 1970, the Swiss accounts were so loaded, the couple added an extra layer of concealment, transferring their ownership to foundations registered in Liechtenstein. Then Marcos started to get really clever.
On 21 September 1972, he declared martial law.
. . .
This was no longer just about kickbacks. Marcos started to steal whole companies, using the crude tactics of a gangster. He wanted the nation’s electricity company, Meralco, owned by Eugenio Lopez, patriarch of one of the families who had run the country for centuries. He had Lopez’s son charged with plotting to assassinate him, which carried the death penalty. The old oligarch handed over his company for $220 (it was worth $400m).119
When Corazon Aquino succeeded Marcos as the President, the very first executive order she issued was the establishment of the Presidential Commission on Good Government, the PCGG. It was to recover ‘all ill-gotten wealth accumulated by former president Ferdinand Marcos, his immediate family, relatives, subordinates and close associates’ and given the power to sequester any assets believed to be the proceeds of crime.120
Over the past 30 years, the PCGG has unearthed close to $3.7 billion dollars of the Marcos fortune, with some $4 billion dollars more stuck in courts. Getting money has been akin to pulling teeth as this PCGG report shows.121 That the ill-gotten wealth is at least $10 billion is corroborated by an admission from the USA.
Just as Marcos’s wealth was too great to seize, so his political influence was too big to beat. Two weeks after the revolution, a source in New York had shown the PCGG a report revealing that, even before he was deposed, his allies in US intelligence were aware that he had stolen up to $10 billion. But the CIA refused to disclose what they knew. The Japanese government made it clear to Aquino that they were not going to hand over information, and aid packages could be in jeopardy if the PCGG pushed too hard. In the UK, Margaret Thatcher’s government said it was ‘not our business’.
The problem for these governments was that they had turned a blind eye while their companies had waded into the muck alongside Marcos—taking his money without asking where it came from. In some cases, Marcos, in turn, had paid bribes to senior politicians and made illegal contributions to election campaigns, including those of US presidents Jimmy Carter and Ronald Reagan. (When this surfaced in 1986, they said they had not known where the money came from.)122
Marcos is rumoured to have bought more than 300 famous paintings, many of which were originals and are yet to be traced. In 1999, Imelda also declared that her family owns ‘virtually all of the Philippines’. When the Marcoses were in power, the national treasury was like the Marcos’s piggy bank. Any money the Philippines earned—whether through taxes, tariffs, and land sales—could end up in the Marcoses pockets. Moreover, the Marcoses gave many special deals to their cronies and awarded them lucrative concessions to timber, minerals and cash crops. It is hard to imagine that the Marcoses didn’t receive some kind of kickback or share of the profits in the scheme.
According to a widely circulated story a three-foot-high Golden Buddha stashed with diamonds and other gems, hundreds of gold bars and other valuables accumulated by the Japanese general Tomoyuki Yamashita during World War II as booty was hidden shortly before the end of the war. A poor locksmith reportedly found the Buddha and gold in a tunnel near a hospital in 1971 only to have it seized by Marcos and stored away in a Swiss vault. Later a Swiss court in Zurich ordered Imelda Marcos, as heir to her husband’s fortune, to pay the family of the locksmith $460 million.123
Egypt
Let us take a brief tour of Egypt’s history before chronicling the rise of Hosni Mubarak. General Gamal Abdel Nasser became the President of Egypt in 1956 and remained President till his death in 1970. He was succeeded by Anwar Sadat, who brought a series of reforms, in an attempt to democratize Egypt. The hero of the Yom Kippur War of 1973 for having briefly re-claimed the Sinai Heights area (which Egypt had lost to Israel in 1968), he was among the first ones to try and attempt to reconcile with the existence of Israel.
Sadat was assassinated on October 6, 1981 and within days, Hosni Mubarak became the president and went on to rule Egypt for almost thirty years. The Arab Spring, which started in Tunisia, consumed his presidency on February 11, 2011. At the time of stepping down, Mubarak and his family were alleged to have amassed anywhere from $40 billion to $70 billion. The breakdown, according to ABC News, included $17 billion for Mubarak, $10 billion for his second son, Gamal, and $40 billion for the rest of the family.124
How did Mubarak make his fortune? Looted assets are rarely removed from a country in the form of cash in a suitcase, says Nicholas Shaxson, author of Treasure Islands: Tax Havens and the Men Who Stole the World. He added that it’s fairly easy to plunder a country when you control the whole political system. What’s more likely to happen is that cash is removed through commercial trade deals.
‘If you buy machinery for instance worth $1 million, you pay $2 million, and the trader might agree to put $1 million into a bank account in a tax haven,’ explains Shaxson. Egypt, like any other developing nation, imports practically everything and every import is an opportunity to skim money.
Where Are they Being Held?
Mubarak and his sons own property not only in Egypt, but also London, Los Angeles and New York, according to reports cited in The Washington Post. In London, Gamal Mubarak owns a house in a neighbourhood where homes sell for as much as $20 million. As for the rest of the fortune, the family reportedly has billions stashed in foreign banks and offshore accounts.125
Efforts to Recover the Wealth of Mubarak
January 25th holds special significance for Egypt. It was the day on which in 1952 British troops massacred police officers in Ismailiya, a town midway along the Suez Canal. On January 25th, 2011, using social media (especially Twitter hash #Jan25), sites for demonstration were announced and crowds started gathering at various locations. Massive crowds congregated at the Tahrir Square in Cairo, chanting slogans against Mubarak. The demonstrators tried storming the parliament only to be met with tear gas and water cannons. The writing was on the wall. Mubarak had to go.
The next eighteen days saw frantic activity in the Mubarak household. In the knowledge that his downfall was imminent, Mubarak is understood to have attempted to place his assets out of reach of potential investigators. Money was allegedly moved out of Swiss banks into tax havens.126 Gold bars, jewellery and other assets were attempted to be moved into Gulf countries that were friendly with the Mubarak regime.
Intelligence sources indicate that the Mubarak fortune may be most easily traced via the business dealings of his son, Gamal Mubarak. He once lived in a six-storey house in Belgravia in central London and worked in banking before setting up an investment and consulting firm in London. He resigned as a director of the company fifteen years ago. The president made his two sons the ‘go to’ men for any companies that sought to do business in Egypt.
Kefaya—an opposition coalition that emerged before the 2005 elections to oppose the then president and his plans to transfer power to Gamal—released a lengthy investigation into nepotism, corruption and abuse of power by the ex-president and his two sons.
It said it was routine for businesses to be required to hand a cut—between 20 to 50 per cent—to Gamal or Alaa, his other son to set up shop. Favoured entrepreneurs who worked with the brothers were given virtual monopolies in return.127
An investigative documentary broadcast by Al Jazeera titled Egypt’s Lost Power, provides new insight into how Egypt’s vast natural gas wealth was stolen through collusion by Israel and cronies of the former Egyptian dictator Hosni Mubarak. The documentary focuses on the role of Hussein Salem, a close associate of Mubarak, and Samih Fahmy, a protege of Salem, who was installed as Egypt’s energy minister in the early 2000s.
Together with former Israeli Mossad agent Yossi Maiman they set up a company called Eastern Mediterranean Gas (EMG) that had the sole right to sell Egypt’s gas to Israel.
While internationally, gas sold for up to $12.60 per million British Thermal Units (MBTU), Egypt was selling its gas to EMG for as little as $1.50—a ridiculously low price that cost Egypt $11 billion in lost revenue.128 In fact, the Israeli energy minister at the time, Yosef Paritzky, opposed the deal, telling Al Jazeera that the price Israel was paying was ‘too good to be true’. The arrangement, he said, ‘was so covert, it was so behind the scenes, it was so un-transparent that it called for attention’.
Hussein Salem, who is also known as the Father of Sharm El Sheik, a famous Egyptian resort where he owns a chain of hotels, was charged with illegally profiting from corrupt deals with Mubarak and his government. In October 2011, Salem, Khaled and daughter, Magda, were sentenced, in absentia, by an Egyptian court to seven years in jail and a combined fine of more than $4 billion for money laundering and profiteering.
Assem el-Gohari, the head of Egypt’s Illicit Gains Authority (IGA) said at a press conference held in October 2011 that Salem, Mubarak’s closest aide, and his family own assets worth $4 billion in various countries which they switched into cash and deposited in banks in Hong Kong, the United Arab Emirates and other countries.129
The extradition procedures between Spain to Egypt in the Salem family case are still pending. On March 11, 2016 Salem offered up to 75 per cent of his wealth to the IGA to resolve it once and for all.130
The task of getting the money back is made especially difficult due to the fact that the lawyers who help stash away the assets are frequently more well-versed in the law than the prosecutors and judges. Till date less than a billion dollars have been confiscated by the Egyptian government. For instance, a house in London is believed to be owned by Gamal Mubarak. A look at the ownership records show that a company in Panama owns it. The Panama company takes its orders from a guy located in Muscat, Oman, called Omar Zwali. Was the house a gift from Gamal to Omar? What did Omar get in exchange? Does the IGA have the technical know-how to go after each and every one of these shell companies to get to the bottom of the matter?
Recently the IGA is taking a path of signing reconciliation agreements with the foreign businessmen that bribed Egyptian officials as well as give a way out for the Egyptian officials to make a payment and get out of the charges. There is a genuine concern in the public mind that this might give the message, ‘it is okay to be corrupt and you can always get out by paying a fine’.
The IGA has been able to get some verdicts against Mubarak and his family but getting the Swiss to hand over the assets is an entirely different matter.
‘Egyptian authorities are fixated on the idea that getting final verdicts against Mubarak is enough to get the money back, and that’s not true,’ says Osama Diab, researcher at the Egyptian Initiative for Personal Rights (EIPR) who has been following the asset recovery process.
The Swiss government’s lack of confidence in Egypt’s judiciary also means that any verdict against Mubarak in Egypt will only be a minor development.
In each international asset recovery case, the Swiss judicial system determines whether it will take the verdicts from its partner at face value. If the Swiss deem that local trials are conducted at high enough standards for verdicts to apply in Switzerland, then a conviction for misappropriating, say, $50 million in their home country is enough for the Swiss to hand over the $50 million. Till date the Swiss, who have about 590 million Swiss Francs ($609 million) belonging to fourteen people from Egypt are yet to hand it over to Egypt.
The complications of court procedures in places like Switzerland should be understood to unravel the issue of illicit money in tax havens.131
Libya
Libya was a monarchy, ruled by King Idris, the first and only ruler of Libya from 1951 to 1969. He was recognized as Emir of Cyrenaica by the British in 1916 but the ruling Italians were not agreeable, and he went into exile in Egypt fighting against Italy’s occupation of Libya. During World War II, he fought alongside the British troops, helping them with valuable intelligence information that enabled the British to defeat Germany and Italy in Libya.
In 1949, with the help of the British, Idris proclaimed an independent Emirate of Cyrenaica. He then set about uniting the three regions of North West Africa, Cyrenaica, Tripolitania and Fezzan to create a United Kingdom of Libya on December 24, 1951. He ruled till 1969 and in absence of a male heir, nominated his brother’s son Prince Hasan as-Senussi, as his heir and was to abdicate the throne on September 2, 1969 so Prince Hasan could ascend the throne.
On 1 September 1969, while Idris was in Greece for medical treatment, he was deposed in a coup d’état by a group of Libyan Army officers under the leadership of Muammar Gaddafi. The monarchy was abolished and a republic proclaimed. Gaddafi then proceeded to nationalize the oil industry of Libya and was among the first ones to control the price of crude by controlling production. By 1973, all the oil companies in Libya were nationalized and thanks to the formation of the OPEC (Organization of the Petroleum Exporting Countries) the standard of living of Libya improved. By 1979, the average per-capita income was $8170 and was above that of Italy and the United Kingdom.
Libya’s breakneck growth fuelled by oil revenues has also spawned into some other areas. It is rumoured that Gaddafi was propping up Robert Mugabe’s regime in Zimbabwe and that he had given money to the Zaghawan tribe in Darfur, Sudan.
Professor Tim Niblock, a specialist in Middle Eastern politics at the University of Exeter, has identified a gap of several billion dollars a year between the amount Libya makes from its oil reserves and government spending—a shortfall he expects has contributed greatly to the wealth of Muammar Gaddafi and his nine children.
Libya has an investment organization called the LIA (Libyan Investment Authority), setup in 2006 which boasts of a $60 billion dollar budget. Some of Libya’s investments include Pearson Group, the owner of the Financial Times. Other investments in the UK include an eight-bedroom home in Hampstead, north London, with a swimming pool and suede-lined cinema room. Saif al-Islam Gaddafi, the Libyan leader’s second son, bought it in 2009 for £10 million.
LIA bought three per cent of Pearson for £224 million, making it one of the group’s biggest shareholders, and had a 0.02% stake in Royal Bank of Scotland (RBS), although this was sold in 2011. Its UK property investments include Portman House, a 146,550 square feet retail complex in Oxford Street, London, which houses retailers such as Boots and New Look, and an office at 14 Cornhill, opposite the Bank of England in the city.132
Gaddafi shared a special relationship with Silvio Berlusconi, the then Premier of Italy and a businessman. Libyan investors held significant interests in several strategic Italian enterprises. They reportedly owned around one per cent of Italy’s biggest oil company, Eni; the LIA also acknowledged two per cent interest in the aerospace and defence group, Leonardo-Finmeccanica and Finmeccanica now known as Leonardo.
Gaddafi was able to build his massive personal wealth thanks to a violent and domineering control over Libya’s natural resources. Libya has the largest supply of oil in Africa and the tenth largest in the world. Gaddafi used Libya’s oil to print money for forty years! During that time he spread his money around the globe through family members, Swiss bank accounts, real estate and investments. Estimated at $200 billion, he had enough to give $30,000 to each of Libya’s 6.6 million citizens.
At the beginning of the Libyan conflict, authorities discovered and seized roughly $67 billion of Gaddafi’s wealth hidden in bank accounts around the globe. England, France, Italy and Germany seized another $30 billion and the Obama administration found a staggering $37 billion in the United States. Investigators suspect that Gaddafi hid an additional $30 billion around the world. It is believed that Gaddafi had billions of dollars’ worth of gold hidden in Libya, which has yet to be discovered.133
Fall of Gaddafi
Following the start of the Arab Spring in 2011, Gaddafi spoke in favour of the Tunisian President Zine El Abidine Ben Ali, then threatened by the Tunisian Revolution. He suggested that Tunisia would be fine if President Ali introduced a jamahiriyah (meaning a country of the people—loosely translated to socialism) system there. As Tunisia was falling, Ali tried to shore up his popularity by reducing food prices, releasing several Islamist prisoners and purging the army leadership of possible defectors. But this did not prevent people from protesting in the streets, and he ordered an army crackdown in Benghazi where hundreds of protesters died.
This triggered a wave of protests and several senior politicians resigned or defected to the protestors’ side. The uprising spread quickly through Libya’s less economically developed eastern half. By the end of February 2011, eastern cities like Benghazi, Misrata, al-Bayda and Tobruk were controlled by rebels, and the Benghazi-based National Transitional Council (NTC) was founded to represent them. The NTC was recognized by the Arab League on August 25, bestowing it as the legitimate entity in control in Libya. Gaddafi died on October 20, 2011 in battle and was given a quick burial in an unidentified location in the desert.
Recovery Process
When Gaddafi fell, Libya had a relatively well-educated population of about 6 million. Libya was pumping 1.3-1.5 million barrels of oil a day and had approximately $100 billion in foreign reserves, mostly money collected from selling oil. The NTC could have built a prosperous Libya from there but something interesting happened. The NTC decided to give $2,400 from the national treasury to every family, which totalled close to $20 billion. Anyone who claimed that he or she fought against Gaddafi was also rewarded. With the army and police disbanded and discredited, many of the revolutionaries banded together as militias and started fighting each other for territory and for cash pay-outs.
By 2014, warring militias had destroyed large sections of Tripoli’s international airport with mortars, shoulder-launched missiles, rockets, and tanks. Libya’s oil production declined to 300,000 barrels a day and about half-a-dozen prominent Libyans who opposed Gaddafi were murdered. Seeing that there was no real authority in power in Libya, the United States, UK and others withheld Gaddafi’s billions.134
The Libyan Investment Authority (LIA), estimated to be around $60 billion was taken over by the Central Bank of Libya in April 2013. The portfolio was managed by Goldman Sachs and Societe Generale among others. What was baffling is that the investment money did not grow between 2006—2013, a seven-year period in which other investments doubled or even quadrupled! Now the LIA has sued Goldman alleging them of ‘deliberately exploiting’ the relationship for their own gain. This case is being fought in London.135
How the US Coerced and Threatened the UBS to Give Details
Under pressure from federal authorities, the Swiss bank, the United Bank of Switzerland (UBS) closed the hidden offshore accounts of its well-heeled American clients, potentially allowing their secrets to spill into the open. In a step that would have once been unthinkable in the rarefied world of Swiss banking, UBS has agreed to shut about 19,000 accounts that prosecutors suspect have gone undeclared to the US Internal Revenue Service. UBS agreed to transfer the assets to other banks or other divisions within UBS, or would mail cheques directly to the account holders, creating paper trails for federal prosecutors who are examining whether UBS clients used such accounts to evade taxes.
This has forced clients to face two stark choices, with no third: they can cash their cheques, and thereby own up their secret monies and alert the authorities, or not cash them, effectively losing their money. If they can transfer the money to new banks, a procedure which, in the case of foreign banks, requires depositors of more than $10,000 to report the new account to the Treasury Department, the consequence is the same as in the first case.
Under sheer geo-political pressure and coercive national measures taken by USA, UBS—the largest banking institution from Switzerland—has also committed to providing names of top 250 persons who have kept money in offshore accounts out of 19,000 accounts mentioned earlier to US authorities. UBS has also originally committed to pay a fine of $780 million to settle claims that it has abetted in defrauding the US IRS.
Now the US State department is compelling UBS to disclose about 52000 American accounts kept with it. The original charges are that the UBS off shore accounts have helped Americans to hide $18 billion in 19,000 accounts. As of now the settlement is that anyone opening off-shore account has to do so through US regulatory bodies.
Traditionally Swiss authorities used to argue that if there is no criminality under Swiss laws (which never recognized currency violations and tax evasion as offences), the information on offshore accounts could not be divulged. The same position was taken in the Bofors case of India. Now that wall has been breached by this US agreement with Swiss authorities. The Swiss banks now recognize tax evasion in any country as amounting to an offence in Switzerland. This breakthrough accomplished by the US has opened up a huge possibility for the rest of the world to access the tax-evaded funds of their countrymen secreted in Swiss banks.
The tough measures adopted by the US have led to UBS declaring that it would stop offering American clients offshore private banking services that are not declared to the IRS.
The US Inland Revenue prosecutors contend that UBS helped wealthy Americans hide about $18 billion, thereby evading taxes of $300 million each year. UBS is struggling to maintain its centuries-old tradition of Swiss banking secrecy amid mounting legal pressure from the Justice Department to turn over client records. It began handing over some records some time ago, causing consternation in the Swiss banking community. The cheques and transfers insisted upon by the US authorities will create paper trails because they move through bank clearing systems. So the US has almost plugged the future secreting of black wealth from the US into Swiss, and other, secret jurisdictions.
Other Stories of Successful Chases by Less Powerful Countries
It has also been successfully demonstrated by countries, which are comparatively less powerful, and less influential, in geo-politics that monies illegally stashed abroad by their corrupt leaders and businessmen can be recovered.
They have been able to expose and prosecute the corrupt leaders of their countries who had stashed and secreted away their national wealth in Swiss banks and forcing their judiciary to seek the cooperation of Swiss government and banks. They also appealed to the conscience of the world thereby generating empathy. This feat has been accomplished by small and insignificant countries and communities, like those as under. This feat has been accomplished by small and insignificant countries and communities:
	Between 2001 and 2004, Peru recovered $180 million stashed away in tax havens by Vladimiro Montesinos, its former leader.

	Between 2005 and 2006, Nigeria recovered $505 million of Sani Abacha’s money frozen and forfeited by Swiss authorities.

	Ten years prior to Benazir Bhutto’s death, Swiss banks went ahead with a move to freeze assets belonging to Bhutto and her extended family at the request of Pakistan.

	Another customer of Swiss banking institutions, Haiti’s former dictator, Jean-Claude Duvalier, saw his assets frozen not once, but twice. The most recent freeze occurred in February, 2011 when roughly $6 million were put on ice until further adjudication.

	Tunisia was also able to freeze the ill-gotten wealth of its rulers in Swiss banks.

	In 2002, Jewish families got back the money appropriated by banks from Jews in the 1936-1945 period of Hitler’s dictatorship and mass deaths.


This could be accomplished by these countries by first exposing the corruption and the corrupt leaders of their countries, and thereafter by tracking their corrupt wealth into the secret banks.
The examples of successful recovery of black monies by the powerful US, and the less powerful other nations, show that any country can do it, if it has the will and the determination to pursue its wealth secreted abroad. Such actions not only help recover the lost wealth but also act as a deterrent to generate black wealth in future. Viewed against this background, India emerges as a contrast to the trend in the world to hotly pursue black money. India is neither doing anything within India to expose and prosecute the corrupt and the offenders nor taking legal steps outside India to recover the wealth of India stashed away abroad.
We find that the experiences of countries are different in terms of accessing the illicit funds kept in tax havens by their erstwhile rulers. Political will is one of the major factors in retrieving the funds. The cooperation of major tax havens like Switzerland is a function of the seriousness of the claiming government and its political will.
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The Panama Papers
The Panama Papers are an unprecedented leak of 11.5 million files from the database of the world’s fourth biggest offshore law firm, Mossack Fonseca located at Panama City in Panama. The records were obtained from an anonymous source by the German newspaper Süddeutsche Zeitung, which shared them with the ICIJ. The ICIJ then shared them with a large network of international partners, including the Guardian and the BBC.136
The ICIJ, together with the German newspaper Suddeutsche Zeitung and more than 100 other media partners, spent a year sifting through 11.5 million leaked files to expose the offshore holdings of world political leaders, links to global scandals and details of the hidden financial dealings of fraudsters, drug traffickers, billionaires, celebrities, sports stars and more.
The trove of documents is likely the biggest leak of insider information in history. It includes nearly forty years of data from a little-known but powerful law firm based in Panama. ICIJ’s analysis of the leaked records revealed information on more than 214,000 offshore companies connected to people in more than 200 countries and territories.137
The searchable database that ICIJ published allows users to explore the networks of companies and people that used—and sometimes abused—the secrecy of offshore locales with the help of Mossack Fonseca and other intermediaries. The leaked data covers nearly forty years, from 1977 through to the end of 2015.
The data, which includes postal addresses, displays links to more than 200 countries and territories, from China to Chile. Users can filter the information by country and by offshore jurisdiction. They can also explore the role of banks, law firms and other gatekeepers of the financial system in facilitating the creation of offshore companies for high net worth individuals. For the first time, users can see details about shadowy private foundations in Panama, including available information about who controls them.
More than 370 reporters in nearly eighty countries probed the files for a year. Their investigations uncovered the secret offshore holdings of twelve world leaders, more than 128 other politicians and scores of fraudsters, drug traffickers and other criminals whose companies had been blacklisted in the US and elsewhere.138
Mossack Fonseca
It is a Panama-based off shore law firm which provides services like incorporating companies in offshore jurisdictions such as the British Virgin Islands for which they charge a yearly fee. It has offices in more than thirty-five locations around the globe, and is one of the world’s top creators of shell companies, corporate structures that can be used to hide ownership of assets. The firm is also into wealth management and it has its branches in Hong Kong, Miami, Zurich and other places around the globe.
What the Panama Papers Have Exposed
It has exposed how the rich around the world have exploited offshore tax regimes by way of bribery, arms deals, tax evasion, financial fraud and drug trafficking. It has revealed that heads of states and celebrities from all over the world have used tax havens.
Among national leaders, Russian President Vladimir Putin and his associates are leading with a $2 billion trail. Other leaders who apparently hold wealth in tax havens are Nawaz Sharif, Pakistan’s Prime Minister; Ayad Allawi, ex-interim Prime Minister and former Vice-President of Iraq; Alaa Mubarak, son of Egypt’s former president; and the Prime Minister of Iceland, Sigmundur David Gunnlaugsson.139
The family of China’s top leader Xi Jinping, who took vows to fight against corruption, has been linked to the offshore companies in the leak files. Also on the list is the Ukrainian President Petro Poroshenko, who claimed to be a reformer in his country.
Also, late father of former Prime Minister of Britain David Cameron was involved in these activities. (mention name) An offshore investment fund was run by him to avoid paying taxes in Britain. He had hired a small army of Bahamas residents to do the paper work. But it is to be noted that since its inception, the fund has been registered with revenue and customs and has filed detailed tax returns every year.
It is not only national leaders; we even have sportsman and top celebrities too involved in the Panama Papers. The soccer player, Lionel Messi is featured in the document. It reveals that Messi and his father owned companies under name of Mega Star Enterprises Inc. which have accounts in tax havens.
In Iceland, the leaked files show how Prime Minister Sigmundur David Gunnlaugsson and his wife secretly owned an offshore firm that held millions of dollars in Icelandic bank bonds during the country’s financial crisis.140
The 10 Banks that Requested the Most offshore Companies for Clients
Experta Corporate & Trust Services
Banque J.Safra Sarasin - Luxembourg S.A.
Credit Suisse Channel Islands Limited
HSBC Private Bank (Monaco) S.A.
HSBC Private Bank (Suisse) S.A.
UBS AG (SUCC. Rue Du Rhone)
Coutts & CO. Trustees (Jersey) Limited
Societe Generale Bank & Trust Luxenbourg
Landsbanki Luxembourg S.A.
Rothschild Trust Guernsey Limited
[image: ]
More than 500 banks, their subsidiaries and branches registered nearly
15,600 shell companies with Mossack Fonseca, according to ICIJ’s analysis. HSBC and its affiliates created more than 2,300 in total.
Source: The Panama Papers
Source: https://panamapapers.icij.org/graphs/
Reactions to the Panama Papers
Outraged citizens took to the streets in Reykjavik, Malta and London while the hashtag #panamapapers trended on Twitter for days after the story broke on April 3, 2016. The Prime Minister of Iceland resigned over the issue of the British Virgin Islands Company he co-owned with his wife, while other world leaders scrambled to explain their secret holdings. It took UK’s Prime Minister David Cameron three days to publicly acknowledge he had profited from an investment fund, created by his father that was incorporated in Panama and managed in the Bahamas. In Spain, a minister resigned after being caught in a series of lies about his connections to offshore companies, and in Uruguay police arrested five individuals suspected of laundering money for a powerful Mexican drug cartel.
Media commentators and political leaders feel that Panama Papers underscore the fundamental injustices and inequalities created by the offshore system.
‘When taxes are evaded, when state assets are taken and put into these havens, all of these things can have a tremendous negative effect on our mission to end poverty and boost prosperity,’ Jim Yong Kim, the President of the World Bank said.
The then US President Barack Obama, meanwhile, pointed out that the biggest problem was that many of the schemes revealed by the Panama Papers were legal. ‘It’s not that they’re breaking the laws, it’s that the laws are so poorly designed,’ he said.
Public Registries
The revelations reignited the debate about the need for public registries in which information about who ultimately controls a company be accessible to all. The UK has made disclosure of beneficial owner data mandatory and public, but British overseas territories such as the British Virgin Islands and the Cayman Islands, some of the busiest offshore havens, have agreed to share that information only when it is requested by law enforcement.
Citing the Panama Papers, the US government announced its intention to create a centralized federal registry of the actual owners of any newly created company. The registry would help law enforcement authorities ferret out the real people behind anonymous companies used in money laundering and other wrongdoing. The governments of Australia and Germany have said that they too intend to create public registries of company owners.
The anonymous leaker of the Panama Papers, known only as ‘John Doe’ in a first written statement called out for concrete steps to confront tax havens. ‘In the European Union, every member state’s corporate register should be freely accessible, with detailed data plainly available on ultimate beneficial owners,’ the source wrote. Doe added that the US ‘can clearly no longer trust its fifty states to make sound decisions about their own corporate data.’
African Nations Respond to Panama Papers
In 2010, the Panama law firm Mossack Fonseca sent 409 Christmas cards to customers in Africa, the wealthy individuals, bankers and accountants living in what the law firm called ‘Target Territory’. Since the release of the Panama Papers, however, some of those customers have themselves become targets as governments respond with investigations and inquiries into citizens and corporations with links to offshore activity.
In some countries, such as Algeria and Tunisia, politicians issued fiery denunciations or offered conspiracy theories. In others, like the Democratic Republic of Congo, ministers warned journalists to be careful. In Tunisia, authorities launched three separate inquiries. At the other end of the continent, South Africa’s Finance Ministry instructed its agencies to investigate South Africans linked to the Panama Papers.
The Panama Papers—the Indian Dimension
Out of the 11.5 million documents leaked, 36000 files were filtered by the team at the Indian Express—the only Indian newspaper affiliated with the ICIJ, and they have been able to find 500 Indian names on the firm’s list of offshore companies, foundations and trusts. There are also 234 Indian passports details that were handed over as part of the incorporation process which the journalists extracted.
The people in the list are those who have availed the services from the law firm. Some powerful Indians feature in the Panama Papers: Amitabh Bachchan, Aishwarya Rai Bachchan, two politicians—Shishir Bajoria and Anurag Kejriwal; K. P. Singh, promoter of DLF; and the erstwhile don, Iqbal Mirchi.141
Bollywood superstar, Amitabh Bachchan, who has been named in the Panama Papers denied any connection with the companies linked to Panama-based law firm Mossack Fonseca, suggesting his name had been ‘misused’.
Actor-entrepreneur Ajay Devgan, bought over the entire shareholding of a British Virgin Islands (BVI) company Marylebone Entertainment Limited in 2013, claiming it was done to acquire and exploit overseas rights of Hindi films. Mossack Fonseca & Co (BVI) Ltd was the registered agent of Marylebone Entertainment Ltd at the time of incorporation. The original shareholder of the company, registered in the BVI on October 29, 2013, was Hassan N. Sayani, an individual based in London. Sayani was issued 1,000 shares on October 31, 2013. Ajay Devgan bought over the entire shareholding from Sayani the same day. When contacted, Ajay Devgan told the Indian Express, ‘This company was set up with RBI guidelines for overseas direct investment route. Proper disclosures have been made by my family in the tax returns as required by law.’142
Indian Companies in the Panama Papers
One of the country’s top wilful defaulters, Zoom Developers Pvt Ltd, and its promoter are linked to an offshore trust registered in the British Virgin Islands (BVI), according to an April 2013 investigation by The Indian Express and the ICIJ on investments by Indians in offshore entities in tax havens.
The company, which owes at least twenty-six state-owned banks close to Rs. 3,000 crore, and promoter Vijay Choudhary are linked to Gold Harvest Trust, which was set up on August 23, 2006, and is still active, records show. While Choudhary is named as the intermediary of the trust, Managecorp Ltd is named as the trustee. Records show that the operation of the trust were carried out from the registered office address of Zoom Developers in Andheri, which has since been attached to the consortium of lenders over default of loans.
According to an investigative audit conducted by the lenders, Zoom allegedly diverted loan funds to 350-odd subsidiaries, related parties based in India and abroad, and to purchase jewellery for the wife of its promoter Vijay Choudhary. Several lenders also issued bank guarantees to the company allegedly without due diligence and allowed it to roll over bank guarantees for four years until 2009-10, according to sources familiar with the case. While the value of bank guarantees was Rs. 3,000 crore, the collateral with them was only Rs. 150 crore.143
Alembic Pharmaceuticals Ltd promoter Chirayu Amin and his family members—Malika Amin, Pranav Amin, Shaunak Amin and Udit Amin—are listed as beneficiaries of Whitefield Global Investments Ltd, which was incorporated in the British Virgin Islands (BVI) on October 1, 2015, according to records maintained by the Panama law firm Mossack Fonseca.
Chirayu Amin is the chairman and managing director of Vadodara-based Alembic Pharmaceuticals, which registered a turnover of Rs. 3,148.71 crore in 2015-16. Pranav Amin and Udit Amin are joint managing directors in the company. The value of assets to be held on behalf of the company was estimated at more than $1 million, and the source of funds was stated as ‘capital or loan from shareholder’. The BVI Company also wished to open a bank account in London, records show.
Amin told The Indian Express that Whitefield did not have any relation with Alembic Pharmaceuticals. ‘The shareholder Techno Global Trade & Investments, a company incorporated in Ras Al Khaimah, is owned by me and my family. Small investments have been made in the BVI Company through the overseas direct investment (ODI) route. The remittances made are small,’ said Amin.144
Aircel Maxis
Investments made by a mystery company set up in the tax haven British Virgin Islands (BVI) are now the subject of scrutiny in two official investigations, in the Aircel Maxis case and the Panama Papers probe.
During the same period, it also invested 2.4 million pounds in a Singapore company which is a subsidiary of Advantage Strategic Consulting Pvt Ltd where Karti Chidambaram, son of former Union minister, P. Chidambaram, held a majority stake before exiting in 2012.
Besides investing in Advantage (Singapore), Unison (BVI) also invested 1.08 million pounds in three transactions between 2012 and 2014 to pick up 3,30,000 shares at 1 pound each and 7,50,000 shares at 1 pound each in two Jersey companies: Clivedale Properties Limited and Four Leaf Limited respectively, according to annual returns filed by the Jersey companies.145
The Indian Government Action Plan
Amid a raging debate in the Indian media and political mud-slinging over the Panama Papers, a Reserve Bank of India report pointed out that not all transactions highlighted in the Papers are illegal.
Citing RBI’s report on remittances, Indian Industries’ apex body, ASSOCHAM partially dismissed the revelations made in the Panama Papers. ASSOCHAM Secretary General Mr D. S. Rawat said, ‘Instead of seeing all the remittances abroad with a needle of suspicion in the context of the so-called Panama Papers, we must realize a fair amount of liberal foreign exchange regime is in operation and which is how it should be. Let Panama Papers noise not drown out legal overseas transactions.’ The reports pointed out that in 2014-15 alone, as much as $1.32 billion was remitted out of India legally under the Liberalised Remittance Scheme (LRS). As per the LRS, an Indian resident is free to remit money abroad for a list of activities within a set limit.
The LRS also allows individuals to acquire immovable property abroad to the tune of $2,500,000 per year, without prior approval. Besides, resident individuals can set up joint ventures (JV) and wholly owned subsidiaries (WOS) outside India for legitimate business activities within the overall limit of $2,500,000. It also allows purchase of expensive art.
A resident individual can also invest in mutual funds, venture capital funds, unrated debt securities, promissory notes etc. Furthermore, the resident can invest in such securities out of the bank account opened abroad under the scheme. RBI data accessed by ASSOCHAM revealed that $1.32 billion was legally remitted out of India for these reasons.
A multi-agency group investigating the credibility of the accusations made in the Panama Papers comprises of officials from the Reserve Bank of India, Information Technology department, Financial Intelligence Unit, Enforcement Directorate and Foreign Tax and Tax Research department.146
The Foreign Tax and Tax Research (FTTR) division of the Ministry of Finance has sent ninety-one references to twelve countries, seeking financial and investment details of individuals named in the Panama Papers. The multi-agency group, constituted the very day the first list of the Panama Papers was published. The master list was prepared on the basis of names published in The Indian Express and from data released subsequently on the ICIJ website. Of the 297 individuals, 120 were said to have admitted to Income Tax authorities, wholly or partially, that they had incorporated the offshore entities which figured in the data.
The twelve countries to whom the references have been sent are the British Virgin Islands, Bahamas, United Arab Emirates, Luxembourg, United Kingdom, Gibraltar, Jersey, Singapore, Seychelles, United States, Switzerland and Cyprus. The Enforcement Directorate (ED) has also initiated investigations in forty-nine cases to probe the alleged contravention of forex laws by the entities named in this list under the provisions of the Foreign Exchange Management Act FEMA).147
In an article in The Indian Express published in March 2017, the situation was summarized as:
Nearly a year after The Indian Express published the Panama Papers, tax authorities have succeeded in obtaining 165 replies—partial or complete—from among 13 jurisdictions where Indian nationals had incorporated offshore companies through the Panamanian law firm Mossack Fonseca. According to data made available at the latest meeting of the Multi Agency Group (MAG) last month, the number of Indian clients of Mossack Fonseca, whose PAN numbers had been traced, has swelled to 424. Of these, 205 have accepted links to offshore entities named in the global expose. However, 60 other Indians named in the Panama Papers remain untraced.
The MAG, comprising of officials of the Central Board of Direct Taxes, Reserve Bank of India, Financial Intelligence Unit and Enforcement Directorate, was set up last year to ensure a “speedy and coordinated” probe against Indians whose names have figured in the Panama Papers for allegedly holding bank accounts in foreign nations. Until last month, Indian tax authorities, through the Foreign Tax and Tax Research (FTTR) division of the Ministry of Finance, sent 283 references to 13 offshore jurisdictions asking for incorporation, investment and bank account details of entities linked to Indian nationals. This marks a steady rise in the number of references sent by India—from 91 within July 2016 to 198 by October 2016.
Of the 283 references, only in 17 cases were “defects” found in requests sent by the Indian authorities. They are now likely to be sent again. Officials in the Central Board of Direct Taxes (CBDT) told The Indian Express that scrutiny of data received from jurisdictions such as Cyprus, British Virgin Islands (BVI), Seychelles and Jersey are quite “substantial” in a few cases. In several other cases, officials said, foreign counterparts have replied that the offshore entities under focus may have been struck off and ceased to exist.148
The entire saga of the Panama Papers reveal to us two important things. The venality of leaders in various countries in keeping illegal funds in tax havens and the possibility of exposure due to coordinated efforts of global investigations by the media. After the exposure it becomes difficult for different governments to hide behind the veneer of confidentiality and in a sense forced to act.
We wait with bated breath for the final word to be told in this regard.



12
Tax Havens and Global Financial Architecture
Tax havens are not exotic, murky sideshows on the fringes of the world economic system. They are, in working reality, at its centre. Half of world trade flows, at least on paper, through tax havens. Every multinational corporation uses them routinely. The biggest users of tax havens by far are not terrorists, spies, celebrities or the mafiosi—but global banks.
Tax havens are the ultimate source of strength for our global elite. Just as European nobles once consolidated their powers in fortified castles, to better subjugate and extract tribute from the surrounding peasantry, so financial capital has coalesced in their modern equivalent: the tax haven. In these fortified nodes of secret, unaccountable political and economic power, financial and criminal interests have come together to capture local political systems and turn the havens into their own private law-making factories, protected against outside interference by the world’s most powerful countries—especially Britain.
Tax havens aren’t just about escaping from tax. They are about escape—escape from criminal laws, escape from creditors, escape from prudent financial regulation—above all, escape from democratic scrutiny and accountability. Tax havens get rich by taking fees for providing these escape routes. This is their core line of business.
These escape routes transform the merely powerful into the untouchable. ‘Don’t tax or regulate us or we will flee offshore!’ the financiers cry, and elected politicians around the world crawl on their bellies. And so tax havens lead a global race to the bottom to offer deeper secrecy, ever laxer financial regulations, and ever more sophisticated tax loopholes.
They have become the silent battering rams of financial deregulation, forcing countries to cut taxes and restraints on the wealthy, and to shift all the risks, costs and taxes onto the backs of their citizens. In the process, democracy unravels, and the offshore system pushes ever further onshore.
What do many MNCs have in common with arms traffickers, terrorists, and North Korean rulers? All use the same offshore system to circumvent rules that would otherwise constrain them.
Traffickers and terrorists, as well as corrupt elites in the developing world, stash their lucre behind anonymous, untouchable trusts and limited liability companies (LLCs). And the top global banks provide offshore services and build playgrounds where they can engage in financial speculation with no rules—in the process becoming ‘too big to fail’ by the time the day of reckoning arrives.
In 2015, the International Consortium of Investigative Journalists (ICIJ) released Swiss Leaks, its investigation into HSBC Private Bank (Suisse). The report alleges that the bank serviced a mix of tax-dodging plutocrats, dictators’ bagmen, blood-diamond dealers, cocaine traffickers, and Al Qaeda financiers.
Swiss Leaks is the latest in a series of ICIJ reports based on millions of leaked offshore files. Previous ICIJ exposes sparked the European Commission investigations into allegedly illegal tax deals between EU states like Luxembourg and Ireland, and huge multinational companies including Amazon, Apple, Fiat, and Starbucks.
The world’s biggest offshore haven is Britain. Nicholas Shaxson, author of Treasure islands: Tax Havens and The Men Who Stole the World writes of a ‘British spider web’ by which British Overseas Territories and Crown Dependencies funnel cash to the City of London, London’s financial district, from all corners of the globe. Contrary to widespread perception, the Cayman Islands and Bermuda, both favourite jurisdictions for American tax dodgers, are not untouchable microstates governed by wily potentates beyond the reach of western governments’ control. They are British Overseas Territories, and threads in the spider web that collect money and channel it to the City of London.
The European Commission investigations exclude a number of EU offshore havens (notably Britain) and focus only on breaches of the law. Consequently, these inquiries barely scratch the surface. If the Commission is to make a dent in the problem, it must generate an EU-wide campaign to enact smarter rules that make offshore secrecy and tax avoidance more difficult.
The OECD in their various reports suggest that illicit financial flows originating in developing countries—from money laundering, tax evasion and bribery—often reach OECD countries. Recognizing these risks, OECD countries are taking action to avoid being safe havens for illegal money.
Combating illicit financial flows depends on the quality of national regulations, their implementation, and whether they comply with international best practices. This report highlights the performance of OECD countries against the essential international standards for countering illicit financial flows. It focuses on five policy areas: money laundering, tax evasion, bribery, asset recovery, and the role of donor agencies. These policy areas are described using publicly available data and by compliance reviews following international agreements. Taken together, the analyses provide a measure of OECD countries’ performance in fighting illicit financial flows.149
The Independent Norwegian Commission speaking on capital flight from developing countries states the seven sins of tax havens hampering development:
	Tax havens encroach heavily on the sovereignty of other countries.

	Tax havens harm the efficiency of financial markets.

	Tax havens undermine national tax systems and increase the costs of taxation.

	Tax havens reduce the efficiency of resource allocation.

	Tax havens make it more profitable and less risky to engage in economic and other crimes.

	Tax havens hurt private income too.

	Tax havens hurt institutional quality (bureaucracy at large), and, thereby economic growth (and democratic development in the long run).


Hence the commission proposes:
	Initiate international convention on transparency in international economic activity/transactions.

	Annual accounts of multinationals must show where they have affiliates (and affiliates of affiliates) and also how much they pay in tax in percentage of taxable income.150


In 2015, the Norwegian Parliament unanimously voted to establish a public registry of corporate ownership information, becoming the latest country to tackle the abuse of anonymous companies through increased transparency. Norway’s strong endorsement of transparency comes as no big surprise: the Scandinavian country routinely ranks near the top of transparency and anti-corruption rankings, and Norway was the first country to get behind the push to curb illicit financial flows. Their support on this issue dates back to the formation of the Norwegian Government-led task force on the Development Impact of Illicit Financial Flows in 2007 and their financial backing of the Financial Transparency Coalition at its inception in early 2009—long before illicit flows topped the global agenda. In establishing a public registry, Norway joins Denmark and the United Kingdom—the first country to commit to a public registry of beneficial ownership information back in October 2013.
The EU also finalized a measure in May 2015 that, among numerous provisions, requires all EU member-states to create central registries of beneficial ownership information for companies established in their countries. While the EU directive doesn’t explicitly require states to make these registries public, it allows them to make the information public if they choose, and it does require them to at least make the information available to people with a ‘legitimate interest’ in the information.
A UN report—‘Report of the Independent Expert Promotion of a Democratic and Equitable International Order’ published in 2016, focuses on the impacts of taxation on human rights and explores the challenges posed to the international order by widespread tax avoidance, tax evasion, tax fraud and profit shifting. ‘The Independent Expert’ calls for resolute action by the international community, through the creation of a United Nations tax cooperation body; the adoption of a United Nations tax convention; the phasing out of tax havens; the revision of the ‘Guiding Principles on Business and Human Rights’ to include the obligation of corporations to pay their fair share of taxes; and the adoption of a financial transactions tax.151
Also, in the wake of the 2016 disclosure of leaked Bahamas tax haven data, UN experts argued that it was time for the UN to take charge in the fight against illegal activities of offshore companies located in tax havens, because worldwide tax justice and the successful fight against money laundering will not be possible if states do not cooperate.
The first step is to establish transparency and accountability for offshore financial activity. In addition, ‘States must set uniform minimum taxation floors, to prevent individuals and business entities from shopping for the lowest possible tax rates,’ experts stated.
According to the experts’ study, it is necessary to make public disclosure of beneficial ownership information legally binding in all countries, and set up an annual ranking process, which will be done by independent experts appointed by the UN, for the financial transparency of all banking jurisdictions.
Detecting offshore taxable income becomes easier if states and financial institutions are required to share information with foreign taxation authorities, the study notes. This would lift the veil of secrecy and anonymity that shrouds these offshore accounts and return money to the public.152
Role of the G20
Many analysts believe the power and prestige of the Group of Twenty (G20), a forum of finance ministers and central bank governors from nineteen of the world’s largest countries plus the European Union, has surpassed that of the G7. Emerging powers such as China, Brazil, India, Mexico, and South Africa, whose absence from the G7 was often noted, all belong to the G20. (Russia remains a member of the G20.)
Then US President Barack Obama seemed to affirm this in 2011, calling the G20 the ‘premier forum for global economic coordination’. Many observers note that the forum was most effective during the 2008 financial crisis. (G20 leaders first met in Washington in 2008 after the fall of Lehman Brothers.)
The Washington Summit in 2008 and the London Summit in 2009 did much to avert a new great depression. Cooperation between the world’s largest economies provided liquidity that limited the contagion of the banking crisis, kept markets open and prevented countries from resorting to protectionism, and provided a stimulus that cushioned the drop in growth. But as that sense of urgency subsided, multilateral consensus was harder to come by. ‘We are now living in a G-Zero world, one in which no single country or bloc of countries has the political and economic leverage—or the will—to drive a truly international agenda,’ wrote Bremmer and economist Nouriel Roubini in Foreign Affairs in 2011.
G20 and Tax Havens
At the London G20 summit on 2nd April, 2009, G20 countries agreed to define a blacklist for tax havens, to be segmented according to a four-tier system, based on compliance with an ‘internationally agreed tax standard’. The list as per 2nd April 2009 can be viewed on the OECD website: http://www.oecd.org/ctp/42497950.pdf.
The three criteria the OECD has come up with for assessing non-cooperative jurisdictions are summarized below. Each country has to meet two of the three criteria in order to escape blacklisting:
	The country has to get a rating of ‘largely compliant’ or better from the OECD’s Global Forum, as regards the ‘exchange of information on request’ standard of transparency.

	The country commits to adopting automatic information exchange (the so-called Common Reporting Standard, CRS), and to begin exchanges by 2018 at the latest.

	The country signs the Multilateral Convention on Mutual Administrative Assistance in Tax Matters (MCMAA), a multilateral framework for all kinds of information exchange, or if it has what the OECD considers a sufficiently broad exchange network providing for exchange of information on request and automatic exchange of information.


The first and most obvious escape route from the blacklist is that a country only needs to fulfil two out of these three criteria. A country can implement the ‘on request’ standard, plus the MCMAA, yet shun the OECD’s much more comprehensive automatic information exchange project—and avoid being blacklisted.
The second escape route concerns problems with criterion 1:
	A jurisdiction only needs to be ‘largely compliant’. Given that the standards are weak anyway it appears unjustified to be satisfied with ‘largely compliant’. If there is a loophole (and thus not full compliance), everybody knows by now that determined evaders will be satisfied with continuing to exploit that single loophole.

	The peer reviews of the Global Forum which underlie the assessments are politically biased. For instance, there are US legal entities (single-member LLCs without US-sourced income) for which there is no ownership information whatsoever in the USA. Yet the Global Forum deems the US ‘largely compliant’.

	Similarly, Germany and Switzerland both allow bearer share companies—some of the most pernicious secrecy facilities ever—perfect for criminals. Yet Germany’s company ownership is rated largely compliant—while Switzerland’s bearer shares are rated as non-compliant.


The third escape route concerns criterion 2, the commitment to engage in automatic information exchange (under CRS). The USA should not be among the jurisdictions named as being committed to implementing the CRS because the USA refuses to implement the CRS. Yet the USA is named in a footnote in the relevant OECD document. This risks erroneously treating the USA in any eventual blacklist as being in compliance with criterion 2.
Alternatively, a jurisdiction could ‘commit’ to participating in the CRS, and then delay or obfuscate, as the Bahamas and several other jurisdictions are doing.
The fourth escape relates to criterion 3, relating to the signature of the MCMAA. Signature of an international legal convention alone does not result in effectiveness of that convention. It is only when ratification takes place (formal approval in parliament), that the convention comes into force. Many years can pass between signature and ratification. Germany, for example, signed it in 2008 but did not ratify it until last year. The United States is among those countries which have not yet ratified the amended convention, meaning that the US will only provide data to OECD members.
If criterion 3 is not strengthened to require actual ratification of the amended convention, the USA will no doubt be tempted to maintain its full tax haven secrecy status towards all non-OECD countries, while escaping blacklisting by the OECD and G20.153
Tax Havens, Transnational Companies and Terrorists—the Three Ts of Global Architecture which Need Change
Actually, in the last few decades the activities of transnational corporations aided by tax havens on one side and terrorists on the other side have destroyed the concept of nation state and its sovereignty evolved after the Thirty Years War in 1648 in Westphalia (the Peace of Westphalia).
The three core principles on which the Westphalia consensus rested are:
	The principle of the sovereignty of states and the fundamental right of political self-determination

	The principle of legal equality between states

	The principle of non-intervention of one state in the internal affairs of another state


Interestingly, all three are questioned by contemporary leaders of the West and radical Islam.
The NATO intervention in Kosovo and Afghanistan as well as US intervention in Iraq provide recent examples of the breakdown of idea of Westphalia. Similarly, the humanitarian crisis faced by India regarding refugees from East Pakistan is a case in point. The spread of ISIS across countries; Boko Haram in Nigeria, Kenya and Chad re-emphasize this point. Radical Islam does not accept territorial boundaries since it works for a global regime, for global Ummah.
On the other side we find global corporations transcending sovereignty in search of global profits. For this purpose, they use tax havens as a tool. Tax havens—in more than seventy jurisdictions— facilitate bank transactions with zero taxes and non-disclosure of the names and in many cases anonymous trusts holding accounts on behalf of the final beneficiary.
The big four accounting firms namely KPMG, Ernst & Young (E&Y), Deloitte and PwC have facilitated the movement of funds of clients across borders and territories to make tax ‘planning’ easier for these companies. USA is literally waging war with major giants like Amazon, Google, Microsoft among others for not paying adequate taxes in USA in spite of being US-based companies. Most of these companies have moved their profits to other tax havens. Global firms such as Starbucks, Google and Amazon have come under fire for avoiding paying tax on their British sales. There is an increasing clamour in USA that Congress should pass the Stop Tax Haven Abuse Act to Combat International Tax Avoidance. This has been highlighted by both the Tax Justice Network as well as Global Financial Integrity (GFI).
A simple method of trade mis-invoicing by global companies using tax-havens have impacted developing countries nearly $730 billion in 2012, says Global Financial Integrity (GFI). Another interesting finding by GFI is about terror financing using the tax haven route.
Because of the increasing wariness of MNCs using tax havens for avoidance of taxes and the opaque ways of functioning of these off-shore structures, demands are growing for them to report their activities and even closing down of these tax havens by European parliament etc.
Due to relentless pressure from OECD as well as G20 many of these secretive jurisdictions are becoming more transparent. But the fact of the matter is that TNCs and tax havens together have significantly undermined the concept of sovereignty and territorial jurisdictions. It is ironical that terror organizations on one side, and tax havens on the other, have completely undermined the Westphalia consensus.
The 9/11 attack was a major milestone in western governments focusing on tax havens as possible sources of funding. The 2008 financial meltdown led to a clamour by the middle class in the developed countries for a crackdown on tax havens where they perceive the rich have stored their ill-gotten wealth. Major global bodies like the UN, OECD, G20 etc. are concerned about tax havens, and it is reflected in a change in terminology. What was known as Modern or Innovative Financial Centres in the 70s and 80s, Tax Havens later on are today referred to as Secretive Centres.
It is time we considered a new global financial architecture without these tax havens, and push for more probity and transparency in public life. Most importantly, it is time we once again asserted the sovereignty of the nation state.
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